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Pension Ben. Guaranty Corp. v. Quimet Corp,, 470 F.Supp. 945 (1979)

\ 470 F.Supp. 945
United States District Court, D. Massachusetts.

PENSION BENEFIT GUARANTY
CORPORATION, Plaintiff,
and
United Rubber, Cork, Linoleum and Plastic
Workers of America, Solomon, Reddix,
and Alex Williams, Plaintiff~Intervenors,
v.

OUIMET CORPORATION, Ouimet Stay
& Leather Company, Ouimet Welting
Company, EmilR. Ouimet Wareham Trust,
Avon Sole Company, Tenn-Ero Corporation
and HerbertKahn, Trustee, Defendants.

Civ. A. Nos, 76-1314-T, 77-2005-T.

|
March 22, 1979.

Pension Benefit Guaranty Corporation brought action
pursuant to ERISA to collect amount for which defendant
companies were allegedly liable as result of termination of
pension plan by two bankrupt affiliates. The Bankruptcy
Judge ruled that PBGC could obtain reimbursement only
from the direct-employer, holding defendant companies
free from liability. On appeal, the District Court, Tauro,
J., held that: (1) when one member of a controlled
group terminates an underfunded pension plan, entire
group may be held liable by the PBGC for purposes of
reimbursement under termination liability provisions of
ERISA; (2) termination liability -provisions of ERISA
meet Fifth Amendment's requirement of due process, and
(3) PBGC was not required to issue waiver merely because
it received notification of termination of pension plan
within statutory period.

Order accordingly.

Attorneys and Law Firms

*946 Paul F. Ware, Jr., Goodwin, Procter & Hoar,
Boston, Mass., Judith F. Mazo, Barry Slevin, Pension
Benefit Guaranty Corp., Washington, D. C., for Pension
Benefit Guaranty Corp.

*947 Sidney Werlin, Friedman & Atherton, Richard E.
Mikels, Cohn, Riemer & Pollack, Paul P. Daley, Hale &
Dorr, Boston, Mass., for the trustee in bankruptcy.

Richard Maloney, Maloney, Williams & Baer, Boston,
Mass., for the Ouimet Group.

Bertram Diamond, Stamford, Conn., Harold B. Roitman,
Boston, Mass., for intervenors, URW, Reddix and
Williams.

OPINION
TAURO, District Judge.

At issue here is whether the defendants, several business

entities under common control, ! may be held jointly and
severally liable for the termination of an underfunded
pension plan by two of their bankrupt affiliates. The
plaintiff is the Pension Benefit Guaranty Corporation
(PBGC), a creature of Congress born under the provisions
of the Employment Retirement Income’ Security Act
(ERISA), 29 U.S.C. s 1302. The prime purpose of that
‘Act is to insure that workers receive the benefits to which
they are entitled under private pension plans established
for them by their einployers. Congress recognized that
workers had been unfairly subjected to the loss of expected
benefits when underfunded plans terminated. Under
ERISA, Congress gave the PBGC the responsibility
of administering terminated pension plans to the end
that affected workers receive anticipated pension benefits
promised them by their employers. It is the PBGC's
attempt to administer certain terminated pension plans

that underlies this litigation. 2

PROCEDURAL BACKGROUND

PBGC began this action in April, 1976, pursuant to
ERISA, to collect the amount for which the defendant
Ouimet companies are allegedly liable as a result of the
termination of a pension plan by their two affiliates,
the Avon Sole Company (Avon) and the Tenn-ERO
corporation (Tenn-ERO). Those two corporations had
been adjudicated bankrupt on March 22, 1976. On August

WESTLAW  © 2016 Thomson Raulers, No claim to originel U.S. Government Works,
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Pension Ben. Gdaranty Corp'. v. Quimet Corp., 470 F.Supp. 945 (1879}

20, 1976, the case was referred to the Bankruptcy Judge
sitting as a Master pursuant to Fed.R.Civ.P. 53.

In his report, the Bankruptcy Judge concluded that

section 1362 of ERISA® permitted the PBGC to obtain
reimbursement only from the direct employers, Avon
and Tenn-ERO. The other members of the controlled

group4 were held to be free from liability arising out of
the termination of Avon/Tenn-ERO's pension plan. The
Bankruptcy Judge also determined that *948 Avon and
Tenn-ERO were not liable to the PBGC because they had

no net worth. 3

PBGC subsequently appealed the rulings of the
Bankruptcy Judge to this court and has also moved to: (1)
modify the Master's Report insofar as it finds no liability
on the part of the defendant companies; (2) recommit the
case to the Master for findings relative to the net worth
of the Ouimet controlled group; and (3) enter partial
summary judgment for PBGC.

I1.

FACTUAL BACKGROUND

Avon operated a plant in Massachusetts until March,
1975. In 1973, it formed Tenn-ERO, a wholly owned
subsidiary. The companies experienced severe operating
losses and on March 22, 1976, were adjudicated
bankrupts. '

As of the time Avon's Massachusetts plant was closed
in 1975, the company was a party to a pension plan
agreement, dated May 4, 1959, covering its unionized
employees. When Avon shut down its plant, it notified

PBGC, as required by ERISA,6 that it would soon
discontinue operations in Massachusetts and would be
required to terminate its pension plan.

Through no illegal or improper conduct on Avon's part,
its plan was underfunded when terminated. The primary
reasons for the underfunding were that the market value
had fallen on certain of the investments comprising plan
assets and that the amortization of past underfunded
liabilities was not yet complete. See 29 U.S.C. s 1082.

II1.

THE CONTROLLED GROUP

The ownership picture of the defendant companies,
outlined in footnote 1 Supra, has significance because of
PBGC's position that each of them may be held to make
good the deficiencies of the Avon/Tenn-ERO pension

plan.7 PBGC's theory is that, for purposes of section
1362 liability, the term “employer” includes not only the
direct employer of the covered employees, but also all
trades or businesses under common control with the direct
employer.

At a hearing held before this court on March 6, 1978,
the parties agreed that Ouimet, Stay and Welting are a
controlled group as that term is defined in the IRC. They
also agreed that Brockton should not be so included. They
dispute, however, whether the Trust may be considered a
member of the controlled group. '

Defendants seek to have the Trust excluded from the
controlled group on the ground that it is not a trade or
business within the meaning of section 4001(b) of ERISA,

29 U.S.C. s 1301(b). 8 The Trust, by *949 its terms, is
a typical Massachusetts business trust, authorizing the
operation of a profit sharing enterprise business. See
Morrissey v. Commissioner, 296 U.S. 344, 56 S.Ct. 289,
80 L.Ed. 263 (1935). Indeed, the Trust's tax returns show
it to be engaged in the real estate business. One of its
corporate affiliates, Stay, has a five year lease on a parcel
of improved real estate owned and managed by the Trust.
[1] Defendants argue further that section 1301(b) applies
only to trades or businesses with employees, and because
the Trust has no employees, it may not be deemed an
employer. That argument depends on tortured statutory
interpretation. The first sentence of section 1301(b) makes
it clear that the Trust could be included in the controlled
group as an employer although it may have no employees:

An individual who owns the entire
interest in an unincorporated trade
or business is treated as his own
employer, . ...

Emil Ouimet, who owns 100% Of the Trust, would be
considered his own employer. This court therefore holds,
that section 1301(b) includes all trades or businesses that
are under common control, regardless of whether they
have employees. '

WESTLAW © 2018 Thomson Reuters, No olalm to original U8, Government Works. 2



Given the parties' stipulation that Brockton should be.
excluded, and the fact that Stay owns only 50% Of that

Ouimet and Avon/Tenn-ERQ are all members of the same
controlled group of businesses.

Iv.

CONTROLLED GROUP
LIABILITY UNDER ERISA

[2] Theissue of controlled group liability for termination
of underfunded pension plans is one of first impression.
Analysis of the statute and review of the legislative

history 10" Jeads ‘this court to conclude that when one
member of a controlled group terminates an underfunded
pension plan, the entire group may be held liable by the
PBGC for purposes of reimbursement under section 1362
of ERISA.

~ company, 9 this court finds that the Trust, Stay, Welting,
|
|

A) The Statute

Pension Ben. Guaranty Corp. v. Guimet Corp., 470 F.Supp. 945 (1979)

common control shall be treated as
employed by a single employer and all
such trades and businesses as a single

employer (emphasis added). 12 '

The provisions of section 1301 are contained in the
same subchapter as are those of section 1362, the section
imposing liability for reimbursement upon an employer
who maintains an underfunded plan at the time of
termination. The PBGC argues that section 1301(b)
defines “employer” as that term is used in section 1362.
Under this theory, the entire control group would-be an
employer for purposes of section 1362 liability, regardless
of whether each member of the group actually contributed
to the pension plan. Thus, all members of the controlled
group would be potentially liable, jointly and severally,
should an affiliate terminate an underfunded plan.

Defendants urge contrary interpretations of sections

1301(b) and 1362. '3 They start by noting that, under
section 1362, an employer must “maintain” a plan in
order to be held liable. Maintaining a plan is viewed
by defendants as being synonymous with contributing
to a plan. Defendants conclude, therefore, that because
members of the controlled group in this case did not

31 [ [5] As the governmental agency in charge of contribute to the terminated plan, they cannot be held

administering the statutory plan of ERISA, the PBGC
has interpreted section 1362 as imposing liability on all
trades and businesses under common control when an
employer within the group terminates an underfunded
plan. That determination is subject to challenge and
judicial review. 29 U.S.C. s 1303(f); 5 U.S.C. ss 701,

702.11 A *950 reviewing court must be guided by
the construction given a statute by the agency charged
with its execution, unless there are compelling indications
- that'it is wrong. Columbia Broadcasting System, Inc. v.
Democratic National Committee, 412 U.S. 94, 121, 93
S.Ct. 2080, 36 L.Ed.2d 772 (1973). Here there are no
such indications, Indeed, strong support for the agency's
interpretation can be found on the face of the statute itself.

The second sentence of 29 1J.S.C. s 1301(b) states:

For purposes of this subchapter,
under regulations prescribed by
the corporation, all employees of
trades or businesses (whether or
not incorporated) which are under

liable under section 1362.

This argument hinges upon defendants"” contention that
section 1301(b) is not a definition of “employer” for the
purposes of section 1362, but was merely intended to
supplement a provision in section 1301(a). Defendants'
theory is based upon the following rationale. Section
1301(a)(3) of ERISA provides that a “multi-employer
plan” means a “multi-employer plan” as defined in
section 414(f) of the IRC. That IRC provision defines
a multi-employer plan as one to which more than a

single employer is required to contribute. N significant
“special rule” in that section provides, however, that all
corporations which are members of a controlled group
of corporations shall be deemed to be one employer.
26 US.C. s 414(DH(2)(B). Defendants argue that the
purpose of section 1301(b) is to modify section 1301(a)
by extending the “special rule” enunciated in section
414(N(2)(B), to the end that all members of a controlled
group, whether or not incorporated, are deemed to be one
employer.

WESTLAW © 2016 Thomson Reulers, No claim to original US. Govemnmment Works, 3



Pension Ben. Guaranty Corp. v. Cuimet Corp., 470 F.Supp. 945 (1979)

Under defendants' theory, therefore, section 1301(b) does
not abrogate the section 1362 requirement that a member
of a common controlled group must “maintain” a plan in
order to be held liable. The controlled group defendants in
this case did not contribute to the Avon plan. They argue,
therefore, that they did not “maintain” that *951 plan
and so have no section 1362 termination liability.

Defendants' interpretations of sections 1301(b) and 1362
fall short for three reasons. First, section 1301, in both
the codified and uncodified versions, is labelled as a
definitional section. It is difficult to accept the theory that
Congress fleshed out the definitions contained in section
1301(a), by adding a separate subsection, 1301(b}, rather
than simply adding necessary language to section 1301(a).

Second, the definition at issue in 1301(b) is prefaced by the
language “For purposes of this subchapter. . . .” (emphasis
added). This clear, unequivocal explanatory phrase
supports PBGC's contention that the definitions of section
1301(b) were intended to apply to the entire subchapter,
and not merely as a supplement to a definition in section
1301(a). Defendants read “(f)or the purposes of this
subchapter” to mean “(f)or the purposes of this section.”
In doing so, they overindulge themselves with poetic
license. : :

Finally, it is by no means apparent that the word
“maintain” means only “contribute.” Regrettably,
“maintain” is not defined in the statute. Defendants,
however, rely upon an earlier version of section 1362,
proposed by the House of Representatives, in support of
the argument that the terms “maintain” and “contribute”
were intended to be interchangeable.

SEC. 414 (a) Subject to subsection
(e), where the employer or employers
Contributing to the terminating plan
or who terminated the plan are not
insolvent . such employer or
employers (or any successor in interest’
to such employer or employers) shall
be liable to reimburse the Corporation
(PBGC) for any insurance benefits
paid by the Corporation .. ..

H.R. 2, 93d Cong., 2d Sess. s 414(a), 120 Cong.Rec. 4733
(1974) (emphasis added). !°

Actually, that bit of legislative history cuts the other way.
The fact that Congress expressly substituted the word
“maintain” for the word “contributing” in the final draft
of section 1362 serves to undermine defendants' claim that
the two terms are synonymous. It is reasonable to infer
that the substitution was substantive rather than merely
cosmetic. This court interprets the substitution as being a
recognition by Congress that it would be inconsistent to
impose liability on a controlled group under section 1301,
while at the same time limiting liability under section 1362
to those who actually contribute to a pension plan. 16

Another argument advanced by defendants is that to
incorporate by reference the definition in section 1301(b)
into section 1362(a) would render superfluous subsection
(d) of 1362. The latter subsection extends liability to
successor corporations when the direct employer has
ceased to exist by virtue of a reorganization, merger,
consolidation or liquidation into a parent corporation.
Under the view taken by defendants, this subsection is
unnecessary if the term “employer,” as used in section
1362(b), already includes both a subsidiary and its parent.
Defendants' argument ignores, however, the fact that
the term “parent” is not defined directly in ERISA.
Rather, section 1563(a) of the Internal Revenue Code,
which is indirecﬂy referenced in *952 section 1301(b) of

ERISA, 17 requires that a parent own at least 80% Of
the voting stock of a corporation for that combination
to qualify as being controlled. Because section 1301(b)
and section 1362(b) impose liability only upon controlled
groups, and not parents, a parent cannot qualify as a single

" employer of a controlled group under sections 1301(b)

and 1362(b) unless it owns at least 80% Of its subsidiary's
stock. Other Treasury regulations, however, specifically
define “parent” as an entity which owns as little as 50%
Of the subsidiary's stock. See, e. g., Treas.Reg. 1.351-1(c)
(4). Thus, section 1362(d)(2) does have independent
significance in that it would trigger termination liability
if a parent owned less than 80% Of a subsidiary's
stock, and the other requirements of that subsection
were satisfied. The defendants, therefore, are incorrect in
their contention that the PBGC's interpretation of Title
IV would deprive section 1362(d)(2) of any substantial
meaning.

A further argument advanced by defendants is that
PBGC's interpretation of section 1301(b) is incompatible

with section 1107(d)(7) of ERISA. '® That section limits

WESTLAW © 2016 Thomseon Reulers. No olaim to origine! U8, Government Works. C 4



Pension Ben. Guaranty Corp. v. Ouimet Corp., 470 F.Supp. 945 (1979)

the percentage of employee pension funds that may be
invested in the securities or real property of employer or
employer-affiliates. The term employer-affiliate is defined
as, .

a member of any controlled group of corporations . . . of
which the employer who maintains the plan is a member.
29 U.8.C. s 1107(d)(7).

This definition, however, does not conflict with the
PBGC's view that the term “employer,” as used in section
1362, includes controlled group affiliates of the direct
employer. Section 1301(b) explicitly defines the term
“employer” for the purposes of Title IV of the Act, which
includes section 1362. Section 1107 is not contained in
Title IV. A facially inconsistent definition of “employer”
or “employer affiliate” contained in another Title of
ERISA has little relevance to the provisions of Title IV
which contains its own definitions of those terms.

Defendants assert that it would be unjust to hold them
liable for a terminated plan to which they do not
individually contribute because the Internal Revenue
Code does not permit anyone but the direct employer to
take deductions for contributions made to a pension plan.

Section 404(a) of the IRC, provides that, subject to certain
limitations, contributions paid by an employer to an
employee pension plan are deductible. Subsection (g) of
404 states that,

For purposes of this section any
amount paid by an employer under
section 4062 or 4064, (29
U.S.C. ss 1362, 1364) of the Employee
Retirement Income Security Act of
1974 shall be treated as a contribution
to which this section applies by such
employer to or under a stock bonus,
pension, profit-sharing, or annuity
plan. '

Although this subsection clearly covers termination
liability payments under ERISA, defendants assert that
this IRC provision does not allow an affiliated employer
to deduct contributions made to a pension plan covering
the employees of another member of a controlled group.
In support of that interpretation they point to Revenue
Ruling 69-35, 1969-1 C.B. 117, 118, which states:

(A)mounts contributed under this plan
by the corporation that is not the
employer of those benefiting from the
contribution are not deductible under
section 404 of the Code unless they
constitute ‘make-up’ contributions
within the purview of section 404(a)(3)
(B) and then only to the extent therein
provided.

This ruling, however, was handed down in 1969, five
years prior to the passage of ERISA, and clearly
reflects the concern of the Treasury Department that
affiliated corporations might vary annual contributions
to a pension plan solely to maximize *953 favorable tax
consequences. Prior to ERISA, therefore, the Treasury
Department did not allow affiliates to make tax deductible
contributions unless they qualified as employers under the
relevant provisions of the IRC.

With the enactment of ERISA in 1974, however, the
Treasury Department modified its interpretation of
section 404 of the IRC. In a letter to the PBGC, the
Treasury Department has stated that reimbursement
payments required to be made to the PBGC by an
affiliate that is considered an employer under sections
1362 or 1364 by application of section 1301(b), may
be deducted pursuant to section 404(g) of the Code.
The letter notes that section 404(g) is limited by its
literal terms to payments made to the PBGC. It goes
on to state that the Internal Revenue Service agrees
with the Treasury Department's interpretation of section
404(g). Thus, under the view taken by three government
entities, the PBGC, the Treasury Department, and
the Internal Revenue Service, payments made by a
controlled group affiliate to the PBGC in response to
ERISA termination liability are tax deductible. The IRC,
therefore, recognizes the potential burden of imposing
non-deductible termination liability upon a member of
a controlled group, and makes provision to ease that

burden. 1

B) Legislative History

Although this court finds that the statutory language
of ERISA is relatively clear and unambiguous, a review
of the legislative history in this case only reinforces the
court's conclusion. ERISA imposes termination liability

WESTLAW © 2016 Thomson Reuters. No claim to original U.S. Govermnment Works,
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Pension Ben. Guaranty Corp. v. Ouimet Corp., 470 F.Supp. 945 (1979)

on all affiliates of a controlled group. Congressional
intent is expressed clearly in the Report of the Conference
Committee:

In determining the employer who may
be liable for the insurance coverage
losses of the corporation (PBGC), all
trades or businesses (whether or not
incorporated) under common control
are to be treated as a single employer.

H.Conf Rep.N0.93-1280, 93d Cong., 2d Sess. 376 (1974),
Reprinted in 1974 U.S.Cong.Code & Admin.News pp.
4639, 5155.

The conferees again emphasized the controlled group
concept when they discussed the termination liability
provisions of 29 U.S.C. s 1364. Under section 1364,
termination liability was extended to multi-employer
plans, with the controlled group treated as a single
employer for the purposes of determining the liability of

each individual employer. 20 As the Report noted:

In this regard, it should be noted that the affiliated
employer rules are to apply in *954 this area. That is, if
one member of an affiliated group has employer liability,
then that liability is to extend to the entire affiliated group.
Also, the 30-per-cent-of-net-assets limit is to apply with
respect to the net assets of the entire group.
H.Conf.Rep.No.93-1280 at 380, 1974 U.S.Cong.Code &
Admin.News at 5159. There is nothing in the Committee
Report that lends support to defendants’ contention thata
controlled group employer must “contribute” to a plan in
order for termination liability to attach. To the contrary,
the Report demonstrates an intention to extend liability
unconditionally to the entire affiliated group.

Defendants counter with the argument that because
none of the early House and Senate bills mentioned
the controlled group lHability theory, the Conference
Committee violated a congressional rule by considering
and including in a report “matter not committed to (it)
by either House.” 2 U.S.C. s 190c. 2 US.C. s 190¢c
permits the Conference Committee to make “germane
modification of subjects in disagreement.” One of the
matters assigned to the Committee for mediation was
a dispute between the two legislative bodies regarding
the scope of employer liability. The House bill made an
employer liable for 50% Of its net worth. The Senate

wanted a liability provision for only 30%. The Conference
Committee adopted the Senate version and went on
to determine that an employer's net worth included
the assets of all the companies in a controlled group.
See H.Conf.Rep.No0.93-1280 at 376, U.S.Cong.Code &
Admin.News at 5155. Such a determination was within the
scope of matters assigned to the Committee for resolution.
[6] [7]1 This court holds, therefore, that section 1301(b)
defines the word “ employer” for the purposes of
determining section 1362 liability. Thus, the PBGC may
impose termination liability, jointly and severally, on
each member of a controlled group, whether or not such
member contributed to the terminated pension plan.

V.

CONSTITUTIONAL ISSUES

Prior to ERISA, no federal law required pension plans
to be fully funded. Defendants argue that imposing
retrospective liability under ERISA on employers who
established and maintained pension plans prior to its
passage violated their Due Process rights under the Fifth
Amendment.

[8] It is well established that “legislation readjusting
rights and burdens is not unlawful solely because it upsets
otherwise settled expectations.” Usery v. Turner Elkhorn
Mining Co., 428 U.S. 1, 16, 96 S.Ct. 2882, 2893, 49
L.Ed.2d 752 (1976). See also Allied Structural Steel Co.
v. Spannaus, 438 U.S. 234, 98 S.Ct. 2716, 57 L.Ed.2d
727 (1978) (Brennan, J., dissenting). In determining the
constitutionality of a statute with retrospective effect,
a court must consider the nature and strength of the
public interest served by the legislation. Hochman, The
Supreme Court and the Constitutionality of Retroactive
Legislation, 73 Harv.L.Rev. 692, 697 (1960). In Turner
Elkhorn the Supreme Court upheld mining safety
legislation imposing liability on employers for disabilities
incurred by employees whose employment had terminated

prior to the date of the enactment of the statute. 21

Finding the statute to be remedial *955 in nature,
the Court sustained it on the ground that it was a
rational measure which transferred the consequences of
employment from the injured employee to the employer
who had profited from his labor. 428 U.S. at 18, 96 S.Ct.
2882.
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Pension Ben. Guaranty Corp. v. Cuimet Corp., 470 F.Supp. 945 (1979)

The Court in Turner Elkhorn distinguished Railroad
Retirement Board v. Alton R. R. Co., 295 U.S. 330, 55
S.Ct. 758, 79 L.Ed. 1468 (1935), on which defendants
rely. The Alton Court had invalidated as arbitrary a
statute requiring employers to finance pensions for former
employees of the railroads. The Court there found that
such a requirement bore no rational relationship to the
Act's underlying purpose of encouraging early retirement,
but served only to supplement the salaries of former
employees who had already retired.

[9] It is questionable, in any event, whether Alton
retains vitality in light of the Court's recent approach to

substantive due process analysis. 22 Remedial legislation
is no longer subject to strict scrutiny. Plaintiffs need not
demonstrate a compelling public interest to justify the
change in employer responsibility imposed by ERISA.

The Fifth Amendment, in the field of federal activity, and
the Fourteenth, as respects state action, do not prohibit
governmental regulation for the public welfare. They
merely condition the exertion of the admitted power, by
securing that the end shall be accomplished by methods
consistent with due process. And the guaranty of due

process, as has often been held, demands only that the

law shall not be unreasonable, arbitrary or capricious, and

~ that the means selected shall have a real and substantial

relation to the object sought to be attained.
Nebbia v. New York, 291 U.S. 502, 525, 54 S.Ct. 505,
510-511, 78 L.Ed. 940 (1934).

[10] [11] The Due Process Clause clearly places

greater limitations upon Congress' power to legislate
retrospectively rather than prospectively. Congressional
acts, however, are presumed constitutional. The party
challenging them has the burden of establishing that
Congress acted in an arbitrary and irrational manner.
Usery v. Turner Elkhorn Mining Co., 428 U.S. at 15, 96
S.Ct. 2882. Defendants here have failed to demonstrate
that application of the controlled group liability concept
would be arbitrary or unreasonable. ERISA was enacted
to remedy a serious social problem, the loss and
frustration experienced by employees deprived of vested
benefits as a result of a pension plan termination. See
S.Rep.No0.93-383, 93d Cong., 2d Sess., Reprinted in 1974
U.S.Cong.Code & Admin.News at 4902. Cf. Hoefel v.
Atlas Tack Corp., 581 F.2d 1, 4 (1st Cir. 1978).

One purpose of ERISA is to supplement and enforce
federal labor law by preventing employers from promising
more than they can deliver by way of benefits
when negotiating collective bargaining agreements. The
employer. liability provisions of Title IV directly serve the
primary goal of the pension reform effort, the voluntary
continuation and maintenance of private pension plans.
Application of the controlled group liability theory
fosters that purpose by preventing employers from using
corporate segmentation as a shield from termination

liability. 23 The statute reflects Congress' judgment that,
without controlled group liability, businesses could juggle
their activities to eviscerate the termination liability

- provisions of ERISA. Such prophylactic legislation is

valid when applied indiscriminately on an across-the-
board basis.

(A) remedial provision (may require) some individuals to
submit to regulation who do not participate in the conduct
the legislation was intended to deter or control. (I)n
defining a class subject to regulation, “(t)he inclusion of a
reasonable *956 margin, to insure effective enforcement,
will not put upon a law, otherwise valid, the stamp of
invalidity.” Nothing else will meet the demands of our
complex economic system.

Mourning v. Family Publications Service, Inc., 411 U.S.
356, 374, 93 S.Ct. 1652, 1663, 36 L.Ed.2d 318 (1973)
(citations omitted).

The Supreme Court's decision in Allied Structural Steel
Co. v. Spannaus, 438 U.S. 234, 98 S.Ct. 2716, 57 L.Ed.2d
727 (1978), does not undercut the PBGC's contention
that the employer liability concepts of ERISA meet due
process requirements. In Allied, the Court examined
the constitutionality of a pre-ERISA Minnesota statute
that imposed a charge on pension plans not funded
sufficiently to cover employees who had worked at least
ten years. The Minnesota Act was triggered if an employer
either terminated a pension plan or closed a Minnesota
office. The Court found the Minnesota statute impaired
existing employer-employee obligations and, therefore,
was unconstitutional under the provisions of the contract

clause. 2 Allied is at least facially distinguishable, because
ERISA is a federal law not subject to the strictures of the
contract clause. In any event, the challenged provisions of
ERISA meet the substantive tests imposed by Allied.

“ “Legislation adjusting the rights and responsibilities of
contracting parties must be upon reasonable conditions

WESTLAW © 2018 Thomson Reulers, No olaim 10 origingt ULS. Government Works. 7
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and of a character appropriate to the public purpose
justifying its adoption.” ” 438 U.S. at 244, 98 S5.Ct. at
2722, Quoting United States Trust Co. v. New Jersey, 431
U.S. 1, 22, 97 S.Ct. 1505, 52 L.Ed.2d 92 (1977). The first
inquiry under Allied is whether the challenged statute has
substantially impaired a contractual obligation.

2] 131 [14]
plan gave the company the right to “amend, modify,
suspend or terminate the Plan” and limited the benefits
payable upon termination of the plan to “the assets then
remaining in the Trust Fund.” Public policy requires that
pension plans be construed to avoid the forfeiture of

rights earned by an employee through years of service. s

Given that policy, this court holds that the imposition of
termination liability for vested benefits in this case would
not substantially impair the provisions of the Avon plan,
certainly not to the degree that impairment was present in

Allied. There, Minnesota law imposed employer liability

to cover full pension benefits, whether or not vested, for all
ten year employees. By contrast, ERISA imposes liability
only for those benefits that have vested in accordance with

the terms of a plan. 26

The difference in contractual impairment between section
1362 of ERISA and the Minnesota statute is a significant
one. The First Circuit has recently stated its support for
the position that the promise of a pension constitutes an
offer which, upon performance of the required services by
the *957 employee, becomes a binding obligation. Hoefel

v. Atlas Tack Corp., 581 F.2d at 4.2 Cf. International
Union, United Automobile, Aerospace & Agricultural
Implement Workers of America v. Atlas Tack Corp.,
590 F.2d 384 at 386 (st Cir. 1979). Thus, the vesting
of benefits becomes a significant event that prevents the
employer from revoking the offer. Other courts have also
noted that the vesting of benefits changes a revocable offer
into a binding obligation; and have refused to enforce
disclaimer language similar to that in the Avon plan to
deprive employees of vested benefits. See, e. g., Cantor
v. Berkshire Life Insurance Co., 171 Ohio St. 405, 171
N.E.2d 518, 522 (1960).

Given this view of the law, it seems dubious that the
imposition of termination liability for vested benefits
would undermine any reliance interest that the defendants
may have had in the disclaimer language of the Avon plan.
The Minnesota statute in Allied, however, went much
farther than ERISA in disrupting settled contractual

Here, the provisions of the Avon pension

expectations. As noted above, the statute imposed liability
for benefits that had not vested under the terms of a plan.
In essence, this meant that the employer was held to his
promise before the consideration required by the offer
had been rendered. The effect on reliance interests was
significant. As the Supreme Court noted:

The company . . . had no reason to
anticipate that its employees' pension
rights could become vested except in
accordance with the terms of the plan.
It relied heavily, and reasonably, on
this legitimate contractual expectation
in calculating its annual contributions
to the pension fund.

438 U.S. at 245-246, 98 S.Ct. at 273. %8

The negligible infringement of employer reliance interests
distinguishes ERISA from the Minnesota statute at issue
in Allied. It is appropriate, however, to note other
differences between the two statutes. First, employer
liability could be triggered under Minnesota law solely
by a company closing its Minnesota office. The closing
of an office was, in fact, the basis of liability in Allied.
The statutory scheme of ERISA, however, bears a more
substantial relation to the problem of termination liability.
Under its terms, employer liability is triggered only by

formal termination of an underfunded plan. 2 Second,
under the *958 Minnesota law an employer was held
responsible for the full pensions of all employees if the plan
was determined to be insufficient. By contrast, ERISA
tempers the financial impact of termination liability by
limiting it to no more than 30% Of the employer's
statutory net worth and authorizing equitable deferred
payment arrangements. 29 U.S.C. ss 1362(b)(2), 1367.
Moreover, during the first nine months after ERISA
was enacted, a period applicable to the termination of
the Avon plan, the PBGC had the authority to reduce
employer liability or waive it altogether in the case of
unreasonable hardship. 29 U.S.C. s 1304(H(4).

This court finds that the termination liability provisions
of ERISA upset settled contractual expectations only
to a minimal degree. This limited impairment, when
balanced against a statutory purpose of protecting against
unwarranted and unjust employee deprivation, contrasts
sharply with the underlying circumstances in Allied.

WESTLAW  © 2016 Thomson Reutars, No olalm 1o original U.S. Goverhment Works., 8
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Defendants' final constitutional claim is that the liability
imposed by ERISA is in the nature of a tax or penalty.
This contention fails in light of the enunciated purposes of
ERISA, which show it to be entirely remedial in nature.

- See 20 U.S.C. s 1001.

[15] For the reasons stated above, this court holds that
the termination liability provisions of ERISA meet the
Fifth Amendment's requirement of due process.

VL

Defendants assert that even if they are collectively liable as
a controlled group under ERISA, the PBGC should have
waived liability under 29 U.S.C. s 1304(f)(4). That section
gave the agency discretion to waive or reduce employer
liability for a plan which terminated within the first 270
days after enactment of the statute, provided the agency
determined that the employer was not able to continue the
plan and that an assessment of liability would result in

unreasonable hardship. 30

PBGC maintains that the Ouimet group is not eligible for
a waliver or reduction of liability under section 1304(f)(4)
because it did not request a waiver within the statutory
period, although it did notify the agency that the plan
would be terminated within that period. Such notification
is required. 29 U.S.C. s 1341,

[16] Defendants. are correct in observing that the Act
does not require an employer to make a formal request
for a waiver. They are incorrect, however, in interpreting
section 1304(f)(4) to require the agency to issue a waiver
merely because it received a notification of termination
within the statutory period. The Act specifically grants
the PBGC discretion to determine whether liability will be
waived. ‘

PBGC's position is that it received many notices of
pending plan terminations within the first 270 days after
enactment of ERISA. Given the relatively short amount
of time available to assess the financial conditions of
terminating employers, PBGC relied upon the employers
themselves to assess their economic situations and
request waivers if needed. PBGC then deployed its
limited resources to investigate whether the companies
requesting waivers met the statutory conditions. Under
the circumstances, such an approach cannot be said to
have been unreasonable.

[17] Defendants seek to have this issue remanded to the
agency for a determination on the merits of their right to
a waiver. Regardless of the equities of such an approach,
this court has no power to do so. ERISA empowers the
PBGC to absolve employers *959 of liability “for Ohly
the first 270 days” after enactment. 29 U.S.C. s 1304(f) .
(emphasis added). The time during which the agency had
the authority to exercise its discretion has long since

passed. 3

CONCLUSION

For the reasons stated above, this court ORDERS that
PBGC's motions for partial summary judgment and
for relief from the automatic stay in bankruptcy are
hereby granted. It is further ORDERED that this case is
remanded to the Bankruptcy Court for a determination of
the net worth of the defendant controlled group, as it has
been defined in this opinion.

An order will issue.
All Citations

470 F.Supp. 945

Footnotes
1 The relationship of the defendant businesses is demonstrated in the diagram below:
Emil R. Ouimet
100% +80% +80%
Wareham Trust Ouimet Corp. Ouimet Stay &
Leather
100% 100%
Avon Ouimet Welting
100% 50%
Tenn-ERO Brockton Plastics
WESTLAW © 2016 Thomson Reuters, No olaim fo orgingl U.S. Government Works. g
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The PBGC is funded primarily through the payment of insurance premiurhs by pension plan employers. It also receives
funds by way of the reimbursement provisions of sections 4062-64 of the Act, 29 U.S.C. ss 1362-64. Section 1362,
the provision at issue here, requires an employer terminating an underfunded plan to pay the PBGC either the deficit
between the plan's guaranteed benefits and the plan's remaining assets or 30% Of the employer's remaining net worth,
whichever is less.

29 U.S.C. s 1362 provides, in relevant part:

(a) This section applies to any employer who maintained a plan (other than a multiemployer plan) at the time it was
terminated, .

(b) Any employer to which this section applies shall be liable to the corporation,.in an amount equal to the lesser of

(1) the excess of .

(A) the current value of the plan's benefits guaranteed under this subchapter on the date of termination over

(B) the current value of the plan's assets allocable to such benefits on the date of termination, or

(2) 30 percent of the net worth of the employer determined as of a day, chosen by the corporation but not more than 120
days prior to the date of termination, computed without regard to any liability under this section. )
The Ouimet Corporation (Quimet), Ouimet Stay & Leather Company (Stay) and Ouimet Welting Company (Welting).
Since an employer's maximum liability under section 1362 cannot exceed 30% Of its net worth, See n. 2 Supra, a company
which has no ascertainable net worth cannot be held liable to the PBGC for purposes of reimbursement.

See 28 U.S.C. s 1341.

The Bankruptcy Judge found that the relationship of the companies in the Ouimet group made them a controlled group
within the meaning of 26 U.S.C. s 1563(a)(3). This section of the Internal Revenue Code (IRC) is indirectly incorporated
by reference into ERISA by 29 U.S.C. s 1301(b) in the following manner: Section 1301(b} provides that all regulations
promulgated by PBGC relative to controlled group employers shail be consistent with 26 U.S.C. s 414(c). Section 414(c)
of the IRC provides that all employees of trades and businesses under common control, whether or not incorporated, are
to be treated as employed by a single employer. It states thatregulations prescribed under that subsection shall be based
on principles similar to those which apply in section 414(b). That subsection states that all employees of corporations
which are members of a controlled group of corporations are to be treated as employed by a single employer. It refers
to 26 U.S.C. s 1563(a) for the definition of a controlied group.

Section 1301(b) provides:

An individual who owns the entire interest in an unincorporated trade or business is treated as his own employer, and
a partnership is treated as the employer of each partner who is an employee within the meaning of section 401(c)(1)
of Title 26. For purposes of this subchapter, under regulations prescribed by the corporation, all employees of trades
or businesses (whether or not incorporated) which are under common control shall be treated as employed by a single
employer and all such trades and businesses as a single employer. The regulations prescribed under the preceding
sentence shall be consistent and coextensive with regulations prescribed for similar purposes by the Secretary of the
Treasury under section 414(c) of Title 26,

26 U.S.C. s 1563(a) provides that the common parent must hold at least 80% Of the voting stock of all the sibling
subsidiaries for those subsidiaries to qualify as members of a controlled group.

Prior to examining legislative history, itis appropriate to first determine if the statutory language is clear and unambiguous.
If it is, then there is no need to examine extrinsic sources, such as legislative history, to aid in statutory construction.
Preterm [nc. v. Dukakis, 591 F.2d 121, 128, 135-136 (1st Cir. 1979).

Section 4003(f) of the Act, 29 U.S.C. s 1303(f), provides:

Any participant, beneficiary, plan administrator, or employee adversely affected by any action of the corporation, or
by a receiver or trustee appointed by the corporation, with respect to a plan in which such participant, beneficiary,
plan administrator or employer has an interest, may bring an action against the corporation, receiver, or trustee in the
appropriate court. For purposes of this subsection the term "appropriate court’ means the United States district court
before which proceedings under sections 1341 or 1342 of this title are being conducted, or if no such proceedings are
being conducted the United States district court for the district in which the plan has its principal office, or the United
States district court for the District of Columbia. The district courts of the United States have jurisdiction of actions brought
under this subsection without regard to the amount in controversy.

The second line of the above quoted section contains a typographical error. The section provides that “any participant,
beneficiary, plan administrator or Employee ” may bring suit in federal court against the PBGC, if adversely affected by
a determination by that-agency. The word “employee” should read “employer.”
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Section 10(a) of the Administrative Procedure Act, 5 U.8.C. s 702, grants the right of judicial review to anyone adversely
affected or aggrieved by agency action unless another statute expressly or impliedly forbids the relief sought. The PBGC
is clearly a governmental agency within the meaning of that section. See 5 U.S.C. s 701(b)(1).

The regulations promulgated by PBGC pursuant to the authority vested in the agency under section 1301(b) virtually
echo the wording of the statute. See 29 C.F.R. ss 2612.1-.3.

The substance of defendants' first argument was advanced in a recent law review article. Note, Termination Liability
Under Title 1V of ERISA: Impact on Companies Under Common Control, 27 Case W.Res.L.Rev. 845 (1977).

Under certain provisions of ERISA, participants in multi-employer plans are treated differently from single employers who
maintain plans. See note 20 Infra.

Cited in Note, Termination Liability Under ERISA, supra n. 13 at 957.

Defendants also argue that PBGC misconstrues the plain meaning of section 1301(b) by its reading that all trades or
businesses under common control shall be treated as a single employer. This construction, according to defendants, fails
to take into account the importance of the word “such” in the second sentence of that section. Under defendants' statutory
analysis, the word “such” indicates that only “when employees of trades or businesses under common control are to be
treated as employed by a single employer, then, and For that purpose only, shall the trades or businesses be treated as a
single employer.” Joint Memorandum of Law of Trustee in Bankruptcy and Defendants at 21. ltis defendants' construction,
and not plaintiff's, which strains the plain meaning of the statute. The term “such trades and businesses” clearly refers to
the section's prior language “trades and businesses (whether or not incorporated) which.are under common control.”*
See n. 7 Supra.

See Note, Termination Liability Under ERISA, supra'n. 13 at 960.

This court's conclusion with respect to PBGC's right to proceed against all affiliates of a controlled group does not serve
to disadvantage the creditors of the bankrupts, Avon and Tenn-ERO. PBGC may assert a claim for up to thirty percent -
of the net worth of the entire controlled group. By applying the net worth of the entire controlled group, the bankruptcy
estate will probably be exhausted, and the unsecured general creditors will receive little or no dividend. This result, though
painful to creditors, might occur even if the bankrupts were not included in the controlled group. PBGC's termination
liability claims have priority over other creditors, and are to be treated “in the same manner as a tax due and owing
to the United States for purposes of the Bankruptcy Act. . . ." 29 U.S.C. s 1368(c)(2). Under the Bankruptcy Act, 11
U.S.C. s 104, a tax claim owed to the United States'is a priority debt, payable “in advance of the payment of dividends
to creditors . . . ." The recent revision of the Bankruptcy Act also gives priority to a tax claim. See 11 U.S.C. s 507(a)
(6) (1979) (effective October 1, 1979).

The practical consequence here, therefore, is that even if the PBGC were not permitted to assert a claim against the
bankrupts for up to 30% Of the controlled group's net worth, it could, nonetheless, assert a priority lien in the bankruptcy
court against the bankrupts and probably submerge any claims of general creditors.

Under section 1364, the PBGC is required to determine, in a manner consistent with section 1362, termination liability for
multiple employers maintaining a plan. There are, however, several special rules for the determination of section 1364
liability. First, the amount of termination liability allocable to each individual employer is proportionate to the amount that
the employer was required to contribute to the plan over the preceding five years. Second, the limitation of employer
liability in section 1362(b)(2) (30% Of the employer's net worth) is applied to each employer separately under section
1364. 29 U.S.C. s 1364(b).

As noted above, section 1362 is the appropriate termination liability provision when the plan is maintained entirely within
the controlled group. Section 1364 would be applicable when the controlled group maintained a plan in conjunction with
employers outside the group. For the purposes of determining liability in a multiemployer plan, however, section 1301(b)
requires that the controlled group be treated as a single employer.

The failure of Congress to apportion liability among members of a controlled group may be attributed either to legislative
oversight or to a determination that such apportionment is better left as a business decision. .

Unlike the legislation upheld in Turner Elkhorn, ERISA is not wholly retrospective in its operation. The debt to the
government arises only if an employer, like defendants, decides to terminate its insufficiently funded plan after the
enactment date of the Act. '

See, e. g., Williamson v. Lee Optical Co., 348 U.S. 483, 75 S.Ct. 461, 99 L.Ed. 563 (1955). See also Usery v. Turner
Elkhorn Mining Co., 428 U.S. at 19, 96 S.Ct. 2882.

The contention that Congress has no power to achieve statutory objectives by disregarding corporate form is a notion
that has long been put to rest. See, e. g., Corn Products Refining Co. v. Benson, 232 F.2d 554, 565 (2d Cir. 1956);
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Asiatic Petroleum Co. v. Commissioner, 79 F.2d 234, 237-38 (2d Cir.), Cert. denied, 296 U.S. 645, 56 S.Ct. 248, 80
L.Ed. 459 (1935).

That clause, in relevant part, provides:

“No State shall . . . pass any . . . Law impairing the Obligation of Contracts, . ..."” U.S.Const. art. 1, s 10.

See Hoefel v. Atlas Tack Corp., 581 F.2d at 6. '

Under section 1362, an employer is liable only for those benefits that are guaranteed under Title [V. 28 U.S.C. s 1362(a)
states that only “nonforfeitable” benefits are guaranteed. It is clear that a benefit is only nonforfeitable when an employee
has complied with ali of the conditions required by him or her under the terms of a plan. Once that happens, the employee
has a vested interest in the plan. The terms “nonforfeitable” and “vest” are, therefore, complementary. See Nachman Corp.
v. Pension Benefit Guaranty Corp., 592 F.2d 947, 955 (7th Cir. 1979). See also the PBGC definition of “nonforfeitable” for
Title IV purposes in 29 C.F.R. s 2605.6(a) (1978). The fact that a pension plan contains a clause relieving an employer
from liability should the plan terminate does not mean that the benefits of the plan are forfeitable. Nachman, supra at 957,
Rev'g, 436 F.Supp. 1334 (N.D.11.1977); In re Williamsport Milk Products Co., Inc., — F.Supp. ——(M.D.Pa.1978). But
see A-T-O, Inc. v. Pension Benefit Guaranty Corporation, 456 F.Supp. 545 (N.D.Ohio 1978). After defendants attempted
to argue that the benefits of the Avon plan were, under the Nachman district court opinion, forfeitable and thus not
guaranteeable by the PBGC, this court permitted the union representing beneficiaries of the Avon plan, as well as several
beneficiaries themselves, to intervene as plaintiffs on November 17, 1978.

In Hoefel, the First Circuit held that a clause in a pension plan which gave the employer the right to discontinue the
plan was not effective in depriving employees of vested pension rights. The court determined that the subject employees
reasonably believed they would be entitied to a lifetime pension upon retirement, provided they had served the company
for a specified number of years. Hoefel involved facts not found here, including employer misrepresentations, but is
instructive on this issue particularly in its discussion of Boase v. Lee Rubber & Tire Corp., 437 F.2d 527 (3d Cir. 1970). In
Boase, the Third Circuit held that where an employer, in “clear and unambiguous” language reserves the right to terminate
a pension plan, it can do so even in a manner which deprives retired employees of earned pension benefits. The First
Circuit in Hoefe! stated that it would decline to foliow Boase in light of the public policy which requires that pension plans
be construed to avoid the forfeiture of vested pension rights. 581 F.2d at 6.

This court's evaluation of the reliance interests at stake here is supported by a recent Seventh Circuit decision, Nachman
Corp. v. Pension Benefit Guaranty Corporation, 592 F.2d 947 (7th Cir. 1979). The pension plan at issue in that case
contained disclaimer language almost identical to that here and had also terminated prior to the minimum vesting
standards of Title I. In examining the constitutionality of imposing termination fiability under such circumstances, the court
discussed the Allied decision, comparing the reliance interests in the Minnesota statute to those in ERISA. The court
found that the Minnesota statute displaced employer reliance interests far more than Title IV because it imposed liability
“for payment of benefits to employees who, since they had not fulfilled service requirements, had no vested rights under
the plan.” The court also found that Title IV protected employee reliance interests more than the state statute because
it was applicable only to vested benefits, where the employee's expectation in retirement security is particularly strong.
502 F.2d at 961-962. As the circuit court noted, the Supreme Court in Allied was unwilling to speculate that employees
without reliance interests. It is clear, however, that employees do have significant reliance interests in the payment of
vested pension benefits.

Under limited circumstances, when the shutdown of a facility may signal impending plan termination, an empioyer may
be required to post limited security. That security is refunded if the plan does not terminate in five years, and it may be
waived in appropriate situations. 29 U.S.C. ss 1362(e), 1363.

29 U.S.C. s 1304(f)(4) provides: i

In addition to its other powers under this subchapter, for only the first 270 days after September 2, 1974 the (PBGC) may
(4) waive the application of the provisions of sections 1362, 1363 and 1364 of this title to, or reduce the liability imposed
under such sections on, any employer with respect to a plan terminating during that 270 day period if the corporation
determines that such waiver or reduction is necessary to avoid unreasonable hardship in any case in which the employer
was not able, as a practical matter, to continue the plan.

Assuming Arguendo that the agency still had authority to consider defendants' need for a waiver, it is doubtful this court
could review the agency's decision not to entertain the claim under the Administrative Procedure Act, since the decision
is one committed to agency discretion by law. See 5 U.S.C. s 701(a)(2). But see 29 U.S.C. s 1303(f).

In this cornnection it is also worth noting that, in light of this court's holding, the PBGC, even if it had continuing authority
to waive or reduce liability, might well refuse a waiver on the ground that the controlled group, including as it does solvent
employers, has the ability to either continue the plan, or reimburse PBGC without undue hardship.
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- KeyCite Yellow Flag - Negative Treatment
Rejected by Keith Fulton & Sons, Inc. v. New England Teamsters and
Trucking Industry Pension Fund, 1st Cir.(Mass.), August 6, 1984
630 F.2d 4
United States Court of Appeals,
First Circuit.

PENSION BENEFIT GUARANTY
CORPORATION, Plaintiff-Appellee,
and
United Rubber, Cork, Linoleum and Plastic
Workers of America, Solomon Reddix and Alex
Williams, Plaintiffs-Intervenors-Appellees,
V.

OUIMET CORPORATION, Ouimet Stay &
Leather Company, Ouimet Welting Company,
Emil R. Ouimet Wareham Trust, Avon Sole
Company, Tenn-ERO Corporation and Herbert
Kahn, Trustee, Defendants-Appellants.

“No. 79-1414.
|
Argued Dec. 4, 1979.

|
Decided Aug. 29, 1980.

Pension Benefit Guaranty Corporation brought action

pursuant to ERISA to collect amount for which defendant
companies were allegedly liable as result of termination of
pension plan by two bankrupt affiliates. The Bankruptcy
Judge ruled that PBGC could obtain reimbursement only
from the direct employer, holding defendant companies
free from liability. On appeal, the United States District
Court for the District of Massachusetts, Joseph L.
Tauro, J.,, 470 F.Supp. 945, found entire employer
group liable and interlocutory appeal was taken. The
Court of Appeals, Bownes, Circuit Judge, ‘held that:
(1) group of corporations which were under common
control and which filed a consolidated tax return on
which pension contributions of one corporation were
deducted constituted one employer for purposes of section
of ERISA governing pension plan termination insurance
and it was not unfair to treat group as single employer
and make it responsible for pension plan's deficit, and (2)
retroactive impact of ERISA for underfunding liability
was valid.

Affirmed.

Bownes, Circuit Judge, filed opinion concurring specially.

West Headnotes (8)
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Labor and Employment
@ Pension Benefits Guarantee Corporation;
Termination Insurance

Under ERISA section dealing with common
control erriployer for purposes of termination
insurance, group of employers under common
control is to be treated as single employer.
Employee Retirement Income Security Act
of 1974, § 4001(b), 4062(b), 29 U.S.C.A. §
1301(b), 1362(b).

5 Cases that cite this headnote

Labor and Employment
¢= Trade or Business Under Common
Control

Term “employer” as used in a recent ERISA
section dealing with liability of employer after
termination of pension plan refers, in case
of group under common control, to all the
trades or businesses which are members of the
group. Employee Retirement Income Security
Act of 1974, § 4001(b), 4062(b), 29 U.S.C.A.
§8 1301(b), 1362(b). '

27 Cases that cite this headnote

Labor and Employment
@« Eligibility, Participation, and Coverage

Congress' intent to prevent evasion of ERISA
was accomplished through antidiscrimination
rules of Title II and vesting and
participation = minimums under Title I
Employee Retirement Income Security Act of
1974, §§ 2 et seq., 3001 et seq., 29 U.S.C. A. §
1001 et seq., 1301 et seq.

Cases that cite this headnote

Labor and Employment
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@» Trade or Business Under Common
Control

Congress in enacting the ERISA provision
relating to control group employer intended
such provision to apply to entire subchapter
including section dealing with lability of
employer when plan is terminated. Employee
Retirement Income Security Act of 1974, §§
4001(b), 4062(b), 29 U.S.C.A. §§ 1301(b),
1362(b).

16 Cases that cite this headnote

Labor and Employment
g Liability of Employer;Related or

. Successor Entities

Group of corporations which were under
common control and which filed a
consolidated tax return on which pension
contributions of one corporation were
deducted constituted one employer for
purposes of section of ERISA governing

81

Labor and Employment

%= Retroactive Application;Effective Date
Retroactive  impact of ERISA for
underfunding liability did not violate
employer's due process rights. Employee
Retirement Income Security Act of 1974,
§ 4062(a, b), 29 US.C.A. § 1362(a, b);
U.S.C.A.Const. Amends. 5, 14,

1 Cases that cite this headnote

Labor and Employment
@« Proceedings

Where employer notified PBGC of intent to
terminate plan and had some negotiations
with PBGC during period of time when PBGC
had authority to waive employer's liability
under pension plan, but employer never timely
filed application for waiver, denial of waiver

~was proper. Employee Retirement Income

Security Act of 1974, § 4004(D), (H(4), 29
U.S.C.A. § 1304(F), (D(4).

pension plan termination insurance and it was
not unfair to treat group as single employer
and make it responsible under provisions
relating to pension plan's deficit. Employee
Retirement Income Security Act of 1974,
§ 407(d)(7), 4001(b), 4062, 4062(d)(2), 29
U.S.C.A.§§ 1107(d)(7),1301(b), 1362, 1362(d)
2). ‘

.5 Cases that cite this headnote

Attorneys and Law Firms

*6¢ Richard G. Maloney and Sidney Werlin, Boston,
Mass., with whom Maloney, Williams & Baer, Richard
M. Zinner, Friedman & Atherton, Paul P. Daley, Hale
& Dorr, Richard E. Mikels, and Riemer & Braunstein,
Boston, Mass., were on brief, for defendants-appellants.

6 Cases that cite this headnote

16] Labor and Employment

&= Retroactive Application;Effective Date Judith F. Mazo, Washington, D.C., with whom Henry
Rose, James N. Dulcan and Burns, Jackson, Miller,
Summit & Washington, Washington, D.C., were on brief,

for Pension Benefit Guaranty Corp., plaintiff-appellee.

Even though pension plan contained
provision limiting benefits on termination
to the assets remaining in the trust
fund, retroactive impact of ERISA for
underfunding liability was not statutorily
improper. Employee Retirement Income
Security Act of 1974, §4062(a, b), 29 U.S.C.A.
§ 1362(a, b).

Bertram Diamond, Stamford, Conn., for United
Rubber, Cork, Linoleum and Plastic Workers of
America, Soloman Reddix and Alex Williams, plaiﬂtiffs-
intervenors-appellees.

Before COFFIN, Chief Judge, CAMPBELL and
BOWNES, Circuit Judges.

Cases that cite this headnote

7 Constitutional Law
@ Pensions and Benefits, Regulation Of
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Opinion
BOWNES, Circuit Judge.

Jurisdiction in this interlocutory appeal from the United
States District Court for the District of Massachusetts

is predicated upon 28 U.S.C. s 1292(b).] The issue is
one of first impression involving the interpretation of
the Employee Retirement Income Security Act of 1974
(ERISA), Pub.L.No. 93-406, 88 Stat. 832, 29 U.S.C. ss
1001-1381.

The case 2 began with the bankruptcy of a corporation,
Avon, and its wholly owned subsidiary, Tenn-ERO, which
were part of a larger group of corporations, the Ouimet

Group. 3 A brief prefatory explanation of ERISA, and the
role in it of the Pension Benefits Guaranty Corporation
(PBGC), is necessary to appreciate the issues. Under
ERISA, PBGC assumes the administration and payment
of benefits of a terminated pension plan whose assets
are insufficient to cover all guaranteed benefits. PBGC
may recover from the employer 30% of its net worth
determined as of a date within one hundred twenty days
of the plan termination, or the deficit, whichever is less.
The bankrupts, here, had no positive net worth as of the
valuation date. This means that, if the term “employer”
is limited to the bankrupts, PBGC recovers nothing and
a dividend will be paid to the creditors. If, on the other
hand, “employer” is construed to mean the Ouimet Group
of corporations, including the bankrupts, it is probable
that PBGC will receive all of the bankrupts' assets with the
creditors receiving nothing.

The Ouimet Group of Corporations

Over forty years ago, Emil R. Ouimet purchased

the Brockton, Massachusetts shoe-trim manufacturing
concern for which he had worked for several years.
In 1940, he changed its name to Ouimet Leather *7
Company. He renamed it Ouimet Stay & Leather
Company (Stay) when production expénded to include
shoe upper strippings as well as other types of shoe

ﬁndings.4 In 1950, he founded Ouimet Corporation
(Ouimet), a Delaware corporation with its principal place
of business in Nashville, Tennessee. Ouimet manufactures
shoe findings, laminations, and vinyl-coated fabrics.
Emil also founded Brockton Plastics (Brockton), a

Massachusetts corporation producing, among other
things, shoe welting, and Ouimet Welting (Welting), a
now-dormant corporation. In 1968, Ouimet purchased the
Avon Sole Company (Avon), a shoe sole manufacturing
factory located in Holbrook, Massachusetts. In 1972,
Avon formed a wholly-owned subsidiary, Tenn-ERO, to
operate a nonunion plant in Lawrenceburg, Tennessee.

In 1971, Emil Ouimet created the Wareham Trust (Trust)
as a tax device. Its assets include the combined Stay-
Brockton factory and the houses in which Emil and his
son Richard reside.

Emil Ouimet owns 100% of Trust; 80% of Ouimet; and -
80% of Stay. He owned all stock in Avon which, in turn,
held 100% of Tenn-ERO's stock. Stay has a 100% interest
in Ouimet Welting; and a 50% interest in Brockton.
At all times pertinent to this litigation, Emil Ouimet
was president of all Ouimet Group corporations except
Ouimet and Stay, of which Richard was president.

The Plan

Pursuant to a collective bargaining agreement with

the Rubber Workers Union and the International
Brotherhood of Firemen and Oilers, Avon instituted a
pension plan for its hourly workers in 1959. The plan

.provided for full Vesting5 after ten years of service, if

certain age criteria were satisfied. It gave the company
the right to “amend, modify, suspend or terminate the
Plan” and limited the benefits payable upon termination
of the plan to “the assets then remaining in the Trust
Fund.” Avon made all actuarily mandated contributions,
but at all times the plan was underfunded. There were
three reasons for this. (1) Initial underfunding occurred
because credit was given for past years of service while
no immediate contribution to the plan for this credit was
required. Rather, the deficit was expected to be amortized
over thirty years. (2) Ouimet negotiated several benefit
increases which were not met by current contributions. (3)
A decrease in the value of certain fund investments in 1974
and 1975 led to a devaluation of the plan assets. When
Ouimet purchased Avon, the underfunding amounted to
$92,000. By March 25, 1975, the day Avon closed its
doors, it was $552,339.64.

WESTLAW © 2018 Thomson Reuters, No claim to original U.S. Government Works,

(O8]



Pension Ben. Guaranty Corp. v. Ouimet Corp., 630 F.2d 4 (1980)

2 Employee Benefits Cas. 1911

Prior Proceedings

On June 18, 1975, Avon and Tenn-ERO filed Chapter
XI bankruptcy petitions; on March 22, 1976, they
were adjudicated bankrupts. When the plant shut-down
appeared imminent, Avon notified PBGC of its intent to

terminate the pension plan. ¢ pBGC responded to Avon's
request to terminate the plan with a letter stating:

It has been determined that Avon Sole Company was
the employer who maintained the Plant at the date of
termination for purposes of Section 4062 of the Act, 29
U.S.C. s 1362.
It estimated Avon's liability- to be $717,500 and filed
a proof of claim in the Avon/Tenn-ERO bankruptcy
proceeding for that amount. After examining the

bankrupts' books, 7 PBGC determined that Ouimet, Stay,
and Welting should also be *8 considered employers who
maintained the plan. It computed the liability of the five

corporations at $552,339.64 8 and filed an amended proof v

of claim in that amount in the bankruptcy proceedings.
Ouimet and Stay filed proofs claiming that, if held liable,
they should be subrogated to the rights of PBGC against
Avon and Tenn-ERO. The bankruptéy trustee cross-
claimed alleging that Ouimet and Stay should reimburse
the estate for any payments which Avon and Tenn-ERO
would be requiréd to make to PBGC. On March 31, 1976,
PBGC filed suit against the Quimet Group in the United

States District Court for the District of Massachusetts.’
After filing suit against Ouimet, Stay, Welting, Avon,
and Tenn-ERO, PBGC determined that Trust should be
treated as an employer as well and it was joined as an
additional defendant.

The district court named PBGC trustee of the Avon

plant. 10y appointed the bankruptcy judge sitting on

the Avon/Tenn-ERO proceedings to serve as master. 1

Following a twelve-day trial in December, 1976, the
bankruptcy judge recommended that no liability attach
to the Group and that Avon/Tenn-ERO's negative net
worth relieved them of liability to PBGC. After release
of the bankruptcy judge's memorandum, Union moved
to intervene to protect the interests of former Avon
employees and the district court granted the motion. The
court held a hearing on March 13, 1979. In its opinion, it
ruled that ERISA imposes joint and several liability on all
members of a controlled group of corporations. After a

careful analysis of the statutory and constitutional issues,
it granted PBGC's motions for partial summary judgment
and for relief from the automatic stay in bankruptcy
and remanded the case to the bankruptcy court for a
determination of the net worth of the Ouimet Group of
corporations. Pension Benefit Guaranty Corp. v. Ouimet
Corp., 470 F.Supp. 945, 954, 958 (D.Mass.1979). We

_ affirm, but on somewhat different grounds.

The Statutory Scheme

The employer-sponsored retirement income program, as
one form of worker compensation, came into prominence
in the 1940's. Expansion of coverage and a parallel
increase in plan assets were marked in the ensuing decades:.
The field was unregulated by the federal government
until the enactment, in 1958, of the Welfare and Pension
Plans Disclosure Act. 29 U.S.C. s 301 et seq. Its
purpose was to curb abuses by those to whom plan
administration was entrusted. In 1962, criminalization of
certain acts of malfeasance gave the earlier legislation
some clout. Employee Retirement Income Act of 1974,
H.R.Rep.No. 93-533, 93d Cong., 2d Sess., reprinted
in (1974) U.S.Code Cong. & Admin.News pp. 4639,
4640-41. Plans administered jointly by employers and
unions were under the dominion of the *9 Labor
Management Relations Act, 29 U.S.C. s 141 et seq.
The tax advantages accruing to employers prompted
Congress to enact Revenue Code provisions controlling
plan contributions. 26 U.S.C. ss 401-404. Only a plan
maintained “for the exclusive benefit of (the) employees
or their beneficiaries” was deemed qualified. 26 U.S.C. s
401(a)(4). Of primary significance were antidiscrimination
rules denying deductions if a plan was designed to benefit
officers, shareholders, or highly compensated employees.
Id.

By 1974, pension plans had burgeoned to include over
thlrty million workers; $150 billion in assets were held in
trust for pensions, H.R.Rep.No. 533, supra, reprinted in
(1974) U.S.Code Cong. & Ad.News at 4641, and twenty
thousand workers were annually affected by pension
plan failures. Employee Retirement Income Security Act
of 1974, S.Rep.Nb. 383, 93 Cong.2d Sess., reprinted in
(1974) U.S.Code Cong. & Ad.News, 4890, 5036. In many
instances, benefits were subject to forfeiture “even when
separated employees (were) within a few months, or even
days, of qualifying for retirement.” H.R.Rep.No. 533,
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supra, reprinted in (1974) U.S.Code Cong. & Ad.News
at 4643, The cloud of forfeitability was attributable
to lack of uniformity in'vesting, the Internal Revenue
provisions requiring funding of current, but not past-
service liabilities, and plan agreements which generally
limited employee benefits to the corpus of the pension
fund if a plan terminated prematurely.

Congress confronted these problems by enacting ERISA,
a comprehensive statutory scheme detailing “minimum
standards . . . assuring the equitable character of
(pension) plans and their financial soundness.” 29

U.S.C. s 1001(a). 12 99 U.S.C. ss 1301-1381 created the
Pension Benefit Guaranty Corporation and instituted a
system of pension plan termination insurance. Designed
to guarantee minimum pension benefits to workers

whose employers discontinue pension plans, termination

insurance is an industry-wide risk and cost-sharing
program. From a pool of premiums contributed by
employers who maintain plans, PBGC pays vested
benefits to affected employees when a plan terminates.
In addition to participation in the insurance program,
which is mandatory in most instances, “any employer who
maintained a plan (other than a multiemployer plan) at
the time it was terminated,” 29 U.S.C. s 1362(a), is liable
to PBGC for the lesser of

(1) the excess of-
(A) the current value of the plan's benefits guaranteed
under this subchapter on the date of termination over

(B) the current value of the plan's assets allocable to
such benefits on the date of termination, or

(2) 30. percent of the net worth of the employer
determined as of a day, chosen by the corporation but
not more than 120 days prior to the date of termination,
computed without regard to any liability under this
section.

29 U.S.C. 5 1362(b).

Who Is The Employer?

We start with the definition section of subchapter I1I-Plan
Termination Insurance. 29 U.S.C. s 1301(b) provides in
part:

For purposes of this subchapter,
under regulations prescribed by
the corporatidn, all emi)loyees
of trades or businesses (whether
or not incorporated) which are
under common control shall be
treated as employed by a single
employer and all such trades and
businesses as a single employer.
The regulations prescribed under
the preceding “sentence shall be
consistent and co-extensive with
regulations prescribed for similar
purposes by the Secretary of the
Treasury under section 414(c) of

Title 26 13 (emphasis added).

*10 Section 1301(b) applies, by its terms, only to groups
“under common control” as that term is defined in
regulations coextensive with the regulations under *11

26 U.S.C. s 414(c). 4 Those regulations define a group

“under common control” as a parent-subsidiary group,

brother-sister group, or combined group. The regulations
go on to define these terms according to the degree and
nature of common stock ownership. The Ouimet Group,
with the exception of Brockton, which was excluded by
stipulation, clearly meets the test of stock ownership in
the regulations. The group is, therefore, under common
control for purposes of section 1301(b).

[1] [2] The apparent meaning of section 1301(b} is that
a group under common control is to be treated as a single
employer for purposes of subchapter III, which is entitled
Pian Termination Insurance. It appears, then, that the
term “employer,” as used in section 1362(b), which is part
of subchapter III, refers, in the case of a group under
common control, to all the “trades or businesses” which
are members of the group. Under this reading of the
statute, all members of the Ouimet Group would be jointly
and severally liable to PBGC.

Ouimet argues, however, that section 1301(b) does not
mean what it appears to mean. Rather, in Ouimet's
view, this language was intended only to prevent
employers from avoiding application of -ERISA by
shifting employees around among various corporate
entities. Ouimet maintains that, in the absence of section
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1301(b), an employer could avoid application of ERISA
by dividing into several corporations, each with less than
twenty-five employees. Alternatively, an employer could
shift an individual employee among corporations so as to
minimize his length of service in any one corporation to
avoid allowing his benefits to become vested.

Bl M
intended to prevent such evasion of ERISA. It is clear,
however, that this was accomplished through the anti-
discrimination rules of Title IT and the vesting and
participation minimums under Title 1. If Congress had
intended to limit the application of section 1301(b) to
certain purposes, such as computing the number of
employees for application of section 1321(b)(13), or
the length of an employee's service for application of
section 1322(b)(3)(A), it could have done so by referring
specifically to the affected sections. Instead, Congress
referred to “this subchapter.” We must assume that
Congress meant, by that phrase, the whole subchapter,
including section 1362(b).

Ouimet argues that our reading of section 1301(b) renders
section 1362(d)(2) superfluous. On this point, we agree
with the district court's observation; since the definition of
“parent” in the regulations under 26 U.S.C. s 414(c) is not
incorporated into section 1362, there may be situations in
which an employer is liquidated into a parent corporation
which does not meet the definition of “parent” that is
used to define a group under common control. In such
a situation, section 1301(b) would not apply, and section
1362(d)(2) would be necessary to impose liability on the
parent. ’

Ouimet also asserts that our reading of section 1301(b) is
incompatible with section 1107(d)(7). Ouimet focuses on
the words, “(a) corporation is an affiliate of an employer if
it is a member of any controlled group of corporations. . .
of which the employer who maintains the plan is a
member,” 29 U.S.C. s 1107(d)(7), and argues that this
means that the employer cannot be the group. Again, we
agree with the district court. This argument ignores the
fact that section 1301(b) is in Title IV of the Act and
applies only to subchapter III of that Title. The asserted
incompatible language of section 1107(d)(7) is not in Title
IV, let alone subchapter III. Defendants' construction
mixes apples and oranges.

Ouimet is correct in asserting that Congress

I5] - We do not think it necessary to track in detail each of
Ouimet's other arguments against application of the plain
meaning of section 1301(b), since we consider *12 them
adequately addressed in the district court's opinion. We
hold that the Quimet Group, as a group under common
control, is one employer for purposes of liability under
section 1362. :

We are not persuaded that, because only one of a group

of corporations under common control contributes to

a plan, it is unjust to make the group responsible for

the plan's deficit. The facts of this case illustrate why

such a group should be treated as an integrated whole.

Ouimet purchased Avon with full knowledge of the plan’
and its funding requirements. Ouimet participated in the

labor negotiations resulting in greater pension benefits

that contributed to the deficit. The Ouimet Group filed a
consolidated tax return on which the Avon contributions

were deducted. We see nothing unfair in treating the

Ouimet Group as a single employer.

We agree with the district court that the group under
common control consists of Ouimet, Trust, Stay, Welting,
and Avon/Tenn-ERO. '

Retroactivity

[6] Defendants challenge the retroactive impact of
ERISA for underfunding liability on both statutory and
constitutional grounds. The Seventh Circuit confronted
the same challenges in Nachman Corp. v. Pension Benefit
Guar. Corp., 592 F.2d 947 (7th Cir. 1979). Its decision
upholding the retroactivity features of the Act on both
grounds was appealed. The Supreme Court granted

. certiorari, but limited its review to the statutory question.

Nachman Corp. v. Pension Benefit Guar. Corp., 446 U.S.
359, 100 S.Ct. 1723, 64 L.Ed.2d 354 (1980). It stated the
statutory question as follows:

The question in this case is whether
former employees of petitioner with
vested interests in a plan that
terminated the day before much of
ERISA became fully effective are
covered by the insurance program
notwithstanding a provision in the
plan limiting their benefits to the
assets in the pension fund. k
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CId. at --, 100 S.Ct. at 1726. It held that, despite the

retroactive effect on the Nachman Corporation, the

.pension benefits were “nonforfeitable” and that PBGC

had a statutory right to reimbursement from the employer.
Since the pension plan in this case terminated prior to
December 31, 1975, and contains language substantially
identical to the language in the Nachman plan, defendants'
statutory retroactive challenge is foreclosed by the
Supreme Court decision in Nachman. See (Powell J,,
dissenting). id. at 1744,

The constitutional challenge to the retroactive effects of
ERISA on defendants is based on due process grounds.
The battle lines are drawn around redoubtable cases.
Defendants rely primarily on Allied Structural Steel Co.
v. Spannaus, 438 U.S. 234, 98 S.Ct. 2716, 57 L.Ed.2d
727 (1978), and Railroad Retirement Bd. v. Alton R.R.,
295 U.S. 330, 55 S.Ct. 758, 79 L.Ed. 1468 (1935). PBGC
counters with Usery v. Turner Elkhorn Mining, 428 U.S.

1,96 S.Ct. 2882, 49 L.Ed.2d 752 (1976). We agree with the

Seventh Circuit that Turner Elkhorn carries the day.

[71 The record supporting the enactment of ERISA,
wholly unlike that present in Allied Structural Steel,
demonstrates that “the presumption favoring ‘legislative
judgment as to the necessity and reasonableness of a
particular measure’ ” must be allowed to govern here. 438
U.S. at 247, 98 S.Ct. at 2724. Turner Elkhorn Mining, 428
U.S. at 18, 19, 96 S.Ct. 2882; Williamson v. Lee Optical
Co., 348 U.8S. 483, 488, 75 S.Ct. 461, (464) 99 L.Ed. 563
(1955). Title IV of ERISA satisfies Nachman's rights to
Due Process.

Nachman Corp. v. Pension Benefit Guar. Corp., 596
F.2d at 963. We note that the Supreme Court quoted
extensively in a footnote the analysis the Seventh Circuit
used to distinguish ERISA from the Minnesota statute in
Allied Structural Steel Co. v. Spannaus. Nachman Corp.
v. Pension Benefit Guar. Corp., 446 U.S. at -- n. 12, 100
S.Ct. at 1729 n. 12. We hold that, despite the retroactivity
inherent in the Act, there is no constitutional due process
violation.

*13 Waiver

To temper the immediate impact of ERISA on employers
terminating plans, Congress authorized PBGC to issue
full or partial liability waivers in cases of extreme

hardship during the first two hundred seventy days after

ERISA's enactment. 29 U.S.C. s 1304(f)(4). !> During
the two hundred seventy day period, PBGC promulgated
no guidelines relative to waiver application procedures,
but, on May 30, 1975, the final day of its temporary
authority, it waived liability in most cases in which
it had received a letter requesting a waiver. These
waivers were contingent upon subsequent investigation
into qualification for hardship status. The sole procedural
requirement of section 1304(f)(4) is that the plan terminate
during the applicable period. Fulfilling that requirement
triggers eligibility for consideration of relief from liability.

[8] On March 14, 1975, more than two months prior
to the expiration of PBGC's temporary authority, Avon
notified PBGC of its intent to terminate the plan on March
25, 1975. PBGC replied with a request for information
about the plan and the reasons for its dissolution. Avon
made a timely reply to the correspondence, outlining its
poor financial condition. On May 29, 1975, Avon's plan
administrator advised an Avon vice-president, Thomas
Rosser, that Avon should forward a waiver request to
PBGC “by registered mail on May 30.” PBGC did not
receive the letter, dated June 5, until the tenth of June
and refused to consider the waiver request. The Ouimet
Group now asserts that it is entitled to consideration for
a hardship waiver, contending that it had no knowledge
that PBGC would waive lability only if a specific
request were made. It contends that the June 5th letter
“indicates no more than the diligence of the actuary,
who became concerned about the absence of any action
by PBGC.” Our reading of the record leads us to the
contrary-conclusion. The letter from the company plan
administrator to Rosser states:

Enclosed is a draft of the letter
I mentioned in our telephone
conversation which should be
forwarded on Company stationery
to the PBGC by registered mail on
May 30, to meet the 270 day period
from September 2, 1974,

It indicates that Avon knew PBGC had instituted a
waiver-request procedure. ‘Whether Avon learned this
formally or informally, it failed to act during the requisite
time period. Avon correctly states that the statute requires
no specific request for a waiver; but, once it had
knowledge of PBGC's housekeeping rules, it should have
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followed them. Moreover, as the district court pointed
out, the Act allowed waiver by PBGC “for only the first
270 days” after enactment. 29 U.S.C. s 1304(f)(4). That
period has passed.

Affirmed.

BOWNES, Circuit Judge (concurring specially).
While I agree with the panel, I think its statutory analysis,
like that of the district court, is incomplete. It glosses

over, without addressing, the main statutory problem-that '

ERISA recognizes two groups of businesses: businesses
(whether or not incorporated) which are under common
control, and a controlled group of corporations. Each is
defined separately and treated separately under the Act.
Unfortunately, the parties and the district court, to some
degree, have used the terms interchangeably. Since the
key question is whether the single employer definition
of businesses under *14 common control under section

1301(b) '® brings the Ouimet Group within the liability

provisions of section 1362(a), 17 and, since section 1301
does not refer to controlled groups of corporations at all,
it is necessary to examine the Act to determine how both
entities are treated and into which category the Ouimet
Group falls. :

Congress defined controlled group by adopting the
Internal Revenue Code definitions of 26 U.S.C. s

1563(a) 18 which make stock ownership the test. It did
not, at the time it passed ERISA, define groups under
common control in terms of any existing provisions
of the Internal Revenue Code. In section 1301(b), it
provided that, under regulations prescribed by PBGC,
all employees with trades or businesses under common
control are to be treated as employed by a single employer.
It further directed that the PBGC regulations “shall be
consistent and coextensive with regulations prescribed for
similar purposes by the Secretary of the Treasury under

section 414(c) of Title 26.” The regulations promulgated

by the Secretary of the Treasury after the enactment of
ERISA under 26 U.S.C. s 414(c), see footnote 14, supra,

Footnotes
1 In pertinent part, 28 U.S.C. s 1292(b) provides:

defined groups under common control in the same terms
as controlled groups. This, however, cannot change the
separate treatment given these two entities under the Act.

The Ouimet Group fits into the definition of both entities;
it is a group of businesses under common control and also
a controlled group of corporations. The problem inherent
in this dual role is that businesses under common control
and a controlled group of corporations are not treated in
the same manner throughout the Act.

That section defining a multiemployer plan states, “all
corporations which are members of a controlled group of
corporations . . . shall be deemed to be one employer.”
29 U.S.C. s 1002(37)(B)(ii). There is no mention of
trades or businesses under common control in this section
of the *15 Act. Multiemployer plans are exempted
from the liability provisions of 29 U.S.C. s 1362(a).
Liability is imposed under 29 U.S.C. s 1364(a) on “all
employers who maintain a plan under which more than
one employer makes contributions at the time such plan is
terminated . . .” Since the plan here is not multiemployer
and since Ouimet is a controlied group, it can be argued
that only the employer (the bankrupts) who maintained
the plan are liable.

For purposes of minimum participation, vesting and
benefit accrual, a controlled group and businesses under
common control receive separate but equal tandem

treatment under 29 U.S.C. ss 1060(c) and (d). 19

Disparate treatment of these entities does not, however,
eliminate the common control definition of employer from
the liability section of the Act. I would hold specifically
that where, as here, there is a controlled group of
corporations that also meets the definition of businesses
under common control, section 1301(b) makes the group
a single employer for liability purposes under section
1362(a).

All Citations

630 F.2d 4, 2 Employee Benefits Cas. 1911

(b) When a district judge, in making in a civil action an order not otherwise appealable under this sectlon shall
be of the opinion that such order involves a controlling question of law as to which there is substantial ground for
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difference of opinion and that an immediate appeal from the order may materially advance the ultimate termination of
the litigation, he shall so state in writing in such order. The Court of Appeals may thereupon, in its discretion, permit
an appeal to be taken from such order, if application is made to it within ten days after the entry of the order . . ..
The opinion of the district court is reported at 470 F.Supp. 945.
The Ouimet Group challenges certain retroactively-applied provisions of ERISA. After oral argument in the instant case,
the Supreme Court heard oral arguments in Nachman Corp. v. Pension Benefit Guar. Corp.,, --U.S. --, 100 S.Ct. 1723,
64 L.Ed.2d 354 (1980), which also involved a retroactivity challenge to the Act. Accordingly, we postponed our decision
until the Supreme Court had decided Nachman.
A finding is a trim, decorative item, or small stripping stitched onto the upper portion of a shoe. The terms finding and
stay are interchangeable.
Vesting is defined as the “nonforfeitable right of interest which an employee acquires in the pension fund.” Employee
Retirement Income Security Act of 1974, H.R.Rep.No. 533, reprinted in (1974) U.S.Code Cong. & Ad. News 4639, 4643.
29 U.S.C. s 1341(a) requires plan administrators to notify PBGC of proposed terminations at least ten days prior to the
proposed termination date.
PBGC has broad investigatory authority under 29 U.S.C. s 1303(a)-(c).
Maximum liability to PBGC is the lesser of the pension underfunding or 30% of the employer's net worth. 29 U.S.C.
s 1362(b). PBGC determined the net worth of the Ouimet Group, excluding Trust and Brockton, to be $1,875,283
on December 31, 1974. Because 30% of net worth ($562,601.70) exceeds the amount of pension underfunding
($552,339.:64) the liability equals the pension fund deficit.
29 U.S.C. s 1303(e) authorizes PBGC to bring suit for legal and/or equitable relief. Jurisdiction is vested in the United
States district courts.
After commencement of plan termination, if PBGC finds that the plan is unable to pay basic benefits, 29 US.C. s
1341(e) empowers PBGC to apply to the district court for a decree adjudicating that the plan must be terminated
according to procedures outlined in 29 U.S.C. s 1342, Pending adjudication, “such court shall stay . . . any pending
bankruptcy.” 29 U.S.C. s 1342(f).
29 U.S.C. s 1342(b) authorizes tl')e appointment by the district court of PBGC as trustee. The court named PBGC trustee
of Avon's plan on April 20, 1976, ordering that the termination be effective as of March 25, 1975. PBGC now pays monthly
benefits averaging $87 to 108 employees. An additional 150 workers will receive no pension because their rights were
not vested when Avon went out of business.
A district court may appoint a special master “in matters of account and of difficult computation of damages.” Fed.R.Civ.P.
53. The proceedings were consolidated because the issues in both cases were “substantially identical.” PBGC v. Tenn-
ERO Corp., No. 76-1314 (D.Mass. May 13, 1977).
29 U.S.C. ss 1001-1144 set out requirements of minimum participation, vestmg, and funding. 26 U.S.C. ss 401-415
contain coordinate tax provisions. 29 U.S.C. ss 1201-1242 detail the procedure for the agencies to whom enforcement
is relegated. :
26 U.S.C. s 414(c) states in pertinent part, “all employees of trades or businesses (whether or not incorporated) which
are under common control shall be freated as employed by a single employer.”
Temporary Treasury‘ Regulations promulgated under 26 U.S.C. s 414(c) provides in part:
s 11.414(c)-2 Two or more trades or businesses under common control (TD 7388, filed 10-31-75).
(a) In general. For purposes of this section, the term “two or more trades or businesses under common control”
means any group of trades or businesses which is either a “parent-subsidiary group of trades or businesses under
common control” as defined in paragraph (b) of this section, a “brother-sister group of trades or businesses under
common control” as defined in paragraph (c) of this section, or a “combined group of trades or businesses under
common control” as defined in paragraph (d) of this section. For purposes of this section and ss 11.414(c)-3 and
11.414(c)-4, the term “organization” means a sole proprietorship, a partnership (as defined in section 7701(a)(2)),
a trust, an estate, or a corporation. :
(b) Parent-subsidiary group of trades or businesses under common control-(1) General. The term “parent-subsidiary
group of trades or businesses under common control” means one or more chains of organizations conducting trades
or businesses connected through ownership of a controlling interest with a common parent organization if-
(i) A controlling interest in each of the organizations, except the common parent organization, is owned (directly and
with the application of s 11.414(c)-4(b)(1), relating to options) by one or more of the other organizations; and
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(i) The common parent organization owns (directly and with the application of s 1 1.414(c)-4(b)(1), relating to options)
a controlling interest in at least one of the other organizations, excluding, in computing such controlling interest, any
direct ownership interest by such other organizations.
(2) Controlling interest defined-(i) Controlhng interest. For purposes of paragraphs (b) and (c) of this section, the
phrase “controlling interest” means: :
(A) In the case of an organization which is a corporation, ownership of stock possessing at least 80 percent of the
total combined voting power of all classes of stock entitled to vote of such corporation or at least 80 percent of the
total value of shares of all classes of stock of such corporation:
(B) In the case of an organization which is a trust or estate, ownership of an actuarial interest of at least 80 percent
of such trust or estate: :
(C) In the case of an organization which is a partnership, ownership of at least 80 percent of the profits interest or
capital interest of such partnership; and '
(D) In the case of an organization which is a sole proprietorship, ownership of such sole proprietorship.
(if) Actuarial interest. For purposes of this section, the actuarial interest of each beneficiary of a trust or estate shall
be determined by assuming the maximum exercise of discretion by the fiduciary in favor of such beneficiary. The
factors and method prescribed in s 20.2031-10 of this chapter (Estate Tax Regulations) for use in ascertaining the
value of an interest in property for estate tax purposes shall be used for purposes of this subdivision in determining
a beneficiary's actuarial interest.
(c) Brother-sister group of trades or businesses under common control-(1) General. The term “brother-sister group
of trades or businesses under common contro!” means two or more organizations conducting trades or businesses
if (i) the same five or fewer persons who are individuals, estates, or trusts own (directly and with the application of
s 11.414(c)-4), singly or in combination, a controlling interest of each organization, and (ii) taking into account the
ownership of each such person only to the extent such ownership is identical with respect to each such organization,
such persons are in effective control of each organization.
(2) Effective control defined. For purposes of this paragraph, persons are in “effective control” of an organization if-
(i) In the case of an organization which is a corporation, such persons own stock possessing more than 50 percent
of the total combined voting power of all classes of stock entitled to vote of such corporation or more than 50 percent
of the total value of shares of all classes of stock of such corporation:
(ii) In the case of an organization which is a trust or estate, such persons own an aggregate actuarial interest of
more than 50 percent of such trust or estate:
(iii) In the case of an organization which is a partnership, such persons own an aggregate of more than 50 percent
of the profits interest or capital interest of such partnership; and
(iv) In the case of an organization which is a sole proprietorship, such persons own such sole proprietorship.
(d) Combined group of trades or businesses under common control. The term “combined group-of-trades or
businesses under common control” means any group of three or more organizations, if (1) each such organization
is a member of either a parent-subsidiary group of trades or businesses under common control or a brother-sister
group of trades or businesses under common control, and (2) at least one such organization is the common parent
organization of a parent-subsidiary group of trades or businesses under common control and is also a member of a
brother-sister group of trades or businesses under common control.

15 29 U.S.C. s 1304(f) in relevant portion provides:
In addition to its other powers under this subchapter, for only the first 270 days after September 2, 1974, the
corporation may
{4) waive the application of the provisions of sections 1362, 1363, and 1364 of this title to, or reduce the liability
imposed under such sections on, any employer with respect to a plan terminating during that 270 day period if the
corporation determines that such waiver or reduction is necessary to avoid unreasonable hardship in any case in
which the employer was not able, as a practical matter, to continue the plan.

16 29 U.S.C. s 1301(b) provides in pertinent part:
For purposes of this subchapter, under regulations prescribed by the corporation, all employees of trades or
businesses (whether or not incorporated) which are under common control shali be treated as employed by a single
employer and all such trades and businesses as a single employer. The regulations prescribed under the preceding
sentence shall be consistent and coextensive with regulations prescribed for similar purposes by the Secretary of
the Treasury under section 414(c) of Title 26.
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17 29 U.S.C. s 1362(a) provides in pertinent part: “This section applies to any employer who maintained a plan (other than
| a multi-employer plan) at the time it was terminated(.)"
‘ 18 . 29 U.S.C. s 1060(c) refers to 26 U.S.C. s 1563(a)(1)-(3) which contains the following definition of controlled group of
| corporations.
(a) Controlled group of corporations.-For purposes of this part, the term “controlled group of corporatlons means any

a commonh parent corporation if-
(A) stock possessing at least 80 percent of the total combined voting power of all classes of stock entitled to vote or
at least 80 percent of the total value of shares of all classes of stock of each of the corporations, except the common
parent corporation, is owned (within the meaning of subsection (d)(1)) by one or more of the other corporations; and
(B) the common parent corporation owns (within the meaning of subsection (d) (1)) stock possessing at least 80
percent of the total combined voting power of all classes of stock entitled to vote or at least 80 percent of the total
value of shares of all classes of stock of at least one of the other corporations, excluding, in computing such voting
power or value, stock owned directly by such other corporations. :
(2) Brother-sister controlled group.-Two or more corporations if stock possessing at least 80 percent of the total
combined voting power of all classes of stock entitled to vote or at least 80 percent of the total value of shares of
all classes of stock of each of the corporations is owned (within the meaning of subsection (d)(2)) by one person
who is an individual, estate, or trust.
(3) Combined group.-Three or more corporations each of which is a member of a group of corporations described
in paragraph (1) or (2), and one of which-
(A) is a common parent corporation included in a group of corporations described in paragraph (1), and also
(B) is included in a group of corporations described in paragraph (2).

19 29 U.S.C.ss 1060(c) and (d) provide:
(c) For purposes of sections 1052, 1053, and 1054 of this title, all employees of all corporations which are members
of a controlled group of corporations (within the meaning of section 1563(a) of Title 26, determined without regard
to section 1563(a)(4) and (e)(3)(C) of Title 26) shall be treated as employed by a single employer. With respect to
a plan adopted by more than one such corporation, the minimum funding standard of section 1082 of this title shall
be determined as if all such employers were a single employer, and allocated to each employer in accordance with
regulations prescribed by the Secretary of the Treasury.
(d) For purposes of sections 1052, 1053, and 1054 of this title, under regulations prescribed by the Secretary of the
Treasury, all employees of trades or businesses (whether or not incorporated) which are under common control shall
be treated as employed by a single employer. The regulations prescribed under this subsection shall be based on
principles similar to the principles which apply in the case of subsection (c) of this section.

|
| group of-
(1) Parent-subsidiary controlled group.-One or more chains of corporations connected through stock ownership with
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P KeyCite Yellow Flag - Negative Treatment
Proposed Regulation
Code of Federal Regulations

Title 26. Internal Revenue

Chapter L. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.401(a)-1, Treas. Reg. § 1.401(a)-1
§ 1.401(a)—1 Post—ERISA qualified plans and qualified trusts; in general.

Effective: May 22, 2007
Currentness

(a) Introduction—(1) In general. This section and the following regulation sections under section 401 reflect the provisions
of section 401 after amendment by the Employee Retirement Income Security Act of 1974 (Pub.L. 93-406) (“ERISA™).

(2) [Reserved]

(b) Requirements for bpension plans—(1) Definitely determinable benefits. (i) In order for a pension plan to be a
qualified plan under section 401(a), the plan must be established and maintained by an employer primarily to provide
systematically for the payment of definitely determinable benefits to its employees over a period of years, usually for
life, after retirement or attainment of normal retirement age (subject to paragraph (b)(2) of this section). A plan does
not fail to satisfy this paragraph (b)(1)(i) merely because the plan provides, in accordance with section 401(a)(36), that
a distribution may be made from the plan to an employee who has attained age 62 and who is not separated from
employment at the time of such distribution.

(i) Section 1.401-1(b}(1)(Q), a pre-ERISA regulation, provides rules applicable to this requirement, and that
regulation is applicable except as otherwise provided.

(iii) The use of the type of plan provision described in § 1.415(a)-1(d)(1) which automatically freezes or reduces the
rate of benefit accrual or the annual addition to insure that the limitations of section 415 will not be exceeded, will
not be considered to violate the requirements of this subparagraph provided that the operation of such provision
precludes discretionbby the employer.

(2) Normal retirement age—(i) General rale. The normal retirement age under a plan must be an age that is not
earlier than the earliest age that is reasonably representative of the typical retirement age for the industry in which
the covered workforce is employed.
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(i) Age 62 safe harbor. A normal retirement age under a plan that is age 62 or later is deemed to be not earlier than
the earliest age that is reasonably representative of the typical retirement age for the industry in which the covered
workforce is employed.

¥

(iii) Age 55 to age 62. In the case of a normal retirement age that is not earlier than age 55 and is earlier than age 62,
whether the age is not earlier than the earliest age that is reasonably representative of the typical retirement age for
the industry in which the covered workforce is employed is based on all of the relevant facts and circumstances.

(iv) Under age 55. A normal retirement age that is lower than age 55 is presumed to be earlier than the earliest age
that is reasonably representative of the typical retirement age for the industry in which the covered workforce is
employed, unless the Commissioner determines that under the facts and circumstances the normal retirement age
is not earlier than the earliest age that is reasonably representative of the typical retirement age for the industry in
which the covered workforce is employed.

(v) Age 50 safe harbor for qualified public safety employees. A normal retirement age under a plan that is age 50 or
later is deemed to be not earlier than the earliest age that is reasonably representative of the typical retirement age
for the industry in which the covered workforce is employed if substantially all of the participants in the plan are
qualified public safety employees (within the meaning of section 72(t)(10)(B)). ’

(3) Benefit distribution prior to retirement. For purposes of paragraph (b)(1)(i) of this section, retirement does
not include a mere reduction in the number of hours that an employee works. Accordingly, benefits may not be
distributed prior to normal retirement age solely due to a reduction in the number of hours that an employee works. '

(4) Effective date. Except as otherwise provided in this paragraph (b)(4), paragraphs (b)(2) and (3) of this section
are effective May 22, 2007. In the case of a governmental plan (as defined in section 414(d)), paragraphs (b)(2) and
(3) of this section are effective for plan years beginning on or after January 1, 2009. In the case of a plan maintained
pursuant to one or more collective bargaining agreements that have been ratified and are in effect on May 22,
2007, paragraphs (b)(2) and (3) of this section do not apply before the first plan year that begins after the last of
such agreements terminate determined without regard to any extension thereof (or, if earlier, May 24, 2010. See
§ 1.411(d)-4, A-12, for a special transition rule in the case of a plan amendment that increases a plan's normal
retirement age pursuant to paragraph (b)(2) of this section.

Credits
[T.D. 7748, 46 FR 1695, Jan. 7, 1981; T.D. 9319, 72 FR 16894, April 5, 2007; T.D. 9325, 72 FR 28606, May 22, 2007]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted. -

Notes of Decisions (457)

Current through December 8, 2016; 81 FR 88972.

End of Document € 2016 Thomson Reuters. No claim to original 1.8, Government Works.
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Code of Federal Regulations
Title 26. Internal Revenue .
Chapter 1. Internil Revenue Service; Departinent of the Treasury
Subchapter-A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
~Deferred Compensation, Etc.
Pension, Profit=Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.401(a)—2, Treas. Reg. § 1.401(a)-2
§ 1.401(a)—2 Impossibility of diversion under qualified plan or trust.

Effective: April 5, 2007
Currentness

(a) General rule. Section 401(a)(2) requires that in order for a trust to be qualified, it must be impossible under the trust
instrument (in the taxable year and at any time thereafter before the satisfaction of all liabilities to employees or their
beneficiaries covered by the trust) for any part of the trust corpus or income to be used for, or diverted to, purposes
other than for the exclusive benefit of those employees or their beneficiaries. Section 1.401-2, a pre-ERISA regulation,
provides rules under section 401(a)(2) and that regulation is applicable except as otherwise provided.

(b) Section 415 suspense account. Notwithstanding paragraph (a) of this section, a plan, or trust forming part of a plan,
may provide for the reversion to the employer, upon termination of the plan, of amounts contributed to the plan that
exceed the limitations imposed under section 415(c), to the extent set forth in rules prescribed by the Commissioner in
revenue rulings, notices, or other guidance published in the Internal Revenue Bulletin (see § 601.601(d)(2) of this chapter).

Credits
[T.D. 7748, 46 FR 1696, Jan. 7, 1981; T.D. 9319, 72 FR 16894, April 5, 2007]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Notes of Decisions (24)

Current through December 8, 2016; 81 FR 88972.

End of Document © 2016 Thomson Reuters. No claim to original U.S. Government Works,
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I, Internal- Revenue Service; Department of the Treasury
Subchapter A. Income Tax.
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc. .
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.401(a)—4, Treas. Reg. § 1.401(a)—4
§ 1.401(a)—4 Optional forms of benefit (before 1994).

Currentness

Q-1: How does section 401(a)(4) apply to optional forms of benefits?

A-1: (a) In general—(1) Scope. The nondiscrimination requirements of section 401(a)(4) apply to the amount of
contributions or benefits, optional forms of benefit, and other benefits, rights and features (e.g., actuarial assumptions,
methods of benefit calculation, loans, social security supplements, and disability benefits) under a plan. This section
addresses the application of section 401(a)(4) only to optional forms of benefit under a plan. Generally, the determination
of whether an optional form is nondiscriminatory under section 401(a)(4) is made by reference to the availability of
such optional form, and not by reference to the utilization or actual receipt of such optional form. See Q&A-2 of this
section. Even though an optional form of benefit under a plan may be nondiscriminatory under section 401(a)(4) and
this § 1.401(a)—4 because the availability of such optional form does not impermissibly favor employees in the highly
compensated group, such plan may fail to satisfy section 401(a)(4) with respect to the amount of contributions or benefits
or with respect to other benefits, rights and features if, for example, the method of calculation or the amount or value of
benefits payable under such optional form impermissibly favors the highly compensated group. See § 1.411(d)—4, Q&A-
1 for the definition of “optional form of benefit.”

(2) Nondiscrimination requirements. Each optional form of benefit provided under a plan is subject to the
nondiscrimination requirement of section 401(a)(4) and. thus the availability of each optional form of benefit must not

-discriminate in favor of the employees described in section 401(a)(4) in whose favor discrimination is prohibited (the

“highly compensated group”). See paragraph (b) of this Q&A~1 for a description of the employees included in such
group. This is true without regard to whether a particular optional form of benefit is the actuarial equivalent of any other
optional form of benefit under the plan. Thus, for example, a plan may not condition, or otherwise limit, the availability
of a single sum distribution of an employee's benefit in a manner that impermissibly favors the highly compensated group.

(b) Highly compensated group. For plan years commencing prior to the applicable effective date for the amendment
made to section 401(a)(4) by section 1114 of the Tax Reform Act of 1986 (TRA '86), the highly compensated group
consists of those employees who are officers, shareholders, or highly compensated. For plan years beginning on or after
the applicable effective date of the amendments to section 401(a)(4) made by TRA '86, the highly compensated group
consists of those employees who are highly compensated within the meaning of section 414(q). The amendment to section
401(a)(4) made by section 1114 of TRA '86 is generally effective for plan years commencing after December 31, 1988.
See section 1114(a) of TRA '86.

Q-2: How is it determined whether an optional form of benefit satisfies the nondiscrimination requirements of section
401(a)(4)? '
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A-2: (a) Nondiscrimination requirement—(1) In general. An optional form of benefit under a plan is nondiscriminatory
under section 401(a)(4) only if the requirements of paragraphs (a)(2) and (a)(3) of this Q&A-2 are satisfied with respect
to such optional form. The determination of whether an optional form of benefit satisfies these requirements is made by
reference to the availability of the optional form, and not by reference to the utilization or actual receipt of such optional
form. Thus, an optional form of benefit that satisfies the requirements of paragraphs (a)(2) and (a)(3) of this Q&A-2 is
nondiscriminatory under section 401(a)(2) even though the highly compensated group disproportionately utilizes such
optional form. However, the composition of the group of employees who actually receive benefits in an optional form
may be relevant in determining whether such optional form satisfies the requirement of paragraph (a)(3) of this Q&A-
2 with respect to effective availability.

(2) Current availability—(i) Plan years prior to TRA '86 effective date. Except as provided in paragraph (a)(2)(iii) of this
Q&A-2, for plan years prior to the effective date of the amendments made to section 401(b) by section 1112(a) of TRA
'86, the requirement of this paragraph (a)(2) is satisfied only if the group of employees to whom the optional form is
currently available satisfies either the seventy percent test of section 410(b)(1)(A) or the nondiscriminatory classification
test of section 410(b)(1)(B).

(ii) Plan years commencing on or after TRA '86 effective date. Except as provided in paragraph (a)(2)(iii) of this Q&A~
2, for plan years commencing on or after the effective date on which the amendments made to section 410(b) by section
1112(a) of TRA '86 first apply to a plan, the requirement of this paragraph (a)(2) is satisfied only if the group of employees
to whom the optional form is currently available satisfies either the percentage test set forth in section 410(b)(1)(A), the
ratio test set forth in section 410(b)(1)(B), or the nondiscriminatory classification test set forth in section 410(b)(2)(A)
(i). The employer need not satisfy the average benefit percentage test in section 410(b)(2)(A)(ii) in order for the optional
form to be currently available to a nondiscriminatory group of employees.

(iii) Special rule for certain governmental or church plans. Plans described in section 410(c) will be treated as satisfying
the current availability test of this paragraph (a)(2) if the group of employees with respect to whom the optional form is
currently available satisfies the requirements of section 401(a)(3) as in effect on September 1, 1974.

(iv) Effective data for TRA '86 amendments to section 410(b). The amendments to section 410(b) made by section 1112(a)
of TRA '86 are generally effective for plan years commencing after December 31, 1988. See section 1112(e)(1) of TRA '86.

(v) Elimination of optional forms—(A) In general. Notwithstanding paragraphs (a)(2)(i) and (a)(2)(ii) of this Q&A-2,
in the case of an optional form of benefit that has been eliminated under a plan with respect to specified employees
for benefits accrued after the later of the eliminating amendment's adoption date or effective date, the determination of
whether such optional form satisfies this paragraph (a)(2) with respect to such employees is to be made immediately prior
to the elimination. Accordingly, if, as of the later of the adoption date or effective date of an amendment eliminating an
optional form with respect to future benefit accruals, the current availability of such optional form immediately prior
to such amendment satisfies this paragraph (a)(2), then the optional form will be treated as satisfying this paragraph (a)
(2) for all subsequent years.

(B) Example. A profit-sharing plan that provides for a single sum distribution available to all employees on termination
of employment is amended January 1, 1990, to eliminate such single sum optional form of benefit with respect to benefits
accrued after January 1, 1991. As of January 1, 1991, the single sum optional form of benefit is available to a group of
employees that satisfies the percentage test of section 410(b)(1)(A). As of January 1, 1995, all nonhighly compensated
employees who were entitled to the single sum optional form of benefit have terminated from employment with the
employer and taken a distribution of their benefits. The only remaining employees who have a right to take a portion of
their benefits in the form of a single sum distribution on termination of employment are highly compensated employees.
Because the availability of the single sum optional form of benefit satisfied the current availability test as of January
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1, 1991, the availability of such optional form of benefit is deemed to continue to satxsfy the current availability test of
this paragraph (a)(2).

(3) Effective availability—(i) In general, The requirement of this paragraph (a)(3) is satisfied only if, based on the facts
and circumstances, the group of employees to whom the optional form is effectively available does not substantially
favor the highly compensated group. This is the case even if the optional form is, or has been, currently available to a
group of employees that satisfies the applicable requirements in paragraph (a)(2)(i) or (ii) of this Q&A-2.

(i) Examples. The provisions of paragraph (a)(3)(i) of this Q&A~2 can be illustrated by the following examples:

Example 1. Employer X maintains a defined benefit plan that covers both of the 2 highly compensated employees of
the employer and 8 of the twelve nonhighly compensated employees of the employer. Plan X provides for a normal
retirement benefit payable as an annuity and based on a normal retirement age of 65, and an early retirement benefit
payable upon termination in the form of an annuity to employees who terminate from service with the employer on or
after age SS with 30 or more years of service. Each of the 2 employees of employer X who are in the highly compensated
group currently meet the age and service requirement, or will have 30 years of service by the time they reach age 55. All
but 2 of the 8 nonhighly compensated employees of employer X who are covered by the plan were hired on or after age
35 and thus, cannot qualify for the early retirement benefit provision. Even though the group of employees to whom the
early retirement benefit is currently available does not impermissibly favor the highly compensated group by reason of
disregarding age and service, these facts and circumstances indicate that the effective availability of the early retirement
benefit in plan X substantially favors the highly compensated group.

Example 2. Assume the same facts as in Example 1 except that the early retirement benefit is added by a plan amendment
first adopted, announced and effective December 1, 1991, and is available only to employees who terminate from
employment with the employer prior to December 15, 1991. Further assume that all employees were hired prior to
attaining age 25, and that the group of employees who have, or will have attained age 55 with 30 years of service, by
December 15, 1991, satisfies the ratio test of section 410(b)(1)(B). Finally, assume that the only employees who terminate
from employment with the employer during the two week period in which the early retirement benefit is available are
employees in the highly compensated group. These facts and circumstances indicate that the effective availability of the
early retirement benefit substantially favors the highly compensated group. This is the case even though the limitation
of the early retirement benefit to a specified period satisfies section 411(d)(6).

Example 3. Employer Y amends plan Y on June 30, 1990, to provide for a single sum distribution for employees who
terminate from employment with the employer after June 30, 1990, and prior to January 1, 1991. The availability of
this single sum distribution is conditioned on the employee having a particular disability at the time of termination of
employment. The only employee of the employer who meets this disability requirement at the time of the amendment
and thereafter through December 31, 1990, is a highly compensated employee. Generally, a disability condition with
respect to the availability of a single sum distribution may be disregarded in determining whether the current availability
of such optional form of benefit is discriminatory. However, these facts and circumstances indicate that the effective
availability of the optional form of benefit substantially favors the highly compensated group. '

Example 4. Employer Z maintains a money purchase pension plan that covers all employees of the employer: The plan
provides for distribution in the form of a joint and survivor annuity, a life annuity, or equal installments over 10 years.
During the 1992 calendar year the employer winds up his business. In December of 1992, only two employees remain in
the employment of the employer, both of whom are highly compensated. Employer Z then amends the plan to provide
for a single sum distribution to employees who terminate from employment on or after the date of the amendment. Both
highly compensated employees terminate from employment on December 31, 1992, taking a single sum distribution of"
their benefits. These facts and circumstances indicate that the effective availability of the single sum optlonal form of
benefit substantially favors the highly compensated group.

(N
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(b) Application of tests—(1) Current availability—(i) In general. Except as otherwise provided in this paragraph (b), in
determining whether an optional form of benefit that is subject to specified eligibility conditions is currently available
to an employee for purposes of paragraph (a) of this Q&A-2, the determination of current availability generally is to be
based on the current facts and circumstances with respect to the employee (e.g., the employee's current compensation or
the employee's current net worth). Thus, for example, the fact that an employee may, in the future, satisfy an eligibility
condition generally does not cause an optional form of benefit to be treated as currently available to such employee.

(i) Exceptions for age, service, employment termination and certain other conditions—(A) Age and service conditions.
For purposes of applying paragraph (a)(2) of this Q&A-2, except as provided in paragraph (b)(1)(i)(B) of this Q&A~
2, an age condition, a service condition, or both are to be disregarded. For example, an employer that maintains a plan
that provides for an early retirement benefit payable as an annuity for employees in division A, subject to a requirement
that the employee has attained his or her 55th birthday and has at least twenty years of service with the employer, is to
disregard the age and service conditions in determining the group of employees to whom the early retirement annuity
benefit is currently available. Thus, the early retirement annuity benefit is treated as currently available to all employees
of division A, without regard to their ages or years of service and without regard to whether they could potentially meet
the age and service conditions prior to attaining the plan's normal retirement age.

(B) Exception for certain age and service conditions. Age and service conditions that must be satisfied within a specified
period of time may not be disregarded pursuant to paragraph (b)(1)(ii)(A) of this Q&A-2. However, in determining
the current availability of an optional form of benefit subject to such an age condition, service condition, or both, an
employer may project the age and service of employees to the last date on which the optional form of benefit subject
to the age condition or service condition (or both) is available under the plan. An employer's ability to protect age and
service to the last date on which the optional form of benefit is available under the plan is not cut off by a plan termination
occurring prior to that date. Thus, for example, assume that an employer maintaining a plan that permits employees
terminating from employment on or after age 55 between June 1, 1991 to May 31, 1992, to elect a single sum distribution,
decides to terminate the plan on December 31, 1991. In determining the group of employees to whom the single sum
optional form of benefit is currently available, this employer may project employees' ages through May 31, 1992.

(C) Certain other conditions disregarded. Conditions on the availability of optional forms of benefit requiring
termination of employment, death, satisfaction of a specified health condition (or failure to meet such condition),
disability, hardship, marital status, default on a plan loan secured by a participant's account balance, or execution of
a covenant not to compete may be disregarded in determining the group of emploYees to whom an optional form of
benefit is currently available. :

(2) Employees taken into account. For purposes of applying paragraph (a) of this Q&A-2, the tests are to be applied
on the basis of the employer's nonexcludable employees (whether or not they are participants in the plan) in the same
manner as such tests would be applied in determining whether the plan providing the optional form of benefit satisfies
the tests under section 410(b). - ‘ ‘

(3) Definition of “plan”. For purposes of applying paragraph (a) of this Q&A-2, the term “plan” has the meaning that
such term has for purposes of determining whether the amount of contributions or benefits and whether other benefits,
rights, and features are nondiscriminatory under section 401(a)(4).

(4) Restructuring optional forms of benefit—(i) In general. For purposes of applying paragraph (a) of this Q&A-2, the
availability of two or more optional forms of benefit under a plan may be tested by restructuring such benefits into two
or more restructured optional forms of benefit and testing the availability of such restructured optional forms of benefit.
If two or more optional forms of benefit under a plan contain both common and distinct components, such optional
forms of benefit may be restructured as a single optional form of benefit comprising the common component, and one
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or more optional forms of benefit comprising each distinct component. Components of optional forms of benefit may be
treated as common only if they are identical with respect to all characteristics taken into account under Q&A-1(b) of §
1.411(d)-4. The availability of each restructured optional form of benefit must satisfy the apphcable nondiscrimination
requirements of paragraph (a) of this Q&A-2.

(ii) Example. A profit-sharing plan covering all the employees of an employer provides a single sum distribution option
upon termination from employment for all employees earning less than $50,000 and a single sum distribution option
upon termination from employment after the attainment of age 55 for all employees earning $50,000 or more. These
distribution options are identical in all other respects. For purposes of applying section 401(a)(4), such optional forms
of benefit may be restructured into two different optional forms of benefit: (A) a single sum distribution option upon
termination from employment after the attainment of age 55 for all employees (i.e., the common component), and (B)
a single sum distribution option upon termination from employment before the attainment of age 55 for all employees
earning less than $50,000. The availability of each of these restructured optional forms of beneﬁt must satisfy section
401(4)(4)

(c) Commissioner may provide additional tests. The Commissioner may provide such additional factors, tests, and safe
harbors as are necessary or appropriate for purposes of determining whether the availability of an optional form of
benefit is discriminatory under section 401(a)(4). In addition, the Commissioner may provide that additional eligibility
conditions not related directly or indirectly to compensation or wealth may be disregarded under paragraph (b)(1)(ii)(C)
of this Q&A-2 in determining the current availability of an optional form of benefit. The Commissioner may provide such
additional guidance only through the publication of revenue rulings, notices or other documents of general applicability.

Q-3: May a plan condition the availability of an optional form of benefit on employer discretion?

A-3: No. Even if the availability of an optional form of benefit that is conditioned on employer discretion satisfies
the nondiscrimination requirements of section 401(a)(4), the plan providing the optional form of benefit will fail to

- satisfy certain other requirements of section 401(a), including, in applicable circumstances, the definitely determinable

requirement of section 401(a) and the requirements of section 401(a)(25) and section 411(d)(6). See § 1.411(d)—4.

Q-4: Will a plan provision violate section 401(a)(4) merely because it requires that an employee who terminates from
service with the employer receive a single sum distribution in the event that the present value of the employee's benefit
is not more than $3,500, as permitted by sections 411(a)(11) and 417(e)?

A-4: No. A plan will not be treated as discriminatory under section 401(a)(4) merely because the plan mandates a single
sum distribution when the present value of an employee's benefit is not more than $3,500, as permitted by sections 411(a)
(11) and 417(e). This is an exception to the general principles of this section. (No similar provision exists excepting such
single sum distributions from the limits on employer discretion under section 411(d)(6). See § 1.411(d)-4 Q&A-4.)

Q-5: If the availability of an optional form of benefit discriminates, or may reasonably be expected to discriminate,
in favor of the highly compensated group, what acceptable alternatives exist for arnendlng the plan without violating
section 411(d)(6)?

A-S5: (a) Transitional rules—(1) In general. The following rules apply for purposes of making necessary amendments to
existing plans (as defined in Q&A—6 of this section) under which the availability of an optional form of benefit violates
the nondiscrimination requirements of section 401(a)(4) or may reasonably be expected to violate such requirements.

-These transitional rulés are provided under the authority of section 411(d)(6), which allows the elimination of certain

optional forms of benefit if permitted by regulations, and section 7805(b).
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(2) Nondiscrimination—(i) In general. The determination of whether the availability of an optional form of benefit
violates section 401(a)(4) is to be made in accordance with Q&A~-2 of this section. In addition, the availability of a
particular optional form of benefit may reasonably be expected to violate the nondiscrimination requirements of section
401(a)(4) if, under the applicable facts and circumstances, there is a significant possibility that the current availability of
such optional form of benefit will impermissibly favor the highly compensated group. This determination must be made
on the basis of the seventy percent test of section 410(b)(1)(A) or the nondiscriminatory classification test of section
410(b)(1)(B) as such tests existed prior to the effective date of the amendments made to section 410(b) by section 1112(a)
of TRA '86. Thus, a condition may not reasonably be expected to discriminate for purposes of these rules merely because
it results in a significant possibility that discrimination will result because of the amendments made to section 410(b).by
section 1112(a) of TRA '86. In addition, the availability of an optional form of benefit may not reasonably be expected to
discriminate merely because of an age or service condition that may be disregarded in determining the current availability
of such optional form of benefit under paragraph (b)(1)(ii)(A) of Q&A-2 of this section. Similarly, the availability of an
optional form of benefit may not reasonably be expected to discriminate merely because of an age or service condition
that, after permitted projection, does not cause such optional form to fail to satisfy the requirement of this paragraph

(@)(2).
(ii) Examples. The provisions of paragraph (a)(2)(i) of this Q&A~5 can be illustrated by the following examples:

Example 1. A plan provides that a single sum distribution option is available only to (A) employees earning $50,000 or
more in the final year of employment, (B) employees who furnish evidence that they have a net worth above a certain
specified amount, and (C) employees who present a letter from an accountant or attorney declaring that it is in the
employee's best interest to receive a single sum distribution. Whether the availability of such optional form of benefit
discriminates depends on whether it meets the requirements of Q& A-2 of this § 1.401(a)—4. However, each of the specified
conditions limiting the availability of the optional form of benefit may reasonably be expected to discriminate in favor
of the highly compensated group in operation because of the likelihood of a significant positive correlation between the
ability to meet any of the specified conditions and membership in the highly compensated group.

Example 2. A plan limits the availability of a single sum distribution option to employees employed in one particular
division of the employer's company. All the employees of the company are participants in the plan. During the 1988 plan
year, the division employs individuals who represent a nondiscriminatory classification of that company's employees
(under section 410(b)(1)(B) prior to the effective date of the amendments made to section 410(b) by section 1112(a)
of TRA '86) and is unlikely to cease employing such a nondiscriminatory classification in the future. The availability
of a single sum distribution under this plan does not result in discrimination during the 1988 plan year and may not
reasonably be expected to do so.

(b) Transitional alternatives. If the availability of an optional form of benefit under an existing plan is discriminatory
under section 401(a){4), the plan must be amended either to eliminate the optional form of benefit or to make the
availability of the optional form of benefit nondiscriminatory. For example, the availability of an optional form of
benefit may be made nondiscriminatory by making such benefit available to sufficient additional employees who are not
in the highly coinpensated group or by imposing nondiscriminatory objective criteria on its availability such that the
group of employees to whom the benefit is available is nondiscriminatory. See Q&A—6 of § 1.411(d)—4 for requirements
with respect to such objective criteria. If, under an existing plan, the availability of an optional form of benefit may
reasonably be expected to discriminate, the plan may be amended in the same manner permitted where the availability
of an optional form of benefit is discriminatory. See paragraph (d) of this Q&A~5 for rules limiting the period during
which the availability of optional forms of benefit may be eliminated or reduced under this paragraph.

(c) Compliance and amendment date provisions—(1) Operational compliance requirement. On or before the applicable
effective date for the plan (see Q&A~6 of this section), the plan sponsor must select one of the alternatives permitted
under paragraph (b) of this Q&A~-5 with respect to each affected optional form of benefit and the plan must be opetated

3
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in accordance with this selection. This is an operational requirement and does not require a plan amendment prior to
the period set forth in paragraph (c)(2) of this Q&A-5. There is no special reporting requirement under the Code or this
section with respect to this selection.

(2) Deferred amendment date. If paragraph (¢)(1) of this Q&A-5 is satisfied, a plan amendment conforming the plan to
the particular alternative selected under paragraph (b) of this Q&A~5 must be adopted within the time period permitted
for amending plans in order to meet the requirements of section 410(b) as amended by TRA '86. Such conforming
amendment must be consistent with the sponsor's selection as reflected by plan practice during the period from the
effective date to the date the amendment is adopted. Thus, for example, if an existing calendar year noncollectively
bargained defined benefit plan has a single sum distribution form subject to a discriminatory condition, that was available
as of January 30, 1986 (subject to such condition), and such employer makes one or more single sum distributions
available on or after the first day of the first plan year commencing on or after January 1, 1989, and before the plan
amendment, then such employer may not adopt a plan amendment eliminating the single sum distribution form. Instead,
such employer must adopt an amendment making the distribution form available to a nondiscriminatory group of
employees while retaining the availability of such distribution form with respect to the group of employees to whom
the benefit is already available. Similarly, any objective criteria that are adopted as part. of such amendment must be
consistent with the plan practice for the applicable period prior to the amendment. A conforming amendment under this
paragraph (c)(2) must be made with respect to each optional form of benefit for which such amendment is required and
must be retroactive to the applicable effective date.

(d) Limitation on transitional alternatives. The transitional alternatives permitting the elimination or reduction of
optional forms of benefit will not violate section 411(d)(6) during the period prior to the applicable effective date for
the plan (see Q&A-6 of this section). After the applicable effective date, any amendment (other than one described in
paragraph (c)(2) of this Q&A-5) that eliminates or reduces an optional form of benefit or imposes new objective criteria
restricting the availability of such optional form of benefit will fail to qualify for the eXception to section 411(d)(6)
provided in this Q&A-S5. This is the case without regard to whether the availability of the optional form of benefit is
discriminatory or may reasonably be expected to be discriminatory.

Q-6: For what period are the rules of this section effective?

A-6: (a) General effective date—(1) In general. Except as otherwise provided in this section, the provisions of this section
are effective January 30, 1986, and do not apply to plan years beginning on or after January 1, 1994. For rules applicable
to plan years beginning on or after January 1, 1994, see §§ 1.401(a)(4)-1 through 1.401(a)(4)-13.

(2) Plans of tax-exempt organizations. In the case of plans maintained by organizations exempt from income taxation
under section 501(a), including plans subject to section 403(b)(12)(A)(i) (nonelective plans), except as otherwise provided
in this section, the provisions of this section are effective January 30, 1986, and do not apply to plan years beginning
on or after January 1, 1996. For rules applicable to plan years beginning on or after January 1, 1996, see §§ 1.401(a)
(4)-1 through 1.401(a)(4)-13.

(b) New plans—(1) In general. Unless otherwise provided in paragraph (b)(2) of this Q&A-6, plans that are either
adopted or made effective on or after January 30, 1986, are “new plans”. With respect to such new plans, this section is
effective January 30, 1986. This effective date is applicable to such plans whether or not they are collectively bargained.

'(2) Exception with respect to certain new plans. Plans that are new plans as defined in paragraph (b)(1) of this Q&A~

6, under which the availability of an optional form of benefit is discriminatory or may reasonably be expected to be
discriminatory, and that receive a favorable determination letter that covered such plan provisions with respect to an
application submitted prior to July 11, 1988, will be treated as existing plans with respect to such optional form of benefit
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for purposes of the transitional rules of this section. Thus, such plans are eligible for the compliance and amendment
alternatives set forth in the transitional rule in Q&A-S5 of this section.

(c) Existing plans—(1) In general. Plans that are both adopted and in effect prior to January 30, 1986, are “existing
plans”. In addition, new plans described in paragraph (b)(2) of this Q&A—6 are treated as existing plans with respect
to certain forms of benefit. Subject to the limitations in paragraph (d) of this Q&A-6, the effective dates set forth in
paragraphs (c)(2) and (c)(3) of this Q&A~6 apply to these existing plans for purposes of this section. .

(2) Existing noncollectively bargained plans. With respect to existing noncollectively bargained plans, this section is
effective for the first day of the first plan year commencing on or after January 1, 1989.

(3) Existing collectively bargained plans. With respect to existing collectively bargained plans, this section is effective for
the later of the first day of the first plan year commencing on or after January 1, 1989, or the first day of the first plan
year that the requirements of section 410(b) as amended by TRA '86 apply to such plan.

(d) Delayed effective dates not applicable to new optional forms of benefit or conditions—(1) In general. The delayed
effective dates in paragraph (c)(2) and (3) of this Q&A-6 for existing plans are applicable with respect to an optional
form of benefit only if both the optional form of benefit and any applicable condition either causing the availability of
such optional form of benefit to be discriminatory or making it reasonable to expect that the availability of such optional
form will be discriminatory were both adopted and in effect prior to January 30, 1986. If the preceding sentence is not
satisfied with respect to an optional form of benefit, this section is effective with respect to such optional form of benefit
as if the plan were a new plan. '

(2) Exception for certain amendments covered by a favorable determination letter. If a condition causing the availability
of an optional form of benefit to be discriminatory, or to be reasonably expected to discriminate, was adopted or made
effective on or after J anuary 30, 1986, and a favorable determination letter that covered such plan provision is or was
received with respect to an application submitted before July 11, 1988, the effective date of this section with respect to
such provision is the applicable effective date détermined under the rules with respect to existing plans, as though such
provision had been adopted and in effect prior.to January 30, 1986.

(e) Transitional rule effective date. The transitional rule provided in Q&A-S5 of this section is effective January 30, 1986.

Credits
[T.D. 8212, 53 FR 26054, July 11, 1988; T.D. 8360, 56 FR 47536, Sept. 19, 1991; T.D. 8485, 58 FR 46778, Sept. 3, 1993;
T.D. 8212, 61 FR 14247, April 1, 1996]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Notes of Decisions (2)

Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing; Stock Bonus Plans, Etc.

26 C.F.R. § 1.401(a)(5)-1, Treas. Reg. § 1.401(a)(5)-1
§ 1.401(a)(5)—1 Special rules relating to nondiscrimination requirements.

Currentness

(a) In general. Section 401(a)(5) sets out certain provisions that will not of themselves be discriminétory within the
meaning of section 410(b)(2)(A)(i) or section 401(a)(4). The exceptions specified in section 401(a)(5) are not an exclusive
enumeration, but are merely a recital of provisions frequently encountered that will not of themselves constitute
prohibited discrimination in contributions or benefits. See section 401(a)(4) and the regulations thereunder for the
basic nondiscrimination rules. See § 1.410(b)—4 for the rule of section 410(b)(2)(A)(i) (relating to the nondiscriminatory
classification test that is part of the minimum coverage requirements) referred to in section 401(a)(5)(A). See paragraphs
(b) through (f) of this section for special rules used in applying the section 401(a)(4) nondiscrimination requirements
under the remaining provisions of section 401(a)(5).

(b) Salaried or clerical employees. A plan does not fail to satisfy the nondiscrimination requirements of section 401(a}(4)
merely because contributions or benefits provided under the plan are limited to salaried or clerical employees.

(¢) Uniform relationship to compensation, A plan does not fail to satisfy the nondiscrimination requirements of section
401(a)(4) merely because the contributions or benefits of, or on behalf of, the employees under the plan bear a uniform
relationship to the compensation (within the meaning of section 414(s)) of those employees.

(d) Certain disparity permitted. Under section 401(a)(5)(C), a plan does not discriminate in favor of highly compensated
employees (as defined in section 414(q)), within the meaning of section 401(a)(4), in the amount of employer-provided
contributions or benefits solely because—

(1) In the case of a defined contribution plan, employer contributions allocated to the accounts of employees favor
highly compensated employees in a manner permitted by section 401(l).(relating to permitted disparity in plan
contributions and benefits), and '

(2) In the case of a defined benefit plan, employer-provided benefits favor highly compensated employees in a
manner permitted by section 401(1) (relating to permitted disparity in plan contributions and benefits).

See §§ 1.401(1)~1 through 1.401(1)—6 for rules under which a plan may satisfy section 401(l) for purposes of the safe
harbors of §§ 1.401(a)(4)-2(b)(3) and 1.401(a)(4)-3(b). :
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(e) Defined benefit plans integrated with social security—(1) In general. Under section 401(a)(5)(D), a defined benefit plan
does not discriminate in favor of highly compensated employees (as defined in section 414(q)) with respect to the amount
of employer-provided contributions or benefits solely because the plan provides that, with respect to each employee, the
employer-provided accrued retirement benefit under the plan is limited to the excess (if any) of—

(i) The employee's final pay from the employer, over

(ii) The employer-provided retirement benefit created under the Social Security Act and attributable to service by
the employee for the employer.

(2) Final pay. For purposes of paragraph (e)(1)(i) of this section, an employee's final pay from the employer as ofa
plan year is the employee's compensation (as defined in section 414(q)(7)) for the year (ending with or within the 5-
plan-year period ending with the plan year in which the employee terminates from employment with the employer) in
which the employee receives the highest compensation from the employer. Notwithstanding the preceding sentence,
final pay for each employee under the plan may be determined with reference to the 5-plan-year period ending
with the plan year before the plan year in which the employee terminates from employment with the employer.
In determining an employee's final pay, the plan may specify any 12-month period (ending with or within the
applicable 5-plan-year period) as a year provided the specified 12-month period is uniformly and consistently
applied with respect to all employees. In determining an employee's final pay, compensation for any year in excess
of the applicable limit under section 401(a)(17) for the year may not be taken into account.

(3) Rules for determining amount of employer-provided social security retirement benefit. For purposes of paragraph
(e)(1)(ii) of this section, the following rules apply.

(i) The employer-provided retirement benefit on which any reduction or offset in the employee's accrued retirement
benefit is based is limited solely to the employer-provided primary insurance amount payable under section 215 of
the Social Security Act attributable to service by the employee for the employer.

(ii) The employer-provided primary insurance amount attributable to service by the employee for the employer is
determined by multiplying the employer-provided portion of the employee's projected primary insurance amount by
a fraction (not exceeding 1), the numerator of which is the employee's number of complete years of covered service
for the employer under the Social Security Act, and the denominator of which is 35.

(4) Projected primary insurance amount. (i) As of a plan year, an employee's projected primary insurance amount is
the primary insurance amount, determined as of the close of the plan year (the “determination date”), payable to the
employee upon attainment of the employee's social security retirement age (as determined under section 415(b)(8)),
assuming the employee's annual compensation from the employer that is treated as wages for purposes of the Social
Security Act remains the same from the plan year until the employee's attainment of social security retirement age.
With respect to service by the employee for the employer before the determination date, the actual compensation
paid to the employee by the employer during all periods of service of the employee for the employer covered by
the Social Security Act must be used in determining an employee's projected primary insurance amount. With
respect to years before the employee's commencement of service for the employer, in determining the employee's
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projected primary insurance amount, it may be assumed that the employee received compensation in an amount
computed by using a six-percent salary scale projected backwards from the determination date to the employee's
21st birthday. However, if the employee provides the employer with satisfactory evidence of the employee's actual
past compensation for the prior years treated as wages under the Social Security Act at the time the compensation
was earned and the actual past compensation resulfs in a smaller projected primary insurance amount, the plan
must use the actual past compensation. The plan administrator must give clear written notice to each employee of
the employee's right to supply actual compensation history and of the financial consequences of failing to supply
‘the history. The notice must be given each time the summary plan description is provided to the employee and must
also be given upon the employee's separation from service. The notice must also state that the employee can obtain
the actual compensation history from the Social Security Administration. In determining the employee's projected
primary insurance amount, the employer may not take into account any compensation from any other employer
while the employee is employed by the employer.

(ii) As of a plan year, the employer-provided portion of the employee's projected primary insurance amount under
the Social Security Act is 50 percent of the employee's projected primary insurance amount (as determined under
paragraph (e)(4)(i) of this section).

(5) Employer-provided accrued retirement benefit. For purposes of this section, the employee's employer-provided
accrued retirement benefit as of a plan year is the employee's accrued retirement benefit under the plan (determined
on an actual basis and not on a projected basis) attributable to employer contributions under the plan. With respect
to plans that provide for employee contributions, see section 411(c) for rules relating to the allocation of accrued
benefits between employer contributions and employee contributions.

(6) Additional rules. (i) As of a plan year, paragraph (€)(1) of this section does not apply to the extent that its
applicatiop would result in a decrease in an employee's accrued benefit. See sections 411(b)(1)}G) and 411(d)(6).

(i) Section 401(a)(5}(D) and this paragraph (e) do not apply to a plan maintained by an employer, determined for
purposes of the Federal Insurance Contributions Act or the Railroad Retirement Tax Act, as applicable, that does
not pay any wages within the meaning of section 3121(a) or compensation within the meaning of section 3231(e).
For this purpose, a plan maintained for a self-employed individual within the meaning of section 401(c)(1), who
is also subject to the tax under section 1401, is deemed to be a plan maintained by an employer that pays wages
within the meaning of section 3121(a).

(iif) If a plan provides for the payment of an employee's accrued retirement benefit (whether or not subsidized)
commencing before an employee's social security retirement age, the projected employer-provided primary
insurance amount attributable to service by the employee for the employer (as determined under paragraphs (e)(3)
and (e)(4) of this section).that may be applied as an offset to limit the employee's accrued retirement benefit must
be reduced in accordance with § 1.401(1)-3(e)(1). The reduction is made by multiplying the employee's projected
employer-provided primary insurance amount by a fraction, the numerator of which is the appropriate factor under
§ 1.401(1)-3(e)(1), and the denominator of which is 0.75 percent.

(iv) The Commissioner may, in revenue rulings, notices or other documents of general applicability, prescribe
additional rules that may be necessary or appropriate to carry out the purposes of this section, including rules
relating to the determination of an employee's projected primary insurance amount attributable to the employee's
service for former employers and rules applying section 401(a)(5)(D) with respect to an employer that pays wages
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within the meaning of section 3121(a) or compensation within the meaning of section 3231(e) for some years and
not for other years.

(7) Examples. The following examples illustrate this paragraph (e).

Example 1. Employer Z maintains a noncontributory defined benefit plan that uses the calendar year as its plan year.
The plan provides a normal retirement benefit, commencing at age 65, equal to $500 a year, multiplied by the employee's
years of service for Z, limited to the excess of the amount of the employee's final pay from Z (as determined in accordance
with paragraph (e)(2) of this section) over the employee's employer-provided primary insurance amount attributable
to the employee's service for Z. If an employee's social security retirement age is greater than 65, the plan provides for
reduction of the employee's employer-provided primary insurance amount in accordance with paragraph (€)(6)(iii) of
this section. The plan provides no limitation on the number of years of service taken into account in determining benefits
under the plan. Employee A retires on July 6, 1995, at A's social security retirement age of 65 with 35 years of service
for Z. The plan uses the plan year as the 12-month period for determining an employee's year of final highest pay from
the employer. A's compensation for A's final 5 plan years is as follows: ‘

1995 PLAI YEAT . 1vevvveeeeearreeeereerareritsistersstss bt se st e s et e s st e b s b e e bbb e bR e hE R LRttt $10,500
1904 DIAT YEAT..evvvrrrseereeessseeessssseeoessessseeessssesssssssesssssesssnies e $20,000
1993 plan year.......ccervennnnn e F TSRO U PO PR PP PORPORO ORIt $18,000
1992 plan Year.....cccevvriviimiiiennrinaineas RSO U OO T PP P OO PP PPRRRPPPP $17,000
19T PIAN YEAT v eveeverrverreteteierr ettt s er sttt b e bbb e bbb bbb s $16,500

'A's annual primary insurance amount under social security, determined as of A's social security retirement age, is $9,000,
of which $4,500 is the employer-provided portion attributable to A's service for Z (89,000 x 50 percent x 35/35). Under the
plan's benefit formula (disregarding the final pay limitation), A would be entitled to receive a normal retirement benefit
of $17,500 (3500 x 35 years). However, under the plan, A's otherwise determined normal retirement benefit of $17,500
is limited to the excess of the amount of A's final pay from Z over A's employer-provided primary insurance amount
under social security attributable to A's service for Z. Accordingly, A's normal retirement benefit is determined to be
$15,500 ($20,000 (A's final pay from Z) less $4,500 (A's employer-provided primary insurance amount attributable to A's
service for Z)) rather than $17,500. The final pay limitation in Z's plan satisfies section 401(a)(5)(D) and this paragraph
(e). Accordingly, the plan maintained by Z does not discriminate in favor of highly compensated employees within the
meaning of section 401(a)(4) merely because of the final pay limitation contained in the plan.

Example 2. Assume the same facts as in Example 1, except that A has 32 years of service for Z when A retires at A's social
security retirement age. Under the plan's benefit formula (disregarding the final pay limitation), A would be entitled to
receive an annual normal retirement benefit of $16,000 (3500 x 32 years). However, the plan provides that A's normal
retirement benefit of $16,000 will be limited to $15,500 (320,000 (the amount of A's final pay from Z) less $4,500 (2 of A's
primary insurance amount under the Social Security Act)). The final pay limitation does not satisfy this paragraph (e).
The portion of A's employer-provided primary insurance amount under the Social Security Act attributable to A's service
for Z is 32/35 x $4,500, or $4,114. Therefore, to satisfy this paragraph (e), the final pay provision in Z's plan may not limit
A's otherwise determined normal retirement benefit of $16,000 to less than $15,886 ($20,000 (the amount of X's final
pay) minus $4,114 (the portion of A's employer-provided prirnziry insurance amount attributable to A's service for Z)).

Example 3. (a) Employer X maintains a noncontributory defined benefit plan that uses the calendar year as its plan year.
The formula for determining benefits under the plan provides a normal retirement benefit at age 65 equal to 90 percent
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of an employee's final average compensation, with the benefit reduced by 1/30th for each year of the employee's service
less than 30 and limited to the employee's final pay (as determined in accordance with paragraph (e)(2) of this section)
less the employee's employer-provided primary insurance amount under social security attributable to the employee's
service for X. The plan determines an employee's employer-provided projected primary insurance amount under social
security attributable to the employee's service for X in accordance with paragraph (e)(3) of this section and applies the
reductions applicable under paragraph (e)(6)(iii) of this section if benefits commence before social security retirement
age. The plan determines an employee's accrued benefit under the fractional accrual method of section 411(b)(1)(C).

(b) Employee A commences participation in the plan on January 1, 1990, when A is 35 years of age. A's social security
retirement age is 67. As of the close of the 2014 plan year, A's final average compensation from X is $15,000; A's final
pay from X is $15,400, and A's projected employer-provided annual primary insurance amount under social security
attributable to A's service for X is $4,000 (after the reduction applicable under paragraph (e)(6)(iii) of this section). Under
the plan formula, A's accrued benefit as of the close of thie 2014 plan year is $11,250 (90 percent x $15,000 x 25/30). As
of the close of the 2014 plan year, the plan's final pay limitation does not affect A's benefit because A's benefit under
the plan as of the close of the plan year and before application of the final pay limitation ($11,250) does not exceed A's
final pay of $15,400 from X, determined as of the close of the plan year, less A's employer-provided projected primary
insurance amount under social security attributable to A's service for X (§4,000).

(¢) Assume that, as of the close of the 2015 plan year, A's final average compensation from X is $14,500 and A's final
pay from X is $15,400. Assume also that as of the close of the 2015 plan year, A's employer-provided primary insurance
amount attributable to A's service for X is $4,200 (after the reduction applicable under paragraph (e)(6)(iii) of this
section). Accordingly, A's benefit as of the close of the 2015 plan year and before application of the final pay limitation
is $11,310 (90 percent x $14,500 x 26/30). Under the plan's final pay limitation, A's benefit of $11,310 would be limited to
$11,200, the amount of A's final pay from X ($15,400), less A's employer-provided projected primary insurance amount
under social security attributable to A's service for X ($4,200). However, the plan's final pay limitation may not be applied
to limit A's accrued benefit for the 2015 plan year to an amount below $11,250, which was A's accrued benefit under
the plan at the close of the prior plan year. The foregoing is further illustrated in the following table for the plan years
presented above and for additional years of service performed by A for X.

Table

[In dollar amounts]

1 2 3 4 5 : 6 : 7
Employer-
provided Benefit to
projected which A
primary is entitled
insurance (smaller of
Benefit amount . Benefit if Column 6 or
under plan under final pay Column 3,
formula social reduction but not
(Column 2 security is applied ' less than
Final x 0.9 x attributable in full Column 7
average years of to service (Column 4 for prior
Years of service compensation service/ 30) Final pay for employer Column 5) year)
25 e e e b $15,000 $11,250 $15,400 $4,000 $11,400 $11,250
26, et e e ere s 14,500 11,310 15,400 4,200 11,200 11,250
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........................................................................ 15,500 12,555 15,800 4,400 11,400 11,400
........................................................................ 15,500 13,020 16,000 4,500 11,500 11,500
........................... 15,000 13,050 16,000 4,800 11,200 11,500

14,500 13,050 v 16,000 5,000 11,000 1 1,50(;

() Certain benefits not taken into account. In determining whether a plan satisfies section 401(a)(4) and this section, other
benefits created under state or federal law (e.g., worker's compensation benefits or black lung benefits) may not be taken
into account.

(2) More than one plan treated as single plan. [Reserved]

(h) Effective date—(1) In general. Except as provided in paragraph (h)(2) of this section, this section is effective for plan
years beginning on or after January 1, 1994.

(2) Plans of tax-exempt organizations. In the case of plans maintained by organizations exempt from income taxation
under section 501(a), including plans subject to section 403(b)(12)(A)(i) (nonelective plans), this section is effective
for plan years beginning on or after January 1, 1996.

(3) Compliance during transition period. For plan years beginning before the effective date of these regulations, as
set forth in paragraphs (h)(1) and (h)(2) of this section, and on or after the first day of the first plan year to which
the amendments made to section 401(a)(5) by section 1111(b) of the Tax Reform Act of 1986 (TRA '86) apply, a
plan must be operated in accordance with a reasonable, good faith interpretation of section 401(a)(5), taking into
account pre-existing guidance and the amendments made by TRA '86 to related provisions of the Code. Whether
a plan is operated in accordance with a reasonable, good faith interpretation of section 401(a)(5) will generally be
determined based on all of the relevant facts and circumstances, including the extent to which an employer has
resolved unclear issues in its favor. A plan will be deemed to be operated in accordance with a reasonable, good
faith interpretation of section 401(a)(5) if it is operated in accordance with the terms of this section.

Credits
[T.D. 8359, 56 FR 47614, Sept. 19, 1991; T.D. 8359, 57 FR 10817, 10818, March 30, 1992; T.D. 8359, 57 FR 10951,
March 31, 1992; T.D. 8486, 58 FR 46830, Sept. 3, 1993]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR.14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972.
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Part 1. Income Taxes (Refs & Annos)
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26 C.F.R. § 1.401(a)-11, Treas. Reg. § 1.401(a)-11
§ 1.401(a)-11 Qualified joint and survivor annuities.

Currentness

(a) General rule—(1) Required provisions. A trust, to which section 411 (relating to minimum vesting standards) applies
without regard to section 411(e)(2), which is a part of a plan providing for the payment of benefits in any form of a life
annuity (as defined in paragraph (b)(1) of this section), shall not constitute a qualified trust under section 401(a)(11) and
this section unless such plan provides that:

(i) Unless the election provided in paragraph (c)(1) of this section has been made, life annuity benefits will be paid
in a form having the effect of a qualified joint and survivor annuity (as defined in paragraph (b)(2) of this section)
with respect to any participant who—

(A) Begins to receive payments under such plan on or after the date the normal retirement age is attained, or

(B) Dies (on or after the date the normal retirement age is attained) while in active service of the employer
maintaining the plan, or

(C) In the case of a plan which provides for the payment of benefits before the normal retirement age, begins to
receive payments under such plan on or after the date the qualified early retirement age (as defined in paragraph
(b)(4) of this section) is attained, or

(D) Separates from service on or after the date the normal retirement age (or the qualified early retirement age)
is attained and after satisfaction of eligibility requirements for the payment of benefits under the plan (except
for any plan requirement that there be filed a claim for benefits) and thereafter dies before beginning to receive
life annuity benefits; '

(ii) Any participant may elect, as provided in paragraph (c)(1) of this section, not to receive life annuity benefits in
the form of a qualified joint and survivor annuity; and
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(iii) If the plan provides for the payment of benefits before the normal retirement age, any participant may elect,
as provided in paragraph (c)(2) of this section, that life annuity benefits be payable as an early survivor annuity (as
defined in paragraph (b)(3) of this section) upon his death in the event that he—

(A) Attains the qualified early retirement age (as defined in paragraph (b)(4) of this section), and

(B) Dies on or before the day normal retirement age is attained while employed by an employer maintaining
the plan. '

(2) Certain cash-outs. A plan will not fail to satisfy the requirements of section 401(a)(11) and this section merely
because it provides that if the present value of the entire nonforfeitable benefit derived from employer contributions
of a participant at the time of his separation from service does not exceed $1,750 (or such smaller amount as the
plan may specify), such benefit will be paid to him in a lump sum.

(3) Ilustrations. The provisions of subparagraph (1) of this paragraph may be illustrated by the following examples:

Example 1. The X Corporation Defined Contribution Plan was established in 1960. As in effect on January 1, 1974, the
plan provided that, upon the participant's retirement, the participant may elect to receive the balance of his account in
the form of (1) a single-sum cash payment, (2) a single-sum distribution consisting of X Corporation stock, (3) five equal
annual cash payments, (4) a life annuity, or (5) a combination of options (1) through (4). The plan also provided that, if a
participant did not elect another form of distribution, the balance of his account would be distributed to him in the form
of a single-sum cash payment upon his retirement. Assume that section 401(a)(11) and this section became applicable to
the plan as of its plan year beginning January 1, 1976, with respect to persons who were active participants in the plan as
of such date (see paragraph (f) of this section). If X Corporation Defined Contribution Plan continues to allow the life
annuity payment option after December 31, 1975, it must be amended to provide that if a participant elects a life annuity
option the life annuity benefit will be paid in a form having the effect of a qualified joint and survivor annuity, except
to the extent that the participant elects another form of benefit payment. However, the plan can continue to provide
that, if no election is made, the balance will be paid as a single-sum cash payment. If the trust is not so amended, it will
fail to qualify under section 401(a).

Example 2. The Corporation Retirement Plan provides that plan benefits are payable only in the form of a life annuity
and also provides that a participant may retire before the normal retirement age of 65 and receive a benefit if he has
completed 30 years of service. Under this plan, an employee who begins employment at the age of 18 will be eligible to
receive retirement benefits at the age of 48 if he then has 30 years of service. This plan must allow a participant to elect in
the time and manner prescribed in paragraph (c)(2) of this section an early survivor annuity (defined in paragraph (b)(3)
of this section) to be payable on the death of the participant if death occurs while the participant is in active service for
the employer maintaining the plan and on or after the date the participant reaches the qualified early retirement age of
55 (the later of the date the participant reaches the earliest retirement age (age 48) or 10 years before normal retirement
age (age 55)) but before the day after the day the participant reaches normal retirement age (age 65).

Example 3. Assume the same facts as in Example 2. A, B, and C began employment with Y Corporation when they each
attained age 18. A retires and begins to receive benefit payments at age 48 after completing 30 years of service. The plan
is not required to pay a qualified joint and survivor annuity to A and his spouse at any time. B does not elect an early
survivor annuity at age 55, but retires at age 57 after completing 39 years of service. Unless B makes an election under
subparagraph (1)(ii) of this paragraph, the plan is required to pay a qualified joint and survivor annuity to B and his
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spouse. C makes no elections described in subparagraph (1) of this paragraph, and dies while in active service at age 66
after completing 48 years of service. The plan is required to pay a qualified survivor annuity to C's spouse.

(b) Definitions. As used in this section—(1) Life annuity. (i) The term “life annuity” means an annuity that provides
retirement payments and requires the survival of the participant or his spouse as one of the conditions for any payment or
possible payment under the annuity. For example, annuities that make payments for 10 years or until death, whichever

occurs first or whichever occurs last, are life annuities.

(ii) However, the term “life annuity” does not include an annuity, or that portion of an annuity, that provides
those benefits which, under section 411(a)(9), would not be taken into account in the determination of the normal
retirement benefit or early retirement benefit. For example, “social security supplements” described in the fourth
sentence of section 411(a)(9) are not considered to be life annuities for the purposes of this section, whether or not
an early retirement benefit is provided under the plan.

(2) Qualified joint and survivor annuity. The term “qualified joint and survivor annuity” means an annuity for
the life of the participant with a survivor annuity for the life of his spouse which is neither (i) less than one-
half of, nor (ii) greater than, the amount of the annuity payable during the joint lives of the participant and his
spouse. For purposes of the preceding sentence, amounts described in § 1.401(a)-11(b)(1)(ii) may be disregarded.
A qualified joint and survivor annuity must be at least the actuarial equivalent of the normal form of life annuity
or, if greater, of any optional form of life annuity offered under the plan. Equivalence may be determined, on the
basis of consistently applied reasonable actuarial factors, for each participant or for all participants or reasonable
groupings of participants, if such determination does not result in discrimination in favor of employees who are
officers, shareholders, or highly compensated. An annuity is not a qualified joint and survivor annuity if payments
to the spouse of a deceased participant are terminated, or reduced, because of such spouse's remarriage.

(3) Early survivor annuity. The term “early survivor annuity” means an annuity for the life of the participant's spouse
the payments under which must not be less than the payments which would have been made to the spouse under
- the joint and survivor annuity if the participant had made the election described in paragraph (c)(2) of this section
immediately prior to his retirement and. if his retirement had occurred on the day before his death and within the
period during which an election can be made under such paragraph (c)(2). For example, if a participant would be
entitled to a single life annuity of $100 per month or a reduced amount under a qualified joint and survivor annuity of
$80 per month, his spouse is entitled to a payment of at least $40 per month. However, the payments may be reduced
to reflect the number of months of coverage under the survivor annuity pursuant to paragraph (e) of this section.

(4) Qualified early retirement age. The term “qualified early retirement age” means the latest of—

(i) The earliest date, under the plan, on which the participant could elect (without regard to any requirement that
approval of early retirement be obtained) to receive retirement benefits (other than disability benefits).

(ii) The first day of the 120th month beginning before the participant reaches normal retirement age, or

(iif) The date on which the participant begins participation.
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(5) Normal retirement age. The term “normal retirement age” has the meaning set forfh in section 411(a)(8).

(6) Annuity sfarting date. The term “annuity starting date” means the first day of the first period with respect to
which an amount is received as a life annuity, whether by reason of retirement or by reason of disability.

(7) Day. The term “day” means a calendar day.

(¢) Elections—(1) Election not to take joint and survivor annuity form—(i) In general. (A) A plan shall not be treated as
satisfying the requirements of this section unless it provides that each participant may elect, during the election period
described in subdivision (ii) of this subparagraph, not to receive a qualified joint and survivor annuity. However, if a
plan provides that a qualified joint and survivor annuity is the only form of benefit payable under the plan with respect
to a married participant, no election need be provided.

(B) The election shall be in writing and clearly indicate that the participant is electing to receive all or, if
permitted by the plan, part of his benefits under the plan in a form other than that of a qualified joint and
survivor annuity. A plan will not fail to meet the requirements of this section merely because the plan requires
the participant to obtain the written approval of his spouse in order for the participant to make this election
or if the plan provides that such approval is not required.

(if) Election period. (A) For purposes of the election described in paragraph (c)(1)(i) of this section, the plan shall
provide an election period which shall include a period of at least 90 days following the furnishing of all of the
applicable information required by subparagraph (3)(i) of this paragraph and ending prior to commencement of
benefits. In no event may the election period end earlier than the 90th day before the commencement of benefits.
Thus, for example, the commencement of benefits may be delayed until the end of such election period because
the amount of payments to be made to a participant cannot be ascertained before the end of such period; see §
1.401(a)-14(d).

If a participant makes a request for additional information as provided in subparagraph (3)(iii) of this paragraph on
or before the last day of the election period, the election period shall be extended to the extent necessary to include at
least the 90 calendar days immediately following the day the requested additional information is personally delivered
‘or mailed to the participant. Notwithstanding the immediately preceding sentence, a plan may provide in cases in
which the participant has been furnished by mail or personal delivery all of the applicable information required by
subparagraph (3)(i) of this paragraph, that a request for such additional information must be made on or before a
date which is not less than 60 days from the date of such mailing or delivery; and if the plan does so provide, the
election period shall be extended to the extent necessary to include at least the 60 calendar days following the day
the requested additional information is personally delivered or mailed to the participant.

(B) In the case of a participant in a plan to which this subparagraph applies who separated from service after
section 401(a)(11) and this section became applicable to such plan with respect to such participant, and to
whom an election required by this subparagraph has not been previously made available (and will not become
available in normal course), the plan must provide an election to receive the balance of his benefits (properly
adjusted, if applicable, for payments received, prior to the exercise of such election, in the form of a qualified
joint and survivor annuity) in a form other than that of a qualified joint and survivor annuity. The provisions
of paragraph (c)(1)(ii)(A) shall apply except that in no event shall the election period end before the 90th day
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after the date on which notice of the availability of such election and the applicable information required by
subparagraph (3)(i) of this paragraph is given directly to the participant. If such notice and information is given
by mail, it shall be treated as given on the date of mailing. If such participant has died, such election shall be
made available to such participant's personal representative.

(2) Election of early survivor annuity—(i) In general. (A) A plan described in subparagraph (a)(1)(iii) of this section
shall not be treated as satisfying the requirements of this section unless it provides that each participant may elect,
during the period described in subdivision (ii) of this subparagraph, an early survivor annuity as described in
paragraph (a)(1)(iii) of this section. Breaks in service after the participant has attained the qualified early retirement
age neither invalidate a previous election or revocation nor prevent an election from being made or revoked during
the election period.

(B) The election shall be in writing and clearly indicate that the participant is electing the early survivor annuity

|

|
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| form.

(C) A plan is not required to provide an election under this subparagraph if—

(1) The plan provides that an early survivor annuity is the only form of benefit payable under the plan
with respect to a married participant who dies while employed by an employer maintaining the plan,

(2) In the case of a defined contribution plan, the plan provides a survivor benefit at least equal in value to
the vested portion of the participant's account balance, if the participant dies while in active service with
an employer maintaining the plan, or ‘

(3) In the case of a defined benefit plan, the plan provides a survivor benefit at least equal in value to
the present value of the vested portion of the participant's normal form of the accrued benefit payable
at normal retirement age (determined immediately prior to death), if the participant dies while in active
service with an employer maintaining the plan. Any present values must be determined in accordance with
either the actuarial assumptions or factors specified in the plan, or a variable standard independent of
employer discretion for converting optional benefits specified in the plan.

(ii) Election period. (A) For purposes of the election described in paragraph (c)(2)(i) of this section the plan shall
provide an election period which, except as provided in the following sentence, shall begin not later than the later
of either the 90th day before a participant attains the qualified early retirement age or the date on which his
participation begins, and shall end on the date the participant terminates his employment. If such a plan contains a
provision that any election made under this subparagraph does not become effective or ceases to be effective if the
participant dies within a certain period beginning on the date of such election, the election period prescribed in this
subdivision (ii) shall begin not later than the later of (1) a date which is 90 days plus such certain period before the
participant attains the qualified early retirement age or (2) the date on which his participation begins. For example,
if a plan provides that an election made under this subparagraph does not become effective if the participant dies
less than 2 years after the date of such election, the period for making an election under this subparagraph must
begin not later than the later of (1) 2 years and 90 days before the participant attains the qualified early retirement
age, or (2) the date on which his participation begins. However, the election period for an individual who was an
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active participant on the date this section became effective with regard to the plan need not begin earlier than such
effective date. ‘

(B) In the case of a participant in a plan to which this subparagraph applies who dies after section 401(a)(11) and
this section became applicable to such plan with respect to such participant and to whom an election required by
this subparagraph has not been previously made available, the plan must give the participant's surviving spouse
or, if dead, such spouse's personal representative the option of electing an early survivor annuity. The plan
may reduce the surviving spouse's annuity to take into account any benefits already received. The period for
making such election shall not end before the 90th day after the date on which written notice of the availability
of such election and applicable information required by subparagraph (3)(i) of this paragraph is given directly
to such surviving spouse or personal representative. If such notice and information is given by mail, it shall be
treated as given on the date of mailing.

(3) Information to be provided by plan. For rules regarding the information required to be provided with respect to
the election to waive a QJSA or a QPSA, see § 1.417(a)(3)-1.

(4) Election is revocable. A plan to which this section applies must provide that any election made under this
paragraph may be revoked in writing during the specified election period, and that after such election has been
revoked, another election under this paragraph may be made during the specified election period.

(5) Election by surviving spouse. A plan will not fail to meet the requirements of section 401(a)(11) and this section
merely because it provides that the spouse of a deceased participant may elect to have benefits paid in a form other
than a survivor annuity. If the plan provides that such a spouse may make such an election, the plan administrator
must furnish to this spouse, within a reasonable amount of time after a written request has been made by this spouse,
a written explanation in non-technical language of the survivor annuity and any other form of payment which may
be selected. This explanation must state the financial effect (in terms of dollars) of each form of payment. A plan
need not respond to more than one such request.

- (d) Permissible additional plan provisions—(1) In general. A plan will not fail to meet the requirements of section 401(a)
(11) and this section merely because it contains one or more of the provisions described in paragraphs (d)(2) through
(5) of this section.

(2) Claim for benefits. A plan may provide that as a condition precedent to the payment of benefits, a participant
must express in writing to the plan administrator the form in which he prefers benefits to be paid'and provide all

- the information reasonably necessary for the payment of such benefits. However, if a participant files a claim for
benefits with the plan administrator and provides the plan administrator with all the information necessary for the
payment of benefits but does not indicate a preference as to the form for the payment of benefits, benefits must be
paid in the form of a qualified joint and survivor annuity if the participant has attained the qualified early retirement
age unless such participant has made an effective election not to receive benefits in such form. For rules relating to
provisions in a plan to the effect that a claim for benefits must be filed before the payment of benefits will commence,
see § 1.401(a)-14.

(3) Marriage requirements. A plan may provide that a joint and survivor annuity will be paid only if—
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§ 1.401(a)}-11 Qualified joint and survivor annuities., 26 C.F.R. § 1.401{a)-11

(i) The participant and his spouse have been married to each other throughout a period (not exceeding one year)
ending on the annuity starting date.

(ii) The spouse of the participant is not entitled to receive a survivor annuity (whether or not the election described
in paragraph (c)(2) of this section has been made) unless the participant and his spouse have been married to each
other throughout a period (not exceeding one year) ending on the date of such participant's death.

(iii) The same spouse must satisfy the requirements of subdivisions (i) and (ii) of this subparagraph.

(iv) The participant must notify the plan administrator (as defined by section 414(g)) of his marital status within
any reasonable time period specified in the plan.

(4) Effect of participant's death on an election or revocation of an election under paragraph (c). A plan may provide
that any election described in paragraph (c) of this section or any revocation of any such election does not become
effective or ceases to be effective if the participant dies within a period, not in excess of 2 years, beginning on the
date of such election or revocation. However, a plan containing a provision described in the preceding sentence shall
not satisfy the requirements of this séction unless it also provides that any such election or any revocation of any
such election will be given effect in any case in which—

(i) The participant dies from accidental causes,

(ii) A failure to give effect to the election or revocation would deprive the participant's survivor of a survivor annuity,
and :

(iif) Such election or revocation is made before such accident occurred.

(5) Benefit option approval by third party. (i) A plan may provide that an optional form of benefit elected by
a participant is subject to the approval of an administrative committee or similar third party. However, the
administrative committee cannot deny a participant any of the benefits required by section 401(a)(11). For example,
if a plan offers a life annuity option, the committee may deny the participant a qualified joint and survivor annuity
only by denying the participant access to all life annuity options without knowledge of whether the participant
wishes to receive a qualified joint and survivor annuity. Alternatively,if the committee knows which form of life
annuity the participant has chosen before the committee makes its decision, the committee cannot withhold its
consent for payment of a qualified joint and survivor annuity even though it denies all other life annuity options.
This subparagraph (5) only applies before the effective date of the amendment made to section 411(d)(6) by section
301 of the Retirement Equity Act of 1984. See section 411(d)(6) and the regulations thereunder for rules limiting
employer discretion.

(if) The provisions of this subparagraph may be illustrated by the following example:

Example. In 1980 plan M provides that the automatic form of benefit is a single sum distribution. The plan also permits,
subject to approval by the administrative committee, the election of several optional forms of life annuity. On the
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§ 1.401{a)-11 Qualified joint and survivor annuities., 26 C.F.R. § 1.401(a)~11

election form that is reviewed by the administrative committee the participant indicates whether any life annuity option is
preferred, without indicating the particular life annuity chosen. Thus, the committee approves or disapproves the election
without knowledge of whether a qualified joint and survivor annuity will be elected. The administrative committee
approval provision in Plan M does not cause the plan to fail to satisfy this section. On the other hand, if the form indicates
which form of life annuity is preferred, committee disapproval of any election of the qualified joint and survivor annuity
would cause the plan to fail to satisfy this section.

(e) Costs of providing qualified joint and survivor annuity form or early survivor annuity form. A plan may take into account
in any equitable manner consistent with generally accepted actuarial principles applied on a consistent basis any increased
costs resulting from providing qualified joint and survivor annuity and early survivor annuity benefits. A plan may give
a participant the option of paying premiums only if it provides another option under which an out-of-pocket expense
by the participant is not required. '

® Application and effective date. Section 401(a)(11) and this section shall apply to a plan only with respect to plan years
beginning after December 31, 1975, and shall apply only if—

(1) The participant's annuity starting date did not fall within a plan year beginning before January 1, 1976, and

(2) The participant was an active participant in the plan on or after the first day of the first plan year beginning
after December 31, 1975.

For purposes of this paragraph, the term “active participant” means a participant for whom benefits are being
accrued under the plan on his behalf (in the case of a defined benefit plan), the employer is obligated to contribute
to or under the plan on his behalf (in the case of a defined contribution plan other than a profit-sharing plan), or
the employer either is obligated to contribute to or under the plan on his behalf or would have been obligated to
contribute to or under the plah on his behalf if any contribution were made to or under the plan (in the case of a
profit-sharing plan).

If benefits under a plan are provided by the distribution to the participants of individual annuity contracts, the
annuity starting date will be considered for purposes of this paragraph to fall within a plan year beginning before
January 1, 1976, with respect to any such individual contract that was distributed to the participant during a
plan year beginning before January 1, 1976, if no premiums are paid with respect to such contract during a
plan year beginning after December 31, 1975. In the case of individual annuity contracts that are distributed to
participants before January 1, 1978, and which contain an option to provide a qualified joint and survivor annuity,
the requirements of this section will be considered to have been satisfied if, not later than January 1, 1978, holders
of individual annuity contracts who are participants described in the first sentence of this paragraph are given an
opportunity to have such contracts amended, so as to provide for a qualified joint and survivor annuity in the
absence of a contrary election, within a period of not less than one year from the date such opportunity was offered.
In no event, however, shall the preceding sentence apply with respect to benefits attributable to premiums paid after
December 31, 1977. '

(g) Effect of REA 1984—(1) In general. The Retirement Equity Act of 1984 (REA 1984) significantly changed the qualified
joint and survivor annuity rules generally effective for plan years beginning after December 31, 1984. The new survivor
annuity rules are primarily in sections 401(a)(11) and 417 as revised by REA 1984 and §§ 1.401(a)-20 and 417(e)-1.
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(2) Regulations after REA 1984, (i) REA and the regulations thereunder to the extent inconsistent with pre-REA
1984 section 401(a)(11) and this section are controlling for years to which REA 1984 applies. See e.g., paragraphs
(2)(1) and (2) of this section, relating to required provisions and certain cash-outs, respectively and (e), relating to
costs of providing annuities, for rules that are inconsistent with REA 1984 and, therefore, are not applicable to
REA 1984 years.

(ii) To the extent that the pre-REA 1984 law either is the same as or consistent with REA 1984 and the new
regulations hereunder, the rules in this section shall continue to apply for years to which REA 1984 applies. (See,
e.g., paragraph (c) (relating to how information is furnished participants and spouses) and paragraph (b) (defining
a life annuity) for some of the rules that apply to REA 1984 years.) The rules in this section shall not apply for such
years to the extent that they are inconsistent with REA 1984 and the regulations thereunder.

(iii) The Commissioner may provide additional guidance as to the continuing effect of the various rules in this section
for years to which REA 1984 applies.

(Authority: Secs. 401(a)(11), 7805 Internal Revenue Code of 1954, (88 Stat. 935, 68A Stat. 917; (26 U.S.C. 401(a)(11),
7805))) :

Credits
[T.D. 7458, 42 FR 1466, Jan. 7, 1977; 42 FR 6367, Feb. 2, 1977, as amended by T.D. 7510, 42 FR 53956, Oct. 4, 1977,
T.D. 8219, 53 FR 31841, Aug. 22, 1988; T.D. 8219, 53 FR 48534, Dec. 1, 1988; T.D. 9099, 68 FR 70144, Dec. 17, 2003]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Notes of Decisions (22)

Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal:Revénue
Chapter L. Internal Revenue Service; Department of the Treasury.
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing, Stock Bonus Plans; Etc.

26 C.F.R. § 1.401(a)~12, Treas. Reg. § 1.401(a)—12
§ 1.401(a)-12 Mergers and consolidations of plans and transfers of plan assets.

Currentness

A trust will not. be qualified under section 401 unless the plan of which the trust is a part provides that in the case of any
merger or consolidation with, or transfer of assets or liabilities to, another plan after September 2, 1974, each participant
in the plan would receive a minimum benefit if the plan terminated immediately after the merger, consolidation, or
transfer. This benefit must be equal to or greater than the benefit the participant would have been entitled to receive
immediately before the merger, consolidation, or transfer if the plan in which he was a participant had then terminated.
This section applies to a multiemployer plan only to the extent determined by the Pension Benefit Guaranty Corporation.
For additional rules concerning mergers or consolidations of plans and transfers of plan assets, see section 414(l) and
§ 1.414(D)-1.

Credits _
[T.D. 7638, 44 FR 48195, Aug. 17, 1979]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Notes of Decisions (23)

Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax : ’
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation; Etc: :
Pension; Pfofit—Sharing, Stock Bonus Plans; Etc.

26 C.F.R. § 1.401(a)-13, Treas. Reg. § 1.401(a)~13
§ 1.401(a)—13 Assignment or alienation of benefits.

Currentness

(a) Scope of the regulations. This section applies only to plans to which section 411 applies without regard to section
411(e)(2). Thus, for example, it does not apply to a governmental plan, within the meaning of section 414(d); a church
plan, within the meaning of section 414(e), for which there has not been made the election under section 410(a) to have
the participation, vesting, funding, etc. requirements apply; or a plan which at no time after September 2, 1974, provided
for employer contributions.

(b) No assignment or alienation—(1) General rule. Under section 401(a)(13), a trust will not be qualified unless the plan
of which the trust is a part provides that benefits provided under the plan may not be anticipated, assigned (either at law
or in equity), alienated or subject to attachment, garnishment, levy, execution or other legal or equitable process.

(2) Federal tax levies and judgments. A plan provision satisfying the requirements of subparagraph (1) of this
paragraph shall not preclude the following:

(i) The enforcement of a Federal tax levy made pursuant to section 6331.
(if) The collection by the United States on a judgment resulting from an unpaid tax assessment.

(c) Definition of assignment and alienation—(1) In general. For purposes of this section, the terms “assignment” and
“alienation” include—-

(i) Any arrangement providing for the payment to the employer of plan benefits which otherwise would be due the
participant under the plan, and

(if) Any direct or indirect arrangement (whether revocable or irrevocable) whereby a party acquires from a
participant or beneficiary a right or interest enforceable against the plan in, or to, all or any part of a plan benefit
payment which is, or may become, payable to the participant or beneficiary.
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§ 1.401(a)-13 Assignment or alienation of benefits,, 26 C.F.R. § 1.401(a)-13

(2) Specific arrangements not considered an assignment or alienation. The terms “assignment” and “alienation” do
not include, and paragraph (e) of this section does not apply to, the following arrangements:

(i) Any arrangement for the recovery of amounts described in section 4(_)45(b) of the Employee Retirement Income
Security Act of 1974, 88 Stat. 1027 (relating to the recapture of certain payments),

(ii) Any arrangement for the withholding of Federal, State or local tax from plan benefit payments,
(ili) Any arrangement for the recovery by the plan of overpayments of benefits previously made to a participant,
(iv) Any arrangement for the transfer of benefit rights from the plan to another plan, or

" (v) Any arrangement for the direct deposit of benefit payments to an account in a bank, savings and loan association
or credit union, provided such arrangement is not part of an arrangement constituting an assignment or alienation.
Thus, for example, such an arrangement could provide for the direct deposit of a participant's benefit payments to
a bank account held by the participant and the participant's spouse as joint tenants.

(d) Exceptions to general rule prohibiting assignments or alienations—(1) Certain voluntary and revocable assignments or
alienations.Not withstanding paragraph (b)(1) of this section, a plan may provide that once a participant or beneficiary
begins receiving benefits under the plan, the participant or beneficiary may assign or alienate the right to future benefit
payments provided that the provision is limited to assignments or alienations which—

(i) Are voluntary and revocable;
(ii) Do not in the aggregate exceed 10 percent of any benefit payment; and

(iii) Are neither for the purpose, nor have the effect, of defraying plan administration costs.

For purposes of this subparagraph, an attachment, garnishment, levy, execution, or other legal or equitable process
is not considered a voluntary assignment or alienation.

(2) Benefits assigned or alienated as security for loans. (i) Notwithstanding paragraph (b)(1) of this section, a plan
may provide for loans from the plan to a participant or a beneficiary to be secured (by whatever means) by the
participant's accrued nonforfeitable benefit provided that the following conditions are met.

(ii) The plan provision providing for the loans must be limited to loans from the plan. A plan may not provide
for the use of benefits accrued or to be accrued under the plan as security for a loan from a party other than the
plan, regardless of whether these benefits are nonforfeitable within the meaning of section 411 and the regulations
thereunder.
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§ 1.401(a}-13 Assignment or alienation of benefits., 26 C.F.R. § 1.401(a)-13

(iii) The loan, if made to a participant or beneficiary who is a disqualified person (within the meaning of section
4975(e)(2)), must be exempt from the tax imposed by section 4975 (relating to the tax imposed on prohibited
transactions) by reason of section 4975(d)(1). If the loan is made to a participant or beneficiary who is not a
disqualified person, the loan must be one which would be exempt from the tax imposed by section 4975 by reason
of section 4975(d)(1) if the loan were made to a disqualified person.

(e) Special rule for certain arrangements—(1) In general. For purposes of this section and notwithstanding paragraph (c)
(1) of this section, an arrangement whereby a participant or beneficiary directs the plan to pay all, or any portion, of
a plan benefit payment to a third party (which includes the participant's employer) will not constitute an “assignment
or alienation” if—

(i) It is revocable at any time by the participant or beneficiary; and

(ii) The third party files a written acknowledgement with the plan administrator pursuant to subparagraph (2) of
this paragraph.

(2) Acknowledgement requirement for third party arrangements. In accordance with paragraph (e)(1)(ii) of
this section, the third party is required to file a written acknowledgement with the plan administrator. This
ackhowledgement must state that the third party has no enforceable right in, or to, any plan benefit payment or
portion thereof (except to the extent of payments actually received pursuant to the terms of the arrangement). A
blanket written acknowledgement for all participants and beneficiaries who are covered under the arrangement with
the third party is sufficient. The written acknowledgement must be filed with the plan administrator no later than
the later of—

(i) August 18, 1978; or
(ii) 90 days after the arrangementvis entered into.

(f) Effective date. Section 401(a)(13) is applicable as of January 1, 1976, and the plan provision required by this section
must be effective as of that date. However, regardless of when the provision is adopted, it will not affect—

(1) Attachments, garnishments, levies, or other legal or equitable process permitted under the plan that are made
before January 1, 1976;

(2) Assignments permitted under the plan that are irrevocable on December 31, 1975, including assignments made
before January 1, 1976, as security for loans to a participant or beneficiary from a party other than the plan; and

(3) Renewals or extensions of loans described in subparagraph (2) of this paragraph, if—

(i) The principal amount of the obligation outstanding on December 31, 1975 (or, if less, the principal amount
outstanding on the date of renewal or extension), is not increased;

WESTLAW © 2018 Thomson Reuters. No ¢laim 1o original U.S. Govemment Works. 3



§ 1.401(a)~13 Assignment or alienation of benefits., 26 C.F.R. § 1.401(a)-13

(ii) The loan, as renewed or extended, does not bear a rate of interest in excess of the rate prevailing for similar loans
at the time of the renewal or extensions; and

(iif) With respect to loans that are renewed or extended to bear a variable interest rate, the formula for determining
the applicable rate is consistent with the formula for formulae prevailing for similar loans at the time of the renewal
or extension. For purposes of subparagraphs (2) and (3) of this paragraph, a loan from a party other than the plan
made after December 31, 1975, will be treated as a new loan. This is so even if the lender's security interest for the
loan arises from an assignment of the participant's accrued nonforfeitable benefit made before that date.

(g) Special rules for qualified domestic relations orders—(1) Definition. The term “qualified domestic relations
order” (QDRO) has the meaning set forth in section 414(p). For purposes of the Internal Revenue Code, a QDRO also
includes any domestic relations order described in section 303(d) of the Retiremént Equity Act of 1984.

(2) Plan amendments. A plan will not fail to satisfy the qualification requirements of section 401(:1) or 403(a) merely
because it does not include provisions with regard to a QDRO.

(3) Waiver of distribution requirements. A plan shall not be treated as failing to satisfy the requirements of sections
401(a) and (k) and 409(d) solely because of a payment to an alternate payee pursuant to a QDRO. This is the case
even if the plan provides for payments pursuant to a QDRO to an alternate payee prior to the time it may make
payments to a participant. Thus, for example, a pension plan may pay an alternate payee even though the participant
may not receive a distribution because he continues to be employed by the employer.

(4) Coordination with section 417—(i) Former spouse. (A) In general. Under section 414(p)(5), a QDR O may provide
that a former spouse shall be treated as the current spouse of a participant for all or some purposes under sections
401(a)(11) and 417.

(B) Consent. (1) To the extent a former spouse is treated as the current spouse of the participant by reason of
a QDRO, any current spouse shall not be treated as the current spouse. For example, assume H is divorced
from W, but a QDRO provides that H shall be treated as W's current spouse with respect to all of W's benefits
under a plan. H will be treated as the surviving spouse under the QPSA and QJSA unless W obtains H's consent
to waive the QPSA or QJSA or both. The fact that W married S after W's divorce from H is disregarded. If,
however, the QDRO had provided that H shall be treated as W's current spouse only with respect to benefits
that accrued prior to the divorce, then H's consent would be needed by W to waive the QPSA or QJSA with
respect to benefits accrued before the divorce. S's consent would be required with respect to the remainder of
the benefits.

(2) In the preceding examples, if the QDR O ordered that a portion of W's benefit (either through separate
accounts or a percentage of the benefit) must be distributed to H rather than ordering that H be treated
as W's spouse, the survivor annuity requirements of sections 401(a)(11) and 417 would not apply to the
part of W's benefit awarded H. Instead, the terms of the QDRO would determine how H's portion of W's
accrued benefit is paid. W is required to obtain S's consent if W elects to waive either the QJSA or QPSA
with respect to the remaining portion of W's benefit.
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(C) Amount of the QPSA or QJISA. (1) Where, because of a QDRO, more than one individual is to be treated
as the surviving spouse, a plan may provide that the total amount to be paid in the form of a QPSA or survivor
portion of a QJSA may not exceed the amount that would be paid if there were only one surviving spouse. The
QPSA or survivor portion of the QJSA, as the case may be, payable to each surviving spouse must be paid as
an annuity based on the life of each such spouse.

(2) Where the QDRO splits the participant's accrued benefit between the participant and a former spouse
(either through separate accounts or percentage of the benefit), the surviving 'spouse of the participant
is entitled to a QPSA or QJSA based on the participant's accrued benefit as of the date of death or the
annuity starting date, less the separate account or percentage that is payable to the former spouse. The
calculation is made as if the separate account or percentage had been distributed to the participant prior
to the relevant date.

(if) Current spouse. Under section 414(p)(5), even if the applicable election periods (i.e., the first day of the year in
which the participant attains age 35 and 90 days before the annuity starting date) have not begun, a QDRO may
provide that a current spouse shall not be treated as the current spouse of the participant for all or some purposes
under sections 401(a)(11) and 417. A QDRO may provide that the current spouse waives all future rights to a QPSA
or QJSA.

(iii) Effects on benefits. (A) A plan is not required to provide additional vesting or benefits because of a QDRO.

(B) If an alternate payee is treated pursuant to a QDRO as having an interest in the plan benefit, including a
separate account or percentage of the participant's account, then the QDRO cannot provide the alternate payee
with a greater right to designate a beneficiary for the alternate payee's benefit amount than the participant's
right. The QJSA or QPSA provisions of section 417 do not apply to the spouse of an alternate payee.

(C) If the former spouse who is treated as a current spouse dies prior to the participant's annuity starting date,
then any actual current spouse of the participant is treated as the current spouse, except as otherwise provided
ina QDRO.

(iv) Section 415 requirements. Even though a participant's benefits are awarded to an alternate payee pursuant to
a QDRO, the benefits are benefits of the participant for purposes of applying the limitations of section 415 to the
participant's benefits.

Credits . ’
[T.D. 7534, 43 FR 6943, Feb. 17, 1978; T.D. 8219, 53 FR 31850, Aug. 22, 1988; T.D. 8219, 53 FR 48534, Dec. 1, 1988]

SOURCE: TD 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, uniess otherwise noted.

Notes of Decisions (26)
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" Current through December 8§, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter L. Iriternal Revenue Service, Department of the Treasury
Subchapter A, Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing, Stock' Bonus Plans, Etc.

26 C.F.R. § 1.410(b)—1, Treas. Reg. § 1.410(b)—1
§ 1.410(b)—1 Minimum coverage requirements (before 1994);

Currentness

(a) In general. A plan is not a qualified plan (and a trust forming a part of the plan is not a qualified trust) unless the plan
satisfies section 410(b)(1). For plan years prior to the applicable effective date set forth in § 1.410(b)-10, a plan satisfies
section 410(b)(1) if it satisfies the requirements of paragraph (b)(1) or (b)(2) of this section. See also § 1.410(b)-2 for plan
years beginning on or after the applicable effective date set forth in § 1.410(b)--10.

(b) Coverage tests—(1) Percentage test. A plan satisfies the requirements of this subparagraph if it benefits—
(i) Seventy percent or more of all employees, or

(ii) Eighty percent or more of all employees who are eligible to benefit under the plan if 70 percent or more of all
the employees are eligible to benefit under the plan,

excluding in each case employees who have not satisfied the minimum age and service requirements (if any)
prescribed by the plan, as of the date coverage is tested, as a condition of participation and employees permitted
to be excluded under paragraph (c) of this section. The percentage requirements of this subparagraph refer to a
percentage of active employees, including employees temporarily on leave, such as those in the Armed Forces of the
United States, if such employees are eligible under the plan. '

(2) Classification test. A plan satisfies the requirements of section 410(b)(1) and this subparagraph if it benefits such
employees as qualify under a classification of employees set up by the employer, which classification is found by the
Internal Revenue Service not to be discriminatory in favor of employees who are officers, shareholders, or highly
compensated. For purposes of this subparagraph, except as provided by paragraph (c) of this section, all active
employees (including employees who do not satisfy the minimum age or service requirements of the plan) are taken
into account.

(¢) Exclusion of certain employees. Under section 410(b)(2), for purposes of section 410(b)(1) and paragraph (b) of
this section, there shall be excluded from consideration employees described in subparagraphs (1), (2), and (3) of this
paragraph.
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(1) Bargaining unit. Under section 410(b)(2)(A) and this paragraph, there may be excluded from consideration
employees not included in the plan who are included in a unit of employees covered by an agreement which the
Secretary of Labor finds to be a collective bargaining agreement between employee representatives and one or more
employers, if the Internal Revenue Service finds that retirement benefits were the subject of good faith bargaining
between such employee representatives and such employer or employers. For purposes of determining whether such
bargaining occurred, it is not material that such employees are not covered by another plan or that the plan was
not considered in such bargaining.

(2) Air pilots. Under section 410(b)(2)(B) and this paragraph there may be excluded from consideration, in the case
of a plan established or maintained pursuant to an agreement which the Secretary of Labor finds to be a collective
bargaining agreement between air pilots represented in accordance with title IT of the Railway Labor Act and one
or more employers all employees not covered by such agreement. Section 410(b)(2)(B) and this subparagraph do
not apply to a plan if the plan provides contributions or benefits for employees whose principal duties are not
customarily performed aboard aircraft in flight. '

(3) Nonresident aliens. Under section 410(b)(2)(C) and this paragraph, there may be excluded from consideration
employees who are nonresident aliens and. who receive no earned income (within the meaning of section 911(b)
and the regulations thereunder) from the employer which constitutes income from sources within the United States
(within the meaning of section 861(a)(3) and the regulations thereunder).

(d) Special rules—(1) Highly compensated. The classification of an employee as highly compensated for purposes of
section 410(b)(1)(B) and § 1.410(b)-1(b)(2) is made on the basis of the facts and circumstances of each case, taking into
account the level of the employee's compensation and the level of compensation paid by the employer to other employees,
whether or not covered by the plan. Average compensation levels determined on a local, regional, or national basis, are
not relevant for this purpose. Further, the classification of an employee as highly compensated is not made solely on the
basis of the number or percentage of employees whose compensation exceeds, or is exceeded by, the employee's.

(2) Discrimination. The determination as to whether a plan discriminates in favor of employees who are officers,
shareholders, or highly compensated is made on the basis of the facts and circumstances of each case, allowing
a reasonable difference between the ratio of such employees benefited by the plan to all such employees of the
employer and the ratio of the employees (other than officers, shareholders, or highly compensated) of the employer
benefited by the plan to all employees (other than officers, shareholders, or highly compensated). A showing that a
specified percentage of employees covered by a plan are not officers, shareholders, or highly compensated, is not in
itself sufficient to establish that the plan does not discriminate in favor of employees who are officers, shareholders,
or highly éompensated.

(3) Multiple plans—(i) An employer may designate two or more plans as constituting a single plan which is intended
to qualify for purposes of section 410(b)(1) and this section, in which case all plans so designated shall be considered
as a single plan in determining whether the requirements of such section are satisfied by each of the separate plans.
A determination that the combination of plans so designated does not satisfy such requirements does not preclude
a determination that one or more of such plans, considered separately, satisfies such requirements.
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(ii) Notwithstanding subdivision (i) of this subparagraph, a plan which is subject to the limitations of section 401(a)
(17) of the Code or section 301(d)(3) of the Tax Reduction Act of 1975 cannot be considered with any other plan
which covers any employee covered by such plan.

(4) Profit-sharing plans.Employees under a profit-sharing plan who receive the amounts allocated to their accounts
before the expiration of a period of time or the occurrence of a contingency specified in the plan shall not be
considered covered by the plan. Thus, in case a plan permits employees to receive immediately the amounts allocated
to their accounts, or to have such amounts paid to a profit-sharing plan for them, the employees who receive the
shares immediately shall not be considered covered by the plan. '

(5) Certain classifications. See section 401(a)(5) and the regulations thereunder for rules relating to classifications of
employees which are not considered to be discriminatory per se for purposes of section 410(b)(1)(B) and § 1.410(b)-

1(b)(2).

(6) Integration with Social Security Act. See section 401(a)(5) and the regulations thereunder for rules relating to
integration of plans with the Social Security Act.

(7) Different age and service requirements—(i) Application. The rules of this subparagraph (7) apply to a plan which
must satisfy the minimum age and service requirements of section 410(a)(1)(A) in order to be a qualified plan.
Accordingly, the rules are inapplicable to plans described in section 410(c)(1) (see § 1.410(a)-1(c)(1)); plans satisfying
the alternative minimum age and service requirements of section 410(a)(1)(B) but not satisfying the requirements
of section 410(a)(1)(A); and plans which provide contributions or benefits for employees, some or all of whom are
owner—emplbyees (see section 401(a)(10)).

(ii) General rules. A provision for different age and service requirements for present and future employees either
upon establishment or subsequent amendment is not, of itself, discriminatory under section 410(b)(1)(B) even
though present employees who are officers, shareholders, or highly compensated cannot meet the age and service
requirements for future employees at the time the plan is established or amended and even though present
participants who are officers, shareholders, or highly compensated would not have satisfied the age and service
requirements for future employees at the time they became participants in the plan. Furthermore, prohibited
discrimination will be deemed not to arise in operation, solely because of such different requirements, when future

- employees are added to the employer's work force.

(8) Certain controlled groups. In applying the percentage test and classification test described in paragraph (b)(1) and
(2) of this section for a year, all the employees of corporations or trades and businesses whose employees are treated
as employed by a single employer by reason of section 414(b) or (c) must be taken into account. The preceding
sentence shall apply for a plan year if, on 1 day in each quarter of such plan year, such corporations are members
of a controlled group of corporations (within the meaning of section 414(b)) of such trades or businesses are under
common control (within the meaning of section 414(c)).

(9) Transitional rule. In the case of a cash and deferred profit-sharing plan, in existence on June 27, 1974, the
requirements of paragraph (b)(2) of this section are satisfied if over one-half of the participants in the plan are among
the lowest paid two-thirds of all eligible employees. This subparagraph shall not apply after December 31, 1977.
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(¢) Example. The rules provided by this section are illustrated by the following example:

Example. An employer established a non-contributory defined benefit plan covering all employees of its ABC Division
who are hired prior to age 60 and who are at least 25 years old. The normal retirement age under the plan is age 65. The
employer has 100 employees including 20 employees who are under age 25 and 10 employees who were hired over age
60. The plan does not cover 15 employees who are over age 25 and were hired before age 60 because they are not in the
ABC Division. Of these 15 excluded employees, 3 have less than 1 year of service. In addition, 12 of the 55 employees
covered have less than one year of service. The plan can be shown not to satisfy the requirements of IRC section 410(b)
(D(A) as follows:

Y] Number’of employeeé ....................................................................... e ettt et 100

(ii) Number of employees excluded on accéunt of minimum age and SErviCe........coveviit veriiiieciniiiiinii s 20

(HI) (D)) cveeerrerrerrierereeer et s e 80
(iv) Number of employees who must be covered if plan is to satisfy IRC section 410(b)

(D(A), 70% OF () eerrrerrereerrerrerenicnireireii s e s e e 56

(v) Number of employees actually COVEIed.......ooiiiiniiiiiiiiiiiiiiic e s e 55

Because the number of employees covered is less than the number of employees who must be covered, the plan does not
satisfy the percentage coverage requirements of IRC section 410(b)(1)(A).

(Authority: Sec. 410 (88 Stat. 898; 26 U.S.C. 410))

Credits :
[T.D. 7508, 42 FR 47197, Sept. 20, 1977, as amended by T.D. 7735, 45 FR 74722, Nov. 12, 1980; T.D. 8363, 56 FR
47643, Sept. 19, 1991; T.D. 8487, 58 FR 46839, Sept. 3, 1993]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December §, 2016; 81 FR 88972.

End of Document © 2016 Thomson Reuters. No ¢laim to original 1.8, Government Works.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Ete. :
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.410(b)-2, Treas. Reg. § 1.410(b)-2
§ 1.410(b)—2 Minimum coverage requirements (after 1993).

Currentness

(a) In general. A plan is a qualified plan for a plan year only if the plan satisfies section 410(b) for the plan year. A plan
satisfies section 410(b) for a plan year if and only if it satisfies paragraph (b) of this section with respect to employees
for the plan year and paragraph (c) of this section with respect to former employees for the plan year. The rules in
paragraphs (a), (b), and (c) of this section apply to all plans as a condition of qualification, including plans under which
no employee is able to accrue any additional benefits (for example, frozen plans). Paragraphs (d), (e), and (f} of this
section provide special rules for nonelective section 403(b) plans subject to section 403(b)(12)(A)(i), for governmental
and church plans subject to section 410(c), and for certain acquisitions or dispositions, respectively. See § 1.410(b)-7 for
rules for determining the “plan” subject to section 410(b).

(b) Requirements with respect to employees—(1) In general. A plan satisfies this paragraph (b) fora plaﬂ year if and only
if it satisfies at least one of the tests in paragraphs (b)(2) through (b)(7) of this section for the plan year.

(2) Ratio percentage test—(i) In general. A plan satisfies this paragraph (b)(2) for a plan year if and only if the plan's
ratio percentage for the plan year is at least 70 percent. This test incorporates both the percentage test of section
410(b)(1)(A) and the ratio test of section 410(b)(1)(B). See § 1.410(b)-9 for the definition of ratio percentage.

(ii) Examples. The following examples illustrate the ratio percentage test of this paragraph (b)(2).

Example 1. For a plan year, Plan A benefits 70 percent of an employer's nonhighly compensated employees and 100
percent of the employer's highly compensated employees. The plan's ratio percentage for the year is 70 percent (70
percent/100 percent), and thus the plan satisfies the ratio percentage test.

Example 2. For a plan year, Plan B benefits 40 percent of the employer's nonhighly compensated employees and 60
percent of the employer's highly compensated employees. Plan B fails to satisfy the ratio percentage test because the
plan's ratio percentage is only 66.67 percent (40 percent/60 percent).

(3) Average benefit test. A plan satisfies this paragraph (b)(3) for a plan year if and only if the plan satisfies both
the nond1scr1m1natory classification test of § 1 410(b)—4 and the average benefit percentage test of § 1.410(b)-5 for
the plan year.

s
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§ 1.410(b)-2 Minimurmn coverage requirements {after 1883)., 26 C.F.R. § 1.410(b)~2

(4) Certain tax credit employee stock ownership plans. A plan satisfies this paragraph (b)(4) for a plan year if and
only if the plan—

(i) Is a tax credit employee stock ownership plan (as defined in section 409(a)),
(ii) Is the only plan of th.e employer that is intended to qualify under section 401(a), and

(iii) Is a plan that satisfies the rule set forth in section 410(b)(6)(D).

This paragraph (b)(4) is available only for plan years for which the tax credit employee stock ownership plan receives
contributions for which the employer is allowed a tax credit under section 41 (as in effect prior to its repeal by the
Tax Reform Act of 1986) or section 48(n) (as in effect prior to its amendment by the Tax Reform Act of 1984). The
requirement of this paragraph (b)(4) that the plan be the only plan of the employer that is intended to qualify under
section 401(a).is not satisfied if the employer has only one plan, but that plan is treated as two or more separate
plans under the mandatory disaggregation rules of § 1.410(b)-7(c).

(5) Employers with no nonhighly compensated employees. A plan satisfies this paragraph (b)(5) for a plan year if and
only if the plan is maintained by an employer that has no nonhighly compensated employees at any time during
the plan year.

(6) Plans benefiting no highly compensated employees. A plan satisfies this paragraph (b)(6) for a plan year if and
only if the plan benefits no highly compensated employees for the plan year.

(7) Plans benefiting collectively bargained employees. A plan that benefits solely collectively bargained employees for
a plan year satisfies this paragraph (b)(7) for the plan year. If a plan (within the meaning of § 1.410(b)-7(b)) benefits
both collectively bargained employees and noncollectively bargained employees for a plan year, § 1.410(b)-7(c)(4)
provides that the portion of the plan that benefits collectively bargained employees is treated as a separate plan
from the portion of the pian that benefits noncollectively bargained employees. Thus, the mandatorily disaggregated
portion of the plan that benefits the collectively bargained employees automatically satisfies this paragraph (b)(7)
for the plan year and hence section 410(b). See § 1.410(b)-9 for the definitions of collectively bargained employee
and noncollectively bargained employee. ‘

(¢) Requirements with respect to former employees—(l) Former employees tested separately. Former employees are tested
separately from employees for purposes of section 410(b). Thus, former employees are disregarded in applying the ratio
percentage test,.the nondiscriminatory classification test, and the average benefit percentage test with respect to the
coverage of employees under a plan, and employees are disregarded in applying this section with respect to the coverage
of former employees under a plan.

(2) Testing former employees. A plan satisfies section 410(b) with respect to former employees if and only if, under
all of the relevant facts and circumstances (including the group of nonexcludable former employees not benefiting
under the plan), the group of former employees benefiting under the plan does not discriminate significantly in favor
of highly compensated former employees.
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§ 1.410(b}-2 Minimum coverage requirements (after 1993}, 26 C.F.R. § 1.410(b}-2

(d) Nonelective contributions under section 403(b) plans. For plan years beginning on or after January 1, 1989, a plan
subject to section 403(b)(12)(A)(i) with respect to nonelective contributions (i.e., contributions not made pursuant to
a salary reduction agreement) is treated as a plan subject to the requireménts of this section. For this purpose, a plan
described in the preceding sentence must satisfy the requirements of this section without regard to section 410(c) and
paragraph (e) of this section. For plan years beginning before the effective date set forth in § 1.410(b)~10(d), any plan
described in section 410(c)(1)(A) (regarding governmental plans) satisfies the requirements of this section.

(e) Certain governmental and church plans. The requirements of section 410(b) do not apply to a plan described in section
410(c)(1) (other than a plan subject to section 403(b)(12)(A)(i) or a plan with respect to which an election has been made
under section 410(d)). Such a plan must satisfy section 401(a)(3) as in effect on September 1, 1974. For this purpose,
a plan that satisfies section 410(b) (without regard to this paragraph (e)) is treated as satisfying section 401(a)(3) as in
effect on September 1, 1974. For plan years beginning before the effective date set forth in § 1.410(b)-10(d), any plan
described in section 410(c)(1)(A) (regarding governmental plans) satisfies the requirements of this section and is thus
treated as satisfying the requirements of section 401(a)(3) as in effect on September 1, 1974. See § 1.410(b)-10(b)(2) for
a special rule for plans of tax-exempt organizations.

(f) Certain acquisitions or dispositions. Section 410(b)(6)(C) (relating to certain acquisitions or dispositions) provides a
special rule whereby a plan may be treated as satisfying section 410(b) for a limited period of time after an acquisition
or disposition if it satisfies section 410(b) (without regard to the special rule) immediately before the acquisition or
disposition and there is no significant change in the plan or in the co‘verage of the plan other than the acquisition or
disposition. For purposes of section 410(b)(6)(C) and this paragraph (f), the terms “acquisition” and “disposition” refer
to an asset or stock acquisition, merger, or other similar transaction involving a change in employer of the employees
of a trade or business.

(g) Additional rules. The Commissioner may, in revenue rulings, notices, and other guidance of genefal applicability,
provide any additional rules that may be necessary or appropriate in applying the minimum coverage requirements of
section 410(b), including (without limitation) additional rules limiting or expanding the methods in § 1.410(b)-5(d) and
(e) for determining employee benefit percentages.

Credits
[T.D. 8363, 56 FR 47643, Sept. 19, 1991; T.D. 8363, 57 FR 10817, March 31, 1992; T.D. 8487, 58 FR 46839, Sept. 3,
1993; T.DD. 8548, 59 FR 32914, June 27, 1994] .

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through-December 8, 2016; 81 FR 88972.

End of Docoament € 2016 Thowmson Reuters. No claim to original U.S. Government Works.
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§ 1.410(b}-3 Employees and former employees who benefit..., 26 C.F.R. § 1.410(b)-3

Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation; Etc.
Pension, Profit—Sharing, Stock Bonus Plans; Etc.

26 C.F.R. § 1.410(b)—3, Treas. Reg. § 1.410(b)-3
§ 1.410(b)-3 Employees and former employees who benefit under a plan.

Currentness

(a) Employees benefiting under a plan—(1) In general. Except as provided in paragraph (a)(2) of this section, an employee
is treated as benefiting under a plan for a plan year if and only if for that plan year, in the case of a defined contribution
plan, the employer receives an allocation taken into account under § 1.401(a)(4)-2(c)(2)(ii), or in the case of a defined
benefit plan, the employee has an increase in a benefit accrued or treated as an accrued benefit under section 411(d)(6).

(2) Exceptions to allocation or accrual requirement—(i) Section 401(k) and 401(m) plans. Notwithstanding paragraph
(a)(1) of this section, an employee is treated as benefiting under a section 401(k) plan for a plan year if and only if
the employee is an eligible employee as defined in § 1.401(k)-6 under the plan. Similarly, an employee is treated as
benefiting under a section 401(m) plan for a plan year if and only if the employee is an eligible employee as defined
in § 1.401(m)-5 under the plan for the plan year.

(if) Section 415 limits—(A) General rule for defined benefit plans. In determining whether an employee is treated
as benefiting under a defined benefit plan for a plan year, plan provisions that implement the limits of section 415
are disregarded. Any plan provision that provides for increases in an employee's accrued benefit under the plan due
solely to adjustments under section 415(d)(1), additional years of participation or service under section 415(b)(5),
or changes in the defined contribution fraction under section 415(e) is also disregarded, but only if such provision
applies uniformly to all employees in the plan. '

(B) Defined benefit plans taking section 415 limits into account under section 401(a)(4) testing. Paragraph (a)
(2)(i)(A) of this section does not apply in the case of a defined benefit plan that uses the option in § 1.401(a)(4)-
3(d)(2)({i)B) to take into account plan provisions implementing the provisions of section 415 in determining
accrual rates under the section 401(a)(4) general test.

(C) Defined contribution plans. A defined contribution plan is permitfed to apply the rule in the first sentence
of paragraph (a)(2)(ii)(A) of this section in determining whether an employee is treated as benefiting under the
plan, provided it applies the rule on a consistent basis for all employees in the plan.

(iii) Certain employees treated as benefiting—(A) In general. An employee is treated as benefiting under a plan for
a plan year if the employee satisfies all of the applicable conditions for accruing a benefit or receiving an allocation

\
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§ 1.410(b)-3 Employees and former employees who benefit..., 26 C.F.R. § 1.410(b)-3

for the plan year but fails to have an increase in accrued benefit or to receive an allocation solely because of one or
more of the conditions set forth in paragraphs (a)(2)(iii)(B) through (F) of this section.

(B) Certain plan limits. The employee's benefit would otherwise exceed a limit that is applicable on a uniform
basis to all employees in the plan. Thus, for example, if the formula under a defined benefit plan takes into
account only the first 30 years of service for accrual purposes, an employee who has completed more than 30
years of service is still treated as benefiting under the plan.

(C) Benefits previously accrued. The benefit previously accrued by the employee is greater than the benefit that
would be determined under the plan if the benefit previously accrued were disregarded. This could happen,
for example, when the plan is applying the wear-away formula of § 1.401(a)(4)-13(c)(4)(i) and the employee's
frozen accrued benefit exceeds the benefit determined under the current formula.

(D) Benefit offset arrangements. The plan offsets the employee's current benefit accrual under an offset
arrangement described in § 1.401(a)(4)-3(f)(9) (without regard to whether the offset is attributable to pre-
participation service or past service).

(E) Target benefit plans. In the case of a target benefit plan that satisfies the nondiscriminatory amount
requirement of § 1.401(a)(4)-1(b)(2) by satisfying the safe harbor in § 1.401(a)(4)-8(b)(3), the employee's
theoretical reserve is greater than or equal to the actuarial present value of the fractional rule benefit.

(F) Post-normal retirement age adjustments. The employee has attained normal retirement age-under a defined
benefit plan and fails to accrue a benefit because of the provisions of section 411(b)(1)(H)(iii) regarding
adjustments for delayed retirement.

(iv) Section 412(i) plans—(A) General rule. Notwithstanding paragraph (a)(1) of this section, an employee is treated
as benefiting under an insurance contract plan within the meaning of section 412(i) for a plan year if and only if a
premium is paid on behalf of the employee for the plan year.

(B) Exceptions. Notwithstanding paragraph (a)(2)(iv)(A) of this section, an employee is treated as benefiting
under an insurance contract plan within the meaning of section 412(j) for a plan year if the sole reason that a
premium is not paid on behalf of the employee is one of the reasons described in paragraph (a)(2)(iii) of this
section. In addition, an employee is treated as benefiting under an insurance contract plan, within the meaning
of section 412(i), that is a defined benefit plan if a premium is not paid on behalf of the employee solely because
the insurance contracts that have previously been purchased on behalf of the employee guarantee to provide
for the employee's projected normal retirement benefit without regard to future premium payments.

(3) Examples. The following examples illustrate the determination of whether an employee is benefiting under a
plan for purposes of section 410(b).

Example 1. An employer has 35 employees who are eligible under a defined benefit plan. The plan requires 1,000 hours
of service to accrue a benefit. Only 30 employees satisfy the 1,000-hour requirement and accrue a benefit. The five
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§ 1.410(b)-3 Employees and former employees who benefit.,., 26 C.F.R. § 1.410(b)-3

employees who do not satisfy the 1,000-hour requirement during the plan year are taken into account in testing the plan
under section 410(b) but are treated as not benefiting under the plan. ) '

Example 2. An employer maintains a section 401(k) plan. Only employees who are at least age 21 and who complete one
year of service are eligible employees under the plan within the meaning of § 1.401(k)-6. Under the rule of paragraph (a)
(2)(i) of this section, only employees who have satisfied these age and service conditions are treated as benefiting under
the plan.

Example 3. The facts are the same as in Example 2, except that the employer also maintains a section 401(m) plan
that provides matching contributions contingent on elective contributions under the section 401(k) plan. The matching
contributions are contingent on employment on the last day of the plan year. Under § 1.401(m)-5, because matching
contributions are contingent on employment on the last day of the plan year, not all employees who are eligible employees
under the section 401(k) plan are eligible employees under the section 401(m) plan. Thus, employees who have satisfied
the age and service conditions but who do not receive a matching contribution because they are not employed on the
last day of the plan year are treated as not benefiting under the section 401(m) portion of the plan.

(b) Former employees benefiting under a plan—(1) In general. A former employee is treated as benefiting for a plan year if
and only if the plan provides an allocation or benefit increase described in paragraph (a)(1) of this section to the former
employee for the plan year. Thus, for example, a former employee benefits under a defined benefit plan for a plan year
if the plan is amended to provide an ad hoc cost-of-living adjustment in the former employee's benefits. In contrast,
because an increase in benefits payable under a plan pursuant to an automatic cost-of-living provision adopted and
effective before the begi'nning of the plan year is previously accrued, a former employee is not treated as benefiting in
a subsequent plan year merely because the former employee receives an increase pursuant to such an automatic cost-
of-living provision. Any accrual or allocation for an individual during the plan year that arises from the individual's
status as an employee is treated as an accrual or allocation of an employee. Similarly, any accrual or allocation for an
individual during the plan year that arises from the individual's status as a former employee is tréated as an accrual or
allocation of a former employee. It is possible for an individual to accrue a benefit both as an employee and as a former
employee in a given plan year. During the plan year in which an individual ceases performing services for the employer,
the individual is treated as an employee in applying section 410(b) with respect to employees and is treated as a former
employee in applying section 410(b) with respect to former employees. ' ’

(2) Examples. The following examples illustrate the determination of whether a former employee benefits under a
plan for purposes of section 410(b).

Example 1. Employer A amends its defined benefit plan in the 1995 plan year to provide an ad hoc cost-of-living increase
of § percent for all retirees. Former employees who receive this increase are treated as benefiting under the plan for the
1995 plan year.

Example 2. Employer B maintains a defined benefit plan with a calendar plan year. In the 1995 plan year, Employer
B amends the plan to provide that an employee who has reached early retirement age under the plan and who retires
before July 31 of the 1995 plan year will receive an unreduced benefit, even though the employee has not yet reached
normal retirement age. This early retirement window benefit is provided to employees based on their status as employees.
Thus, although individuals who take advantage of the benefit become former employees, the window benefit is treated
as provided to employees and is not treated as a benefit for former employees. '

Example 3. The facts are the same as Example 2, except that on September 1, 1995, Employer B also amends the defined
benefit plan to provide an ad hoc cost-of-living increase effective for all former employees. An individual who ceases
performing services for the employer before July 31, 1995, under the early retirement window, and then receives the ad
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hoc cost-of-living increase, is treated as benefiting for the 1995 plan year both as an employee with respect to the early
retirement window, and as a former employee. with respect to the ad hoc COLA.

Credits .
[T.D. 8363, 56 FR 47644, Sept. 19, 1991; T.D. 8363, 57 FR 10954, March 31, 1992; T.D. 8487, 58 FR 46839, Sept. 3,
1993; T.D. 9169, 69 FR 78153, 78154, Dec. 29, 2004]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972.

¥ad of Document . © 2016 Thomson Reuters. No claim to original U8, Government Works.

WESTLAW © 2016 Thomson Reulars. No clalm o original U8, Government Works,

i



§ 1.410(b)-4 Nondiscriminatory classification test., 26 C.F.R. § 1.410(b)-4

Code of Federal Regulations
Title 26. Internal Revenue
Chapter L. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension; Profit—Sharing, Stock Bonus Plans; Etc:

26 C.F.R. § 1.410(b)—4, Treas. Reg. § 1.410(b)—4
§ 1.410(b)—4 Nondiscriminatory classification test.

Currentness

(a) In general, A plan satisfies the nondiscriminatory classification test of this section for a plan year if and only if, for the
plan year, the plan benefits the employees who qualify under a classification established by the employer in accordance
with paragraph (b) of this section, and the classification of employees is nondiscriminatory under paragraph (c) of this
section.

(b) Reasonable classification established by the employer. A classification is established by the employer in accordance
with this paragraph (b) if and only if, based on all the facts and circumstances, the classification is reasonable and
is established under objective business criteria that identify the category of employees who benefit under the plan.
Reasonable classifications generally include specified job categories, nature of compensation (i.e., salaried or hourly),
geographic location, and similar bona fide business criteria. An enumeration of employees by name or other specific
criteria having substantially the same effect as an enumeration by name is not considered a reasonable classification.

(¢) Nondiscriminatory classification—(1) General rule. A classiﬁcation is nondiscriminatory under this paragraph (c) for
a plan year if and only if the group of employees included in the classification benefiting under the plan satisfies the
requirements of either paragraph (c)(2) or (c)(3) of this section for the plan year.

(2) Safe harbor. A plan satisfies the requirement of this paragraph (¢)(2) for a plan year if and only if the plan's ratio
percentage is greater than or equal to the employer's safe harbor percentage, as defined in paragraph (c)(4)(i) of this
section. See § 1.410(b)-9 for the definition of a plan's ratio percentage.

(3) Facts and circumstances—(i) General rule. A plan satisfies the requirements of this paragraph (c)(3) if and only
if—

(A) The plan's ratio percentage is greater than or equal to the unsafe harbor percentage, as defined in paragraph
(0)(4)(ii) of this section, and

(B) The classification satisfies the factual determination of paragraph (c)(3)(ii) of this section.
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(ii) Factual determination. A classification satisfies this paragraph (c)(3)(ii) if and only if, based on all the relevant
facts and circumstances, the Commissioner finds that the classification is nondiscriminatory. No one particular fact
is determinative. Included among the facts and circumstances relevant in determining whether a classification is
nondiscriminatory are the following— '

(A) The underlying business reason for the classification. The greater the business reason for the classification,
the more likely the classification is to be nondiscriminatory. Reducing the employer's cost of providing
retirement benefits is not a relevant business reason.

(B) The percentage of the employer's employees benefiting under the plan. The higher the percentage, the more
likely the classification is to be nondiscriminatory.

(C) Whether the number of employees benefiting under the plan in each salary range is representative of the
number of employees in each salary range of the employer's workforce. In general, the more representative the
percentages of employees benefiting under the plan in each salary range, the more likely the classification is
to be nondiscriminatory. :

(D) The difference between the plan's ratio percentage and the employer's safe harbor percentage. The smaller
the difference, the more likely the classification is to be nondiscriminatory. :

(E) The extent to which the plan's average benefit percentage (determined under § 1.410(b)-5) exceeds 70
percent.

(4) Definitions—(i) Safe harbor percentage. The safe harbor percentage of an employer is 50 percent, reduced by %
of a percentage point for each whole percentage point by which the nonhighly compensated employee concentration
percentage exceeds 60 percent. See paragraph (c)(4)(iv) for a table that illustrates the safe harbor percentage and
unsafe harbor percentage.

(ii) Unsafe harbor percentage. The unsafe harbor percentage of an employer is 40 percent, re_duced by % of a
percentage point for each whole percentage point by which the nonhighly compensated employee concentration
percentage exceeds 60 percent. However, in no case is the unsafe harbor percentage less than 20 percent.

(iii) Nonhighly compensated employee concentration percentage. The nonhighly compensated employee
concentration percentage of an employer is the percentage of all the employees of the employer who are nonhighly
compensated employees. Employees who are excludable employees for purposes of the average benefit test are not
taken into account. ’

(iv) Table. The following table sets forth the safe harbor and unsafe harbor percentages at each nonhighly
compensated employee concentration percentage:

Nonhighly compensated Safe harbor Unsafe
employee concentration percentage harbor
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percentage percentage
0-60 50700 4000
61 49.25 39.25
62 48.50 38.50
63 4775 37.75
64 47.00 37.00
65 46.25 36,25
66 45.50. 35.50
67 44.75 34.75
68 44.00 34.00
69 4325 33.25
70 42.50 32.50
71 41.75 31.75
72 41.00 3100
73 40.25 30.25
74 39.50 29.50
75 38.75 28.75
76 38.00 28.00
77 37.25 27.25
78 36.50 26.50
79 35.75 25.75
80 35.00 25.00
81 34.25 24,25
82 33.50 23.50
83 32.75 22.75
84 32.00 22.00
85 31.25 21.25
86 30.50 20.50
87 29.75 20.00
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88 29.00 20.00
89 28.25 20.00
90 27.50 20.00
91 26.75 20.00
92 26,00 20.00
93 | 2525 2000
94 24.50 20.00
95 23.75 20.00
96 23.00 20.00
97 22.25 20.00
98 , 21.50 20.00
9 | 20.75 20.00

(5) Examples. The following examples illustrate the rules in this paragraph (c).

Example 1. Employer A has 200 nonexcludable employees, of whom 120 are nonhighly compensated employees and 80
are highly compensated employees. Employer A maintains a plan that benefits 60 nonhighly compensated employees
and 72 highly compensated employees. Thus, the plan's ratio percentage is 55.56 percent ( [60/120]/[72/80]=50% /90%
=0.5556), which is below the percentage necessary to satisfy the ratio percentage test of § 1.410(b)-2(b)(2). The employer's
nonhighly compensated employee concentration percentage is 60 percent (120/200); thus, Employer A's safe harbor
percentage is 50 percent and its unsafe harbor percentage is 40 percent. Because the plan's ratio percentage is greater
than the safe harbor percentage, the plan's classification satisfies the safe harbor of paragraph (c)(2) of this section.

Example 2. The facts are the same as in Example 1, except that the plan benefits only 40 nonhighly compensated
employees. The plan's ratio percentage is thus 37.03 percent ( [40/120]/[72/80]=33.33% /90% =0.3703). Under these facts,
the plan's classification is below the unsafe harbor percentage and is thus considered discriminatory.

Example 3. The facts are the same as in Example 1, except that the plan benefits 45 nonhighly compensated employees.
The plan's ratio percentage is thus 41.67 percent ( [45/120]/[72/80]=37.50% /90% =0.4167), above the unsafe harbor
percentage (40 percent) and below the safe harbor percentage (50 percent). The Commissioner may determine that the
classification is nondiscriminatory after considering all the relevant facts and circumstances.

Example 4. Employer B has 10,000 nonexcludable employees, of whom 9,600 are nonhighly compensated employees
and 400 are highly compensated employees. Employer B maintains a plan that benefits 600 nonhighly compensated
employees and 100 highly compensated employees. Thus, the plan's ratio percentage is 25.00 percent ( [600/9,600]/
[100/400]=6.25% /25% =0.2500), which is below the percentage necessary to satisfy the ratio percentage test of § 1.410(b)-
2(b)(2). Employer B's nonhighly compensated employee concentration percentage is 96 percent (9, 600/10,000); thus,
Employer B's safe harbor percentage is 23 percent, and its unsafe harbor percentage is 20 percent. Because the plan's ratio
percentage (25.00 percent) is greater than the safe harbor percentage (23.00 percent), the plan's classification satisfies the
safe harbor of paragraph (c)(2) of this section.
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Example 5. The facts are the same as in Example 4, except that the plan benefits only 400 nonhighly compensated
employees. The plan's ratio percentage is thus 16.67 percent ( [400/9,600]/[100/400] =4.17% /25% =0.1667). The plan's
ratio percentage is below the unsafe harbor percentage and thus the classification is considered discriminatory.

Example 6. The facts are the same as in Example 4, except that the plan benefits 500 nonhighly compensated employees.
The plan's ratio percentage is thus 20.83 percent ( [500/9,600]/[100/400]=5.21% /25% =0.2083), above the unsafe harbor
percentage (20 percent) and below the safe harbor percentage (23 percent). The Commissioner may determine that the
classification is nondiscriminatory after considering all the facts and circumstances.

Credits
[T.D. 8363, 56 FR 47645, Sept. 19, 1991; T.D. 8363, 57 FR 10954, March 31, 1992]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.
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Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax ‘
Part 1. Incomie Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—-Sharing, Stock BonusPlans, Efc.

- 26 C.F.R. § 1.410(b)-5, Treas. Reg. § 1.410(b)—5
§ 1.410(b)—5 Average benefit percentage test.

Currentness

(a) General rule. A plan satisfies the average benefit percentage test of this section for a plan year if and only if the average
benefit percentage of the plan for the plan year is at least 70 percent. A plan is deemed to satisfy this requirement if it
satisfies paragraph (f) of this section for the plan year.

(b) Determination of average benefit percentage. The average benefit percentage of a plan for a plan year is the percentage
determined by dividing the actual benefit percentage of the nonhighly compensated employees in plans in the testing
group for the testing pefiod that includes the plan year by the actual benefit percentage of the highly compensated
employees in plans in the testing group for that testing period. See paragraph (d)(3)(ii) of this section for the definition
of testing period. ' '

(c) Determination of actual benefit percentage. The actual benefit percentage of a group of employees for a testing period
is the average of the employee benefit percentages, calculated separately with respect to each of the employees in the
group for the testing period. All nonexcludable employees of the employer are taken into account for this purpose, even
if they are not benefiting under any plan that is taken into account.

(d) Determination of employee benefit percentages—(1) Overview. This paragraph (d) provides rules for determining
employee benefit percentages. See paragraph (e) of this section for alternative methods for determining employee benefit
percentages.

(2) Employee contributions and employee-provided benefits disregarded. Only employer-provided contributions and
benefits are taken into account in determining employee benefit percentages. Therefore, employee contributions
(including both employee contributions allocated to separate accounts and employee contributions not allocated
to separate accounts), and benefits derived from such contributions, are not taken into account in determining
employee benefit percentages.

(3) Plans and plan years taken into account—(i) Testing group. All plans included in the testing group under §
1.410(b)-7(¢)(1), and only those plans, are taken into account in determining an employee's employee benefit
percentage.

e
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(ii) Testing period. An employee's employee benefit percentage is determined on the basis of plan years ending with
or within the same calendar year. These plan years are referred to in this section as the relevant plan years or, in
the aggregate, as the testing period.

(4) Contributions or benefits basis. Employee benefit percentages may be determined on either a contributions
or a benefits basis. Employee benefit percentages for any testing period must be determined on the same basis
(contributions or benefits) for all plans-in the testing group.

(5) Determination of employee benefit percentage—(i) General rule. The employee benefit percentage for an employee
fora testiﬁg period is the rate that would be determined for that employee for purposes of applying the general test
for nondiscrimination in §§ 1.401(a)(4)-2, 1.401(a)(4)-3, 1.401(a)(4)-8 or 1.401(a)(4)-9, if all the plans in the testing
group were aggregated for purposes of section 410(b). Thus, if employee benefit percentages are determined on a
contributions basis, each employee's employee benefit percentage is the aggregate normal allocation rate that would
be determined for the employee under § 1.401(a)(4)-9(b)(2)(i)(A) (if the plans in the testing group include both
defined benefit and defined contribution plans), the allocation rate that would be determined for the employee under
§ 1.401(a)(4)-2(c)(2) (if the plans in the testing group include only defined contribution plans), or the equivalent
normal allocation rate that would be determined for the employee under § 1.401(a)}(4)-8(c)(2) (if the plans in the
testing group include only defined benefit plans). Similarly, if employee benefit percentages are determined on a

" benefits basis, each employee's employee benefit percentage is the aggregate normal accrual rate that would be

determined for the employee under § 1.401(a)(4)-9(b)(2)(ii)(B), the normal accrual rate that would be determined
for the employee under § 1.401(a)(4)-3(d), or the equivalent accrual rate that would be determined for the employee
under § 1.401(a)(4)-8(b)(2), depending on whether the plans in the testing group include both defined benefit and
defined contribution plans, only defined benefit plans, or only defined contribution plans.

(ii) Plans with differing plan years. If not all the plans in the testing group share the same plan year, § 1.410(b)-
7(d)(5) would ordinarily prohibit them from being aggregated for purposes of section 410(b). In such a case,
employee benefit percentages are determined by applying the rules of paragraph (d)(5)(i) of this section separately
to each subset of plans in the testing group that share the same plan year (or the same accrual computation period)
and aggregating the results for all plans in the testing group. Thus, an employee's employee benefit percentage is
determined as the sum of these separate employee benefit percentages that are determined consistently for all the
plans in the testing group (except for differences attributable solely to the differences in plan years).

(iii) Options and consistency requirements. In determining employee benefit percentages under this paragraph (d)
(5), any optional or alternative methods or rules available for determining rates in §§ 1.401(a)(4)-2, 1.401(a)
(4)-3, 1.401(a)(4)-8, or 1.401(a)(4)-9, whichever is applicable, may be applied. Thus, for example, employee
benefit percentages may generally be calculated using any of the alternative methods of determining average
annual compensation or plan year compensation under § 1.401(a)(4)-12, and using any underlying definition of
compensation that satisfies section 414(s). Except as otherwise specifically permitted, the determination of employee
benefit percentages must be made on a consistent basis for all employees and for all plans in the testing group
as required by § 1.401(a)(4)-2(c)(2)(vi), 1.401(a)(4)-3(d)(2)(i), 1.401(a)(4)-8(b)(2)(iv), 1.401(a)(4)-8(c)(2)(iv) or
1.401(a)(4)-9(b)(2)(iv).

(6) Permitted disparity—(i) In general. Permitted disparity may be imputed in determining employee benefit
percentages as provided in §§ 1.401(a)(4)-2, 1.401(a)(4)-3, 1.401(a)(4)-8, or 1.401(a)(4)-9, whichever is applicable.
When separate employee benefit percentages are determined for individual plans under paragraph (e)(2) of this
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section (or for subsets of plans that have the same plan year as described in paragraph (d)(5)(ii) of this section),
permitted disparity may be imputed for an employee only in one individual plan (or subset of plans) and may not be
imputed for the same employee in another individual plan (or subset of plans). However, if the same average annual
compensation or plan year compensation is used to determine employee benefit percentages in more than one plan,
the employee's employee benefit percentages for those plans may be summed prior to imputing permitted disparity.

(ii) Plans which may not use permitted disparity. Permitted disparity may be reflected in the determination of rates
only to the extent that the plans for which rates are being determined are plans for which the permitted disparity
of section 401(1) is available. Thus, for example, if a section 401(k) plan is included in the testing group and
permitted disparity is imputed under § 1.401(a)(4)-2(c)(iv), then employee benefit percentages are determined by first
calculating an adjusted allocation rate (within the meaning of § 1.401(a)(4)-7(b)(1)) without regard to the amount
of allocations under the section 401(k) plan and adding to it the allocation rate for the section 401(k) plan. See §
1.401(1)-1(a)(4) for a list of types of plans for which permitted disparity is not available.

@) Requirements for certain plans providing early retirement benefits—(i) General rule. If any defined benefit plan
in the testing group provides for early retirement benefits in addition to normal retirement benefits to any highly
compensated employee, 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, then the aggregate most valuable
allocation rate, equivalent most valuable allocation rate, aggregate most valuable accrual rate, or most valuable
accrual rate must be substituted for the related normal rates in paragraph (d)(5) of this section.

(i) Exception. Paragraph (d)(7)(i) of this section does not apply if early retirement benefits with average actuarial
reductions described in that paragraph are currently available, within the meaning of § 1.401(a)(4)-4(b), under plans
in the testing group to a percentage of nonhighly compensated employees that is at least 70 percent of the percentage
of highly compensated employees to whom these benefits are currently available.

(e) Additional optional rules—(1) Overview. This paragraph (e) contains various alternative methods for determining
employee benefit percentages for a testing period.

(2) Determination of employee benefit percentages as the sum of separately determined rates—(i) In general. 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 under paragraphs (d)(5)(i) or (ii) of this section, provided that
these employee benefit percentages are determined on a consistent basis for all of these plans pursuant to paragraph
(d)(5)(iii) of this section. '

(ii) Exception from consistency requiremenf. The consistency requirement of paragraph (e)(2)(i) of this section is not
violated merely because employee benefit percentages are not determined in a consistent manner for all of the plans
in the testing group and the inconsistencies in determination of rates among plans are described in paragraph (e)
(2)(ii) of this section. The exception in this paragraph (e)(2)(ii) applies only if it is reasonable to believe that the
inconsistencies do not result in an average benefit percentage that is significantly higher than the average benefit
percentage that would be determined had employee benefit percentages been determined on a consistent basis
pursuant to paragraph (d)(5)(iii) of this section.

[N
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(iii) Permitted inconsistencies. The following inconsistencies between plans are permitted under this paragraph (e)

2)—
(A) Use of different underlying definitions of section 414(s) compensation in the determination of rates;
(B) Use of different definitions of average annual compensation;
(C) Use of different testing ages;
(D) Use of different fresh-start dates;
(E) Use of different actuarial assumptions for normalization; or

(F) Disregard of actuarial increases after normal retirement age and QPSA charges without regard to any
requirement for uniformity in the actuarial increases or QPSA charges.

(3) Determination of employee benefit percentages without regard to plans of another type—(i) General rule. Employee
benefit percentages may be determined under plans of one type (i.e., defined benefit plans or defined contribution
plans) by treating all plans of the other type (i.e., defined contribution plans or defined benefit plans, respectively)
as if they were not part of the testing group, using the method provided in this paragraph (e)(3). If this method is
used to determine whether a defined contribution plan satisfies the average benefit percentage test, employee benefit
percentages under all defined contribution plans in the testing group must be determined on a contributions basis,
and benefits under any defined benefit plans may not be included in the employee benefit peréentage. Similarly, if this
method is used to determine whether a defined benefit plan satisfies the average benefit percentage test, employee
benefit percentages under all defined benefit plans in the testing group must be determined on a benefits basis, and
allocations under any defined contribution plans may not be included in the employee benefit percentage.

(ii) Restriction on use of separate testing group determination method. A plan does not satisfy the average benefit
percentage test using the method provided in this paragraph (e)(3) unless each of the plans in the testing group of
the other type (i.e., defined benefit plan or defined contribution plan) than the plan being tested satisfies the average
benefit test of § 1.410(b)-2(b)(3) using the method in this paragraph (e)(3) or satisfies the ratio percentage test of
§ 1.410(b)-2(b)(2).

(iif) Treatment of permitted disparity. Although under the general rule of this paragraph (e)(3) plans of another type
are disregarded in determining employee benefit percentages, the permitted disparity used by those plans (including
any permitted disparity that is used by those plans to satisfy § 1.401(a)(4)-1(b)}(2)) is nonetheless taken into account
in determining the extent to which permitted disparity may be used in determining employee benefit percentages.

(iv) Example. The following example illustrates the rules of this paragraph (e)(3):

W

o
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Example. Employer A maintains two defined benefit plans, neither of which covers a group of employees that satisfies
the ratio percentage test of § 1.410(b)-2(b)(2), and a profit-sharing plan and a section 401(k) plan, each of which benefits
a group of employees that satisfies the ratio percentage test of § 1.410(b)-2(b)(2). The defined benefit plans will satisfy the
average benefit percentage test if the actual benefit percentage of all nonexcludable nonhighly compensated employees,
computed on a benefits basis without regard to contributions under the profit-sharing plan or the section 401(k) plan, is
at least 70 percent of the actual benefit percentage of all nonexcludable highly compensated employees, computed on a
benefits basis without regard to contributions under the profit-sharing plan or the section 401(k) plan.

(4) Simplified method for determining employee benefit percentages for certain defined benefit plans—(i) In general.
‘An employee's employee benefit percentage with respect to a plan may be determined under the simplified method
of paragraph (e)(4)(ii) of this section, provided the following conditions are satisfied:’ '

(A) The only plans included in the testing group are defined benefit plans, and employee benefit percentages
under these plans are determined on a benefits basis.

(B) Employee benefit percentages under the plans in the testing group are not required to be determined by
taking into account early retirement benefits under paragraph (d)(7) of this section.

(C) The plan is a safe harbor defined benefit plan described in § 1.401(a)(4)-3(b).

(ii) Simplified method—(A) Section 401(1) plans. Under the simplified method of this paragraph (e)(4)(i), an
employee's employee benefit percentage with respect to a section 401(1) plan described in § 1.401(a)(4)-3(b)(3) (i.e.,
a unit credit plan) may be deemed equal to the employee's excess benefit percentage or gross benefit percentage
'(as defined in § 1.401(1)-1(c) (14) or (18), respectively), whichever is applicable under the plan's benefit formula in
the plan year. In the case of a section 401(1) plan described in § 1.401(a)(4)-3(b)(4) (i.c., a fractional accrual plan),
an employee's employee benefit percentage with respect to that plan may be deemed equal to the rate at which
the excess or gross benefit, whichever is applicable, accrues for the employee in the plan year, taking into account
the plan's benefit formula and the employee's projected service at normal retirement age. The use of this simplified
method will be treated as an imputation of permitted disparity. See paragraph (d)(6) of this section for a restriction
on multiple use of permitted disparity.

(B) Other plans. Under the simplified method of this paragraph (e)(4)(ii), an employee's employee benefit
percentage with respect to a plan described in § 1.401(a)(4)-3(b)(3) that is not a section 401(]) plan and that is
not imputing permitted disparity may be deemed equal to the employee's benefit rate in the plan year under the
plan's benefit formula. In the case of a plan described in § 1.401(a)(4)-3(b)(4) that is not a section 401(1) plan
and that is not imputing permitted disparity, an employee's employee benefit percentage with respect to that
plan may be deemed equal to the rate at which the benefit accrues for the employee in the plan year, taking
into account the plan's benefit formula and an employee's projected service at normal retirement age.

(5) Three-year averaging period. An employee's employee benefit percentage may be determined for a testing period
as the average of the employee's employee benefit percentages determined separately for the testing period and
for the immediately preceding one or two testing periods (referred to in this section as an averaging period).
Employee benefit percentages of a particular employee that are averaged together within an averaging period must
be determined on a consistent basis for all testing periods within the averaging period.

7
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(6) Alternative methods of determining compensation. Employee benefit percentages may be determined on the basis
of any definition of compensation that satisfies § 1.414(s)-1(d) (without regard to whether the definition satisfies
§ 1.414(s)-1(d)(3)), provided that the same definition is used for all employees and it is reasonable to believe that
the definition does not result in an average benefit percentage that is significantly higher than the average benefit
percentage that would be determined had employee benefit percentages been determined using a definition of
compensation that also satisfies § 1.414(s)-1(d)(3). '

(f) Special rule for certain collectively bargained plans. A plan (as determined without regard to the mandatory
disaggregation rule of § 1.410(b)-7(c)(5)) that benefits both collectively bargained employees and noncollectively
bargained employees is deemed to satisfy the average benefit percentage test of this section if—

(1) The provisions of the plan applicable to each employee in the plan are identical to the provisions of the plan
applicable to every other employee in the plan, including the plan benefit or allocation formula, any optional forms
of benefit, any ancillary benefit, and any other right or feature under the plan, and

(2) The plan would satisfy the ratio percentage test of § 1.410(b)-2(b)(2), if §§ 1.410(b)-6(d) and 1.410(b)-7(c)(5) (the
excludable employee and mandatory disaggregation rules for collectively bargained and noncollectively bargained
employees) did not apply. '

.Credits .
[T.D. 8363, 56 FR 47646, Sept. 19, 1991; T.D. 8363, 57 FR 10817, March 31, 1992; T.D. 8363, 57 FR 10954, March 31,
1992; T.D. 8487, 58 FR 46840, Sept. 3, 1993]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972.
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(a) Employees—(1) In general. For purposes of applying section 410(b) with respect to employees, all employees of the
empioyer, other than the excludable employees described in paragraphs (b) through (i) of this section, are taken into
account. Excludable employees are not taken into account with respect to a plan even if they are benefiting under the
plan, except as otherwise provided in paragraph (b) of this section:

(2) Rules of application. Except as specifically provided otherwise, excludable employees are determined separately
with respect to each plan for purposes of testing that plan under section 410(b). Thus, in determining whether a
particular plan satisfies the ratio percentage test of § 1.410(b)-2(b)(2), paragraphs (b) through (i) of this section are
applied solely with reference to that plan. Similarly, in determining whether two or more plans that are permissively
aggregated and treated as a single plan under § 1.410(b)-7(d) satisfy the ratio percentage test of § 1.410(b)-2(b)(2),
paragraphs (b) through (i) of this section are applied solely with reference to the deemed single plan. In determining
whether a plan satisfies the average benefit percentage test of § 1.410(b)-3, the rules of this section are applied by
treating all plans in the testing group as a single plan.

(b) Minimum age and service exclusions—(1) In general. If a plan applies minimum age and service eligibility conditions
permissible under section 410(a)(1) and excludes all employees who do not meet those conditions from benefiting under
the plan, then all employees who fail to satisfy those conditions are excludable employees with respect to that plan. An
employee is treated as meeting the age and service requirements on the date that any employee with the same age and
service (including service permitted to be taken into account for purposes of nondiscrimination testing under § 1.401(a)
(4)-11(d)(3)) would be eligible to commence participation in the plan, as provided in section 410(b)(4)(C).

(2) Multiple age and service conditions. If a plan, including a plan for which an employér chooses the treatment under
paragraph (b)(3) of this section, has two or more different sets of minimum age and service eligibility conditions,
those employees who fail to satisfy all of the different sets of age and service conditions are excludable employees
with respect to the plan. Except as provided in paragraph (b)(3) of this section, an employee who satisfies any
one of the different sets of conditions is not an excludable employee with respect to the plan. Differences in the
manner in which service is credited (e.g., hours of service calculated in accordance with 29 CFR 2530.200b-2 for
hourly employees and elapséd time calculated in accordance with § 1.410(a)-7 for salaried employees) for purposes
of applying a service condition are not taken into account in determining whether multiple age and service eligibility
conditions exist.
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(3) Plans benefiting certain otherwise excludable employees—(i) In general. An employer may treat a plan benefiting
otherwise excludable employees as two separate plans, one for the otherwise excludable employees and one for
the other employees benefiting under the plan. See § 1.410(b)-7(c)(3) regarding permissive disaggregation of plans
benefiting otherwise excludable employees. The effect of this rule is that employees who would be excludable under
paragraph (b)(1) of this section (applied without regard to section 410(a)(1)(B)) but for the fact that the plan.does
not apply the greatest permissible minimum-age and service conditions may be treated as excludable employees with
respect to the plan. This treatment is available only if the plan satisfies section 410(b) and § 1.410(b)-2 with respect
to these otherwise excludable employees in the manner described in paragraph (b)(3)(ii) of this section.

(ii) Testing portion of plan benefiting otherwise excludable employees. In determining whether the plan that benefits
employees who would otherwise be excludable under paragraph (b)(1) of this section (applied without regard to
section 410(a)(1)(B)) satisfies section 410(b) and § 1.410(b)-2, employees who have satisfied the greatest permissible
minimum age and service conditions with respect to the plan are excludable employees. In addition, if the plan being
tested applies minimum age and service conditions and those conditions are less than the maximum permissible
minimum age and service conditions, employees who have not satisfied the lower minimum age and service
conditions actually provided for in the plan are excludable employees. Thus, for example, if the plan requires
attainment of age 18 and 3 months of service, employees who have not attained age 18 or 3 months of service with
the employer are excludable employees.

) Examplés. The folloWing examples illustrate the minimum age and service condition rules of this paragraph (b).
In each example, the employer is not treated as operating qualified separate lines of business under section 414(r).

Example 1. An employer maintains Plan A for hourly employees and Plan B for salaried employees. Plan A has no
minimum age or service condition. Plan B has no minimum age condition and requires 1 year of service. The employer
treats Plans A and B as a single plan for purposes of section 410(b). Because Plan A imposes no minimum age or
service condition, all employees of the employer automatically satisfy the minimum age and service conditions of Plan A.
Therefore, no employees are excludable under this paragraph (b) in testing Plans A and B for purposes of section 410(b).

Example 2. An employer maintains three plans. Plan C benefits employees in Division C who satisfy the plan's minimum
age and service condition of age 21 and 1 year of service. Plan D benefits employees in Division D who satisfy the plan's
minimum age and service condition of age 18 and 1 year of service. Plan E benefits employees in Division E who satisfy
the plan's minimum age and service condition of age 21 and 6 months of service. The employer treats Plans D and E as
a single plan for purposes of section 410(b). In testing Plan C under the ratio percentage test or the nondiscriminatory
classification test of section 410(b), employees who are not at least age 21 or who do not have at least 1 year of service are
excludable employees under paragraph (b)(1) of this section. In testing Plans D and E, employees who do not satisfy the
age and service requirements.of either of the two plans are excludable employees under paragraph (b)(2) of this section.
Thus, an employee is excludable with respect to Plans D and E only if the employee is not at least age 18 with at least
1 year of service or is not at least age 21 with at least 6 months of service. Thus, an employee who is 19 years old and
has 11 months of service is excludable. Similarly, an employee who is 17 years old and has performed 2 years of service
is also excludable. ) :

Example 3. An employer maintains three plans. Plan F benefits all employees in Division F (the plan does not apply
any minimum age or service condition). Plan G benefits employees in Division G who satisfy the plan's minimum age
and service condition of age 18 and 1 year of service. Plan H benefits employees in Division H who satisfy the plan's
minimum age and service condition of age 21 and 6 months of service. In testing the employer's plans under the average
benefit percentage test provided in § 1.410(b)-5, Plans F, G, and H are treated as a single plan and, as such, usethe lowest
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minimum age and service condition under the rule of paragraph (b)(2) of this section. Therefore, because Plan F does
not apply any minimum age or service condition, no employee is excludable under this paragraph (b).

Example 4. An employer maintains Plan J, which does not apply any minimum age or service conditions. Plan J benefits
all employees in Division 1 but does not benefit employees in Division 2. Although Plan J has no minimum age or service
condition, the employer wants to exclude employees whose age and service is below the permissible minimums provided
in section 410(b)(1)(A). The employer has 110 erﬁployees who either do not have 1 year of service or are not at least
age 21. Of these 110 employees, 10 are highly compensated employees and 100 are nonhighly compensated employees.
Five of these highly compensated employees, or 50 percent, work in Division 1 and thus benefit under Plan J. Thirty-
five of these nonhighly compensated employees, or 35 percent, work in Division 1 and thus benefit under Plan J. Plan J
satisfies the ratio percentage test of section 410(b) with respect to employees who do not satisfy the greatest permissible
minimum age and service requirement because the ratio percentage of that group of employees is 70 percent. Thus, in
determining whether or not Plan J satisfies section 410(b), the 110 employees may be treated as excludable employees
in accordance with paragraph (b)(3)(i) of this section.

(c) Certain nonresident aliens—(1) General rule. An employee who is a nonresident alien (within the meaning of section
7701(b)(1)(B)) and who receives no earned income (within the meaning of section 911(d)(2)) from the employer that
constitutes income from sources within the United States (within the meaning of section 861(a)(3)) is treated as an
excludable employee.

(2) Special treaty rule. In addition, an employee who is a nonresident alien (within the meaning of section 7701(b)
{(1)(B)) and who does receive earned income (within the meaning of section 911(d)(2)) from the employer that
constitutes income from sources within the United States (within the meaning of section 861(a)(3)) is permitted to be
excluded, if all of the employee's earned income from the employer from sources within the United States is exempt
from United States income tax under an applicable income tax convention. This paragraph (c)(2) applies only if all
employees described in the preceding sentence are so excluded.

(d) Collectively bargained employees—(1) General rule. A collectively bargained employee is an excludable employee with
respect to a plan that benefits solely noncollectively bargained employees. If a plan (within the meaning of § 1.410(b)-
7(b)) benefits both collectively bargained employees and noncollectively bargained employees for a plan year, § 1.410(b)—
7(c)(4) provides that the portion of the plan that benefits the collectively bargained employees is treated as a separate
plan from the portion of the plan that benefits the noncollectively bargained employees. Thus, a collectively bargained
employee is always an excludable employee with respect to the mandatorily disaggregated portion of any plan that
benefits noncollectively bargained employees.

(2) Definition of collectively bargained employee—(i) In general. A collectively bargained employee is an employee
who is included in a unit of employees covered by an agreement that the Secretary of Labor finds to be a
collective bargaining agreement between employee representatives and one or more employers, provided that there

is evidence that retirement benefits were the subject of good faith bargaining between employee representatives and -

the employer or employers. An employee is a collectively bargained employee regardless of whether the employee
benefits under any plan of the employer. See section 7701(a)(46) and § 301.7701-17T of this chapter for additional
requirements applicable to the collective bargaining agreement. An employee who performs hours of service during
the plan year as both a collectively bargained employee and a noncollectively bargained employee is treated as a
collectively bargained employee with respect to the hours of service performed as a collectively bargained employee
and a noncollectively bargained employee with respect to the hours of service performed as a noncollectively

[N

WESTLAW © 2016 Thomson Reuters, No claim to origine! U.S. Government Works.



§ 1.410(b)~6 Excludable employees,, 26 C.F.R. § 1.410(b)-6

bargained employee. See § 1.410(b)-7(c) for disaggregation rules for plans benefiting collectively bargained and
noncollectively bargained employees.

(ii) Special rules for certain employees in multiemployer plans—(A) In general. For purposes of this paragraph (d),
in testing the disaggregated portion of a multiemployer plan benefiting noncollectively bargained employees, a
noncollectively bargained employee who benefits under the plan may be treated as a collectively bargained employee
with respect to all of the employee's hours of service under the rules of paragraphs (d)(2)(ii)(B) through (E) of this
section, if the employee is or was a member of a unit of employees covered by a collective bargaining agreement and
that agreement or a successor agreement provides for the employee to benefit under the plan in the current plan year.
For this purpose, provisions of a participation agreement or similar document are taken into account in determining
whether a collective bargaining' agreement provides for an employee to benefit under a multiemployer plan.

(B) Employees who were collectively bargained employees during a portion of the current plan year. An
employee described in paragraph (d)(2)(ii)(A) of this section who performs services for one or more employers
that are parties to the collective bargaining agreement, for the plan, or for the employee representative both
as a collectively bargained employee and as a noncollectively bargained employee during a plan year may be
treated as a collectively bargained employee for the plan year, provided that at least half of the employee s
hours of service during the plan year are performed as a collectively bargained employee.

(C) Employees who were collectively bargained employees during the collective bargaining agreement. An
employee described in paragraph (d)(2)(ii)(A) of this section who was a collectively bargained employee with
respect to all of the employee's hours of service during a plan year (including employees who are treated as
collectively bargained employees with respect to all of their hours of service during a plan year under paragraph
(d)(2)(ii)(B) or (E) of this section) may be treated as a collectively bargained employee with respect to all of
the employee’s hours of service for the duration of the collective bargaining agreement applicable for such plan
year or, if later, until the end of the following plan year. For this purpose, a collective bargaining agreement is
applicable for a plan year if it provided for the employee to benefit in the plan and was effective for any portion
of that plan year. This paragraph (d)(2)(ii)(C) does not apply unless the terms of the plan providing for benefit
accruals treat the employee in a manner that is generally no more favorable than s1m11ar1y-51tuated employees
who are collectively bargained employees.

(D) Employees who previously were collectively bargained employees. An employee who was treated as
a collectively bargained employee pursuant to paragraph (d)(2)(i)(C) of this section may be treated.as a
collectively bargained employee with respect to all of the employee's hours of service after the end of the period
described in paragraph (d)(2)(ii)(C) of this section, provided that the employee is performing services for one
or more employers that are parties to the collective bargaining agreement, for the plan, or for the employee
representative. This paragraph (d)(2)(ii)(D) does not apply unless the terms of the plan providing for benefit
accruals treat the employee in a manner that is generally no more favorable than similarly-situated employees
who are collectively bargained employees, and no more than five percent of the employees covered under the
multiemployer plan are noncollectively bargained employees (determined without regard to this paragraph (d)
(2)(i)(D)). In determining whether more than five percent of the employees covered under the multiemployer
plan are noncollectively bargained employees, those employees who are described in paragraphs (d)(2)(ii)(B)
and (C) of this section are treated as collectively bargained employees.
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(E) Transition rule. For a plan year beginning before the applicable effective date of these regulations as set
forthin § 1.410(b)-10 (b) or (d), any employee described in paragraph (d)(2)(ii)(A) of this section may be treated
as a collectively bargained employee with respect to all of the employee's hours of service for that plan year.

(F) Consistency requirement. The rules in paragraphs (d)(2)(i) and (ii) of this section must be applied to all
employees on a reasonable and consistent basis for the plan year. :

(iii) Covered by a collective bargaining agreement—(A) General rule. For purposes of paragraph (d)(2)(i) of this
section, an employee is included in a unit of employees covered by a collective bargaining agreement if and only if the
employee is represented by a bona fide employee representative that is a party to the collective bargaining agreement
under which the plan is maintained. Thus, for example, an employee of either a plan or the employee representative
that is a party to the collective bargaining agreement under which the plan is maintained is riot included in a unit of
employees covered by the collective bargaining agreement under which the plan is maintained merely because the
employee is covered under the plan pursuant to an agreement entered into by the plan or employee representative
on behalf of the employee (other than in the capacity of an employee representative with respect to the employee).
This is the case even if all of such employees benefiting under the plan constitute only a de minimis percentage of
the total employees benefiting under the plan.

(B) Plans covering professional employees—(1) In general. An employee is not considered included in a unit
of employees covered by a collective bargaining agreement for a plan year for purposes of paragraph (d)(2)(iii)
(A) of this section if, for the plan year, more than 2 percent of the employees who are covered pursuant to the
agreement are professionals. This rule applies to all employees under the agreement, nonprofessionals as well
as professionals. Thus, no employees covered by such an agreement are excludable employees with respect to
employees who are not covered by a collective bargaining agreement.

(2) Multiple collective bargaining agreements. This paragraph (d)(2)(iii)(B) is applied separately with
respect to each collective bargaining agreement. Thus, for example, if a plan benefits two groups of
employees, one included in a unit of employees covered by collective bargaining agreement X, more
than 2 percent of whom are professionals, and another included in a unit of employees covered by
collective bargaining agreement Y, none of whom are professionals, the group covered by agreement X
is not considered covered by a collective bargaining agreement and the group covered by agreement Y is
considered covered by a collective bargaining agreement.

(3) Application of minimum coverage tests. If a plan covers more than 2 percent professional employees,
no employees in the plan are treated as covered by a collective bargaining agreement. A plan that covers
more than 2 percent professional employees must satisfy section 410(b) without regard to section 413(b)
and the special rule in § 1.410(b)-2(b)(7) of this section (regarding collectively bargained plans). In such
cases, all nonexcludable employees must be taken into account. For this purpose, employees included in
other collective bargaining units are excludable employees. However, the employees who are not covered
by a collective bargaining agreement and the employees who are covered by an agreement that has more
than 2 percent professionals are not excludable employees.

(iv) Examples. The following examples illustrate the collective bargaining unit rules of this section.
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Example 1. An employer has 700 collectively bargained employees (none of whom is a professional employee) and 300
noncollectively bargained eniployees (200 of whom are highly compensated employees). For purposes of applying the
ratio percentage test of § 1.410(b)~2(b)(2) to Plan X, which benefits only the 300 noncollectively bargained emplo'yees,
the 700 collectively bargained employees are treated as excludable employees pursuant to paragraph (d) of this section.

Example 2. (i) An employer has 1,500 employees in the following categories:

Noncollectively bargained Collectively

employees bargained employees Total
Highly compensated employees..........cococerrrrrerenn 100 100 200
Nonhighly compensated employees..........cccueeuenn 900 400 . 1,300
S 1,000 500 1,500

The employer maintains Plan Y, which benefits 1,100 employees, including all of the noncollectively bargained employees
(except for 100 nonhighly compensated employees who are noncollectively bargained employees), and 200 of the
collectively bargained employees (including the 100 highly compensated employees who are collectively bargained
employees). There are no professional employees covered by the collective bargaining agreement. In accordance with §
1.410(b)-7(c)(4), the employer must apply the ratio percentage test of § 1.410(b)-2(b)(2) to Plan Y as if the plan were
two separate plans, one benefiting the-noncollectively bargained employees and the other benefiting the collectively
bargained employees.

(ii) In testing the portion of Plan Y that benefits the noncollectively bargained employees, the collectively bargained

- employees are excludable employees. That portion's- ratio percentage is 88.89 percent ( [800/900)/[100/100] =

88.89% /100% = 0.8889), and thus it satisfies the ratio percentage test. The portion of Plan Y that benefits collectively
bargained employees automatically satisfies section 410(b) under the special rule in § 1.410(b)-2(b)(7).

(¢) Employees of qualified separate lines of business. If an employer is treated as operating qualified separate lines of
business for purposes of section 410(b) in accordance with § 1.414(r)-1(b), in testing a plan that benefits employees of
one qualified separate line of business, the employees of the other qualified separate lines of business of the employer
are treated as excludable employees. The rule in this paragraph (e) does not apply for purposes of satisfying the
nondiscriminatory classification requirement of section 410(b)(5)(B). See §§ 1.414(r)-1(c)(2) and 1.414(r)-8 (separate
application of section 410(b) to the employees of a qualified separate line of business). In addition, the rule in this
paragraph () does not apply to a plan that is tested under the special rule for employer-wide plans in § 1.414(r)=1(c)
(2)(ii) for a plan year.

(f) Certain terminating employeés—(l) In general. An employee may be treated as an excludable employee for a plan year
with respect to a particular plan if—

(i) The employee does not benefit under the plan for the plan year,

(ii) The employee is eligible to participate in the plan,

o
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(ifi) The plan has a minimum period of service requirement or a requirement that an employee be employed on the
last day of the plan year (last-day requirement) in order for an employee to accrue a benefit or receive an allocation
for the plan year,

(iv) The employee fails to accrue a benefit or receive an allocation under the plan solely because of the failure to
satisfy the minimum period of service or last-day requirement,

(v) The employee terminates employment during the plan year with no more than 500 hours of service, and the
employee is not an employee as of the last day of the plan year (for purposes of this paragraph (D), a plan
that uses the elapsed time method of determining years of service may use either 91 consecutive calendar days or 3
consecutive calendar months instead of 500 hours of service, provided it uses the same convention for all employees
during a plan year), and

(vi) If this paragraph (f) is applied with respect to any employee with respect to a plan for a plan year, it is applied
with respect to all employees with respect to the plan for the plan year. '

(2) Hours of service. For purposes of this paragraph (f), the term “hours of service” has the same meaning as provided
for such term by 29 CFR 2530.200b-2 under the general method of crediting service for the employee. If one of the
equivalencies set forth in 29 CFR 2530.200b-3 is used for crediting service under the plan, the 500-hour requirement
must be adjusted accordingly.

(3) Examples. The following examples illustrate the provision of this paragraph (f).

Example 1. An employer has 35 employees who are eligible to participate under a defined contribution plan. The plan
provides that an employee will not receive an allocation of contributions for a plan year unless the employee is employed
by the employer on the last day of the plan year. Only 30 employees are employed by the employer on the last day of
the plan year. Two of the five employees who terminated employment before the last day of the plan year had 500 or
fewer hours of service during thé plan year, and the remaining three had more than 500 hours of service during the year.
Of the five employees who were no longer employed on the last day of the plan year, the two with 500 hours of service
or less during the plan year are treated as excludable employees for purposes of section 410(b), and the remaining three
who had over 500 hours of service during the plan year are taken into account in testing the plan under section 410(b)
but are treated as not benefiting under the plan.

Example 2. An employer has 30 employees who are eligible to participate under a defined contribution plan. The plan
requires 1,000 hours of service to receive an allocation of contributions or forfeitures. Ten employees do not receive an
allocation because of their failure to complete 1,000 hours of service. Three of the 10 employees who failed to satisfy
the minimum service requirement completed 500 or fewer hours of service and terminated their employment. Two of
the employees completed more than 500, but fewer than 1,000 hours of service and terminated their employment. The
remaining five employees did not terminate employment. Under the rule in paragraph (f) of this section, the three
terminated employees who completed 500 or fewer hours of service are treated as excludable employees for the portion
of the plan year they are employed. The other seven employees who do not receive an allocation are taken into account
in testing the plan under section 410(b) but are treated as not benefiting under the plan, ‘

Example 3. An employer maintains two plans, Plan A for salaried employees and Plan B for hourly employees. Of the 100
salaried employees, two do not receive an allocation under Plan A for the plan year because they terminate employment

WESTLAW © 2016 Thomson Reulers, No olalm to original U.S. Government Works, 7



§ 1.410(b)~6 Excludable employees., 26 C.F.R. § 1.410(b)-6

before completing 500 hours of service. Of the 300 hourly employees, 50 do not receive an allocation under Plan B for
the plan year because they terminate employment before completing 500 hours. In applying section 410(b) to Plan A, the
two employees who did not receive an allocation under Plan A are excludable employees, but the 50 who did not receive
an allocation under Plan B are not excludable employees, because they were not eligible to participate under Plan A.

(2) Employees of certain goverhmental or tax-exempt entities—(1) Plans covered. For purposes of testing either a section
401(k) plan, or a section 401(m) plan that is provided under the same general arrangement as a section 401(k) plan, an
employer may treat as excludable those employees described in paragraphs (g)(2) and (3) of this section.

(2) Employees of governmental entities. Employees of governmental entities who are precluded from being eligible
employees under a section 401(k) plan by reason of section 401(k)(4)(B)(ii) may be treated as excludable employees
if more than 95 percent of the employees of the employer who are not precluded from being eligible employees by
reason of section 401(k)(4)(B)(ii) benefit under the plan for the year.

(3) Employees of tax-exempt entities. Employees of an organization described in section 403(b)(1)(A)(i) who are
eligible to make salary reduction contributions under section 403(b) may be treated as excludable with respect to
a section 401(k) plan, or a section 401(m) plan that is provided under the same general arrangement as a section
401(k) plan, if— )

(i) No employee of an organization described in section 403(b)(1)(A)(i) is eligible to participate in such section 401(k)
plan or section 401(m) plan; and '

(ii) At least 95 percent of the employees who are neither employees of an organization described in section 403(b)
(1)(A)() nor employees of a governmental entity who are precluded from being eligible employees under a section
401(k) plan by reason of section 401(k)(4)(B)(ii) are eligible to participate in such section 401(k) plan or section
401(m) plan. '

~ (h) Former employees—(1) In general. For purposes of applying section 410(b) with respect to former employees, all
former employees of the employer are taken into account, except that the employer may treat a former employee
described in parégraph (h)(2) or (h)(3) of this section as an excludable former employee. If either (or both) of the former
employee exclusion rules under paragraphs (h)(2) and (h)(3) of this section is applied, it must be applied to all former
employees for the plan year on a consistent basis.

(2) Employees terminated before a specified date. The employer may treat a former employee as excludable if—

(i) The former employee became a former employee either prior to January i, 1984, or prior to the tenth calendar
year preceding the calendar year in which the current plan year begins, and

(i) The former employee became a former employee in a calendar year that precedes the earliest calendar year in
which any former employee who benefits under the plan in the current plan year became a former employee.
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(3) Previously excludable employees. The employer may treat a former employee as excludable if the former employee
was an excludable employee (or would have been an excludable employee if these regulations had been in effect)
under the rules of paragraphs (b) through (g) of this section during the plan year in which the former employee
became a former employee. If the employer treats a former employee as excludable pursuant to this paragraph (h)
(3), the former employee is not taken into account with respect to a plan even if the former employee is benefiting
under the plan.

(i) Former employees treated as employees. An employer may treat as excludable employees all formerly nonhighly
compensated employees who are treated as employees of the employer under § 1.410(b)-9 solely because they have
increases in accrued benefits under a defined benefit plan that are based on ongoing service or compensation credits
(including imputed service or compensation) after they cease to perform services for the employer.

Credits

[T.D. 8363, 56 FR 47652, Sept. 19, 1991; T.D. 8376, 56 FR 63433, Dec. 4, 1991; T.D. 8363, 57 FR 10817, March 31,
1992; T.D. 8487, 58 FR 46842, Sept. 3, 1993; 59 FR 16984, April 11, 1994; T.D. 8548, 59 FR 32914, June 27, 1994; T.D.
9275, 71 FR 41359, July 21, 2006]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26,>1960; 25FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972,
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Reveniie Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
. Pension; Profit-Sharing, Stock:Bonus Plans, Etc.

26 C.F.R. § 1.410(b)-7, Treas. Reg. § 1.410(b)—7
§ 1.410(b)-7 Definition of plan and rules governing plan disaggregation and aggregation.

Currentness

(a) In general. This section provides a definition of “plan.” First, this section sets forth a definition of plan within
the meaning of section 401(a) or 403(a). Then certain mandatory disaggregation and permissive aggregation rules are
applied. The result is the definition of plan that applies for purposes of sections 410(b) and 401(a)(4). Thus, in general,
the term “plan” as used in this section initially refers to a plan described in section 414(1) and to an annuity plan described
in section 403(a), and the term “plan” as used in other sections under these regulaﬁons means the plan determined after
application of this section. Paragraph (b) of this section provides that each single plan under section 414(l) is treated as
a single plan for purposes of section 410(b). Paragraph (c) of this section describes the rules for certain plans that must
be treated as comprising two or.more separate plans, each of which is a single plan subject to section 410(b). Paragraph
(d) of this section provides a rule permitting an employer to aggregate certain separate plans to form a single plan for
purposes of section 410(b). Paragraph (e) of this section provides rules for determining the testing group of plans taken
into account in determining whether a plan satisfies the average benefit percentage test of § 1.410(b)-5.

(b) Separate asset pools are separate plans. Each single plan within the meaning of section 414(1) is a separate plan for
" purposes of section 410(b). See § 1.414(1)-1(b). For example, if only a portion of the assets under a defined benefit planis
available, on an ongoing basis, to provide the benefits of certain employees, and the remaining assets are available only
in certain limited cases to provide such benefits (but are available in all cases for the benefit of other employees), there
are two separate plans. Similarly, the defined contribution portion of a plan described in section 414(k) is a separate plan
from the defined benefit portion of that same plan. A single plan under section 414(l) is a single plan for purposes of
section 410(b), even though the plan comprises separate written documents and separate trusts, each of which receives a
separate determination letter from the Internal Revenue Service. A defined contribution plan does not comprise separate
plans merely because it includes more than one trust, or merely because it provides for separate accounts and permits
employees to direct the investment of the amounts allocated to their accounts. Further, a plan does not comprise separate
plans merely because assets are separately invested in individual insurance or annuity contracts for employees.

(c) Mandatory disaggregation of certain plans—(1) Section 401(k) and 401(m) plans. The portion of a plan that is a section
401(k) plan and the portion that is not a section 401(k) plan are treated as separate plans for purposes of section 410(b).
Similarly, the portion of a plan that is a section 401(m) plan and the portion that is not a section 401(m) plan are treated
as separate plans for purposes of section 410(b). Thus, a plan that consists of elective contributions under a section 401(k)
plan, employee and matching contributions under a section 401(m) plan, and contributions other than elective, employee,
or matching contributions-is treated as three separate plans for purposes of section 410(b). In addition, the portion of a
plan that consists of contributions described in § 1.401(k)-2(a)(5) (i.e., contributions that fail to satisfy the allocation or
compensation requirements applicable to elective contributions and are therefore required to be tested separately) and
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the portion of the plan that does not consist of such contributions are treated as separate plans for purposes of section
410(b). Similarly, the portion of a plan that consists of contributions described in § 1.410(m)-1(b)(4)(ii) (i.e., matching
contributions that fail to satisfy the allocation and other requirements applicable to matching contributions and are
therefore required to be tested separately) and the portion of the plan that does not consist of such contributions are
treated as separate plans for purposes of section 410(b).

(2) ESOPs and non-ESOPs. The portion of a plan that is an ESOP and the portion of the plan that is not an ESOP
are treated as separate plans for purposes of section 410(b), except as otherwise permitted under § 54.4975-11(¢)
of this Chapter.

(3) Plans benefiting otherwise excludable employees. If an employer applies section 410(b) separately to the portion
of a plan that benefits only employees who satisfy age and service conditions under the plan that are lower than
the greatest minimum age and service conditions permissible under section 410(a), the plan is treated as comprising
separate plans, one benefiting the employees who have satisfied the lower minimum age and service conditions but
not the greatest minimum age and service conditions permitted under section 410(a) and one benefiting employees
who have satisfied the greatest minimum age and service conditions permitted under section 410(a). See § 410(b)-6(b)
(3)(ii) for rules about testing otherwise excludable employees.

(4) Plans benefiting certain disaggregation populations of employees—(i) In general—(A) Single plan must be treated
as separate plans. If a plan (i.e., a single plan within the meaning of section 414(1)) benefits employees of more than
one disaggregation population, the plan must be disaggregated and treated as separate plans, each separate plan
consisting of the portion of the plan benefiting the employees of each disaggregation population. See paragraph (c)
(4)(ii) of this section for the definition of disaggregation population.

(B) Benefit accruals or allocations attributable to current status. Except as otherwise provided in paragraph
(c)(@)()(C) of this section, in applying the rule of paragraph (c)(4)(i)(A) of this section, the portion of the plan
benefiting employees of a disaggregation population consists of all benefits accrued by, or all allocations made
to, employees while they were members of the disaggregation population.

(C) Exceptions for certain benefit accruals—(1) Attribution of benefits to first disaggregation population. If
employees benefiting under a plan change from one disaggregation population to a second disaggregation
population, benefits they accrue while members of the second disaggregation population that are attributable
to years of service previously credited while the employees were members of the first disaggregation population
may be treated as provided to them in their status as members of the first disaggregation population and-thus
included in the portion of the plan benefiting employees of the first disaggregation population. This special
treatment is available only if it is applied on a consistent basis, if it does not result in significant discrimination
in favor of highly compensated employees, and if the plan provision providing the additional benefits applies
on the same terms to all similarly-situated employees. For example, if all formerly collectively bargained
employees accrue additional benefits under a plan after becoming noncollectively bargained employees, then
those benefit increases may be treated as included in the portion of the plan benefiting collectively bargained
employees if they are attributable to years of service credited while the employees were collectively bargained
(e.g., where the additional benefits result from compensation increases that occur while the employees are
noncollectively bargained or from plan amendments affecting benefits earned while collectively bargained
that are adopted while the employees are noncollectively bargained) and if such treatment does not result in
significant discrimination in favor of highly compensated employees.
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(2)' Attribution of benefits to current disaggregation population. If employees benefiting under a plan
change from one disaggregation population to another disaggregation population, benefits they accrue
while members. of the first disaggregation populatioh may be treated as provided to them in their current
status and thus included in the portion of the plan benefiting employees of the disaggregation population
of which they are currently members. This special treatment is available only if it is applied on a consistent
basis and if it does not result in significant discrimination in favor of highly compensated employees.

(D) Change in disaggregation populations—(1) Reasonable treatment. If, in previous years, the configuration
of a plan's disaggregation populations differed from their configuration for the current year, for purposes
of the benefits accrued by, or allocations made to, an employee for those years, the employee's status as a
member of a current disaggregation population for those years must be determined on a reasonable basis. A
different configuration occurs, for example, if disaggregation populations exist for the first tithe, such as when
an employer is first treated as operating qualified separate lines of business, or if the existing disaggregation
populations change, such as when an employer redesignates its qualified separate lines of business.

(2) Example. The following example illustrates the application of this paragraph (c)(4)({)(D).

Example. (2) Employer X operates Divisions M and N, which are treated as qualified separate lines of business for the
first time in 1998. Thus, the disaggregation populations of employees of Division M and employees of Division N exist
for the first time. Since 1981 Employer X has maintained a defined benefit plan, Plan P, for employees of Division M. -
Plan P provides a normal retirement benefit of one percent of average annual compensation for each year of service up
to 25. Employee A has worked for Division M since 1981 and has never worked for Division N. Employee B has worked
for Division N since 1989 and worked for Division M from 1981 to 1988. Employee C has worked in the headquarters
of Employer X since 1981. For the period 1981 to 1988 Employee C was credited with years of service under Plan P.
(b) For purposes of the benefits accrued by Employee A under Plan P during years 1981 through 1997, Employee A is
reasonably treated as having been a member of the Division M disaggregation population for those years. For purposes
of the benefits accrued by Employee B under Plan P during years 1981 through 1988, Employee B is reasonably treated
as having been a member of the Division M disaggregation population for 1981 through 1988 and as having changed
to the Division N disaggregation population for 1989 through 1997. For purposes of the benefits accrued by Emﬁloyee
C under Plan P during years 1981 through 1988, Employee C is reasonably treated as having been a member of the
Division M disaggregation population for those years. Moreover, any benefit accruals for Employee B and Employee
C in years after 1988, that result from increases in average annual compensation after 1988 and that are attributable to
years of service credited for 1981 through 1988, may be treated as provided to Employee B and Employee C in their
status as members of the Division M disaggregation population if the requirements of paragraph (c)(4)()(C)(1) of this
section are otherwise met.

(ii) Definition of disaggregation population—(A) Plan benefiting employees of qualified separate lines of business. If
an employer is treated as operating qualified separate lines of business for purposes of section 410(b) in accordance
with § 1.414(r)-1(b), and a plan benefits employees of more than one qualified separate line of business, the
employees of each qualified separate line of business are separate disaggregation populations. In this case, the
portion of the plan benefiting the employees of each qualified separate line of business is treated as a separate plan
maintained by that qualified separate line of business, However, employees of different qualified separate lines of
business who are benefiting under a plan that is tested under the special rule for employer-wide plans in § 1.414(r)-
1(c)(2)(ii) for a plan year are not separate disaggregation populations merely because they are employees of different
qualified separate lines of business. '

[9N]
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(B) Plan benefiting collectively bargained employees. If a plan benefits both collectively bargained employees
and noncollectively bargained employees, the collectively bargained employees are one- disaggregation
population and the noncollectively bargained employees are another disaggregation population. If the
population of collectively bargained employees includes employees covered under different collective
bargaining agreements, the population of employees covered under each collective bargaining agreement is also
a separate disaggregation population.

(C) Plan maintained by more than one employer. If a plan benefits employees of more than one employer,
the employees of each employer are separate disaggregation populations. In this case, the portion of the plan
benefiting the employees of each employer is treated as a separate plan maintained by that employer, which
must satisfy section 410(b) by reference only to that employer's employees. However, for purposes of this
paragraph (c)(4)(ii)(C), if the plan of one employer (or, in the case of a plan maintained by more than one
employer, the plan provisions applicable to the employees of one employer) treats compensation or service with
another employer as compensation or service with the first employer, then the current accruals attributable to
that compensation or service are treated as provided to an employee of the first employer under the plan of
the first employer (or the portion of a plan maintained by more than one employer benefiting employees of
the first employer), and the provisions of paragraph (c)(4)(i)(C) of this section do not apply to those accruals.
Thus, for example, if Plan A maintained by Employer X imputes service or compensation for an employee of
Employer Y, then Plan A is not treated as benefiting the employees of more than one employer merely because
of this imputation.

(5) Additional rule for plans benefiting employees of more than one qualified separate line of business. If a plan
benefiting employees of more than one qualified separate line of business satisfies the reasonable classification
requirement of § 1.410(b)-4(b) before the application of paragraph (c)(4) of this section, then any portion of the
plan that is treated as a separate plan as a result of the application of paragraphs (c)(4)())(A) and (ii)(A) of this
section is deemed to satisfy that requirement.

(d) Permissive aggregation for ratio percentage and nondiscriminatory classification tests—(1) In general. Except as
provided in paragraphs (d)(2) and (d)(3) of this section, for purposes of applying the ratio percentage test of § 1.410(b)-
2(b)(2) or the nondiscriminatory classification test of § 1.410(b)-4, an employer may designate two or more separate
plans (determined after application of paragraph (b) of this section) as a single plan. If an employer treats two or more
separate plans as a single plan under this paragraph, the plans must be treated as a single plan for all purposes under
sections 401(a)(4) and 410(b). ' -

(2) Rules of disaggregation. An employer may not aggregate portions of a plan that are disaggregated under the
rules of paragraph (c) of this section. Similarly, an employer may not aggregate two or more separate plans that
would be disaggregated under the rules of paragraph (c) of this section if they were portions of the same plan. In
addition, an employer may not aggregate an ESOP with another ESOP, except as permitted under § 54.4975-11(¢)
of this Chapter.

(3) Duplicative aggregation. A plan may not be combined with two or more plans to form more than one single plan.
Thus, for example, an employer that maintains plans A, B, and C may not aggregate plans A and B and plans A and
C to form two single plans. However, the employer may apply the permissive aggregation rules of this paragraph

A
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(d) to form any one (and only one) of the following combinations: plan ABC, plans AB and C, plans AC and B,
or plans A and BC.

@ Special rule for plans benefiting employees of a qualified separate line of business. For purposes of paragraph (d)
(1) of this section, an employer that is treated as operating qualified separate lines of business for purposes of section
410(b) in accordance with § 1.414(r)-1(b) is-permitted to aggregate the portions of two or more plans that benefit
employees of the same qualified separate line of business (regardless of whether the employer elects to aggregate the
portions of the same plans that benefit employees of the other qualified separate lines of business of the employer),
provided that none of the plans is tested under the special rule for employer-wide plans in § 1.414(r)-1(c)(2)(i).
Thus, the employer is permitted to apply paragraph (d)(1) of this section with respect to two or more separate plans
determined after the application of paragraphs (b) and (c)(4) of this section, but may not aggregate a plan that is
tested under the special rule for employer-wide plans in § 1.414(r)-1(c)(2)(it) for a plan year with any portion of a
plan that does not rely on that special rule for the plan year. In all other respects, the provisions of this paragraph
(d) regarding permissive aggregation apply, including (but not limited to) the disaggregation rules under paragraph
(d)(2) of this section (including the mandatory disaggregation rule of paragraph (c)(4) of this section), and the
prohibition on duplicative aggregation under paragraph (d)(3) of this section. This paragraph (d)(4) applies only in
the case of an employer that is treated as operating qualified separate lines of business for purposes of section 410(b)
in accordance with § 1.414(r)-1(b). See §§ 1.414(r)-1(c)(2) and 1.414(r)-8 (separate application of section 410(b) to
the employees of a qualified separate line of business).

(5) Same plan year requirement. Two or more plans may not be aggregated and treated as a singlé plan under this
paragraph (d) unless they have the same plan year.

(e) Determination of plans in testing group for average benefit percentage test—(1) In general. For purposes of applying
the average benefit percentage test of § 1.410(b)-5 with respect to a plan, all plans in the testing group must be taken into
account. For this purpose, the plans in the testing group are the plan being tested and all other plans of the employer
that could be permissively aggregated with that plan under paragraph (d) of this section. Whether two or more plans
could be permissively aggregated under paragraph (d) of this section is determined (i) without regard to the rule in
paragraph (d)(4) of this section that portions of two or more plans benefiting employees of the same line of business may
not be aggregated if any of the plans is tested under the special rule for employer-wide plans in § 1.414(r)-1(c)(2)(ii), (ii)
without regard to paragraph (d)(5) of this section, and (iii) by applying paragraph (d)(2) of this section without regard
to paragraphs (c)(1) and (c)(2) of this section.

(2) Examples. The following example illustrates the rules of this paragraph (e).

Example 1. Employer X is treated as operating two qualified separate lines of business for purposes of section 410(b) in
accordance with section 414(r), QSLOBI and QSLOB2. Employer X must apply the rules in § 1.414(r)-8 to determine
whether its plans satisfy section 410(b) on a qualified-separate-line-of-business basis. Employer X maintains the following
plans:

(a) Plan A, the pbrtion of Employer X' s employer-wide section 401(k) plan that benefits all noncollectively bargained
employees of QSLOBI, :

(b) Plan B, the portion of Employer X' s employer-wide section 401(k) plan that benefits.all noncollectively bargained
employees of QSLOB2,
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(c) Plan C, a defined benefit plan that benefits all hourly noncollectively bargained employees of QSL.OB1,
(d) Plan D, a defined benefit plan that benefits all collect.ively bargained employees of QSLOBI, |
(e) Plan E, an ESOP that benefits all noncollectively bargained emplqyees of QSLOBI,

() Plan F, a profit-sharing plan that benefits all salaried noncollectively bargained employees of QSLOBI.

Assume that Plan F does not satisfy the ratio percentage test of § 1.410(b)~2(b)(2) on a qualified-separate-line-of-business
basis, but does satisfy the nondiscriminatory classification test of § 1.410(b)—4 on both an employer-wide and a qualified-
separate-line-of-business basis. Therefore, to satisfy section 410(b), Plan F must satisfy the average benefit percentage test
of § 1.410(b)-5 on a qualified-separate-line-of-business basis. The plans in the testing group used to determine whether
Plan F satisfies the average benefit percentage test of § 1.410(b)-5 are Plans A, C, E, and F. '

Example 2. The facts are the same as in Example 1, except that Employer X applies the special rule for employer-wide
plans in § 1.414(r)-1(c)(2)(ii) to its employer-wide section 401(k) plan. To satisfy section 410(b), Plan F must satisfy the
average benefit percentage test of § 1.410(b)-5. Since paragraph (c)(4) of this section no longer applies to Plans A and
B, they are treated as a single plan (Plan AB). The plans in the testing group used to determine whether Plan F satisfies
the average benefit percentage test of § 1.410(b)-5 are therefore Plans A, B, C, E, and F. However, the employees of
QSLOB 2 continue to be excludable employees for purposes of determining whether Plan F satisfies the average benefit
percentage test. See § 1.410(b)-6(e).

(f) Section 403(b) plans. In determining whether a plan satisfies section 410(b), a plan subject to section 403(b)(12)(A)(D)
is disregarded. However, in determining whether a plan subject to section 403(b)(12)(A)(i) satisfied section 410(b), plans
that are not subject to section 403(b)(12)(A)(i) may be taken into account.

Credits

[T.D. 8363, 56 FR 47655, Sept 19, 1991; T.D. 8376, 56 FR 63433, Dec. 4, 1991; T.D. 8363, 57 FR 10817, March 31,
1992; T.D. 8363, 57 FR 10954, March 31, 1992; T.D. 8487, 58 FR 46843, Sept. 3, 1993; T.D. 8548, 59 FR 32914, June
27, 1994; T.D. 9169, 69 FR 78153, Dec. 29, 2004]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter 1. Internal Revenue:Service, Department of the Treasury
Subchapter A, Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Ete,
Pension, Profit=Shating; Stock Bonus Plans, Etc.

26 C.F.R. § 1.410(b)-8, Treas. Reg. § 1.410(b)-8
§ 1.410(b)~8 Additional rules.

Currentness

(a) Testing methods—(1) In general. A plan must satisfy section 410(b) for a plan year using one of the testing options
in paragraphs (a)(2) through (a)(4) of this section. Whichever testing option is used for the plan year must also be used
for purposes of applying section 401(a)(4) to the plan for the plan year. The annual testing option in paragraph (a)(4) of
this section must be used in applying section 410(b) to a section 401(k) plan or a section 401(m) plan, and in applying the
average benefit percentage test of § 1.410(b)-5. For purposes of this paragraph (a), the plan provisions and other relevant
facts as of the last day of the plan year regarding which employees benefit under the plan for the plan year are applied
to the employees taken into account under the testing option used for the plan year. For this purpose, amendments
retroactively correcting a plan in accordance with § 1.401(a)(4)-11(g) are taken into account as plan provisions in effect
as of the last day of the plan year.

(2) Daily testing option. A plan satisfies section 410(b) for a plan year if it satisfies § 1.410(b)~2 on each day of the plan
year, taking into account only those employees (or former employees) who are employees (or former employees)
on that day.

(3) Quarterly testing option. A plan is deemed to satisfy section 410(b) for a plan year if the plan satisfies § 1.410(b)-2
on at least one day in each quarter of the plan year, taking into account for each of those days only those employees
(or former employees) who are employees (or former employees) on that day. The preceding sentence does not
apply if the plan's eligibility rules or benefit formula operate to cause the four quarterly testing days selected by the
employer not to be reasonably representative of the coverage of the plan over the entire plan year.

(4) Annual testing option. A plan satisfies section 410(b) for a plan year if it satisfies § 1.410(b)-2 as of the last day of
the plan year, taking into account all employees (or former employees) who were employees (or former employees)
on any day during the plan year.

(5) Example. The following example illustrates this paragraph (a).

Example. Plan A is a defined contribution plan that is not a section 401(k) plan or a section 401(m) plan, and that
conditions allocations on an employee's employment on the last day of the plan year. Plan A is being tested for the 1995
calendar plan year using the daily testing option in paragraph (a)(2) of this section. In testing the plan for compliance
with section 410(b) on March 11, 1995, Employee X is taken into account because he was an employee on that day and
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was not an excludable employee with respect to Plan A on that day. Employee X was a participant in Plan A on March
11, 1995, was employed on December 31, 1995, and received an allocation under Plan A for the 1995 plan year. Under
these facts, Employee X is treated as benefiting under Plan A on March 11, 1995, even though Employee X had not
satisfied all of the conditions for receiving an allocation on that day, because Employee X satisfied all of those conditions
as of the last day of the plan year. :

(b) Family member aggregation rule. For purposes of section 410(b), and in accordance with section 414(q)(6), a highly
compensated employee who is a 5-percent owner or one of the ten most highly compensated employees and any family
member (or members) of such a highly compensated employee who is also an employee of the employer are to be treated
as a single highly compensated employee. If any member of that group is benefiting under a plaﬁ, the deemed single
employee is treated as benefiting under the plan. If no member of that group is benefiting under a plan, the deemed single
employee is treated as not benefiting under the plan. '

Credits .
[T.D. 8363, 56 FR 47656, Sept. 19, 1991]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted. ‘

Current through December 8, 2016; 81 FR 88972.

End of Docament € 2016 Thomson Reuters. No claim to original US. Government Works.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A: Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc,
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.410(b)—9, Treas. Reg. § 1.410(b)—9
§ 1.410(b)~9 Definitions.

" Currentness

In applying this section and §§ 1.410(b)-2 through 1.410(b)-10, the definitions in this section govern unless otherwise
provided.. :

Collectively bargained employee. Collectively bargained employee means a collectively bargained employee within the
meaning of § 1.410(b)-6(d)(2).

Defined benefit plan. Defined benefit plan means a defined benefit plan within the meaning of section 414(j). The portion
of a plan described in section 414(k) that does not consist of separate accounts is treated as a defined benefit plan.

Defined contribution plan. Defined contribution plan means a defined contribution plan within the meaning of section
414(i). The portion of a plan described in section 414(k) that consists of separate accounts is treated as a defined
contribution plan.

Employee. Employee means an individual who performs services for the employer who is either a common law employee
of the employer, a self-employed individual who is treated as an employee pursuant to section 401(c)(1), or a leased
employee (not excluded under section 414(n)(5)) who is treated as an employee of the employer-recipient under
section 414(n)(2) or 414(0)(2). Individuals that an employer treats as employees under section 414(n) pursuant to the
requirements of section 414(o) are considered to be leased employees for purposes of this rule. In addition, an individual
must be treated as an employee with respect to allocations under a defined contribution plan taken into account under
§ 1.401(a)(4)-2(c)(ii) and with respect to increases in accrued benefits (within the meaning of 411(a)(7)) under a defined
benefit plan that are based on ongoing service or compensation (including imputed service or compensation) credits.

Employer. Employer means the employer maintaining the plan and those employers required to be aggregated with the
employer under sections 414(b), (c), (m), or (0). An individual who owns the entire interest of an unincorporated trade
or business is treated as an employer. Also, a partnership is treated as the employer of each partner and each employee
of the partnership.

ESOP. ESOP or employee stock ownership plan means an employee stock ownership plan within the meaning of section
. 4975(e)(7) or a tax credit employee stock ownership plan within the meaning of section 409(a).

Former employee. Former employee means an individual who was, but has ceased to be, an employee of the employer
(i.e., the individual has ceased performing services as an employee for the employer). An individual is treated as a former
employee beginning on the day after the day on which the individual ceases performing services as an employee for the
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employer. Thus,‘ an individual who ceases performing services as an employee for an employer during a plan year is both
an employee and a former employee for the plan year. Notwithstanding the foregoing, an individual is an employee (and
not a former employee) to the extent that the individual is treated as an employee with respect to the plan for the plan
year under the definition of employee in this section.

Highly compensated employee. Highly compensated employee means an employee who is a highly compensated employee
within the meaning of section 414(q) or a former employee treated as an employee under the definition of employee in
this section who is a highly compensated former employee within the meaning of section 414(q).

Highly compensated former employee. Highly compensated former employee means a former employee who is a highly
compensated former employee within the meaning of section 414(q).

Multiemployer plan. Multiemployer plan means a multiemployer plan within the meaning of section 414(f).

Noncollectively bargained employee. Noncollectively bargained employee means an employee who is not a collectively
bargained employee.

Nonhighly compensated employee. Nonhighly compensated employee means an employee who is not a highly
compensated employee.

Nonhighly compensated former employee. Nonhighly compensated former employee means a former employee who is
not a highly compensated former employee.

Plan year. Plan year means the plan year of the plan as defined in the written plan document. In the absence of a
specifically designated plan year, the plan year is deemed to be the calendar year.

Plan year compensation. Plan year compensation means plan year compensation within the meaning of § 1.401(a)(4§—12.

Professional employee. Professional employee means any highly compensated employee who, on any day of the plan year, -
performs professional services for the employer as an actuary, architect, attorney, chiropodist, chiropractor, dentist,
executive, investment banker, medical doctor, optometrist, osteopath, podiatrist, psychologist, certified or other public
accountant, stockbroker, or veterinarian, or in any other professional capacity determined by the Commissioner in a
notice or other document of general applicability to constitute the performance of services as a professional.

Ratio percentage. With respect to a plan for a plan year, a plan's ratio ﬁercentage means the percentage (rounded to the
nearest hundredth of a percentage point) determined by dividing the percentage of the nonhighly compensated employees
who benefit under the plan by the percentage of the highly compensated employees who benefit under the plan. The
percentage of the nonhighly compensated employees who benefit under the plan is determined by dividing the number of
nonhighly compensated employees benefiting under the plan by the total number of nonhighly compensated employees of
the employer. The percentage of the highly compensated employees who benefit under the plan is determined by dividing
the number of highly compensated employees benefiting under the plan by the total number of highly compensated
employees of the employer. . ' ‘

Section 401(k) plén. Section 401(k) plan means a plan consisting of elective contributions described in § 1.401(k)-1(g)(3) !
under a qualified cash or deferred arrangement described in § 1.401(k)-1(a)(4){i). Thus, a section 401(k) plan does not
include a plan (or portion of a plan) that consists of contributions under a nonqualified cash or deferred arrangement,
or qualified nonelective or qualified matching contributions treated as elective contributions under § 1.401(k)-1(a)(6).

Section 401(1) plan. Section 401(1) plan means a plan that—
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(1) Provides for a disparity in employer-provided benefits or contributions that satisfies section 401(1) in form, and

(2) Relies on one of the safe harbors of § 1.401(a)(4)-2(b)(2), 1.401(a)(4)¥3(b), 1.401(a)(4)-8(b)(3), or 1.401(a)(4)-8(c)
(3)({i1)(B) to satisfy section 401(a)(4).

Section 401(m) plan. Section 401(m) plan means a plan consisting of employee contributions described in § 1.401(m)-1(f)
(12) 2 or matching contributions described in § 1.401(m)-1(a)(2), or both. Thus, a section401(m) plan does not include
a plan (or portion of a plan) that consists of elective contributions or qualified nonelective contributions treated as
matching contributions under § 1.401(m)-1(b)(5).

Credits
[T.D. 8363, 56 FR 47657, Sept. 19, 1991; T.D. 8363, 57 FR 10817, March 31, 1992; T.D. 8363, 57 FR 10954, March 31,
1992; T.D. 8487, 58 FR 46843, Sept. 3, 1993; T.D. 9169, 69 FR 78153, Dec. 29, 2004]

Editorial Note: By T.D. 9169, 69 FR 78153, Dec. 29, 2004, the Internal Revenue Service published a document
in the Federal Register, attempting to amend 1.410(b)-9 by removing “1.401(k)-1(g)(3) and 1.401(m)-1(f)(12)” and
inserting “1.401(k)-6 and 1.401(m)-1()(12)”. However, because of inaccurate language, this amendment could not be
incorporated.

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972.

Footnotes
1 See Editorial Note following this section.
2 See Editorial Note following this section.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service; Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing, Stock Bonus Plans, Ete. -

26 C.F.R. § 1.410(b)-10, Treas. Reg. § 1.410(b)-10
§ 1.410(b)—10 Effective dates and transition rules.

Effective: July 21, 2006
Currentness

(a) Statutory effective dates—(1) In general. Except as set forth in paragraph (a)(2) of this section, the minimum coverage
rules of section 410(b) as amended by section 1112 of the Tax Reform Act of 1986 apply to plan years beginning on or
after January 1, 1989. '

(2) Special statutory effective date for collective bargaining agreements—(i) In general. As provided for by section
1112(e)(2) of the Tax Reform Act of 1986, in the case of a plan maintained pursuant to one or more collective
bargaining agreements between employee representatives and one or more employers ratified before March 1, 1986,
the minimum coverage rules of section 410(b) as amended by section 1112 of the Tax Reform-Act of 1986 do not
apply to employees covered by any such agreement in plan years beginning before the earlier of—

(A) January 1, 1991; or

(B) The later of January 1, 1989, or the date on which the last of such collective bargaining agreements
terminates (determined without regard to any extension thereof after February 28, 1986). For purposes of
this paragraph (a)(2), any extension or renegotiation of a collective bargaining agreement, which extension
or renegotiation is ratified after February 28, 1986, is to be disregarded in determining the date on which the
agreement terminates. '

(ii) Example. The following example illustrates this paragraph (a)(2).

Example. Employer A maintains Plan 1 pursuant to a collective bargaining agreement. Plan 1 covers 100 of Employer
A's noncollectively bargained employees.and 900 of Employer A's collectively bargained employees. Employer A also
maintains Plan 2, which covers Employer A's other 400 noncollectively bargained employees. The collective bargaining
agreement under which Plan 1 is maintained was entered into on January 1, 1986, and expires December 31, 1992.
Because Plan 1 is a plan maintained pursuant to a collective bargaining agreement, section 410(b) applies to the first
plan year beginning on or after January 1, 1991. In applying section 410(b) to Plan 2, the 100 noncollectively bargained
employees in Plan 1 must be taken into account. The deferred effective date for plans maintained pursuant to a collective
bargaining agreement is not applicable in determining how section 410(b) is applied to a plan that is not maintained
pursuant to a collective bargaining agreement.
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(iif) Plan maintained pursuant to a collective bargaining agreement. For purposes of this paragraph (a)(2), a plan is
maintained pursuant to one or more collective bargaining agreements between employee representatives and one
or more employers, if one or more of the agreements were ratified before March 1, 1986. Only plans maintained
pursuant to agreements that the Secretary of Labor finds to be collective bargaining agreements and that satisfy
section 7701(a)(46) are eligible for the deferred effective date under this paragraph (a)(2). A plan will not be treated
as a plan maintained pursuant to one or more collective bargaining agreements eligible for the deferred effective date
under this paragraph (a)(2) unless the plan would be a plan maintained pursuant to one or more collective bargaining
agreements under the principles applied under section 1017(c) of the Employee Retirement Income Security Act of
1974. See H.R. Rep. No. 1280, 93rd Cong. 2d Sess. 266 (1974).

(b) Regulatory effective dates—(1) In general. Except as otherwise provided in this section, §§ 1.410(b)-2 through
1.410(b)-9 apply to plan years beginning on or after January 1, 1994.

(2) Plans of tax-exempt organizations. In the case of plans maintained by organizations exempt from income taxation
under section 501(a), including plans subject to section 403(b)(12)(A)(i) (nonelective plans), §§ 1.410(b)-2 through
1.410(b)-9 apply to plan years beginning on or after January 1, 1996, to the extent such plans are subject to section
410(b).

(¢) Compliance during transition period. For plan years beginning before the effective date of these regulations, as set forth
in paragraph (b) of this section, and on or after the statutory effective date as set forth in paragraph (a) of this section,
a plan must be operated in accordance with a reasonable, good faith interpretation of section 410(b). Whether a plan is
operated in accordance with a reasonable, good faith interpretation of section 410(b) will generally be determined based
on all of the relevant facts and circumstances, including the extent to which an employer has resolved unclear issues in its
favor. If a plan's classification has been determined by the Commissioner to be nondiscriminatory and there have been
no significant changes in or omissions of a material fact, the classification will be treated as nondiscriminatory for the
relevant plan year. A plan will be deemed to be operated in accordance with a reasonable, good faith interpretation of
section 410(b) if it is operated in accordance with the terms of §§ 1.410(b)-2 through 1.410(b)-9.

(d) Effective date for governmental plans. In the case of governmental plans described in section 414(d), including plans
subject to section 403(b)(12)(A)(i) (nonelective plans) § 1.410(b)-2 through § 1.410(b)-10 apply to plan years beginning
on or after January 1, 1996, or 90 days after the opening of the first legislative session beginning on or after January 1,
1996, of the governing body with authority to amend the plan, if that body does not meet continuously. Such plans are
deemed to satisfy section 410(b) (and in the case of such plans that are not subject to section 403(b)(12)(A)(i), section
401(a)(3) as in effect on September 1, 1974) for plan years before that effective date. For purposes of this section, the
governing body with authority to amend the plan is the legislature, board, commission, council, or other governing body
with authority to amend the plan. See § 1.410(b)-2(d) and (e).

(e) Effective date for provisions relating to exclusion of employees of certain tax-exempt entities. The provisions in §
1.410(b)-6(g) apply to plan years beginning after December 31, 1996. For plan years to which § 1.410(b)-6 applies that
begin before January 1, 1997, § 1.410(b)-6(g) (as it appeared in the April 1, 2005 edition of 26 CFR part 1) applies.

B
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Credits
[T.D. 8363, 56 FR 47658, Sept. 19, 1991; T.D. 8363, 57 FR 10954, March 31, 1992; T.D. 8487, 58 FR 46844, Sept. 3,
1993; T.D. 9275, 71 FR 41359, July 21, 2006]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Currﬁ:nt through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
-Subchapter A: Iricome Tax
Part 1. Income Taxes (Refs & Annos)
» Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.414(c)-3, Treas. Reg. § 1.414(c)—3
§ 1.414(c)—3 Exclusion of certain interests or stock in determining control.

Currentness

(a) In general. For purposes of § 1.414(c)-2(b) (2) (i) and (c)}(2), the term “interest” and the term “stock” do not include
an interest which is treated as not outstanding under paragraph (b) of this section in the case of a parent-subsidiary
grou'p of trades or businesses under common control or under paragraph (c) of this section in the case of a brother-sister
group of trades or businesses under common control. In addition, the term “stock” does not include freasury stock or
nonvoting stock which is limited and preferred as to dividends. For definitions of certain terms used in this section, see
paragraph (d) of this section.

(b) Parent-subsidiary group of trades or businesses under common control—(1) In general. If an organization (hereinafter
in this section referred to as “parent organization™) owns (within the meaning of paragraph (b)(2) of this section)—

(i) In the case of a corporation, 50 percent or more of the total combined voting power of all classes of stock entitled
to vote or 50 percent or more of the total value of shares of all classes of stock of such corporation.

(i) In the case of a trust or an estate, an actuarial interest (within the meaning of § 1.414(c)-2(b)(2)(ii)) of 50 percent
or more of such trust or estate, and

(iii) In the case of a partnership, 50 percent or more of the profits or capital interest of such partnership, then for
purposes of determining whether the parent organization or such other organization (hereinafter in this section
referred to as “subsidiary organization™) is a member of a parent-subsidiary group of trades or businesses under
common control, an interest in such subsidiary organization excluded under paragraph (b) (3), (4), (5), or (6) of this
section shall be treated as not outstanding. :

(2) Ownership. For purposes of paragraph (b)(1) of this section, a parent organization shall be considered to own an
interest in or stock of another organization which it owns directly or indirectly with the application of § 1.414(c)-
4(b)(1) and— "

(i) In the case of a parent organization which is a partnership, a trust, or an estate, with the application of paragraphs
(b) (2), (3), and (4) of § 1.414(c)—4, and
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(ii) In the case of a parent organization which is a corporation, with the application of § 1.414(0)—4(b)(4).

(3) Plan of deferred compensation. An interest which is an interest in or stock of the subsidiary organization held by.
a trust which is part of a plan of deferred compensation (within the meaning of section 406(a)(3) and the regulations
thereunder) for the benefit of the employees of the parent organization or the subsidiary organization shall be
excluded.

(4) Principal owners, officers, etc. An interest which is an interest in or stock of the subsidiary organization owned
(directly and with the application of § 1.414(c)—4) by an individual who is a principal owner, officer, partner, or
fiduciary of the parent organization shall be excluded.

(5) Employees. An interest which is an interest in or stock of the subsidiary organization owned (directly and- with
the application of § 1.414(c)-4) by an employee of the subsidiary organization shall be excluded if such interest
or such stock is subject to conditions which substantially restrict or limit the employee's right (or if the employee
constructively owns such interest or such stock, the direct or record owner's right) to dispose of such interest or such
stock and which run in favor of the parent or subsidiary organization.

(6) Controlled exempt organization. An interest which is an interest in or stock of the subsidiary organization shall
be excluded if owned (directly and with the application of § 1.414(c)-4) by an organization (other than the parent
organization): '

(i) To which section 501 (relating to certain educational and charitable organizations which are exempt {rom tax)
applies, and

(ii) Which is controlled directly or indirectly (within the meaning of paragraph (d)(7) of this section) by the parent
organization or subsidiary organization, by an individual, estate, or trust that is a principal owner of the parent
organization, by an officer, partner, or fiduciary of the parent organization, or by any combination thereof.

(c) Brother-sister group of trades or businesses under common control—(1) In general. If five or fewer persons (hereinafter in
this section referred to as “common owners”) who are individuals, estates, or trusts own (directly and with the application
of § 1.414(c)4)—

(i) In the case of a corpofation, 50 percent or more of the total combined voting power of all classes of stock entitled
to vote or 50 percent or more of the total value of shares of all classes of stock or such corporation,

(ii) In the case of a trust or an estate, an actuarial interest (within the meaning of § 1.414(c)-2(b)(2)(i1)) of 50 percent
or more of such trust or estate, and

(iii) In the case of a partnership, 50 percent or more of the profits or capital interest of such partnership, then for
purposes of determining whether such organization is a member of a brother-sister group of trades or businesses
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under common control, an interest in such organization excluded under paragraph (c) (2), (3), or (4) of this section
shall be treated as not outstanding.

' (2) Exempt employees' trust. An interest which is an interest in or stock of such organization held by an employees'

trust described in section 401(a) which is exempt from tax under section 501(a) shall be excluded if such trust is for
the benefit of the employees of such organization.

(3) Employees. An interest which is an interest in or stock of such organization owned (directly and with the
application of § 1.414(c)—4) by an employee of such organization shall be excluded if such interest or stock is subject
to conditions which run in favor of a common owner of such organization or in favor of such organization and
‘which substantially restrict or limit the employee's right (or if the employee constructively owns such interest or
stock, the direct or record owner's right) to dispose of such interest or stock. ' 4

(4) Controlled exempt organization. An interest which is an interest in or stock of such organization shall be excluded
if owned (directly and with the application of § 1.414(c)-4) by an organization:

(i) To which section 501(c)(3) (relating to certain educational and charitable organizations which are exempt from
tax) applies, and :

(ii) Which is controlled directly or indirectly (within the meaning of paragraph (d)(7) of this section) by such
organization, by an individual, estate, or trust that is a principal owner of such organization, by an officer, partner,
or fiduciary of such organization, or by any combination thereof.

(d) Definitions—(1) Employee. For purposes of this section, the term “employee” has the same meaning such term is
given in section 3306(i) of the Code (relating to definitions for purposes of the Federal Unemployment Tax Act).

(2) Principal owner. For purposes of this section, the term “principal owner” means a person who owns (directly
and with the application of § 1.414(c)-4)—

(i) In the case of a corporation, 5 percent or more of the total combined voting power of all classes of stock entitled to
vote in such corporation or 5 percent of more of the total value of shares of all classes of stock of such corporation;

(ii) In the case of a trust or estate, an actuarial interest of 5 percent or more of such trust or estate; or
(iii) In the case of a partnership, 5 percent or more of the profits or capital interest of such partnership.

(3) Officer. For purposes of this section, the term “officer” includes the president, vice-presidents, general manager, .
treasurer, secretary, and comptroller of a corporation, and any other person who performs duties corresponding to
those normally performed by persons occupying such positions. ‘
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(4) Partner. For purposes of this section, the term “partner” means any person defined in section 7701(a)(2) (relating
to definitions of partner).

(5) Fiduciary. For purposes of this section and § 1.414(c)—4, the term “fiduciary” has the same meahing as such term
is given in section 7701(a)(6) and the regulations thereunder.

(6) Substantial conditions. (i) In general. For purposes of this section, an interest in or stock of an organization is
subject to conditions which substantially restrict or limit the right to dispose of such interest or stock and which
run in favor of another person if the condition extends directly or indirectly to such person preferential rights with
respect to the acquisition of the direct owner's (or the record owner's) interest or stock. For a condition to be in
favor of another person it is not necessary that such person be extended a discriminatory concession with respect
to price. A right of first refusal with respect to an interest or stock in favor of another person is a condition which
substantially restricts or limits the direct or record owner's right of disposition which runs in favor of such person.
Further, any legally enforceable condition which prohibits the direct or record owner from disposing of his or her
interest or stock without the consent of another person will be considered to be a substantial limitation running
in favor of such person.

(ii) Special rule. For purposes of paragraph (c)(3) of this section only, if a condition which restricts or limits an
employee's right (or direct or record owner's right) to dispose of his or her interest or stock also applies to the interest
or stock in such organization held by a common owner pursuant to a bonafide reciprocal purchase arrangement,
such condition shall not be treated as a substantial limitation or restriction. An example of a reciprocal purchase
arrangement is an agreement whereby a common owner and the employee are given a right of first refusal with
respect to stock of the employer corporation owned by the other party. If, however, the agreement also provides
that the common owner has the right to purchase the stock of the employer corporation owned by the employee
in the event the corporation should discharge the employee for reasonable cause, the purchase arrangement would
not be reciprocal within the meaning of this subdivision. ‘

(7) Control. For purposes of paragraphs (b)(6) and (c)(4) of this section, the term “control” means control in fact.
The determination of whether there exists control in fact will depend upon all of the facts and circumstances of each
case, without regard to whether such control is legally enforceable and irrespective of the method by which such
control is exercised or exercisable.

(e) Examples. The proviéions of this section may be illustrated by the following examples:

Example 1. ABC Partnership owns 70 percent of the capital interest and of the profits interest in the DEF Partnership.
The remaining capital interest and profits interest in DEF is owned as follows: 4 percent by A (a general partner in
ABC), and 26 percent by D (a limited partner in ABC). ABC satisfies the S0-percent capital interest or profits interest
ownership requirement of paragraph (b)(1)(iii) of this section with respect to DEF. Since A and D are partners of ABC,
under paragraph (b)(4) of this section the capital and profits interests in DEF owned by A and D are treated as not
outstanding for purposes of determining whether ABC and DEF are members of a parent-subsidiary group of trades or
businesses under common control under § 1.414 (c)-2(b). Thus, ABC is considered to own 100 percent (70+70) of the
capital interest and profits interest in DEF. Accordingly, ABC and DEF are members of a parent-subsidiary group of
trades or businesses under common control.
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Example 2. Assume the same facts as in example (1) and assume further that A owns 15 shares of the 100 shares of the
only class of stock of S Corporation and DEF Partnership owns 75 shares of such stock. ABC satisfies the 50 percent
stock requirement of paragraph (b)(1)(i) of this section with respect to S since ABC is considered as owning 52.5 percent
(70 percentx75 percent) of the S stock with the application of § 1.414 (c)-4(b)(2). Since A is a partner of ABC, the S stock
owned by A is treated as not outstanding for purposes of determining whether S is a member of a parent-subsidiary
group of trades or businesses under common control. Thus, DEF Partnership is considered to own stock possessing 88.2
percent (75+85) of the voting power and value of the S stock. Accordingly, ABC Partnership, DEF Partnership, and S
Corporation are members of a parent-subsidiary group of trades or businesses under common control.

Example 3. ABC Partnership owns 60 percent of the only'class of stock of Corporation Y. D, the president of Y, owns
the remaining 40 percent of the stock of Y. D has agreed that if she offers her stock in Y for sale she will first offer the
stock to ABC at a price equal to the fair market value of the stock on the first date the stock is offered for sale. Since
D is an employee of Y within the meaning of section 3306(i) of the Code and her stock in Y is subject to a condition
which substantially restricts or limits her right to dispose of such stock and runs in favor of ABC Partnership, under
paragraph (b)(5) of this section such stock is treated as not outstanding for purposes of determining whether ABC and
Y are members of a parent-subsidiary group of trades or businesses under common control. Thus, ABC Partnership
is considered to own stock possessing 100 percent of the voting power and value of the stock of Y. Accordingly, ABC
Partnership and Y Corporation are members of a parent-subsidiary group of trades or businesses under common control.
The result would be the same if D's husband, instead of D, owned directly the 40 percent stock interest in Y and such
stock was subject to a right of first refusal running in favor of ABC Partnership.

(f) Exception—(1) In general. If an interest in an organization (including stock of a corporation) is owned by a person
directly or with the application of the rules of paragraph (b) of § 1.414(c)—4 and such ownership results in the membership
of that organization in a group of two or more trades or businesses under common control for any period, then the
interest will not be treated as an excluded interest under paragraph (b) or (c) of this section if the result of applying
such provisions is that the organization is not a member of a group of two or more trades or businesses under common
control for the period.

(2) Example. The provisions of this paragraph may be illustrated by the following example:

Example. Corporation P owns directly 50 of the 100 shares of the only class of stock of corporation S. A, an officer of
P, owns directly 30 shares of S stock which P has an option to acquire. If, under paragraph (b)(4) of this section, the
30 shares owned directly by A are treated as not outstanding, P would be treated as owning stock possessing only 71
percent (50/70) of the total voting power and value of S stock, and S should not be a member of a parent-subsidiary
group of trades or businesses under common control. However, because the 30 shares owned by A that P has an option
to purchase are considered as owned by P under paragraph (b)(2) of this section, and that ownership plus P's direct
ownership of 50 shares result in S's membership in a parent-subsidiary group of trades or businesses under common
control for 1985, the provisions of this paragraph apply. Therefore, A's stock is not treated as an excluded interest and.
S is a member of a parent-subsidiary group consisting of P and S.

Credits ‘
[T.D. 8179, 53 FR 6607, March 2, 1988; T.D. 8179, 53 FR 8302, March 14, 198§]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Notes of Decisions (2)
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Current through December 8, 2016; 81 FR 88972.
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Code of Federal Regulations
Title 26.: Internal Revenue »
Chapter T. Internal Revenue-Service, Department of the Treasury
Subchapter A. Income Tax
Part:1..Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc.
Pension, Profit—Sharing; Stock Bonus:Plans; Etc.

26 C.F.R. § 1.414(c)—4, Treas. Reg. § 1.414(c)—4
§ 1.414(c)~4 Rules fop determining ownership.

Currentness

() In general. In determining the ownership of an interest in an organization for purposes of § 1.414(c)-2 and § 1.414(c)-
3, the constructive ownership rules of paragraph (b) of this section shall apply, subjec't to the operating rules contained
in paragraph (c).. For purposes of this section the term “interest” means: in the case of a corporation, stock; in the case
of a trust or estate, an actuarial interest; in the case of a partnership, an interest in the profits or capital; and in the case
of a sole proprietorship, the proprietorship. '

(b) Constructive ownership—(1) Options. If a person has an option to acquire any outstanding interest in an organization,
such interest shall be considered as owned by such person. For this purpose, an option to acquire an option, and each
one of a series of such options shall be considered as an option to acquire such interest.

(2) Attribution from partnerships—(i) General. An interest owned, directly or indirectly, by or for a partnership shall
be considered as owned by any partner having an interest of 5 percent or more in either the profits or capital of the
partnership in proportion to such partner's interest in the profits or capital, whichever such proportion is greater.

(ii) Example. The provisions of paragraph (b)(2)(i) of this section may be illustrated by the following example:

Example. A, B, and C, unrelated individuals, are partners in the ABC Partnership. The partners' interest in the capital
and profits of ABC are as follows:

(In percent)
Partner Capital . Profits
A T T 36 25~
B s e EA— 60 71
O PP SRR PTP PO 4 4

The ABC Partnership owns the entire outstanding stock (100 shares) of X Corporation. Under paragraph (b)(2)
(i) of this section, A is considered to own the stock of X owned by the partnership in proportion to his interest
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in capital (36 percent) or profits (25 percent), whichever such proportion is greater. Therefore, A is considered to
own 36 shares of X stock. Since B has a greater interest in the profits of the partnership than in the capital, B is
considered to own X stock in proportion to his interest in such profits. Therefore, B is considered to own 71 shares
of X stock. Since C does not have an interest of 5 percent or more in either the capital or profits of ABC, he is not
considered to own any shares of X stock.

(3) Attribution from estates and trusts—(i) In general. An interest in an organization (hereinafter called an
“organization interest”) owned, directly or indirectly, by or for an estate or trust shall be considered as owned by any
beneficiary of such estate or trust who has an actuarial interest of 5 percent or more in such organization interest,
to the extent of such actuarial interest. For purposes of this subparagraph, the actuarial interest of each beneficiary
shall be determined by assuming the maximum exercise of discretion by the fiduciary in favor of such beneficiary
and the maximum use of the organization interest to satisfy the beneficiary's rights. A beneficiary of an estate or
trust who cannot under any circumstances receive any part of an organization interest held by the estate or trust,
including the proceeds from the disposition thereof, or the income therefrom, does not have an actuarial interest
in such organization interest. Thus, where stock owned by a decedent's estate has been specifically bequeathed to
certain beneficiaries and the remainder of the estate has been specifically bequeathed to other beneficiaries, the stock
is attributable only to the beneficiaries to whom it is specifically bequeathed. Similarly a remainderman of a trust
who cannot under any circumstances receive any interest in the stock of a corporation which is a part of the corpus
of the trust (including any accumulated income therefrom or the proceeds from a disposition thereof) does not
have an actuarial interest in such stock. However, an income beneficiary of a trust does have an actuarial interest
in stock if he has any right to the income from such stock even though under the terms of the trust instrument
such stock can never be distributed to him. The factors and methods prescribed in § 20.2031-7 or, for certain prior
periods, § 20.2031-7A (Estate Tax Regulations) for use in ascertaining the value of an interest in property for estate
tax purposes shall be used for purposes of this subdivision in determining a beneficiary's actuarial interest in an
organization interest owned directly or indirectly by or for an estate or trust.

(ii) Special rules for estates. (A) For purposes of this paragraph (b)(3) with respect to an estate, property of a decedent
shall be considered as owned by his or her estate if such property is subject to administration by the executor or
administrator for the purposes of paying claims against the estate and expenses of administration notwithstanding
that, under local law, legal title to such property vests in the decedent's heirs, legatees or devisees immediately upon
death.

(B) For purposes of this paragraph (b)(3) with respect to an estate, the term “beneficiary” includes any person '
entitled to receive property of a decedent pursuant to a will or pursuant to laws. of descent and distribution.

(C) For purposes of this paragraph (b)(3) with respect to an estate, a person shall no longer be considered a
beneficiary of an estate when all the property to which he or she is entitled has been received by him or her,
when he or she no longer has a claim against the estate arising out of having been a beneficiary, and when there
is only a remote possibility that it will be necessary for the estate to seek the return of property from him or
her or to seek payment from him or her by contribution or otherwise to satisfy claims against the estate or
expenses of administration.

(iii) Grantor trusts, etc. An interest owned, directly or indirectly, by or for any portion of a trust of which a pérson
is considered the owner under subpart E, part I, subchapter J of the Code (relating to grantors and others treated
as substantial owners) is considered as owned by such person.
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l (4) Attribution from corporations—(i) General. An interest owned, directly or indirectly, by or for a corporation shall

| be considered as owned by any person who owns (directly and, in the case of a parent-subsidiary group of trades

| or businesses under common control, with the application of paragraph (b)(1) of this section, or in the case of a

| brother-sister group of trades or business under common control, with the application of this section), 5 percent or
more in value of the stock in that proportion which the value of the stock which such person so owns bears to the
total value of all the stock in such corporation.

|

\

(ii) Exémple. The provisions of paragraph (b)(4)(i) of this section may be illustrated by the following example:

Example. B, an individual, owns 60 of the 100 shares of the only class of outstanding stock of corporation P. C, an
individual, owns 4 shares of the P stock, and corporation X owns 36 shares of the P stock. Corporation P owns, directly
and indirectly, 50 shares of the stock of corporation S. Under this subparagraph, B is considered to own 30 shares of the
S stack (60/100 x 50), and X is considered to own 18 shares of S stock (36/100 x 50). Since C does not own 5 percent or
more in the value of P stock, he is not considered as owning any of the S stock owned by P. If in this example, C's wife
had owned directly 1 share of the P stock, C and his wife would each be considered as owning 5 shares of the P stock,
and therefore C and his wife would be considered as owning 2.5 shares of the S stock (5/100 x 50).

(5) Spouse—(i) General rule. Except as provided in paragraph (b)(5)(ii) of this section, an individual shall be
considered to own an interest owned, directly or indirectly, by or for his or her spouse, other than a spouse who
is legally separated from the individual under a decree of divorce, whether interlocutory or final, or a decree of
separate maintenance.

(if) Exception. An individual shall not be considered to own an interest in an organization owned, directly or
indirectly, by or for his or her spouse on any day of a taxable year of such organization, provided that each of the
following conditions are satisfied with respect to such taxable year:

(A) Such individual does not, at any time during such taxable year, own directly any interest in such
organization;

(B) Such individual is not a member of the board of directors, a fiduciary, or an employee of such organization
and does not participate in the management of such organization at any time during such taxable year;

(C) Not more than 50 percent of such organization's gross income for such taxable year was derived from
royalties, rents, dividends, interest, and annuities; and

(D) Such interest in such organization is not, at any time during such taxable year, subject to conditions
which substantially restrict or limit the spouse's right to dispose of such interest and which run in favor of the
individual or the individual's children who have not attained the age of 21 years. The principles of § 1.414(c)-
3(d)(6)(i) shall apply in determining whether a condition is a condition described in the preceding sentence.

(iii) Definitions. For purposes of paragraph (b)(5)(ii)(C) of this section, the gross income of an organization shall be

3 < EL N4

determined under section 61 and the regulations thereunder. The terms “interest”, “royalties”, rents”, “dividends”,

(0N
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and “annuities” shall have the same meaning such terms are given for purposes of section 1244(c) and § 1.1244(c)-

1(e)(1).

(6) Children, grandchildren, parents, and grandparents—(i) Children and parents. An individual shall be considered
to own an interest owned, directly or indirectly, by or for the individual's children who have not attained the age
of 21 years, and if the individual has not attained the age of 21 years, an interest owned, directly or indirectly, by
or for the individual's parents. -

(i) Children, grandchildren, parents, and grandparents. If an individual is in effective control (within the meaning of §
1.414(c)-2(c)(2)), directly and with the application of the rules of this paragraph without regard to this subdivision,
of an organization, then such individual shall be considered to own an interest in such organization owned, directly
or indirectly, by or for the individual's parents, grandparents, grandchildren, and children who have attained the
age of 21 years. )

(iti) Adopted children. For purposes of this section, a legally adopted child of an individual shall be treated as a child
of such individual.

(iv) Example. The provisions of this subparagraph (6) may be illustrated by the following example:

Example: (A) Facts. Individual F owns directly 40 percent of the profits interest of the DEF Partnership. His son, M,
20 years of age, owns directly 30 percent of the profits interest of DEF, and his son, A, 30 years of age, owns directly
20 percent of the profits interest of DEF. The 10 percent remaining of the profits interest and 100 percent of the capital
interest of DEF is owned by an unrelated person.

(B) F's ownership. F owns 40 percent of the profits interest in DEF directly and is considered to-own the 30 percent
profits interest owned directly by M. Since, for purposes of the effective control test contained in paragraph (b)(6)(ii)
of this section, F is treated as owning 70 percent of the profits interest of DEF, F is also considered as owning the 20
percent profits interest of DEF owned by his adult son, A. Accordingly, F is considered as oWning a total of 90 percent
of the profits interest in DEF.

(C) M's ownership. Minor son, M. owns 30 percent of the profits interest in DEF directly, and is considered to own the
40 percent profits interest owned directly by his father, F. However, M is not considered to own the 20 percent profits
interest of DEF owned directly by his brother, A, and constructively by F, because an interest constructivety owned by F
by reason of family attribution is not considered as owned by him for purposes of making another member of his family
the constructive owner of such interest. (See paragraph (c)(2) of this section.) Accordingly, M is considered as owning
a total of 70 percent of the profits interest of the DEF Partnership. '

(D) A's ownership. Adult son, A, owns 20 percent of the profits interest in DEF directly. Since, for purposes of
determining whether A effectively controls DEF under paragraph (b)(6)(ii) of this section, A is treated as owning only
the percentage of profits interest he owns directly, he does not satisfy the condition precedent for the attribution of the
DEF profits interest from his father. Accordingly, A is considered as owning only the 20 percent profits interest in DEF
which he owns directly.

(c) Operating rules—(1) In general. Except as provided in paragraph (c)(2) of this section, an interest constructively
owned by a person by reason of the application of paragraph (b) (1), (2), (3), (4), (5), or (6) of this section shall, for the
purposes of applying such paragraph, be treated as actually owned by such person.
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(2) Members of family. An interest constructively owned by an individual by reason of the application of paragraph
(b) (5) or (6) of this section shall not be treated as owned by such individual for purposes of again applying such
subparagraphs in order to make another the constructive owner of such interest.

(3) Precedence of option attribution. For purposes of this section, if an interest may be considered as owned under
paragraph (b)(1) of this section (relating to option attribution) and under any other subparagraph of paragraph (b)
of this section, such interest shall be considered as owned by such person under paragraph (b)(1) of this section.

(4) Examples. The provisions of this paragraph may be illustrated by the following examples:

Example 1. A, 30 years of age, has.a 90 percent interest in the capital and profits of DEF Partnership. DEF owns all
the outstanding stock of corporation X and X owns 60 shares of the 100 outstanding shares of corporation Y. Under
paragraph (c)(1) of this section, the 60 shares of Y constructively owned by DEF by reason of paragraph (b)(4) of this
section are treated as actually owned by DEF for purposes of applying paragraph (b)(2) of this section. Therefore, A is
considered as owning 54 shares of the Y stock (90 percent of 60 shares).

Example 2. Assume the same facts as in example (1). Assume further that B, who is 20 years of age and the brother of A,
directly owns 40 shares of Y stock. Although the stock of Y owned by B is considered as owned by C (the father of A and
B) under paragraph (b)(6)(i) of this section, under paragraph (c)(2) of this section such stock may not be treated as owned
by C for purposes of applying paragraph (b)(6)(ii) of this section in order to make A the constructive owner of such stock.

Example 3. Assume the same facts as in example (2), and further assume that C has an option to acquire the 40 shares of
Y stock owned by his son, B. The rule contained in paragraph (c)(2) of this section does not prevent the reattribution of
such 40 shares to A because, under paragraph (c)(3) of this section, C is considered as owning the 40 shares by reason of
option attribution and not by reason of family attribution. Therefore, since A is in effective control of Y under paragraph
(b)(6)(ii) of this section, the 40 shares of Y stock constructively owned by C are reattributed to A. A is considered as
owning a total of 94 shares of Y stock.

Credits
[T.D. 8179, 53 FR 6609, March 2, 1988; T.D. 8179, 53 FR 8302, March 14, 1988; T.D. 8540, 59 FR 30102, June 10, 1994]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 8§8972.
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service; Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes
Deferred Compensation, Etc,
~ Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.414(c)-5, Treas. Reg. § 1.414(c)-5
§ 1.414(c)~5 Certain tax-exempt organizations.

Effective: September 25, 2007
Currentness

(a) Application. This section applies to an organization that is exempt from tax under section 501(a). The rules of this
section only apply for purposes of determining when entities are treated as the same employer for purposes of section
414(b), (c), (m), and (o) (including the sections referred to in section 414(b), (c), (m), (0), and (t)), and are in addition
to the rules otherwise applicable under section 414(b), (¢), (m), and (o) for determining when entities are treated as the
same employer. Except to the extent set forth in paragraphs (d), (e), and (f) of this section, this section does not apply to
any church, as defined in section 3121(w)(3)(A), or any qualified church-controlled organization, as defined in section
3121(w)(3)(B).

(b) General rule, In the case of an organization that is exempt from tax under section 501(a) (an exempt organization)
whose employees participate in a plan, the employer with respect to that plan includes the exempt organization
whose employees participate in the plan and any other organization that is under common control with that exempt
organization. For this purpose, common control exists between an exempt organization and another organization if at
least 80 percent of the directors or trustees of one organization are either representatives of, or directly or indirectly
controlled by, the other organization. A trustee or director is treated as a representative of another exempt organization if
he or she also is a trustee, director, agent, or employee of the other exempt organization. A trustee or director is controlled
by another organization if the other organization has the general power to remove such trustee or director and designate
a new trustee or director. Whether a person has the power to remove or designate a trustee or director is based on facts
and circumstances. To illustrate the rules of this paragraph (b), if exempt organization A has the power to appoint at
least 80 percent of the trustees of exempt organization B (which is the owner of the outstanding shares of corporation C,
which is not an exempt organization) and to control at least 80 percent of the directors of exempt organization D, then,
under this paragraph (b) and § 1.414(b)-1, entities A, B, C, and D are treated as the same employer with respect to any
plan maintained by A, B, C, or D for purposes of the sections referenced in section 414(b), (c), (m), (0), and (t).

(c) Permissive aggregation with entities having a common exempt purpose—(1) General rule. For purposes of this section,
exempt organizations that maintain a plan to which section 414(c) applies that covers one or more employees from
each organization may treat themselves as under common control for purposes of section 414(c) (and, thus, as a single
employer for all purposes for which section 414(c) applies) if each of the organizations regularly coordinates their day-
to-day exempt activities. For example, an entity that provides a type of emergency relief within one geographic region
and another exempt organization that provides that type of emergency relief within another geographic region may
treat themselves as under common control if they have a single plan covering employees of both entities and regularly
coordinate their day-to-day exempt activities. Similarly, a hospital that is an exempt organization and another exempt

s
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organization with which it coordinates the delivery of medical services or medical research may treat themselves as
under common control if there is a single plan covering employees of the hospital and employees of the other exempt
organization and the coordination is a regular part of their day-to-day exempt activities.

(2) Authority to permit aggregation. (i) For determining when entities are treated as the same employer under section
414(b), (c), (m), and (o), the Commissioner may issue rules of general applicability, in revenue rulings, notices, or
other guidance published in the Internal Revenue Bulletin (see § 601.601(d)(2)(ii)(b) of this chapter), permitting
other types of combinations of entities that include exempt organizations to elect to be treated as under common
control for one or more specified purposes if:

(A) There are substantial business reasons for maintaining each entity in a separate trust, corporation, or other
form; and

(B) Such treatment would be consistent with the anti-abuse standards in paragraph (f) of this section.

(ii) For example, this authority might be exercised in any situation in which the organizations are so integrated in
their operations as to effectively constitute a single coordinated employer for purposes of section 414(b), (¢), (m),
and (o), including common employee benefit plans.

(d) Permissive disaggregation between qualified church controlled organizations and other entities. In the case of a church
plan (as defined in section 414(e)) to which contributions are made by more than one common law entity, any employer
may apply paragraphs (b) and (c) of this section to those entities that are not a church (as defined in section 403(b)(12)
(B) and § 1.403(b)-2) separdtely from those entities that are churches. For example, in the case of a group of entities
consisting of a church (as defined in section 3121(w)(3)(A)), a secondary school (that is treated as a church under §
1.403(b)-2), and several nursing homes each of which receives more than 25 percent of its support from fees paid by
residents (so that none of them is a qualified church-controlled organization under § 1.403(b)-2 and section 3121(w)(3)
(B)), the nursing homes may treat themselves as being under common control with each other, but not as being under
common control with the church and the school, even though the nursing homes would be under common control with
the school and the church under paragraph (b) of this section.

(e) Application to certain church entities under section 3121(w)(3). [Reserved]

(f) Anti-abuse rule. In any case in which the Commissioner determines that the structure of one or more exempt
organizations (which may include an exempt organization and an entity that is not exempt from income tax) or the
positions taken by those organizations has the effect of avoiding or evading any requirements imposed under section
401(a), 403(b), or 457(b), or any applicable section (as defined in section 414(t)), or any other provision for which section
414(c) applies, the Commissioner may treat an entity as under common control with the exempt organization.

(g) Examples. The provisions of this section are illustrated by the following examples:

Example 1. (i) Facts. Organization A is a tax-exempt organization under section 501(c)(3) which owns 80% or more of
the total value of all classes of stock of corporation B, which is a for profit organization.

WESTLAW  © 2018 Thomson Reuters, No claim 1o orgingl US, Sovemment Works. 2



§ 1.414(c)-5 Certain tax-exempt organizations., 26 C.F.R. § 1.414{c)-5

(ii) Conclusion. Under paragraph (a) of this section, this section does not alter the rules of section 414(b) and (c), so that
organization A and corporation B are under common control under § 1.414(c)-2(b).

Example 2. (i) Facts. Organization M is a hospital which is a tax-exempt organization under section 501(c)(3) and
organization N is a medical clinic which is also a tax-exempt organization under section 501(c)(3). N is located in a city
and M is located in a nearby suburb. There is a history of regular coordination of day-to-day activities between M and
N, including periodic transfers of staff, coordination of staff training, common sources of income, and coordination of
budget and operational goals. A single section 403(b) plan covers professional and staff employees of both the hospital
and the medical clinic. While a number of members of the board of directors of M are also on the board of directors of
N, there is less than 80% overlap in board membership. Both organizations have approximately the same percentage of
employees who are highly compensated and have appropriate business reasons for being maintained in separate entities.

(ii) Conclusion. M and N are not under common control under this section, but, uhder paragraph (c) of this section, may
chose to treat themselves as under common control, assuming both of them act in a manner that is consistent with that
choice for purposes of § 1.403(b)-5(a), sections 401(a), 403(b), and 457(b), and any other applicable section (as defined

in section 414(t)), or any other provision for which section 414(c) applies.

Example 3. (i) Facts. Organizations O and P are cach tax-exempt organizations under section 501(c)(3). Each
organization maintains a qualified plan for its employees, but one of the plans would not satisfy section 410(b) (or section
401(a)(4)) if the organizations were under common control. The two organizations are closely related and, while the
orgamzatlons have several trustees in common, the common trustees constitute fewer than 80 percent of the trustees of
either organization. Organization O has the power to remove any of the trustees of P and to select the slate of replacement
nominees.

(ii) Conclusion. Under these facts, pursuant to paragraphs (b) and (f) of this section, the Commissioner treats the entities
as under common control.

(h) Applicable date. This section applies for plan years beginning after December 31, 2008.

~
Credits

[T.D. 9340, 72 FR 41158, July 26, 2007; 72 FR 54352, Sept. 25, 2007]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December 8, 2016; 81 FR 88972,
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Code of Federal Regulations
Title 26. Internal Revenue
Chapter I. Internal Revenue Service, Department of the Treasury
Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)
Normal Taxes and Surtaxes ‘
Deferred Compensation; Etc.
Pension, Profit—Sharing, Stock Bonus Plans, Etc.

26 C.F.R. § 1.414(c)—5, Treas. Reg. § 1.414(c)-5
§ 1.414(c)—5 Certain tax-exempt organizations.

Effective: September 25, 2007
Currentness

(a) Application. This section applies to an organization that is exempt from tax under section 501(a). The rules of this
section only apply for purposes of determining when entities are treated as the same employer for purposes of section
414(b), (c), (m), and (o) (including the sections referred to in section 414(b), (c), (m), (0), and (1)), and are in addition
to the rules otherwise applicable under section 414(b), (¢), (m), and (o) for determining when entities are treated as the
same employer. Except to the extent set forth in paragraphs (d), (¢), and (f) of this section, this section does not apply to
any church, as defined in section 3121(w)(3)(A), or any qualified church-controlled organization, as defined in section
3121(w)(3)(B).

(b) General rule. In the case of an organization that is exempt from tax under section 501(a) (an exempt organization)
whose employees participate in a plan, the employer with respect to that plan includes the exempt organization
whose employees participate in the plan and any other organization that is under common control with that exempt
organization. For this purpose, common control exists between an exempt organization and another organization if at
least 80 percent of the directors or trustees of one organization are either representatives of, or directly or indirectly
controlled by, the other organization. A trustee or director is treated as a representative of another exempt organization if
he or she also is a trustee, director, agent, or employee of the other exempt organization. A trustee or director is controlled
by another organization if the other organization has the general power to remove such trustee or director and designate
a new trustee or director. Whether a person has the power to remove or designate a trustee or director is based on facts
and circumstances. To illustrate the rules of this paragraph (b), if exempt organization A has the power to appoint at
least 80 percent of the trustees of exempt organization B (which is the owner of the outstanding shares of corporation C,
which is not an exempt organization) and to control at least 80 percent of the directors of exempt organization D, then,
under this paragraph (b) and § 1.414(b)-1, entities A, B, C, and D are treated as the same employer with respect to any
plan maintained by A, B, C, or D for purposes of the sections referenced in section 414(b), (c), (m), (0), and (t).

(c) Permissive aggregation with entities having a common exempt purpose—(1) General rule. For purposes of this section,
exempt organizations that maintain a plan to which section 414(c) applies that covers one or more employees from
each organization may treat themselves as under common control for purposes of section 414(c) (and, thus, as a single
employer for all purposes for which section 414(c) applies) if each of the organizations regularly coordinates their day-
to-day exempt activities. For example, an entity that provides a type of emergency relief within one geographic region
and another exempt organization that provides that type of emergency relief within another geographic region may
treat themselves as under common control if they have a single plan covering employees of both entities and regularly
coordinate their day-to-day exempt activities. Similarly, a hospital that is an exempt organization and another exempt
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organization with which it coordinates the delivery of medical services or medical research may treat themselves as
under common control if there is a single plan covering employees of the hospital and employees of the other exempt
organization and the coordination is a regular part of their day-to-day exempt activities.

(2) Authority to permit aggregation. (i) For determining when entities are treated as the same employer under section
414(b), (¢), (m), and (o), the Commissioner may issue rules of general applicability, in revenue rulings, notices, or
other guidance published in the Internal Revenue Bulletin (see § 601.601(d)(2)(ii)(b) of this chapter), permitting
other types of combinations of entities that include exempt organizations to elect to be treated as under common
control for one or more specified purposes if:

(A) There are substantial business reasons for maintaining each entity in a separate trust, corporation, or other
form; and

(B) Such treatment would be consistent with the anti-abuse standards in paragraph (f) of this section.

(ii) For example, this authority might be exercised in any situation in which the organizations are so integrated in
their operations as to effectively constitute a single coordinated employer for purposes of section 414(b), (c), (m),
and (o), including common employee benefit plans.

(d) Permissive disaggregation between qualified church controlled organizations and other entities. In the case of a church
plan (as defined in section 414(e)) to which contributions are made by more than one common law entity, any employer
may apply paragraphs (b) and (c) of this section to those entities that are not a church (as defined in section 403(b)(12)
(B) and § 1.403(b)-2) separately from those entities that are churches. For example, in the case of a group of entities
consisting of a church (as defined in section 3121(w)(3)(A)), a secondary school (that is treated as a church under §
1.403(b)-2), and several nursing homes each of which receives more than 25 percent of its support from fees paid by
residents (so that none of them is a qualified church-controlled organization under § 1.403(b);2 and section 3121(w)(3)
(B)), the nursing homes may treat themselves as being under common control with each other, but not as being under
common control with the church and the school, even though the nursing homes would be under common control with
the school and the church under paragraph (b) of this section. '

(e) Application to certain church entities under section 3121(w)(3). [Reserved]

(f) Anti-abuse rule. In any case in which the Commissioner determines that the structure of one or more exempt
organizations (which may include an exempt organization and an entity that is not exempt from income tax) or the
positions taken by those organizations has the effect of avoiding or evading any requirements imposed under section
401(a), 403(b), or 457(b), or any applicable section (as defined in section 414(t)), or any other provision for which section
414(c) applies, the Commissioner may treat an entity as under common control with the exempt organization.

(g) Examples. The provisions of this section are illustrated by the following examples:

Example 1. (i) Facts. Organization A is a tax-exempt organization under section 501(c)(3) which owns 80% or more of
the total value of all classes of stock of corporation B, which is a for profit organization.
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(ii) Conclusion. Under paragraph (a) of this section, this section does not alter the rules of section 414(b) and (c), so that
organization A and corporation B are under common control under § 1.414(c)-2(b).

Example 2. (i) Facts. Organization M is a hospital which is a tax-exempt organization under section 501(c)(3) and
organization N is a medical clinic which is also a tax-exempt organization under section 501(c)(3). N is located in a city
and M is located in a nearby suburb. There is a history of regular coordination of day-to-day activities between M and
N, including periodic transfers of staff, coordination of staff training, common sources of income, and coordination of
budget and operational goals. A single section 403(b) plan covers professional and staff employees of both the hospital
and the medical clinic. While a number of members of the board of directors of M are also on the board of directors of
N, there is less than 80% qverlap in board membership. Both organizations have approximately the same percentage of
employées who are highly compensated and have appropriate business reasons for being maintained in separate entities.

(ii) Conclusion. M and N are not under common contro! under this section, but, under paragraph (c) of this section, may
chose to treat themselves as under common control, assuming both of them act in a manner that is consistent with that
choice for purposes of § 1.403(b)-5(a), sections 401(a), 403(b), and 457(b), and any other applicable section (as defined
in section 414(t)), or any other provision for which section 414(c) applies.

Example 3. (i) Facts. Organizations O and P are each tax-exempt organizations under section 501(c)(3). Each
organization maintains a qualified plan for its employees, but one of the plans would not satisfy section 410(b) (or section
401(a)(4)) if the organizations were under common control. The two organizations are closely related and, while the
organizations have several trustees in common, the common trustees constitute fewer than 80 percent of the trustees of
either organization. Organization O has the power to remove any of the trustees of P and to select the slate of replacement
nominees.

(ii) Conclusion. Under these facts, pursuant to paragraphs (b) and (f) of this section, the Commissioner treats the entities
as under common control.

(h) Applicable date. This section applies for plan years beginning after December 31, 2008.

Credits
[T.D. 9340, 72 FR 41158, July 26, 2007; 72 FR 54352, Sept. 25, 2007]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 14021, Dec. 21, 1960, unless otherwise noted.

Current through December §, 2016; 81 FR 88972.
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. KeyCite Yellow Flag - Negative Treatment
Propésed Legislation
United States Code Annotated
Title 11. Bankruptcy (Refs & Annos)
Chapter 11. Reorganization (Refs & Annos)

Subchapter L. Officers and Administration (Refs & Annos)

11 U.S.C.A. § 1112
§ 1112. Conversion or dismissal

Effective: December 22, 2010
Currentness

(a) The debtor may convert a case under this chapter to a case under chapter 7 of this title unless--
(1) the debtor is not a debtor in possession;
(2) the case originally was commenced as an involuntary case under this chapter; or
(3) the case was converted to a case under this chapter other than on the debtor's request.

(b)(1) Except as provided in paragraph (2) and subsection (c), on request of a party in interest, and after notice and a
hearing, the court shall convert a case under this chapter to a case under chapter 7 or dismiss a case under this chapter,
whichever is in the best interests of creditors and the estate, for cause unless the court determines that the appointment
under section 1104(a) of a trustee or an examiner is in the best interests of creditors and the estate.

(2) The court may not convert a case under this chapter‘ to a case under chapter 7 or dismiss a case under this chaptér
if the court finds and specifically identifies unusual circumstances establishing that converting or dismissing the case is
not in the best interests of creditors and the estate, and the debtor or any other party in interest establishes that--

(A) there is a reasonable likelihood that a plan will be confirmed within the timeframes established in sections 1121(¢)
and 1129(e) of this title, or if such sections do not apply, within a reasonable period of time; and

(B) the grounds for converting or dismissing the case include an act or omission of the debtor other than under
paragraph (4)(A)-- ‘

(i) for which there exists a reasonable justification for the act or omission; and

(i) that will be cured within a reasonable period of time fixed by the court.

PN
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(3) The court shall commence the hearing on a motion under this subsection not later than 30 days after filing of the
motion, and shall decide the motion not later than 15 days after commencement of such hearing, unless the movant
expressly consents to a continuance for a specific period of time or compelling circumstances prevent the court from
méeting the time limits established by this paragraph.

(4) For purposes of this subsection, the term “cause” includes--

(A) substantial or continuing loss to or diminution of the estate and the absence of a reasonable likelihood of
rehabilitation;

(B) gross mismanagement of the estate;

(C) failure to maintain appropriate insurance that poses a risk to the estate or to the public;
(D) unauthorized use of cash collateral substantially harmful to 1 or more creditors;

(E) failure to comply with én order of the court;

(F) unexcused failure to satisfy timely any filing or reporting requirement established by this title or by any rule
applicable to a case under this chapter;

(G) failure to attend the meeting of creditors convened under section 341(a) or an examination ordered under rule
2004 of the Federal Rules of Bankruptcy Procedure without good cause shown by the debtor;

(H) failure timely to provide information or attend meetings reasonably requested by the United States trustee (or the
bankruptcy administrator, if any);

(D) failure timely to pay taxes owed after the date of the order for relief or to file tax returns due after the date of the
order for relief;

(J) failure to file a disclosure statement, or to file or confirm a plan, within the time fixed by this title or by order
of the court; '

(K) failure to pay any fees or charges required under chapter 123 of title 28;
(L) revocation of an order of confirmation under section 1144;

(M) inability to effectuate substantial consummation of a confirmed plan;
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(N) material default by the debtor with respect to a confirmed plan;
(O) termination of a confirmed plan by reason of the occurrence of a condition specified in the plan; and

(P) failure of the debtor to pay any domestic support obligation that first becomes payable after the date of the filing
of the petition.

(c) The court may not convert a case under this chapter to a case under chapter 7 of this title if the debtor is a farmer or
a corporation that is not a moneyed, business, or commercial corporation, unless the debtor requests such conversion.

(d) The court may convert a case under this chapter to a case under chapter 12 or 13 of fhis title only if--
(1) the debtor requests such conversion;
(2) the debtor has not been discharged under section 1141(d) of this title; and
(3) if the debtor requests conversion to chapter 12 of this title, such conversion is equitable.

(e) Except as provided in subsections (¢) and (f), the court, on request of the United States trustee, may convert a case
under this chapter to a case under chapter 7 of this title or may dismiss a case under this chapter, whichever is in the best
interest of creditors and the estate if the debtor in a voluntary case fails to file, within fifteen days after the filing of the
petition commencing such case or such additional time as the court may allow, the information required by paragraph
(1) of section 521(a), including a list containing the names and addresses of the holders of the twenty largest unsecured
claims (or of all unsecured claims if there are fewer than twenty unsecured claims), and the approximate dollar amounts
of each of such claims.

(f) Notwithstanding any other provision of this section, a case may not be converted to a case under another chapter of
this title unless the debtor may be a debtor under such chapter.

CREDIT(S) :

(Pub.L. 95-598, Nov. 6, 1978, 92 Stat. 2630; Pub.L. 98-353, Title I11, § 505, July 10, 1984, 98 Stat. 384; Pub.L. 99-554,
Title 11, § 224, 256, Oct. 27, 1986, 100 Stat. 3102, 3114; Pub.L. 103-394, Title II, § 217(c), Oct. 22, 1994, 108 Stat. 4127,
Pub.L. 109-8, Title IV, § 442(a), Apr. 20, 2005, 119 Stat. 115; Pub.L. 111-327, § 2(a)(33), Dec. 22, 2010, 124 Stat. 3561.)

Notes of Decisions (861)

11 US.CA. §1112,11 USCA§1112
Current through P.L. 114-2438.
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26 U.S.C.A. § 401, LR.C. §401
§ 401. Qualified pension, profit-sharing, and stock bonus plans

Effective: December 19, 2014
Currentness

(a) Requirements for qualification.--A trust created or organized in the United States and forming part of a stock bonus,
pension, or profit-sharing plan of an employer for the exclusive benefit of his employees or their beneficiaries shall
constitute a qualified trust under this section--

(1) if contributions are made to the trust by such employer, or employees, or both, or by another employer who is
entitled to deduct his contributions under section 404(a)(3)(B) (relating to deduction for contributions to profit-sharing
and stock bonus plans), or by a charitable remainder trust pursuant to a qualified gratuitous transfer (as defined in
section 664(g)(1)), for the purpose of distributing to such employees or their beneficiaries the corpus and income of
the fund accumulated by the trust in accordance with such plan;

(2) if under the trust instrument it is impossible, at any time prior to the satisfaction of all liabilities with respect to
employees and their beneficiaries under the trust, for any part of the corpus or income to be (within the taxable year or
thereafter) used for, or diverted to, purposes other than for the exclusive benefit of his employees or their beneficiaries
(but this paragraph shall not be construed, in the case of a multiemployer plan, to prohibit the return of a contribution
within 6 months after the plan administrator determines that the contribution was made by a mistake of fact or law
(other than a mistake relating to whether the plan is described in section 401(a) or the trust which is part of such plan
is exempt from taxation under section 501(a), or the return of any withdrawal liability payment determined to be an

" overpayment within 6 months of such determination).; !

(3) if the plan of which such trust is a part satisfies the requirements of section 410 (relating to minimum participation
standards); and

(4) if the contributions or benefits provided under the plan do not discrimiﬁate in favor of highly compensated
employees (within the meaning of section 414(q)). For purposes of this paragraph, there shall be excluded from
consideration employees described in section 410(b)(3)(A) and (C).

(5) Special rules relating to nondiscrimination requirements.--

-k
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(A) Salaried or clerical employees.--A classification shall not be considered discriminatory within the meanihg of
paragraph (4) or section 410(b)(2)(A)(i) merely because it is limited to salaried or clerical employees.

(B) Contributions and benefits may bear uniform relaﬁonship to compensation.--A plan shall not be considered
discriminatory within the meaning of paragraph (4) merely because the contributions or benefits of, or on behalf
of, the employees under the plan bear a uniform relationship to the compensation (within the meaning of section
414(s) ) of such employees.

(C) Certain disparity permitted.--A plan shall not be considered discriminatory within the meaning of paragraph
(4) merely because the contributions or benefits of, or on behalf of, the employees under the plan favor highly
compensated employees (as defined in section 414(q)) in the manner permitted under subsection (I).

(D) Integrated defined benefit plan.--

(i) In general.—-A defined benefit plan shall not be considered discriminatory within the meaning of paragraph (4)
merely because the plan provides that the employer-derived accrued retirement benefit for any participant under
the plan may not exceed the excess (if any) of-- :

(I) the participant's final pay with the employer, over

(1I) the employer-derived retirement benefit created under Federal law attributable to service by the participant
with'the employer.

" For purposes of this clause, the employer-derived retirement benefit created under Federal law shall be
treated as accruing ratably over 35 years.

(ii) Final pay.--For purposes of this subparagraph, the participant's final pay is the compensation (as defined in
section 414(q)(4)) paid to the participant by the employer for any year--

(I) which ends during the 5-year period ending with the year in which the participant separated from service
for the employer, and '

(I1) for which the participant's total compensation from the employer was highest.

(E) 2 or more plans treated as single plan.--For purposes of determining whether 2 or more plans of an employer
satisfy the requirements of paragraph (4) when considered as a single plan--

(i) Contributions.--If the amount of contributions on behalf of the employees allowed as a deduction under
section 404 for the taxable year with respect to such plans, taken together, bears a uniform relationship to
the compensation (within the meaning of section 414(s)) of such employees, the plans shall not be considered
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discriminatory merely because the rights of employees to, or derived from, the employer contributions under the
separate plans do not become nonforfeitable at the same rate.

(ii) Benefits.--1f the employees' rights to benefits under the separate plans do not become nonforfeitable at the same
rate, but the levels of benefits provided by the separate plans satisfy the requirements of regulations prescribed
by the Secretary to take account of the differences in such rates, the plans shall not be considered discriminatory
merely because of the difference in such rates. '

(F) Social security retirement age.--For purposes of testing for discrimination under paragraph (4)--

(i) the social security retirement age (as defined in section 415(b)(8)) shall be treated as a uniform retirement age,
and .

(i) subsidized early retirement benefits and joint and survivor annuities shall not be treated as being unavailable
to employees on the same terms merely because such benefits or annuities are based in whole or in part on an
employee's social security retirement age (as so defined).

(&) Governmental plans.--Paragraphs (3) and (4) shall not apply to a governmental plan (within the meaning of
section 414(d)).

{(6) A plan shall be considered as meeting the requirements of paragraph (3) during the whole of any taxable year of
the plan if on one day in each quarter it satisfied such requirements.

(7) A trust shall not constitute a qualified trust under this section unless the plan of which such trust is a part satisfies
the requirements of section 411 (relating to minimum vesting standards).

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

(9) Required distributions.--

(A) In general.--A trust shall not constitute a qualified trust under this subsection unless the plan provides that the
entire interest of each employee--

(i) will be distributed to such employee not later than the required beginning date, or

(ii) will be distributed, beginning not later than the required beginning date, in accordance with regulations, over
the life of such employee or over the lives of such employee and a designated beneficiary (or over a period not
extending beyond the life expectancy of such employee or the life expectancy of such employee and a designated
beneficiary).
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(B) Required distribution where employee dies before entire interest is distributed.--

(i) Where distributions have begun under subparagraph (A)(ii).--A trust shall not constitute-a qualified trust under
this section unless the plan provides that if--

(D) the distribution of the employee's interest has begun in accordance with subparagraph (A)(ii), and

(II) the employee dies before his entire interest has been distributed to him,

the remaining 'portion of such interest will be distributed at least as rapidly as under the method of
distributions being used under subparagraph (A)(ii) as of the date of his death.

(ii) 5-year rule for other cases.--A trust shall not constitute a Qualiﬁed trust under this section unless the plan
provides that, if an employee dies before the distribution of the employee's interest has begun in accordance with
subparagraph (A)(ii), the entire interest of the employee will be distributed within 5 years after the death of such
employee.

(i) Exception to S-year rule for certain amounts payable over life of beneficiary.--If--
(1) any portion of the employee's interest is payable to (or for the benefit of) a designated berieﬁciary,

(II) such portion will be distributed (in accordance with regulations) over the life of such designated beneficiary
(or over a period not extending beyond the life expectancy of such beneficiary), and

(1) such distributions begin not later than 1 year after the date of the employee's death or such later date as
the Secretary may by regulations prescribe,

for purposes of clause (i), the portion referred to in subclause (I) shall be treated as distributed on the
date on which such distributions begin.

(iv) Special rule for surviving spouse of employee.--If the designated beneficiary referred to in clause (iii)(I) is the
surviving spouse of the employee--

(I) the date on which the distributions are required to begin under clause (iii)(IIT) shall not be earlier than the
date on which the employee would have attained age 70 Y2, and

(D) if the surviving spouse dies before the distributions to such spouse begin, this subparagraph shall be applied
as if the surviving spouse were the employee.
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(€) Required beginning date.--For purposes of this paragraph--
(i) In general.--The term “required beginning date” means April 1 of the calendar year following the later of--
(D) the calendar year in_ which the employee attains age 70 Y2, or
(ID) the calendar year in which the employee retires.
(i) Exception.--Subclause (IT) of clause (i) shall not apply--

(I) except as provided in section 409(d), in the case of an employee who is'a 5-percent owner (as defined in
section 416) with respect to the plan year ending in the calendar year in which the employee attains age 70 Y2, or

(IT) for purposes of section 408(a)(6) or (b)(3). .

(iii) Actuarial adjustment.--In the case of an employee to whom clause (i)(II) applies who retires in a calendar year
after the calendar year in which the employee attains age 70 2, the employee's accrued benefit shall be actuarially
increased to take into account the period after age 70 2 in which the employee was not receiving any benefits
under the plan,

(iv) Exception for governmental and church plans.--Clauses (ii) and (iii) shall not apply in the case of a governmental
plan or church plan. For purposes of this clause, the term “church plan” means a plan maintained by a church
for church employees, and the term “church” means any church (as defined in section 3121(w)(3)(A)) or qualified
church-controlled organization (as defined in section 3121(w)(3)(B)). '

(D) Life expectancy.--For purposes of this paragraph, the life expectancy of an employee and the employee's spouse
(other than in the case of a life annuity) may be redetermined but not more frequently than annually.

(E) Designated beneficiary.--For purposes of this paragraph, the term “designated beneficiary” means any individual
designated as a beneficiary by the employee.

(F) Treatment of payments to children.--Under regulations prescribed by the Secretary, for purposes of this
paragraph, any amount paid to a child shall be treated as if it had been paid to the surviving spouse if such amount
will become payable to the surviving spouse upon such child reaching majority (or other designated event permitted
under regulations).

(G) Treatment of incidental death benefit distributions.--For purposes of this title, any distribution required under
the incidental death benefit requirements of this subsection shall be treated as a distribution required under this
paragraph.
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[(H) Repealed. Pub.L. 113-295, Div. A, Title II, § 221(a)(52), Dec. 19, 2014, 128 Stat. 4045]
(10) Other requirements.--

(A) Plans benefiting owner-employees.--In the case of any plan which provides contributions or benefits for
employees some or all of whom are owner-employees (as defined in subsection (c)(3)), a trust forming part of such
plan shall constitute a qualified trust under this section only if the requirements of subsection (d) are also met.

(B) Top-heavy plans.--

(i) In general.--In the case of any top-heavy plan, a trust forming part of such plan shall constitute a quaiified
trust under this section only if the requirements of section 416 are met.

(ii) Plans which may become top-heavy.--Except to the extent pfovided in regulations, a trust forming part of a plan
(whether or not a top-heavy plan) shall constitute a qualified trust under this section only if such plan contains
provisions--

(I) which will take effect if such plan becomes a top-heav& plan, and
(II) which meet the requirements of section 416.
, (iii) Exemption for governmental plans.--This subparagraph shall not apply to any governmental plan.
11) Requiremgnt of joint and survivor annuity and preretirement survivor annuity.--

(A) In general.--In the case of any plan to which this paragraph applies, except as provided in section 417, a trust
forming part of such plan shall not constitute a qualified trust under this section unless--

(i) in-the case of a vested participant who does not die before the annuity starting date, the accrued benefit payable
to such participant is provided in the form of a qualified joint and survivor annuity, and

(if) in the case of a vested participant who dies before the annuity starting date and who has a surviving spouse,
a qualified preretirement survivor annuity is provided to the surviving spouse of such participant.

(B) Plans to which paragraph applies.--This paragraph shall apply to--

(i) any defined benefit plan,
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(ii) any defined contribution plan which is subject to the funding standards of section 412, and

() such plan provides that the participant's nonforfeitable accrued benefit (reduced by any security interest
held by the plan by reason of a loan outstanding to such participant) is payable in full, on the death of the
participant, to the participant's surviving spouse (or, if there is no surviving spouse or the surviving spouse
consents in the manner required under section 417(a)(2), to a designated beneficiary),

(IT) such participant does not elect a payment of benefits in the form of a life annuity, and

(1Y) with respect to such participant, such plan is not a direct or indirect transferee (in a transfer after December
31, 1984) of a plan which is described in clause (i) or (ii) or to which this clause applied with respect to the

|
(iif) any participant under any other defined contribution plan unless--
participant.

Clause (iii)(III) shall apply only with tespect to the transferred assets (and income therefrom) if the plan
separately accounts for such assets and any income therefrom. :

(C) Exception for certain ESOP benefits.--
(i) In general.--In the case of--
(D) a tax credit employee stock ownership plan (as defined in section 409(a)), or

(D) an employee stock ownership plan (as defined in section 4975(e)(7)),

subparagraph (A) shall not apply to that portion of the employee's accrued benefit to which the
requirements of section 409(h) apply.

| (ii) Nonforfeitable benefit must be paid in full, etc.--In the case of any participant, clause (i) shall apply only if the
| requirements of subclauses (I), (IT), and (I1I) of subparagraph (B)(iii) are met with respect to such participant.

(D) Special rule where participant and spouse married less than 1 year.--A plan shall not be treated as failing to meet
the requirements of subparagraphs (B)(iii) or (C) merely because the plan provides that benefits will not be payable
to the surviving spouse of the participant unless the participant and such spouse had been married throughout the
1-year period ending on the earlier of the participant's annuity starting date or the date of the participant's death.

(E) Exception for plans described in section 404(c).--This paragraph shall not apply to a plan which the Secretary has
determined is a plan described in section 404(c) (or a continuation thereof) in which participation is substantially
limited to individuals who, before January 1, 1976, ceased employment covered by the plan.

|
\
\
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(F) Cross reference.--For--
(ij provisions under which participants may elect to waive the requirements of this paragraph, and

(i) other definitions and special rules for purposes of this paragraph,

see section 417.

(12) A trust shall not constitute a qualified trust under this section unless the plan of which such trust is a part
provides that in the case of any merger or consolidation with, or transfer of assets or liabilities to, any other plan
after September 2, 1974, each participant in the plan would (if the plan then terminated) receive a benefit immediately
after the merger, consolidation, or transfer which is equal to or greater than the benefit he would have been entitled
to receive immediately before the merger, consolidation, or transfer (if the plan had then terminated). The preceding
sentence does not apply to any multiemployer plan with respect to any transaction to the extent that participants either
before or after the transaction are covered under a multiemployer plan to which title IV of the Employee Retirement
Income Security Act of 1974 applies. '

(13) Assignment and alienation.--

(A) In general.--A trust shall not constitute a qualified trust under this section unless the plan of which such trust is a
part provides that benefits provided under the plan may not be assigned or alienated. For purposes of the preceding
sentence, there shall not be taken into account any voluntary and revocable assignment of not to exceed 10 percent
of any benefit payment made by any participant who is receiving benefits under the plan unless the assignment or
alienation is made for purposes of defraying plan administration costs. For purposes of this paragraph a loan made
to a participant or beneficiary shall not be treated as an assignment or alienation if such loan is secured by the
participant's accrued nonforfeitable benefit and is exempt from the tax imposed by section 4975 (relating to tax on
prohibited transactions) by reason of section 4975(d)(1). This paragraph shall take effect on January 1, 1976 and
shall not apply to assignments which were irrevocable on September 2, 1974.

(B) Special rules for domestic relations orders.--Subparagraph (A) shall apply to the creation, assignment, or
recognition of a right to any benefit payable with respect to a participant pursuant to a domestic relations order,
except that subparagraph (A) shall not apply if the order is determined to be a qualified domestic relations order.

(C) Special rule for certain judgments and settlements.--Subparagraph (A) shall not apply to any offset of a
participant's benefits provided under a plan against an amount that the participant is ordered or required to pay
to the plan if--

(i) the order or requirement to pay arises--

(I) under a judgment of conviction for a crime involving such plan,
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(II) under a civil judgment (including a consent order or decree) entered by a court in an action brought in
connection with a violation (or alleged violation) of part 4 of subtitle B of title I of the Employee Retirement
Income Security Act of 1974, or

(TII) pursuant to a settlement agreement between the Secretary of Labor and the participant, or a settlement
agreement between the Pension Benefit Guaranty Corporation and the participant, in connection with a
violation (or alleged violation) of part 4 of such subtitle by a fiduciary or any other person,

(i) the judgment, order, decree, or settlement agreement expressly provides for the offset of all or part of the
amount ordered or required to be paid to the plan against the participant's benefits provided under the plan, and

(iii) in a case in which the survivor annuity requirements of section 401(a)(11) apply with respect to distributions
from the plan to the participant, if the participant has a spouse at the time at which the offset is to be made--

(D) either such spouse has consented in writing to such offset and such consent is witnessed by a notary public
or representative of the plan (or it is established to the satisfaction of a plan representative that such consent
may not be obtained by reason of circumstances described in section 417(a)(2)(B)) or an election to waive the
right of the spouse to either a qualified joint and survivor annuity or a qualified preretlrement survivor annuity
is in effect in accordance with the requirements of section 417(a),

(ID) such spouse is ordered or required in such judgment, order, decree, or settlement to pay an amount to the
plan in connection with a violation of part 4 of such subtitle, or

(I1D) in such judgment, order, decree, or settlement, such spouse retains the right to receive the survivor annuity
under a qualified joint and survivor annuity provided pursuant to section 401(a)(11)(A)(i) and under a qualified
preretirement survivor annuity prov1ded pursuant to section 401(a)(11)(A)(ii), determined in accordance with
subparagraph (D).

A plan shall not be treated as failing to meet the requirements of this subsection, subsection (k), section 403(b).
or section 409(d) solely by reason of an offset described in this subparagraph.

(D) Survivor annuity.--
(i) Ini general.--The survivor annuity described in subparagraph (C)(iii)(II) shall be determined as if--
(1) the participant terminated employment on the date of the offset,
(II) there was no offset,

(I1I) the plan permitted commencement of benefits only on or after normal retirement age,

Q@
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(IV) the plan provided only the minimum-required qualified joint and survivor annuity, and

(V) the amount of the qualified preretirement survivor annuity under the plan is equal to the amount of the
survivor annuity payable under the minimum-required qualified joint and survivor annuity. .

(ii) Definition.--For purposes of this subparagraph, the term “minimum-required qualified joint and survivor
annuity” means the qualified joint and survivor annuity which is the actuarial equivalent of the participant's
accrued benefit (within the meaning of section 411(a)(7)) and under which the survivor annuity is 50 percent of
the amount of the annuity which is payable during the joint lives of the participant and the spouse.

(14) A trust shall not constitute a qualified trust under this section unless the plan of which such trustis a part provides
that, unless the participant otherwise elects, the payment of benefits under the plan to the participant will begin not
later than the 60th day after the latest of the close of the plan year in which--

(A) the date on which the participant attains the earlier of age 65 or the normal retirement age specified under the
plan, .

(B) occurs the 10th anniversary of the year in which the participant commenced participation in the plan, or

(C) the participant terminates his service with the employer.

In the case of a plan which provides for the payment of an early retirement benefit, a trust forming a part of such plan
shall not constitute a qualified trust under this section unless a participant who satisfied the service requirements for
such early retirement benefit, but separated from the service (with any nonforfeitable right to an accrued benefit)
before satisfying the age requirement for such early retirement benefit, is entitled upon satisfaction of such age
requirement to receive a benefit not less than the benefit to which he would be entitled at the normal retirement age,
actuarially, reduced under regulations prescribed by the Secretary.

15)a 2 trust shall not constitute a qualified trust under this section unless under the plan of which such trust is a part--
(A) in the case of a participant or beneficiary who is receiving benefits under such plan, or

(B) in the case of a participant who is separated from the service and who has nonforfeitable rights to benefits,

such benefits are not decreased by reason of any increase in the benefit levels payable under title II of the Social
Security Act or any increase in the wage base under such title IT, if such increase takes place after September 2, 1974,
or (if later) the earlier of the date of first receipt of such benefits or the date of such separation, as the case may be.

(16) A trust shall not constitute a qualified trust under this section if the plan of which such trust is a part provides
for benefits or contributions which exceed the limitations of section 415.
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(17) Compensation limit.--

(A) In general.-- A trust shall not constitute a qualified trust under this section unless, under the plan of which such
trust is a part, the annual compensation of each employee taken into account under the plan for any year does not
exceed $200,000.

(B) Cost-of-living adjustment.--The Secretary shall adjust annually the $200,000 amount in subparagraph (A) for
increases in the cost-of-living at the same time and in the same manner as adjustments under section 415(d); except
that the base period shall be the calendar quarter beginning July 1, 2001, and any increase which is not a multiple
of $5,000 shall be rounded to the next lowest multiple of $5,000.

[(18) Repealed. Pub.L. 97-248, Title II, § 237(b), Sept. 3, 1982, 96 Stat. 511]

(19) A trust shall not constitute a qualified trust under this section if under the plan of which such trust is a part any '
part of a participant's accrued benefit derived from employer contributions (whether or not otherwise nonforfeitable),
is forfeitable solely because of withdrawal by such participant of any amount attributable to the benefit derived
from contributions made by such participant. The preceding sentence shall not apply to the accrued benefit of any
participant unless, at the time of such withdrawal, such participant has a nonforfeitable right to at least 50 percent
of such accrued benefit (as determined under section 411). The first sentence of this paragraph shall not apply to
the extent that an accrued benefit is permitted to be forfeited in accordance with section 411(a)(3)(D)(iii) (relating to
proportional forfeitures of benefits accrued before September 2, 1974, in the event of withdrawal of certain mandatory
contributions).

(20) A trust forming part of a pension plan shall not be treated as failing to constitute a qualified trust under this section
merely because the pension plan of which such trust is a part makes 1 or more distributions within 1 taxable year to a
distributee on account of a termination of the plan of which the trust is a part, or in the case of a profit-sharing or stock
bonus plan, a complete discontinuance of contributions under such plan. This paragraph shall not apply to a defined
benefit plan unless the employer maintaining such plan files a notice with the Pension Benefit Guaranty Corporation
(at the time and in the manner prescribed by the Pension Benefit Guaranty Corporation) notifying the Corporation
of such payment or distribution and the Corporation has approved such payment or distribution or, within 90 days
after the date on which such notice was filed, has failed to disapprove such payment or distribution. For purposes
of this paragraph, rules similar to the rules of section 402(2)(6)(B) (as in effect before its repeal by section 521 of the
Unemployment Compensation Amendments of 1992) shall apply.

[(21) Repealed. Pub.L. 99-514, Title X1, § 1171(b)(5), Oct. 22, 1986, 100 Stat. 2513]
(22) If a defined contribution plan (other than a profit-sharing plan)--
(A) is established by an employer whose stock is not readily tradable on an established market, and

(B) after acquiring securities of the employer, more than 10 percent of the total assets of the plan are securities of
the employer,
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any trust forming part of such plan shall not constitute a qualified trust under this section unless the plan meets the
requirements of subsection (e) of section 409. The requirements of subsection (e) of section 409 shall not apply to
any employees of an employer who are participants in any defined contribution plan established and maintained
by such employer if the stock of such employer is not readily tradable on an established market and the trade or
business of such employer consists of publishing on a regular basis a newspaper for general circulation. For purposes
of the preceding sentence, subsections (b), (c). (m), and (o) of section 414 shall not apply except for determining
whether stock of the employer is not readily tradable on an established market.

(23) A stock bonus plan shall not be treated as meeting the requirements of this section unless such plan meets the
requirements of subsections (h) and (o) of section 409, except that in applying section 409(h) for purposes of this
paragraph, the term “employer securities” shall include any securities of the employer held by the plan. '

(24) Any group trust which otherwise meets the requirements of this section shall not be treated as not meeting such
requirements on account of the participation or inclusion in such trust of the moneys of any plan or governmental
unit described in section 818(a)(6).

(25) Requirement that actuarial assumptions be specified.--A defined benefit plan shall not be treated as providing
definitely determinable benefits unless, whenever the amount of any benefit is to be determined on the basis of actuarial
assumptions, such assumptions are specified in the plan in a way which precludes employer discretion.

(26) Additional participation requirements.--

(A) In general.--In the case of a trust which is a part of a defined benefit plan, such trust shall not constitute a
qualified trust under this subsection unless on each day of the plan year such trust benefits at least the lesser of--

(i) 50 employees of the employer, or
(ii) the greater of--
(I) 40 percent of all employees of the employer, or
(I) 2 employees (or if there is only 1 employee, such employee).
(B) Treatment of excludable employees.--

(i) In general.--A plan may exclude from consideration under this paragraph employees described in paragraphs
(3) and (4)(A) of section 410(b).

(ii) Separate application for certain excludable employees.--If employees described in section 410(b)(4)(B) are
covered under a plan which meets the requirements of subparagraph (A) separately with respect to such
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employees, such employees may be excluded from consideration in determining whether any plan of the employer
meets such requirements if--

() the benefits for such employees are provided under the same plan as benefits for other employees,

(II) the benefits provided to such employees are not greater than comparable benefits provided to other
employees under the plan, and '

(IID) no highly compensated employee (within the meaning of section 414(q) ) is included in the group of such
employees for more than 1 year.

(C) Special rule for collective bargaining units.--Except to the extent provided in regulations, a plan covering only
employees described in section 410(b)(3)(A) may exclude from consideration any employees who ‘are not included
in the unit or units in which the covered employees are included.

(D) Paragraph not to apply to multiemployer plans.--Except to the extent provided in regulations, this paragraph
shall not apply to employees in a multiemployer plan (within the meaning of section 414(f)) who are covered by
collective bargaining agreements.

(E) Special rule for certain dispositions or acquisitions.--Rules similar to the rules of section 410(b)(6)(C) shall apply
for purposes of this paragraph.

(F) Separate lines of business.--At the election of the employer and with the consent of the Secretary, this paragraph
may be applied separately with respect to each separate line of business of the employer. For purposes of this
paragraph, the term “separate line of business” has the meaning given such term by section 414(r) (without regard
to paragraph (2)(A) or (7) thereof).

(G) Exception for governmental plans.--This paragraph shall not apply to a governmental plan (within the meaning
of section 414(d)). '

H) Regulations.--The Secretary may by regulation provide that any separate benefit structure, any separate trust,
or any other separate arrangement is to be treated as a separate plan for purposes of applying this paragraph.

(27) Determinations as to profit-sharing plans.--

(A) Contributions need not be based on profits.--The determination of whether the plan under which any contributions
are made is a profit-sharing plan shall be made without regard to current or accumulated profits of the employer
and without regard to whether the employer is a tax-exempt organization,
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(B) Plan must designate type.—In the case of a plan which is intended to be a money purchase pension plan or a
profit-sharing plan, a trust forming part of such plan shall not constitute a qualified trust under this subsection
unless the plan designates such intent at such time and in such manner as the Secretary may prescribe.

(28) Additional requirements relating to employee stock ownership plans.--

(A) In general.--In the case of a trust which is part of an employee stock ownership plan (within the meaning of
section 4975(e)(7)) or a plan which meets the requirements of section 409(a), such trust shall not constitute a qualified
trust under this section unless such plan meets the requirements of subparagraphs (B) and (C).

(B) Diversification of investments.--

(i) In general.--A plan meets the requirements of this subparagraph if each qualified participant in the plan may
clect within 90 days after the close of each plan year in the qualified election period to direct the plan as to the
investment of at least 25 percent of the participant's account in the plan (to the extent such portion exceeds the
amount to which a prior election under this subparagraph applies). In the case of the election year in which the
participant can make his last election, the preceding sentence shall be applied by substituting “50 percent” for
“25 percent”.

(ii) Method of meeting requirements.--A plan shall be treated as meeting the requirements of clause (i) if--

(1) the portion of the participant's account covered by the election under clause (i) is distributed within 90 days
after the period during which the election may be made, or

(II) the plan offers at least 3 investment options (not inconsistent with regulations prescribed by the Secretary)
to each participant making an election under clause (i) and within 90 days after the period during which the
election may be made, the plan invests the portion of the participant's account covered by the election in
accordance with such election.

(iii) Qualified participant.--For purposes of this subparagraph, the term “qualified participant” means any
employee who has completed at least 10 years of participation under the plan and has attained age 55.

(iv) Qualified election period.--For purposes of this subparagraph, the term “qualified election period” means the
6-plan-year period beginning with the later of-- ‘

(D) the 1st plan year in which the individual first became a qualified participant, or

(ID) the 1st plan year beginning after December 31, 1986.
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For purposes of the preceding sentence, an employer may elect to treat an individual first becoming a
qualified participant in the 1st plan year beginning in 1987 as having become a participant in the 1st plan
year beginning in 1988.

(v) Exception.--This subparagraph shall not apply to an applicable defined contribution plan (as defined in
paragraph (35)(E)).

(C) Use of independent appraiser.--A plan meets the requirements of this subparagraph if all valuations of employer
securities which are not readily tradable on an established securities market with respect to activities carried on by
the plan are by an independent appraiser. For purposes of the preceding sentence, the term “independent appraiser”
means any appraiser meeting requirements similar to the requirements of the regulations prescribed under section
170(a)(1).

(29) Benefit limitations.--In the case of a defined benefit plan (other than a multiemployer plan or a CSEC plan) to
which the requirements of section 412 apply, the trust of which the plan is a part shall not constitute a qualified trust
under this subsection unless the plan meets the requirements of section 436.

(30) Limitations on elective deferrals.--In the case of a trust which is part of a plan under which elective deferrals (within
the meaning of section 402(g)(3)) may be made with respect to any individual during a calendar year, such trust shall
not constitute a qualified trust under this subsection unless the plan provides that the amount of such deferrals under
such plan and all other plans, contracts, or arrangements of an employer maintaining such plan may not exceed the
amount of the limitation in effect under section 402(g)(1)(A) for taxable years beginning in such calendar year.

(31) Direct transfer of eligible rollover distributions.--

(A) In generél.—-A trust shall not constitute a qualified trust under this section unless the plan of which such trust is
a part provides that if the distributee of any eligible rollover distribution-- -

(i) elects to have such distribution paid directly to an eligible retirement plan, and »

(i) specifies the eligible retirement plan to which such distribution is to be paid (in such form and at such time
as the plan administrator may prescribe),

such distribution shall be made in the form of a direct trustee-to-trustee transfer to the eligible retirement plan
so specified. ’

(B) Certain mandatory distributions.--

(i) In general.--In case of a trust which is part of an eligible plan, such trust shall not constitute a qualified trust
under this section unless the plan of which such trust is a part provides that if--
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(D) a distribution described in clause (ii) in excess of $ 1,000 is made, and

(I) the distributee does not make an election under subparagraph (A) and does not elect to receive the
distribution directly,

the plan administrator shall make such transfer to an individual retirement plan of a designated trustee
or issuer and shall notify the distributee in writing (either separately or as part of the notice under section
402(f)) that the distribution may be transferred to another individual retirement plan.

(i) Eligible plan.--For purposes of clause (i), the term “eligible plan” means a plan which provides that any
nonforfeitable accrued benefit for which the present value (as determined under section 411(a)(11)) does not
exceed $5,000 shall be immediately distributed to the participant.

(C) Limitation.--Subparagraphs (A) and (B) shall apply only to the extent that the eligible rollover distribution
would be includible in gross income if not transferred as provided in subparagraph (A) (determined without regard
to sections 402(c), 403(a)(4), 403(b)(8), and 457(e)(16)). The preceding sentence shall not apply to such distribution
if the plan to which such distribution is transferred--

(i) is a qualified trust which is part of a plan which is a defined contribution plan and agrees to separately account
for amounts so transferred, including separately accounting for the portion of such distribution which is includible
in gross income and the portion of such distribution which is not so includible, or

(if) is an eligible retirement plan described in clause (i) or (ii) of section 402(c)(8)(B).

(D) Eligible rollover distribution.--For purposes of this paragraph, the term “eligible rollover distribution” has the
meaning given such term by section 402(f)(2)(A).

(E) Eligible retirement plan.--For purposes of this paragraph, the term “eligible retirement plan” has the meaning.
given such term by section 402(c)(8)(B), except that a qualified trust shall be considered an eligible retirement plan
only if it is a defined contribution plan, the terms of which permit the acceptance of rollover distributions.

32) Treatment of failure to make certain payments if plan has liquidity shortfall.--

(A) In general.--A trust forming part of a pension plan to which section 3 430()(4) or 433(f)(5) applies shall not
be treated as failing to constitute a qualified trust under this section merely because such plan ceases to make any
payment described in subparagraph (B) during any period that such plan has a liquidity shortfall (as defined in

section > 430(j)(4) or 433(f)(5)).

(B) Payments described.--A payment is described in this subparagraph if such payment is--
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() any payment, in excess of the monthly amount paid under a single life annuity (plus any social security
supplements described in the last sentence of section 411(a)(9)), to a participant or beneficiary whose annuity
starting date (as defined in section 417(f)(2)) occurs during the period referred to in subparagraph (A),

(ii) any paiyment for the purchase of an irrevocable commitment from an insurer to pay benefits, and
(iii) any other payment specified by the Secretary by regulations.

(C) Period of shortfall.--For purposes of this paragraph, a plan has a liquidity shortfall during the period that there
is an underpayment of an installment under section 430(j)(3) or 433(f) by reason of section 430(j)(4)(A) or 433(f)
(5), respectively.

(33) Prohibition on benefit increases while sponsor is in bankruptcy.--

(A) In general.--A trust which is part of a plan to which this paragraph applies shall not constitute a qualified trust
under this section if an amendment to such plan is adopted while the employer is a debtor in a case under Title 11,
United States Code, or similar Federal or State law, if such amendment increases liabilities of the plan by reason of--

(i) any increase in benefits,
(i) any change in the accrual of benefits, or

(iif) any change in the rate at which benefits become nonforfeitable under the plan,

with reépect to employees of the debtor, and such amendment is effective prior to the effective date of such
employer's plan of reorganization.

(B) Exceptions.--This paragraph shall not apply to any plan amendment if--

(i) the plan, were such amendment to take effect, would have a funding target attainment percentage (as defined
in section 430(d)(2)) of 100 percent or more,

(ii) the Secretary determines that such amendment is reasonable and provides for only de minimis increases in the
liabilities of the plan with respect to employees of the debtor,

(iif) such amendment only repeals an amendment described in section 412(d)(2), or

(iv) such amendment is required as a condition of qualification under this part.
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(C) Plans to which this paragraph applies.--This paragraph shall apply only to plans (other than multiemployer plans
or CSEC plans) covered under section 4021 of the Employee Retirement Income Security Act of 1974.

(D) Employer.--For purposes of this paragraph, the term “employer” means the employer referred to in settion
412(b)(1), without regard to section 412(b)(2). '

(34) Benefits of missing participants on plan termination.--In the case of a plan covered by title IV of the Employee
Retirement Income Security Act of 1974, a trust forming part of such plan shall not be treated as failing to constitute
a qualified trust under this section merely because the pension plan of which such trust is a part, upon its termination,
transfers bengﬁts of missing participants to the Pension Benefit Guaranty Corporation in accordance with section
4050 of such Act.

(35) Diversification requirements for certain defined contribution plans.--

(A) In general.--A trust which is part of an applicable defined contribution plan shall not be treated as a qualified
trust unless the plan meets the diversification requirements of subparagraphs (B), (C), and (D).

(B) Employee contributions and elective deferrals invested in employer securities.--In the case of the portion of an
applicable individual's account attributable to employee contributions and elective deferrals which is invested in
employer securities, a plan meets the requirements of this subparagraph if the applicable individual may elect to
direct the plan to divest any such securities and to reinvest an equivalent amount in other investment options meeting
the requirements of subparagraph (D). ‘

(C) Employer contributions invested in employer securities.--In the case of the portion of the account attributable
to employer contributions other than elective deferrals which is invested in employer securities, a plan meets the
requirements of this subparagraph if each applicable individual who--

(i) is a participant who has completed at least 3 years of service, or

(ii) is a beneficiary of a participant described in clause (i) or of a deceased participant,

may elect to direct the plan to divest any such securities and to reinvest an equivalent amount in other investment
options meeting the requirements of subparagraph (D).

(D) Investment options.--

(i) In general.--The requirements of this subparagraph are met if the plan offers not less than 3 investment options,
other than employer securities, to which an applicable individual may direct the proceeds from the divestment
of employer securities pursuant to this paragraph, each of which is diversified and has materially different risk
and return characteristics.
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. (ii) Treatment of certain restrictions and conditions.--

(I) Time for making investment choices.--A plan shall not be treated as failing to meet the requirements of this
subparagraph merely because the plan limits the time for divestment and reinvestment to periodic, reasonable
opportunities occurring no less frequently than quarterly.

(ID) Certain restrictions and conditions not allowed.--Except as provided in regulations, a plan shall not meet the
requirements of this subparagraph if the plan imposes restrictions or conditions with respect to the investment
of employer securities which are not imposed on the investment of other assets of the plan. This subclause shall
not apply to any restrictions or conditions imposed by reason of the application of securities laws.

(E) Applicable defined contribution plan.--For purposes of this paragraph-- .

(i) In general.--The term “applicable defined contribution plan” means any defined contribution plan which holds
any publicly traded employer securities.

(ii) Exception for certain ESOPs.--Such term does not include an employee stock ownership plan if--

(@) there are no contributions to such plan (or earnings thereunder) which are held within such plan and are
subject to subsection (k) or (m), and

(I1) such plan is a separate plan for purposes of section 414(I) with respect to any other defined benefit plan or
defined contribution plan maintained by the same employer or employers.

(iii) Exception for one participant plans.--Such term does not include a one-participant retirement plan.

(iv) One-participant retirement plan.--For purposes of clause (iii), the term “one-participant retirement plan”
means a retirement plan that on the first day of the plan year--

(D) covered only one individual (or the individual and the individual's spouse) and the individual (or the
individual and the individual's spouse) owned 100 percent of the plan sponsor (whether or not incorporated), or

(II) covered only one or more partners (or partners and their spouses) in the plan sponsor.
(F) Certain plans treated as holding publicly traded employer securities.--

(i) In general.--Except as provided in regulations or in clause (ii), a plan holding employer securities which are not
publicly traded employer securities shall be treated as holding publicly traded employer securities if any employer
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corporation, or any member of a controlled group of corporations which includes such employer corporation,
has issued a class of stock which is a publicly traded employer security.

(ii) Exception for certain controlled groups with publicly traded securities.--Clause (i) shall not apply to a plan if--

(I) no employer corporation, or parent corporation of an employer corpdration, has issued any publicly traded
employer security, and

(I1) no employer corporation, or parent corporation of an employer corporation, has issued any special class
of stock which grants particular rights to, or bears particular risks for, the holder or issuer with respect to any
corporation described in clause (i) which has issued any publicly traded employer security.

(i) Definitions.--For purposes of this subparagraph, the term--

() “controlled group of corporations” has the meaning given such term by section 1563(a), except that “50
percent” shall be substituted for “80 percent” each place it appears,

(I1) “employer corporation” means a corporation which is an employer maintaining the plan, and
(III) “parent corporation” has the meaning given such term by section 424(e).
(G) Other dgﬁnitions.—-For purposes of this paragraph--
(i) Applicable individual.--The term “applicable individual” means--
(I) any participant in the plaﬁ, and

(ID) any beneficiary who has an account under the plan with respect to which the beneficiary is entitled to
exercise the rights of a participant.

(i) Elective deferral.--The term “elective deferral” means an employer contribution described in section 402(g)

3)NA).

(iii) Employer security.--The term “employer security” has the meaning given such term by section 407(d)(1) of
the Employee Retirement Income Security Act of 1974.

(iv) Employee stock ownership plan.--The term “employee stock ownership plan” has the meaning given such term
by section 4975(e)(7).

]
[l
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(v) Publicly traded employer securities.--The term “publicly traded employer securities” means employer securities
which are readily tradable on an established securities market.

(vi) Year of service.--The term “year of service” has the meaning given such term by section 411(a)(5).
(H) Transition rule for securities attributable to employer contributions.--

(i) Rules phased in over 3 years.--

(D) In general.--In the case of the portion of an account to which subparagraph (C) applies and which consists
| of employer securities acquired in a plan year beginning before January 1, 2007, subparagraph (C) shall only
apply to the applicable percentage of such securities. This subparagraph shall be applied separately with respect
to each class of securities. '

(IX) Exception for certain participants aged 55 or over.--Subclause (I) shall not apply to an applicable individual
who is a participant who has attained age 55 and completed at least 3 years of service before the first plan year
beginning after December 31, 2005.

(ii) Applicable percentage.--For purposes of clause (i), the applicable percentage shall be determined as follows:

Plan year to which subparagraph (C) applies: The applicable

percentage is:
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(36) Distributions during working retirement.--A trust forming part of a pension plan shall not be treated as failing to
constitute a qualified trust under this section solely because the plan provides that a distribution may be made from
such trust to an employee who has attained age 62 and who is not separated from employment at the time of such
distribution. '

(37) Death benefits under USERR A-qualified active military service.--A trust shall not constitute a qualified trust unless
the plan provides that, in the case of a participant who dies while performing qualified military service (as defined
in section 414(u)), the survivors of the participant are entitled to any additional benefits (other than benefit accruals
relating to the period of qualified military service) provided under the plan had the participant resumed and then
terminated employment on account of death.

Paragraphs (11), (12), (13), (14), (15), (19), and (20) shall apply only in the case of a plan to which section 411 (relating
to minimum vesting standards) applies without regard to subsection (e)(2) of such section.
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(b) Certain retroactive changes in plan.--A stock bonus, pension, profit-sharing, or annuity plan shall be considered as
satisfying the requirements of subsection (a) for the period beginning with the date on which it was put into effect, or for
the period beginning with the earlier of the date on which there was adopted or put into effect any amendment which
caused the plan to fail to satisfy such requirements, and ending with the time prescribed by law for filing the return of
the employer for his taxable year in which such plan or amendment was adopted (including extensions thereof) or such
later time as the Secretary may designate, if all provisions of the plan which are necessary to satisfy such requirements
are in effect by the end of such period and have been made effective for all purposes for the whole of such period.

(c) Definitions and rules relating to self-employed individuals and owner-employees.--For purposes of this section--
(1) Self-employed individual treated as employee.--

(A) In general.--The term “employee” includes, for any taxable year, an individual whoisa self-employed individual
for such taxable year.

(B) Self-employed individual.--The term “self-employed individual” means, with respect to any taxable year, an
individual who has earned income (as defined in paragraph (2)) for such taxable year. To the extent provided in
regulations prescribed by the Secretary, such term also includes, for any taxable year--

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

(ii) an individual who has been a self-employed individual within the meaning of the preceding sentence for any
prior taxable year.

' (2) Earned income.—

(A) In general.--The term “earned income” means the net earnings from self-employment (as defined in section
1402(a)), but such net earnings shall be determined--

(i) only with respect to a trade or business in which personal services of the taxpayer are a material income-
producing factor,

(ii) without regard to paragraphs (4) and (5) of section 1402(c),

(iii) in the case of any individual who is treated as an employee under sections 43121 (D(3)A), (C), or (D), wifhout
regard to paragraph (2) of section 1402(c),

(iv) without regard to items which are not included in gross income for purposes of this chapter, and the deductions
properly allocable to or chargeable against such items,
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(v) with regard to the deductions allowed by section 404 to the taxpayer, and

(vi) with regard to the deduction allowed to the taxpayer by section 164(f).
For purposes of this subparagraph, section 1402, as in effect for a taxable year ending on December 31, 1962,
shall be treated as having been in effect for all taxable years ending before such date. For purposes of this part

only (other than sections 419 and 419A), this subparagraph shall be applied as if the term “trade or business”
for purposes of section 1402 included service described in section 1402(c)(6). V

[(B) Repealed. Pub.L. 89-809, Title II, § 204(c), Nov. 13 1966, 80 Stat. 1577]

(C) Income from disposition of certain property.--For purposes of this section, the term “earned income” includes
gains (other than any gain which is treated under any provision of this chapter as gain from the sale or exchange of
a capital asset) and net earnings derived from the sale or other disposition of, the transfer of any interest in, or the
licensing of the use of property (other than good will) by an individual whose personal efforts created such property.

(3) Owner-employee.--The term “owner-employee” means an employee who--
(A) owns the entire interest in an unincorporated trade or business, or

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

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

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

(5) Contributions on behalf of owner-employees.--The term “contribution on behalf of an owner-employee™ includes,
except as the context otherwise requires, a contribution under a plan-- '

(A) by the employer for an owner-employee, and
(B) by an owner-employee as an employee.

(6) Special rule for certain fishermen.--For purposes of this subsection, the term “self-employed individual” includes
an individual described in section 3121(b)(20) (relating to certain fishermen).

WESTLAEW © 2016 Thomson Reufers, No claim o orginal U8, Covernment Works. 23



§ 401. Qualified pension, profit-sharing, and stock bonus plans, 26 USCA § 401

(d) Contribution limit on owner-employees.--A trust forming part of a pension or profit-sharing plan which provides
contributions or benefits for employees some or all of whom are owner-employees shall constitute a qualified trust under
this section only if, in addition to meeting the requirements of subsection (a), the plan provides that contributions on
behalf of any owner-employee may be made only with respect to the earned income of such owner-employee which is
derived from the trade or business with respect to which such plan is established. ‘

[(e) Repealed. Pub.L. 98-369, div. A, Title VIL, § 713(d)(3), July 18, 1984, 98 Stat. 958]

() Certain custodial accounts and contracts.--For purposes of this title, a custodial account, an annuity contract, or a
contract (other than a life, health or accident, property, casualty, or liability insurance contract) issued by an insurance
company qualified to do business in a State shall be treated as a qualified trust under this section if--

(1) the custodial account or contract would, except for the fact that it is not a trust, constitute a qualified trust under
this section, and

(2) in the case of a custodial account the assets thereof are held by a bank (as defined in section 408(n)) or another
person who demonstrates, to the satisfaction of the Secretary, that the manner in which he will hold the assets will be
consistent with the requirements of this section.

For purposes of this title, in the case of a custodial account or contract treated as a qualified trust under this section
by reason of this subsection, the person holding the assets of such account or holding such contract shall be treated as
the trustee thereof.

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

(h) Medical, etc., benefits for retired employees and their spouses and dependents.--Under regulations prescribed by the
Secretary, and subject to the provisions of section 420, a pension or annuity plan may provide for the payment of benefits
for sickness, accident, hospitalization, and medical expenses of retired employees, their spouses and their dependents,
but only if-- '

(1) such benefits are subordinate to the retirement benefits provided by the plan,
(2) a separate account is established and maintained for such benefits,

(3) the employer's contributions to such separate account are reasonable and ascertainable,
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(4) it is impossible, at any time prior to the satisfaction of all liabilities under the plan to provide such benefits, for
any part of the corpus or income of such separate account to be (within the taxable year or thereafter) used for, or
diverted to, any purpose other than the providing of such benefits,

(5) notwithstanding the provisions of subsection (a)(2), upon the satisfaction of all liabilities under the plan to provide
such benefits, any amount remaining in such separate account must, under the terms of the plan, be returned to the
employer, and

(6) in the case of an employee who is a key employee, a separate account is established and maintained for such benefits
payable to such employee (and his spouse and dependents) and such benefits (to the extent attributable to plan years
beginning after March 31, 1984, for which the employee is a key employee) are only payable to such employee (and
his spouse and dependents) from such separate account.

For purposes of paragraph (6), the term “key employee” means any employee, who at any time during the plan year or
any preceding plan year during which contributions were made on behalf of such employee, is or was a key employee
as defined in section 416(i). In no event shall the requirements of paragraph (1) be treated as met if the aggregate actual
contributions for medical benefits, when added to actual contributions for life insurance protection under the plan,
exceed 25 percent of the total actual contributions to the plan (other than contributions to fund past service credits)
after the date on which the account is established. For purposes of this subsection, the term “dependent” shall include
any individual who is a child (as defined in section 152(f)(1)) of a retired employee who as of the end of the calendar
year has not attained age 27.

(1) Certain union-negotiated pension plans.--In the case of a trust forming part of a pension plan which has been determined

~ by the Secretary to constitute a qualified trust under subsection (a) and to be exempt from taxation under section 501(a)

for a period beginning after contributions were first made to or for such trust, if it is shown to the satisfaction of the
Secretary that--

(1) such trust was created pursuant to a collective bargaining agreement between employee representatives and one
or more employers,

(2) any disbursements of contributions, made to or for such trust before the time as of which the Secretary determined
that the trust constituted a qualified trust, substantially complied with the terms of the trust, and the plan of which
the trust is a part, as subsequently qualified, and

(3) before the time as of which the Secretary determined that the trust constitutes a qualified trust, the contributions
to or for such trust were not used in a manner which would jeopardize the interests of its beneficiaries,

then such trust shall be considered as having constituted a qualified trust under subsection (a) and as having been exempt
from taxation under section 501(a) for the period beginning on the date on which contributions were first made to or
for such trust and ending on the date such trust first constituted (without regard to this subsection) a qualified trust
under subsection (a).

[()) Repealed. Pub.L, 97-248, Title 11, § 238(b). Sept. 3, 1982, 96 Stat. 512]
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(k) Cash or deferred arrangements.--

(1) General rule.--A profit-sharing or stock bonus plan, a pre-ERISA money purchase plan, or a rural cooperative
plan shall not be considered as not satisfying the requirements of subsection (a) merely because the plan includes a
qualified cash or deferred arrangement.

(2) Qualified cash or deferred arrangement.--A qualified cash or deferred arrangement is any arrangement which is
part of a profit-sharing or stock bonus plan, a pre-ERISA money purchase plan, or a rural cooperative plan which
meets the requirements of subsection (a)--

(A) under which a covered employee may elect to have the employer make payments as contributions to a trust
under the plan on behalf of the employee, or to the employee directly in cash;

(B) under which amounts held by the trust which are attributable to employer contributions made pursuant to the
employee's election--

(i) may not be distributable to participants or other beneficiaries earlier than--
(I) severance from employment, death, or disability,
(II) an event described in paragraph (10),
(I11) in the case of a profit-sharing or stock bonus plan, the attainment of age 59 V2,

(IV) in the case of contributions to a profit-sharing or stock bonus plan to which section 402(e)(3) applies, upon
hardship of the employee, or

(V) in the case of a qualified reservist distribution (as defined in section 72(t)(2)(G)(iii)), the date on which a
period referred to in subclause (IIT) of such section begins, and

(if) will not be distributable merely by reason of the completion of a stated period of participation or the lapse
of a fixed number of years;

(C) which provides that an employee's right to his accrued benefit derived from employer contributions made to the
trust pursuant to his election is nonforfeitable, and
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(D) which does not require, as a condition of participation in the arrangement, that an employee complete a period
of service with the employer (or employers) maintaining the plan extending beyond the period permitted under
section 410(a)(1) (determined without regard to subparagraph (B)(i) thereof).

(3) Application of participation and discrimination standards.--
(A) A cash or deferred arrangement shall not be treated as a qualified cash or deferred arrangement unless--
(i) those employees eligible to benefit under the arrangement satisfy the provisions of section 410(b)(1), and

(i) the actual deferral percentage for eligible highly compensated employees (as defined in paragraph (5)) for the
plan year bears a relationship to the actual deferral percentage for all other eligible employees for the preceding
plan year which meets either of the following tests:

(I) The actual deferral percentage for the group of eligible highly compensated employees is not more than the
actual deferral percentage of all other eligible employees multiplied by 1.25.

(II) The excess of the actual deferral percentage for the group of eligible highly compensated employees over
that of all other eligible employees is not more than 2 percentage points, and the actual deferral percentage
for the group of eligible highly compensated employees is not more than the actual deferral percentage of all
other eligible employees multiplied by 2.

)

If 2 or more plans which include cash or deferred arrangements are considered as 1 plan for purposes of
section 401(a)(4) or 410(b), the cash or deferred arrangements included in such plans shall be treated as
1 arrangement for purposes of this siubparagraph.

If ariy highly compensated employee is a participant under 2 or more cash or deferred arrangements of the
employer, for purposes of determining the deferral percentage with respect to such employee, all such cash or
deferred arrangements shall be treated as 1 cash or deferred arrangement. An arrangement may apply clause
(ii) by using the plan year rather than the preceding plan year if the employer so elects, except that if such an
election is made, it may not be changed except as provided by the Secretary.

(B) For purposes of subparagraph (A), the actual deferral percentage-for a specified group of employees for a plan
year shall be the average of the ratios (calculated separately for each employee in such group) of--

(i) the amount of employer contributions actually paid over to the trust on behalf of each such employee for such
plan year, to

(if) the employee's compensation for such plan year.
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O A cash or deferred arrangement shall be treated as meeting the requirements of subsection (a)(4) with respect
to contributions if the requirements of subparagraph (A)(ii) are met.

(D) For purposes of subparagraph (B), the employer contributions on behalf of any employee--
(i) shall include any employer contributions made pursuant to the employee's election under paragraph (2), and
(ii) under such rules as the Secretary may prescribe, may, at the election of the employer, include--

(I) matching contributions (as defined in 401(m)(4)(A)) which meet the requirements of paragraph (2)(B) and
(C), and : .

(IT) qualified nonelective contributions (within the meaning of section 401(m)(4)(C)).

" (E) For purposes of this paragraph, in the case of the first plan year of any plan (other than a successor plan), the
amount taken into account as the actual deferral percentage of nonhighly compensated employees for the preceding
plan year shall be--

(i) 3 percent, or

(i) if the employer makes an election under this subclause, the actual deferral percentage of nonhighly
compensated employees determined for such first plan year.

(F) Special rule for early participation.--If an employer elects to apply section 410(b)(4)(B) in determining whether
a cash or deferred arrangement meets the requirements of subparagraph (A)(i), the employer may, in determining
whether the arrangement meets the requirements of subparagraph (A)(ii), exclude from consideration all eligible
employees (other than highly compensated employees) who have not met the minimum age and service requirements
of section 410(a)(1)(A).

(G) Governmental plan.--A governmental plan (within the meaning of section 414(d)) shall be treated as meeting the
requirements of this paragraph. '

(4) Other requirements.--

(A) Benefits (other than matching contributions) must not be contingent on election to defer.--A cash or deferred
arrangement of any employer shall not be treated as a qualified cash or deferred arrangement if any other benefit is
conditioned (directly or indirectly) on the employee electing to have the employer make or not make contributions
under the arrangement in lieu of receiving cash. The preceding sentence shall not apply to any matching contribution
(as defined in section 401(m)) made by reason of such an election.
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(B) Eligibility of State and local governments and tax-exempt organizations.--

(i) Tax-exempts eligible.--Except as provided in clause (ii), any organization exempt from tax under this subtitle
may include a qualified cash or deferred arrangement as part of a plan maintained by it.

(ii) Governments ineligible.--A cash or deferred arrangement shall not be treated as a qualified cash or deferred
arrangement if it is part of a plan maintained by a State or local government or political subdivision thereof, or
any agency or instrumentality thereof. This clause shall not apply to a rural cooperative plan or to a plan of an
employer described in clause (iii).

(iii) Treatment of Indian tribal governments.--An employer which is an Indian tribal government (as defined
in section 7701(a)(40)), a subdivision of an Indian tribal government (determined in accordance with section
7871(d)), an agency or instrumentality of an Indian tribal government or subdivision thereof, or a corporation
chartered under Federal, State, or tribal law which is owned in whole or in part by any of the foregoing may
include a qualified cash or deferred arrangement as part of a plan maintained by the employer.

(C) Coordination with other plans.--Except as provided in section 401(m), any employer contribution made pursuant
toan emploYee's election under a qualified cash or deferred arrangement shall not be taken into account for purposes
of determining whether any other plan meets the requirements of section 401(a) or 410(b). This subparagraph shall
not apply for purposes of determining whether a plan meets the average benefit requirement of section 410(b)(2)

(A)G).

(5) Highly compensated employee.--For purposes of this subsection, the term “highly compensated employee™ has the
meaning given such term by section 414(q).

(6) Pre-ERISA money purchase plan.--For purposes of this subsection, the term “pre-ERISA money purchase plan”
means a pension plan--

(A) which is a defined contribution plan (as defined in section 414(i)),
(B) which was in existence on June 27, 1974, and which, on such date, included a salary reduction arrangement, and

(C) under which neither the employee contributions nor the employer contributions may exceed the levels provided
for by the contribution formula in effect under the plan on such date.

(7) Rural cooperative plan.--For purposes of this subsection--
(A)In generél.—-The term “rural cooperative plan” means any pension plan--

(i) which is a defined contribution plan (as defined in section 414(i)), and
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(ii) which is established and maintained by a rural cooperative.
(B) Rural cooperative defined.--For purposes of subparagraph (A), the term “rural cooperative” means--
(i) any organization which--
(1) is engaged primarily in providing electric service on a mutual or cooperative basis, or

(IT) is engaged primarily in providing electric service to the public in its area of service and which is exempt
from tax under this subtitle or which is a State or local government (or an agency or instrumentality thereof),
other than a municipality (or an agency or instrumentality thereof),

(ii) any organization described in paragraph (4) or (6) of section 501(c) and at least 80 percent of the members
of which are organizations described in clause (i),

(iii) a cooperative telephone company described in section 501(c)(12),
(iv) any organization which--

(I) is a mutual irrigation or ditch company described in section 501(c)(12) (without regard to the 85 percent
requirement thereof), or

(II) is a district orgénized under the laws of a State as a municipal corporation for the purpose of irrigation,
water conservation, or drainage, and

(v) an organization which is a national association of organizations described in clause (i), (ii),, > (iii), or (iv).

(C) Special rule for certain distributions.—-A rural cooperative plan which includes a qualified cash or deferred
arrangement shall not be treated as violating the requirements of section 401(a) or of paragraph (2) merely by reason
of a hardship distribution or a distribution to a participant after attainment of age 59 4. For purposes of this section,
the term “hardship distribution” means a distribution described in paragraph (2)(B)(i)(IV) (without regard to the
limitation of its application to profit-sharing or stock bonus plans).

(8) Arrangement not disqualified if excess contributions distributed.--

(A) In general.--A cash or deferred arrangement shall not be treated as failing to meet the requirements of clause (ii)
of paragraph (3)(A) for any plan year if, before the close of the following plan year--
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(i) the amount of the excess contributions for such plan year (and any income allocable to such contributions
through the end of such year) is distributed, or

(i) to the extent provided in regulations, the employee elects to treat the amount of the excess contributions as
an amount distributed to the employee and then contributed by the employee to the plan.

Any distribution of excess contributions (and income) may be made without regard to any other provision of
law.

(B) Excess contributions.--For purposes of subparagraph (A), the term “excess contributions” means, with respect
to any plan year, the excess of--

(i) the aggregate amount of employer contributions actually paid over to the trust on behalf of highly compensated
employees for such plan year, over '

(ii) the maximum amount of such contributions permitted under the limitations of clause (ii) of paragraph (3)(A)
(determined by reducing contributions made on behalf of highly compensated employees in order of the actual
deferral percentages beginning with the highest of such percentages). .

(C) Method of distributing excess contributions.--Any distribution of the excess contributions for any plan year shall
be made to highly compensated employees on the basis of the amount of contributions by, or on behalf of, each
of such employees.

(D) Additional tax under section 72(t) not to apply.--No tax shall be imposed under section 72(t) on any amount
required to be distributed under this paragraph.

(E) Treatment of matching contributions forfeited by reason of excess deferral or contribution er permissible
withdrawal.--For purposes of paragraph (2)(C), a matching contribution (within the meaning of subsection (m))
shall not be treated as forfeitable merely because such contribution is forfeitable if the contribution to which the
matching contribution relates is treated as an excess contribution under subparagraph (B), an excess deferral under
section 402(g)(2)(A), a permissible withdrawal under section 414(w), or an excess aggregate contribution under
section 401(m)(6)(B).

(F) Cross reference.--

For excise tax on certain excess contributions, see section 4979,

(9) Compensation,.--For purposes of this subsection, the term “compensation” has the meaning given such term by
‘ section 414(s). '

| (10) Distributions upon termination of plan--

[e)
S
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(A) In general.--An event described in this subparagraph is the termination of the plan without establishment or
maintenance of another defined contribution plan (other than an employee stock ownership plan as defined in
section 4975(e)(7)).

(B) Distributions must be lump sum distributions.--

(i) In general.--A termination shall not be treated as described in subparagraph (A) with respect to any employee
unless the employee receives a lump sum distribution by reason of the termination.

(ii) Lump-sum distribution.--For purposes of this subparagraph, the term “lump-sum distribution” has the
meaning given such term by section 402(e)(4)(D) (without regard to subclauses (I), (II), (II), and (IV) of clause
(i) thereof). Such term includes a distribution of an annuity contract from--

(D) a trust which forms a part of a plan described in section 401(a) and which is exempt from tax under section
501(a), or

(II) an annuity plan described in section 403(a).
(11) Adoption of simple plan to meet nondiscrimination tests.--

(A) In general.--A cash or deferred arrangement maintained by an eligible employer shall be treated as meeting the
requirements of paragraph (3)(A)(i) if such arrangement meets--

(i) the contribution requirements of subparagraph (B),
(ii) the exclusive plan requirements of subparagraph (C), and
(iif) the vesting requirements of ;ection 408(p)(3). |
(B) Contribution requirements.--
(i) In general.--The requirements of this subparagraph are met if, under the arrangement--

(1) an employee may elect to have the employer make elective contributions for the year on behalf of the
employee to a trust under the plan in an amount which is expressed as a percentage of compensation of the
employee but which in no event exceeds the amount in effect under section 408(p)(2)(A)(ii),
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(IT) the employer is required to make a matching contribution to the trust for the year in an amount equal to
so much of the amount the employee elects under subclause (I) as does not exceed 3 percent of compensation
for the year, and : :

(III) no other contributions may be made other than contributions described in subclause (I) or (II).

(ii) Employer may elect 2-percent nonelective contribution.--An employer shall be treated as meeting the
requirements of clause (i)(II) for any year if, in lieu of the contributions described in such clause, the employer
elects (pursuant to the terms of the arrangement) to make nonelective contributions of 2 percent of compensation
for each employee who is eligible to participate in the arrangement and who has at least $5,000 of compensati‘on
from the employer for the year. If an employer makes an election under this subparagraph for any year, the
employer shall notify employees of such election within a reasonable period of time before the 60th day before
the beginning of such year.

(iii) Administrative requirements.--

(D In general.--Rules similar to the rules of subparagraphs (B) and (C) of section 408(p)(5) shall apply for
purposes of this subparagraph.

(I1) Notice of election period.--The requirements of this subparagraph shall not be treated as met with respect
to any year unless the employer notifies each employee eligible to participate, within a reasonable period of
time before the 60th day before the beginning of such year (and, for the first year the employee is so eligible,
the 60th day before the first day such employee is so eligible), of the rules similar to the rules of section 408(p)
(5)(C) which apply by reason of subclause (I).

(C) Exclusive plan requirement.--The requirementé of this subparagraph are met for any year to which this paragraph
applies if no contributions were made, or benefits were accrued, for services during such year under any qualified
plan of the employer on behalf of any employee eligible to participate in the cash or deferred arrangement, other
than contributions described in subparagraph (B).

(D) Definitions and special rule.--

(i) Definitions.--For purposes of this paragraph, any term used in this paragraph which is also used in section
408(p) shall have the meaning given such term by such section.

(ii) Coordination with top-heavy rules.--A plan meeting the requirements of this paragraph for any year shall not
be treated as a top-heavy plan under section 416 for such year if such plan allows only contributions required
under this paragraph.

(12) Alternative methods of meeting nondiscrimination requirements.--

'

.....
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(A) In general.--A cash or deferred arrangement shall be treated as meeting the requirements of paragraph (3)(A)
(it) if such arrangement--

(i) meets the contribution requirements of subparagraph (B) or (C), and
(ii) meets the notice requirements of subparagraph (D).
(B) Matching contributions.--

(i) In general.--The requirements of this subparagraph are met if, under the arrangement, the employer makes
matching contributions on behalf of each employee who is not a highly compensated employee in an amount
equal to--

(1) 100 percent of the elective contributions of the employee to the extent such elective contributions do not
exceed 3 percent of the employee's compensation, and

(I1) 50 percent of the elective contributions of the employee to the extent that such elective contributions exceed
3 percent but do not exceed 5 percent of the employee's compensation.

(ii) Rate for highly compensated employees.--The requirements of this subparagraph are not met if, under the
arrangement, the rate of matching contribution with respect to any elective contribution of a highly compensated
employee at any rate of elective-contribution is greater than that with respect to an employee who is not a highly
compensated employee. ’

(iii) Alternative plan designs.--If the rate of any matching contribution with respect to any rate of elective
contribution is not equal to the percentage required under clause (i), an arrangement shall not be treated as failing
to meet the requirements of clause (i) if--

() the rate of an employer's matching contribution does not increase as an employee's rate of elective
contributions increase, and

(1) the aggregate amount of matching contributions at such rate of elective contribution is at least equal to
the aggregate amount of matching contributions which would be made if matching contributions were made
on the basis of the percentages described in clause (i).

(C) Nonelective contributions.—-The requirements of this subparagraph are met if, under the arrangement, the
employer is required, without regard to whether the employee makes an elective contribution or employee
contribution, to make a contribution to a defined contribution plan on behalf of each employee who is not a highly
compensated employee and who is eligible to participate in the arrangement in an amount equal to at least 3 percent
of the employee's compensation. ’
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(D) Notice requirement.--An arrangement meets the requirements of this paragraph if, under the arrangement, each
employee eligible to participate is, within a reasonable period before any year, given written notice of the employee's
rights and obligations under the arrangement which--

(i) is sufficiently accurate and comprehensive to apprise the employee of such rights and obligations, and
(ii) is written in a manner calculated to be understood by the average employee eligible to participate.
(E) Other requirements.--

(i) Withdrawal and vesting restrictions.--An arrangement shall not be treated as meeting the requirements of
subparagraph (B) or (C) of this paragraph unless the requirements of subparagraphs (B) and (C) of paragraph
(2) are met with respect to all employer contributions (including matching contributions) taken into account in
determining whether the requirements of subparagraphs (B) and (C) of this paragraph are met.

(ii) Social security and similar contributions not taken into account.--An arrangement shall not be treated as meeting
the requirements of subparagraph (B) or (C) unless such requirements are met without regard to subsection (1),
and, for purposes of subsection (I), employer contributions under subparagraph (B) or (C) shall not be taken
into account. '

(F) Other plans.--An arrangement shall be treated as meeting the requirements under subparagraph (A)(i) if any
other plan maintained by the employer meets such requirements with respect to employees eligible under the
arrangement.

(13) Alternative method for automatic contribution arrangements to meet nondiscrimination requirements.--

(A) In general.--A qualified automatic contribution arrangement shall be treated as meeting the requirements of
paragraph (3)(A)(i).

(B) Qualified automatic contribution arrangement.--For purposes of this paragraph, the term “qualified
automatic contribution arrangement” means any cash or deferred arrangement which meets the requirements of

subparagraphs (C) through (E).
(C) Automatic deferral.--

(i) In general.--The requirements of this subparagraph are met if, under the arrangement, each employee eligible
to participate in the arrangement is treated as having elected to have the employer make elective contributions in
an amount equal to a qualified percentage of compensation.
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(ii) Election out.--The election treated as having been made under clause (i) shall cease to apply with respect to
any employee if such employee makes an affirmative election-- .

(I) to not have such contributions made, or
(IT) to make elective contributions at a level specified in such affirmative election.

(iii) Qualified percentage.—For purposes of this subparagraph, the term “qualified percentage” means, . with
respect to any employee, any percentage determined under the arrangement if such percentage is applied
uniformly, does not exceed 10 percent, and is at least--

M3 perceﬁt during the period ending on the last day of the first plan year which begins after the date on which
the first elective contribution described in clause (i) is made with respect to such employee,

(I1) 4 percent during the first plan year following the plan year described in subclause (I),
(IID) 5 percent during the second plan year following the plan year described in subclause (I), and
(IV) 6 percent during any subsequent plan year.

(iv) Automatic deferral for current employees not required.--Clause (i) may be applied without taking into account
any employee who--

() was eligible to participate in the arrangement (or a predecessor arrangement) immediately before the
date on which such arrangement becomes a qualified automatic contribution arrangement (determined after
application of this clause), and

(II) had an election in effect on such date either to participate in the arrangement or to not participate in the
arrangement. ’

(D) Matching or nonelective contributions.--
(i) In general.--The requirements of this subparagraph are met if, under the arrangement, the employer--

(I) makes matching contributions on behalf of each employee who is not a highly compensated employee in an
amount equal to the sum of 100 percent of the elective contributions of the employee to the extent that such
contributions do not exceed 1 percent of compensation plus 50 percent of so much of such contributions as
exceed 1 percent but do not exceed 6 percent of compensation, or
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(I) is required, without regard to whether the employee makes an elective contribution or employee
contribution, to make a contribution to a defined contribution plan on behalf of each employee who is not a
highly compensated employee and who is eligible to participate in the arrangement in an amount equal to at
least 3 percent of the employee's compensation.

(ii) Application of rules for matching contributions.--The rules of clauses (ii) and (iii) of paragraph (12)(B) shall
apply for purposes of clause (i)(I).

(iii) Withdrawal and vesting restrictions.--An arrangement shall not be treated as meeting the requirements of
clause (i) unless, with respect to employer contributions (including matching contributions) taken into account
in determining whether the requirements of clause (i) are met--

(I) any employee who has completed at least 2 years of service (within the meaning of section 411(a)) has a
nonforfeitable right to 100 percent of the employee's accrued benefit derived from such employer contributions,
and ’

(II) the requirements of subparagraph (Bj of paragraph (2) are met with respect to all such employer
contributions.

(iv) Application of certain other rules.--The rules of subparagraphs (E) (ii) and (F) of paragraph (12) shall apply
for purposes of subclauses (I) and (II) of clause (i).

‘(E) Notice requirements.--

@ In general --The requirements of this subparagraph are met if, within a reasonable period before cach plan year,
each employee eligible to participate in the arrangement for such year receives written notice of the employee's
rights and obligations under the arrangement which--

(@) is sufficiently accurate and comprehensive to apprise the employee of such rights and obligations, and

(I1) is written in a manner calculated to be understood by the average employee to whom the arrangement
applies.

(ii) Timing and content requirements.--A notice shall not be treated as meeting the requirements of clause (i) with
respect to an employee unless-- :

(D) the notice explains the employee's right under the arrangement to elect not to have elective contributions
made on the employee's behalf (or to elect to have such contributions made at a different percentage),
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(II) in the case of an arrangement under which the employee may elect among 2 or more investment options, the
notice explains how contributions made under the arrangement will be invested in the absence of any investment
election by the employee, and

(I1I) the employee has a reasonable period of time after receipt of the notice described in subclauses (D and (II)
and before the first elective contribution is made to make either such election.

() Permitted disparity in plan contributions or benefits.--
(1) In general.--The requirements of this subsection are met with respect to a plan if--
(A) in the case of a defined contribution plan, the requirements of paragraph (2) are met, and
(B) in the case of a defined benefit plan, the requirements of paragraph (3) are met.
(2) Defined contribution plan.--

(A) In general.--A defined contribution plan meets the requirements of this paragraph if the excess contribution
percentage does not exceed the base contribution percentage by more than the lesser of--

(i) the base contribution percentage, or
(ii) the greater _of—-
(I) 5.7 percentage points, or

(II) the percentage equal to the portion of the rate of tax under section 3111(a) (in effect as of the beginning
of the year) which is attributable to old-age insurance.

(B) Contribution percentages.--For purposes of this paragraph--

(i) Excess contribution percentage.--The term “excess contribution percentage” means the percentage of
compensation which is contributed by the employer under the plan with respect to that portion of each
participant's compensation in excess of the integration level. ‘

(i) Base contribution percentage.~-The term “base contribution percentage” means the percentage of
compensation contributed by the employer under the plan with respect to that portion of each participant's
compensation not in excess of the integration level. '
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(3) Defined benefit plan.--A defined benefit plan meets the requirements of this paragraph if--
(A) Excess plans.--
(i) In general.--In the case of a plan other than an offset plan--

(I) the excess benefit percentage does not exceed the base benefit percentage by more than the maximum excess
allowance,

(II) any optional form of benefit, preretirement benefit, actuarial factor, or other benefit or feature provided
with respect to compensation in excess of the integration level is provided with respect to compensation not
in excess of such level, and

(I1I) benefits are based on average annual compensation.

(ii) Benefit percentages.--For purposes of this subparagraph, the excess and base benefit percentages shall be
computed in the same manner as the excess and base contribution percentages under paragraph (2)(B), except
that such determination shall be made on the basis of benefits attributable to employer contributions rather than
contributions.

(B) Offset plans.--In the case of an offset plan, the plan provides that--

(i) a participant's accrued benefit attributable to employer contributions (within the meaning of section 411(c)(1))
may not be reduced (by reason of the offset) by more than the maximum offset allowance, and

(ii) benefits are based on average annual compensation.
(4) Definitions relating to paragraph (3).--For purposes of paragraph (3)--
(A) Maximum excess allowance.--The maximum excess allowance is equal to--

(i) in the case of benefits attributable to any year of service with the employer taken into account under the plan, -
% of a percentage point, and

(i) in the case of total benefits, % of a percentage point, multiplied by the participant's years of service (not in
excess of 35) with the employer taken into account under the plan.

In no event shall the maximum excess allowance exceed the base benefit percentage.
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(B) Maximum offset allowance.--The maximum offset allowance is equal to--

(i) in the case of benefits attributable to any year of service with the employer taken into account under the plan,
% percent of the participant's final average compensation, and

(ii) in the case of total benefits, ¥ percent of the participant's final average compensation, multiplied by the
participant's years of service (not in excess of 35) with the employer taken into account under the plan.

In no event shall the maximum offset allowance exceed 50 percent of the benefit which would have accrued
without regard to the offset reduction.

(C) Reductions.--

() In general.--The Secretary shall prescribe regulations requiring the reduction of the % percentage factor under
subparagraph (A) or (B)--

() in the case of a plan other than an offset plan which has an integration level in excess of covered
compensation, or

(IT) with respect to any participant in an offset plan who has final average compensation in excess of covered
compensation. : '

(ii) Basis of reductions.--Any reductions under clause (i) shall be based on the percentages of compensation
replaced by the employer-derived portions of primary insurance amounts under the Social Security Act for
participants with compensation in excess of covered compensation.

(D) Offset plan.--The term “offset plan” means any plan with respect to which the benefit attributable to employer
contributions for each participant is reduced by an amount specified in the plan. '

(5) Other definitions and special rules.--For purposes of this subsection--
(A) Integration level.--

(i) In general.--The term “integration level” means the amount of compensation specified under the plan (by dollar
amount or formula) at or below which the rate at which contributions or benefits are provided (expressed as a
percentage) is less than such rate above such amount.

(i) Limitation.--The integration level for any year may not exceed the contribution and benefit base in effect under
section 230 of the Social Security Act for such year.
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(iii) Level to apply to all participants.--A plan's integration level shall apply with respect to all participants in the
plan. :

multiple integration levels.
B) CdmpenSation.—-The term “compensation” has the meaning given such term by section 414(s).

(C) Average annual compensation.--The term “average annual compensation” means the participant's highest
average annual compensation for-- : )

2
|
|
(iv) Multiple integration levels.--Under rules prescribed by the Secretary, a defined benefit plan may specify
\
| (i) any period of at least 3 consecutive years, or
(ii) if shorter, the participant's full period of service.
(D) Final average compensation.—
(i) In general.--The term “ﬁnai average compensation” means the participant's average annual compensation for--
() the 3-coﬁsecutive year period ending with the current year, or

(1) if shorter, the participant's full period of service.

(ii) Limitation.--A participant's final average compensation shall be determined by not taking into account in any
year compensation in excess of the contribution and benefit base in effect under section 230 of the Social Security
Act for such year.

"(E) Covered compensation.--

(i) In general.--The term “covered compensation” means, with respect to an employee, the average of the
contribution and benefit bases in effect under section 230 of the Social Security Act for each year in the 35-year
period ending with the year in which the employee attains the social security retirement age.

(ii) Computation for any year.--For purposes of clause (i), the determination for any year preceding the year in
which the employee attains the social security retirement age shall be made by assuming that there is no increase
in the bases described in clause (i) after the determination year and before the employee attains the social security
retirement age.
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(iii) Social security retirement age.--For purposes of this subparagraph, the term “social security retirement age”
has the meaning given such term by section 415(b)(8).

(F) Regulations.--The Secretary shall prescribe such regulations as are necessary or appropriate to carry out the
purposes of this subsection, including--

(i) in the case of a defined benefit plan which provides for unreduced benefits commencing before the social
security retirement age (as defined in section 415(b)(8)), rules providing for the reduction of the maximum excess
allowance and the maximum offset allowance, and

(ii) in the case of an employee covered by 2 or more plans of the employer which fail to meet the requirements of
subsection (a)(4) (without regard to this subsection), rules preventing the multiple use of the disparity permitted
under this subsection with respect to any employee.

For purposes of clause (i), unreduced benefits shall not include benefits for disability (within the meaning of
section 223(d) of the Social Security Act).

(6) Special rule for plan maintained by railroads.—In determining whether a plan which includes employees of a railroad
employer who are entitled to benefits under the Railroad Retirement Act of 1974 meets the requirements of this
subsection, rules similar to the rules set forth in this subsection shall apply. Such rules shall take into account the
employer-derived portion of the employees' tier 2 railroad retirement benefits and any supplemental annuity under
the Railroad Retirement Act of 1974.

(m) Nondiscrimination test for matching contributions and employee contributions.--

(1) In general.--A defined contribution plan shall be treated as meeting the requirements of subsection (a)(4) with
respect to the amount of any matching contribution or employee contribution for any plan year only if the contribution
percentage requirement of paragraph (2) of this subsection is met for such plan year.

(2) Requirements.--

(A) Contribution percentage requirement.--A plan meets the contribution percentage requirement of this paragraph
for any plan year only if the contribution percentage for eligible highly compensated employees for such plan year
does not exceed the greater of--

(i) 125 percent of such percentage for all other eligible employees for the preceding plan year, or

(ii) the lesser of 200 percent of such percentage for all other eligible employees for the preceding plan year, or such
percentage for all other eligible employees for the preceding plan year plus 2 percentage points.
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This subparagraph may be applied by using the plan year rather than the preceding plan year if the employer
so elects, except that if such an election is made, it may not be changed except as provided by the Secretary.

(B) Multiple plans treated as a single plan.--If two or more plans of an employer to which matching contributions,
employee contributions, or elective deferrals are made are treated as one plan for purposes of section 410(b), such
plans shall be treated as one plan for purposes of this subsection. If a highly compensated employee participates
in two or more plans of an employer to which contributions to which this subsection applies are made, all such
contributions shall be aggregated for purposes of this subsection.

(3) Contribution percentage.--For purposes of paragraph (2), the contribution percentage for a specified group of
employees for a plan year shall be the average of the ratios (calculated separately for each employee in such group) of--

(A) the sum of the matching contributions and employee contributions paid under the plan on behalf of each such
employee for such plan year, to

(B) the employee's compensation (within the meaning of section 414(s)) for such plan year.

Under regulations, an employer may elect to take into account (in computing the contribution percentage) elective
deferrals and qualified nonelective contributions under the plan or any other plan of the employer. If matching
contributions are taken into account for purposes of subsection (k)(3)(A)(ii) for any plan year, such contributions

shall not be taken into account under subparagraph (A) for such year Rules similar to the rules of subsection (k)
(3)(E) shall apply for purposes of this subsection.

(4) Definitions.--For purposes of this subsection--
(A) Matching contribution.--The term “matching contribution” means--.

(i) any employer contribution made to a defined contribution plan on behalf of an employee on account of an
employee contribution made by such employee, and '

(if) any employer contribution made to a defined contribution plan on behalf of an employee on account of an
employee's elective deferral.

(B) Elective deferral.--The term “elective deferral” means any employer contribution described in section 402(g)(3).

(C) Qualified nonelective contributions.--The term “qualified nonelective contribution” means any employer
contribution (other than a matching contribution) with respect to which--

(i) the employee may not elect to have the contribution paid to the employee in cash instead of being contributed
to the plan, and
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(i) the requirements of subparagraphs. (B) and (C) of subsection (k)(2) are met.

(5) Employees taken into consideration.--

s

(A) In general.--Any employee who is eligible to make an employee contribution (or, if the employer takes elective
contributions into account, elective contributions) or to receive a matching contribution under the plan being tested
under paragraph (1) shall be considered an eligible employee for purposes of this subsection.

(B) Certain nonparticipants.--If an employee contribution is required as a condition of participation in the plan, any
employee who would be a participant in the plan if such employee made such a contribution shall be treated as an
eligible employee on behalf of whom no employer contributions are made.

(C) Special rule for early participation.--If an employer elects to apply section 410(b)(4)(B) in determining whether
a plan meets the requirements of section 410(b), the employer may, in determining whether the plan meets the
requirements of paragraph (2), exclude from consideration all eligible employees (other than highly compensated
employees) who have not met the minimum age and service requirements of section 410(a)(1)(A)-

(6) Plan not disqualified if excess aggregate contributions distributed before end of following plan year.--

(A) In general.--A plan shall not be treated as failing to meet the requirements of paragraph (1) for any plan year
if, before the close of the following plan year, the amount of the excess aggregate contributions for such plan year
" (and any income allocable to such contributions through the end of such year) is distributed (or, if forfeitable, is
forfeited). Such contributions (and such income) may be distributed without regard to any other provision of law.

(B) Excess aggregate contributions.--For purposes of subparagraph (A), the term “excess aggregate contributions”
means, with respect to any plan year, the excess of--

(i) the aggregate amount of the matching contributions and employee contributions (and any qualified nonelective
contribution or elective contribution taken into account in computing the contribution percentage) actually made
on behalf of highly compensated employees for such plan year, over ‘

(ii) the maximum amount of such contributions permitted under the limitations of paragraph (2)(A) (determined
by reducing contributions made on behalf of highly compensated employees in order of their contribution
percentages beginning with the highest of such percentages).

(C) Method of distributing excess aggregate contributions.--Any distribution of the excess aggregate contributions for
any plan year shall be made to highly compensated employees on the basis of the amount of contributions on behalf
of, or by, each such employee. Forfeitures of excess aggregate contributions may not be allocated to participants
whose contributions are reduced under this paragraph.
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(D) Coordination with subsection (k) and 402(g).--The determination of the amount of excess aggregate contributions
with respect to a plan shall be made after--

(i) first determining the excess deferrals (within the meaning of section 402(g)), and
(ii) then determining the excess contributions under subsection (k).
(7) Treatment of distributions.--

(A) Additional tax of section 72(t) not applicable.--No tax shall be imposed under section 72(t) on any amount
required to be distributed under paragraph (6).

(B) Exclusion of employee contributions.--Any distribution attributable to employee contributions shall not be
included in gross income except to the extent attributable to income on such contributions.

(8) Highly compensated employee.--For purposes of this subsection, the term “highly compensated employee” has the
meaning given to such term by section 414(q).

(9) Regulations.--The Secretary shall prescribe such regulations as may be necessary to carry out the purposes of this
subsection and subsection (k), including regulations permitting appropriate aggregation of plans and contributions.

(10) Alternative method of satisfying tests.--A defined contribution plan shall be treated as meeting the requirements
of paragraph (2) with respect to matching contributions if the plan--

(A) meets the contribution requirements of subparagraph (B) of subsection (k)(1 D),
(B) meets the exclusive plan requirements of subsection (k)(11)(C), and
(C) meets the vesting requirements of section 408(p)(3).

(li) Additional alternative method of satisfying tests.—

(A) In general.--A defined contribution plan shall be treated as meeting the requirements of paragraph (2) with
respect to matching contributions if the plan--

(i) meets the contribution requirements of subparagraph (B) or (C) of subsection (k)(12),

(ii) meets the notice requirements of subsection (k)(12)(D), and
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(iii) meets the requireménts of subparagraph (B).
(B) Limitation on matching contributions.--The requirements of this subparagraph are met if--

(i) matching contributions on behalf of any employee may not be made with respect to an employee's contributions
or elective deferrals in excess of 6 percent of the employee's compensation,

(ii) the rate of an employer's matching contribution does not increase as the rate of an employee's contributions

or elective deferrals increase, and

(iii) the matching contribution with respect to any highly compensated employee at any rate of an employee
contribution or rate of elective deferral is not greater than that with respect to an employee who is not a highly

compensated employee.

(12) Alternative method for automatic contribution arrangements.--A defined contribution plan shall be treated as
meeting the requirements of paragraph (2) with respect to matching contributions if the plan-- ’

(A) is a qualified automatic contribution arrangement (as defined in subsection (k)(13)), and
(B) meets the requirements of paragraph (11)(B).

(13) Cross reference.—-

For excise tax on certain excess contributions, see section 4979.

(n) Coordination with qualified domestic relations orders.--The Secretary shall prescribe such rules or regulations as may
be necessary to coordinate the requirements of subsection (a)(13)(B) and section 414(p) (and the regulations issued by
the Secretary of Labor thereunder) with the other provisions of this chapter.

(0) Cross reference.--

For exemption from tax of a trust qualified under this section, see section 501(a).
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United States:Code Annotated
Title 29. Labor
Chapter 7; Labor-Management:Relations (Refs & Annos) :
Subchapter IV, Liabilities of and Restrictions on Labor and Management

26 U.S.C.A. §186
§ 186. Restrictions on financial transactions

Currentness

(a) Payment or lending, etc., of money by employer or agent to employees, representatives, or labor organizations

1t shall be unlawful for any employer or association of employers or any person who acts as a labor relations expert,
adviser, or consultant to an employer or who acts in the interest of an employer to pay, lend, or deliver, or agree to pay,
lend, or deliver, any money or other thing of value--

(1) to any representative of any of his employees who are employed in an indutry affecting commerce; or

(2) to any labor organization, or any officer or employee thereof, which represents, seeks to represent, or would admit
to membership, any of the employees of such employer who are employed in an industry affecting commerce; or

(3) to any employee or group or committee of employees of such employer employed in an industry affecting commerce
in excess of their normal compensation for the purpose of causing such employee or group or committee directly or
indirectly to influence any other employees in the exercise of the right to organize and bargain collectively through
representatives of their own choosing; or

(4) to any officer or employee of a labor organization engaged in an industry affecting commerce with intent to
influence him in respect to any of his actions, decisions, or duties as a representative of employees or as such officer
or employee of such labor organization.

(b) Request, demand, etc., for money or other thing of value

(1) It shall be unlawful for any person to request, demand, receive, or accept, or agree to receive or accept, any payment,
loan, or delivery of any money or other thing of value prohibited by subsection (a) of this section.

(2) It shall be unlawful for any labor organization, or for any person acting as an officer, agent, representative, or
employee of such labor organization, to demand or accept from the operator of any motor vehicle (as defined in section
13102 of Title 49) employed in the transportation of property in commerce, or the employer of any such operator, any
money or other thing of value payable to such organization or to an officer, agent, representative or employee thereof
as a fee or charge for the unloading, or in connection with the unloading, of the cargo of such vehicle: Provided, That
nothing in this paragraph shall be construed to make unlawful any payment by an employer to any of his employees as
compensation for their services as employees.

TAS
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(c) Exceptions

The provisions of this section shall not be applicable (1) in respect to any money or other thing of value payable by
an employer to any of his employees whose established duties include acting openly for such employer in matters of
labor relations or personnel administration or to any representative of his employees, or to any officer or employee of
a labor organization, who is also an employee or former employee of such employer, as compensation for, or by reason
of, his service as an employee of such employer; (2) with respect to the payment or delivery of any money or other
thing of value in satisfaction of a judgment of any court or a decision or award of an arbitrator or impartial chairman
or in compromise, adjustment, settlement, or release of any claim, complaint, grievance, or dispute in the absence of
fraud or duress; (3) with respect to the sale or purchase of an article or commodity at the prevailing market price in the
regular course of business; (4) with respect to money deducted from the wages of employees in payment of membership
dues in a labor organization: Provided, That the employer has received from each employee, on whose account such
deductions are made, a written assignment which shall not be irrevocable for a period of more than one year, or beyond
the termination date of the applicable collective agreement, whichever occurs sooner; (5) with respect to money or other
thing of value paid to a trust fund established by such representative, for the sole and exclusive benefit of the employees
of such employer, and their families and dependents (or of such employees, families, and dependents jointly with the
employees of other employers making similar payments, and their families and dependents): Provided, That (A) such
payments are held in trust for the purpose of paying, either from principal or income or both, for the benefit of employees,
their families and dependents, for medical or hospital care, pensions on retirement or death of employées, compensation
for injuries or illness resulting from occupational activity or insurance to provide any of the foregoing, or unemployment
benefits or life insurance, disability and sickness insurance, or accident insurance; (B) the detailed basis on which such
payments are to be made is specified in a written agreement with the employer, and employees and employers are equally
represented in the administration of such fund, together with such neutral persons as the representatives of the employers
and the representatives of employees may agree upon and in the event the employer and employee groups deadlock on
the administration of such fund and there are no neutral persons empowered to break such deadlock, such agreement
provides that the two groups shall agree on an impartial umpire to decide such dispute, or in event of their failure to
agree within a reasonable length of time, an‘impartial umpire to decide such dispute shall, on petition of either group, be
appointed by the district court of the United States for the district where the trust fund has its principal office, and shall
also contain provisions for an annual audit of the trust fund, a statement of the results of which shall be available for
inspection by interested persons at the principal office of the trust fund and at such other places as may be designated
in such written agreement; and (C) such payments as are intended to be used for the purpose of providing pehsions or
annuities for employees are made to a separate trust which provides that the funds held therein cannot be used for any
purpose other than paying such pensions or annuities; (6) with respect to money or other thing of value paid by any
employer to a trust fund established by such representative for the purpose of pooled vacation, holiday, severance or
similar benefits, or defraying costs of apprenticeship or other training programs: Provided, That the requirements of
clause (B) of the proviso to clause (5) of this subsection shall apply to such trust funds; (7) with respect to money or
other thing of value paid by any employer to a pooled or individual trust fund established by such representative for
the purpose of (A) scholarships for the benefit of employees, their families, and dependents for study at educational
institutions, (B) child care centers for preschool and school age dependents of employees, or (C) financial assistance for
employee housing: Provided, That no labor organization or employer shall be required to bargain on the establishment
of any such trust fund, and refusal to do so shall not constitute an unfair labor practice: Provided further, That the
requirements of clause (B) of the proviso to clause (5) of this subsection shall apply to such trust funds; (8) with respect to
money or any other thing of value paid by any employer to a trust fund established by such representative for the purpose
of defraying the costs of legal services for employees, their families, and dependents for counsel or plén of their choice:
Provided, That the requirements of clause (B) of the proviso to clause (5) of this subsection shall apply to such trust funds:
Provided further, That no such legal services shall be furnished: (A) to initiate any proceeding directed (i) against any such
employer or its officers or agents except in workman's compensation cases, or (ii) against such labor organization, or its
parent or subordinate bodies, or their officers or agents, or (iii) against any other employer or labor organization, or their

>
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§ 186. Restrictions on financial transactions, 29 USCA § 186

officers or agents, in any matter arising under subchapter II of this chapter or this chaptér; and (B) in any proceeding
where a labor organization would be prohibited from defraying the costs of legal services by the provisions of the Labor-
Management Reporting and Disclosure Act of 1959 [29 U.S.C.A. § 401 et seq.]; or (9) with respect to money or other
things of value paid by an employer to a plant, area or industrywide labor management committee established for one
or more of the purposes set forth in section 5(b) of the Labor Management Cooperation Act of 1978.

(d) Penalties for violations

(1) Any person who participates in a transaction involving a payment, loan, or delivery of money or other thing of value
to a labor organization in payment of membership dues or to a joint labor-management trust fund as defined by clause
(B) of the proviso to clause (5) of subsection (c) of this section or to a plant, area, or industry-wide labor-management
committee that is received and used by such labor organization, trust fund, or committee, which transaction does not
satisfy all the applicable requirements of subsections (c)(4) through (c)(9) of this section, and willfully and with intent
to benefit himself or to benefit other persons he knows are not permitted to receive a payment, loan, money, or other
thing of value under subsections (c)(4) through (c)(9) violates this subsection, shall, upon conviction thereof, be guilty
of a felony and be subject to a fine of not more than $15,000, or imprisoned for not moré than five years, or both; but
if the value of the amount of money or thing of value involved in any violation of the provisions of this section does
not exceed $1,000, such person shall be guilty of a misdemeanor and be subject to a fine of not more than $10,000, or
imprisoned for not more than one year, or both.

(2) Except for violations involving transactions covered by subsection (d)(1) of this section, any person who willfully
violates this section shall, upon conviction thereof, be guilty of a felony and be subject to a fine of not more than $15,000,
or imprisoned for not more than five years, or both; but if the value of the amount of money or thing of value involved
in any violation of the provisions of this section does not exceed $1,000, such person shall be guilty of a misdemeanor
and be subject to a fine of not more than $10,000, or imprisoned for not more than one year, or both.

(e) Jurisdiction of courts

The district courts of the United States and the United States courts of the Territories and possessions shall have
jurisdiction, for cause shown, and subject to the provisions of section 381 of Title 28 (relating to notice to opposite party)
to restrain violations of this section, without regard to the provisions of section 17 of Title' 15 and section 52 of this title,
and the provisions of chapter 6 of this title.

(f) Effective date of provisions

This section shall not apply to any contract in force on June 23, 1947, until the expiration of such contract, or until July
1, 1948, whichever first occurs.

(g) Contributions to trust funds

Compliance with the restrictions contained in subsection (c)(5)(B) of this section upon contributions to trust funds,
otherwise lawful, shall not be applicable to contributions to such trust funds established by collective agreement prior
to January 1, 1946, nor shall subsection (c)(5)(A) of this section be construed as prohibiting contributions to such trust
funds if prior to January 1, 1947, such funds contained provisions for pooled vacation benefits.
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CREDIT(S) :

(June 23, 1947, ¢. 120, Title II1, § 302, 61 Stat. 157; Sept. 14, 1959, Pub.L. 86-257, Title V, § 505, 73 Stat. 537; Oct.
14, 1969, Pub.L. 91-86, 83 Stat. 133; Aug. 15, 1973, Pub.L. 93-95, 87 Stat. 314; Oct. 27, 1978, Pub.L. 95-524, § 6(d), 92
Stat. 2021; Oct. 12, 1984, Pub.L. 98-473, Title IL, § 801, 98 Stat. 2131; Apr. 18, 1990, Pub.L. 101-273, § 1, 104 Stat. 138;
Pub.L. 104-88, Title IL, § 337, Dec. 29, 1995, 109 Stat. 954.)

Notes of Decisions (1708)

29 U.S.C.A. § 186,29 USCA § 186
Current through P.L. 114-248.
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United States Code Annotated
Tltle 29. Labor :
Chapter-18. Employee Retirement Income Security Program (Refs & Annos)
Subchapter I, Protection of Employee Benefit Rights(Refs & Annos)
Subtitle B. Regulatory Provisions
Part 2. Participation and Vesting (Refs & Annos)

29 U.S.C.A. § 1060
§ 1060. Multiple employer plans and other‘special rules

Currentness

() Plan maintained by more than one employer

Notwithstanding any other provision of this part or part 3, the following provisions of this subsection shall apply to a
plan maintained by more than one employer:

1) Sectiqn 1052 of this title shall be applied as if all employees of each of the employers were employed by a single
employer. '

(2) Sections 1053 and 1054 of this title shall be applied as if all such employers constituted a single employer, except
that the application of any rules with respect to breaks in service shall be made under regulations prescribed by the
Secretary. '

(3) The minimum funding standard provided by section 1082 of this title shall be determmed as if all participants in
the plan were employed by a single employer.

(b) Maintenance of plan of predecessor employer

For purposes of this part and part 3--

(lj in any case in which the employer maintains a plan of a predecessor employer, service for such predecessor shall
be treated as service for the employer, and

(2) in any case in which the employer maintains a plan which is not the plan maintained by a predecessor employer,
service for such predecessor shall, to the extent provided in regulations prescribed by the Secretary of the Treasury,
be treated as service for the employer.

(c) Plan maintained by controlled group of corporations

For purposes of sections 1052, 1053, and 1054 of this title, all employees of all corporations which are members of a
controlled group of corporations (within the meaning of section 1563(a) of Title 26, determined without regard to section
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1563(2)(4) and (€)(3)(C) of Title 26) shall be treated as employed by a single employer. With respect to a plan adopted
by more than one such corporation, the minimum funding standard of section 1082 of this title shall be determined as
if all such employers were a single employer, and allocated to each employer in accordance with regulations prescribed
by the Secretary of the Treasury.

(d) Plan of trades or businesses under common control
For purposes of sections 1052, 1053, and 1054 of this title, under regulations prescribed by the Secretary of the Treasury,
all employees of trades or businesses (whether or not incorporated) which are under common control shall be treated as

employed by a single employer. The regulations prescribed under this subsection shall be based on principles similar to
the principles which apply in the case of subsection (c) of this section.

(e) Special rules for eligible combined defined benefit plans and qualified cash or deferred arrangements

(1) General rule

Except as provided in this subsection, this chapter shall be applied to any defined benefit plan or applicable individual

account plan which are ! part of an eligible combined plan in the same manner as if each such plan were not a part of the
eligible combined plan. In thé case of a termination of the defined benefit plan and the applicable defined contribution
plan forming part of an eligible combined plan, the plan administrator shall terminate each such plan separately.

(2) Eligible combined plan

For purposes of this subsection--

(A) In general

The term “eligible combined plan” means a plan--
(i) which is maintained by an employer which, at the time the plan is established, is a small employer,

(ii) which consists of a defined benefit plan and an applicable individual account plan each of which qualifies
under section 401(a) of Title 26,

(iii) the assets of which are held in a single trust forming part of the plan and are clearly identified and allocated
to the defined benefit plan and the applicable individual account plan to the extent necessary for the separate
application of this chapter under paragraph (1), and

(iv) with respect to which the benefit, contribution, vesting, and nondiscrimination requirements of subparagraphs
(B), (C), (D), (E), and (F) are met. )

N
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For purposes of this subparagraph, the term “small employer” has the meaning given such term by section 4980D(d)
(2) of Title 26, except that such section shall be applied by substituting “500” for “50” each place it appears.

-(B) Benefit requirements

(i) In general

The benefit requirements of this subparagraph are met with respect to the defined benefit plan forming part of
the eligible combined plan if the accrued benefit of each participant derived from employer contributions, when
expressed as an annual retirement benefit, is not less than the applicable percentage of the participant's final

average pay. For purposes of this clause, final average pay shall be determined using the period of consecutive
years (not exceeding 5) during which the participant had the greatest aggregate compensation from the employer.

(ii) Applicable percentage

For purposes of clause (i), the applicable percentage is the lesser of--
(I) 1 percent multiplied by the number of years of service with the employer, or
(II) 20 percent.

(iii) Special rule for applicable defined benefit plans

If the defined benefit plan under clause (i) is an applicable defined benefit plan as defined in section 1053(£)(3)
(B) of this title which meets the interest credit requirements of section 1054(b)(5)(B)(i) of this title, the plan shall
be treated as meeting the requirements of clause (i) with respect to any plan year if each participant receives
pay credit for the year which is not less than the percentage of compensation deterimined in accordance with the

following table:
If the participant's age as of the beginning of the year is-- The peréentage is--
B0 OF 1885t iurriieeirtrireiirteteetesesetbeeseseteeeeraeastreesatbaesnsseaemnes e r e s ot be e s aet s e e b b s e be s e e L beeee ket earbeeeetar e et teeerea et aes 2
Over 30 but less than 40......ccoevveeiriiienniccniii s e e—e e s ae e cenretets st 4
40 or over BUL 1885 than S0......cciiieiiirioee et s b s sarbeeiee e st re e ne 6

S0 O OVBT . eeevreuneieesteeensenstnsssieessseeteensrrensnssssnsiossiseesseereesssessssssssiessesessnnssssssssesseeeeeeenns tioesnsssssrensursurssnssennenns 8.

(iv) Years of service

For purposes of this subparagraph, years of service shall be determined under the rules of paragraphs (1), (2),
and (3) of section 1053(b) of this title, except that the plan may not disregard any year of service because of
a participant making, or failing to make, any elective deferral with respect to the qualified cash or deferred
arrangement to which subparagraph (C) applies. '
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(C) Contribution requirements

(i) In general

The contribution requirements of this subparagraph with respect to any applicable individual account plan
forming part of an eligible combined plan are met if--

() the qualified cash or deferred arrangement included in such plan constitutes an automatic contribution
arrangement, and

(II) the employer is required to make matching contributions on behalf of each employee eligible to participate
in the arrangement in an amount equal to 50 percent of the elective contributions of the employee to the extent
such elective contributions do not exceed 4 percent of compensation.

Rules similar to the rules of clauses (ii) and (iii) of section 401(k)(12) (B) of Title 26 shall apply for purposes
of this clause.

(i) Nonelective contributions
An applicable individual account plan shall not be treated as failing to meet the requirements of clause (i) because

the employer makes nonelective contributions under the plan but such contributions shall not be taken into
account in determining whether the requirements of clause (i)(II) are met.

(D) Vesting requirements

The vesting requirements of this subparagraph are met if--

(@) in the case of a defined benefit plan forming part of an eligible combined plan an employee who has completed
at least 3 years of service has a nonforfeitable right to 100 percent of the employee's accrued benefit under the
plan derived from employer contributions, and

(i) in the case of an applicable individual account plan forming part of eligible combined plan--

(I) an employee has a nonforfeitable right to any matching contribution made under the qualified cash or
deferred arrangement included in such plan by an employer with respect to any elective contribution, including
matching contributions in excess of the contributions required under subparagraph (C)(()(II), and

(II) an employee who has completed at least 3 years of service has a nonforfeitable right to 100 percent of the
employee's accrued benefit derived under the arrangement from nonelective contributions of the employer.

For purposes of this subparagraph, the rules of section 1053 of this title shall apply to the extent not
inconsistent with this subparagraph.
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(E) Uniform provision of contributions and benefits
In the case of a defined benefit plan or applicable individual account plan forming part of an eligible combined plan,

the requirements of this subparagraph are met if all contributions and benefits under each such plan, and all rights
‘and features under each such plan, must be provided uniformly to all participants.

(F) Requirements must be met without taking into account social security and similar contributions and benefits or
other plans

§ 1060. Multiple employer plans and other special rules, 29 USCA § 1060
(i) In general

|

|

The requirements of this subparagraph are met if the requirements of clauses (ii) and (iii) are met.

(if) Social security and similar contributions

The requirements of this clause are met if--
(@) the requirements of subparagraphs (B) and (C) are met without regard to section 401(1) of Title 26, and

(I) the requirements of sections 401(a)(4) and 410(b) of Title 26 are met with respect to both the applicable
defined contribution plan and defined benefit plan forming part of an eligible combined plan without regard
to section 401(1) of Title 26.

(iii) Other plans and arrangements

The requirements of this clause are met if the applicable defined contribution plan and defined benefit plan

forming part of an eligible combined plan meet the requirements of sections 401(a)(4) and 410(b) of Title 26
without being combined with any other plan.

(3) Automatic contribution arrangement

For purposes of this subsection--

(A) In general
A qualified cash or deferred arrangement shall be treated as an automatic contribution arrangement if the

arrangement--

(i) provides that each employee eligible to participate in the arrangement is treated as having ¢lected to have the
employer make elective contributions in an amount equal to 4 percent of the employee's compensation unless

WESTLAW © 2018 Thomson Reulers. No olaim to origingl U.S. Government Works, 5



§ 1060. Multiple employer plans and other special rules, 29 USCA § 1060

the employee specifically elects not to have such contributions made or to have such contributions made at a
different rate, and ;

(ii) meets the notice requirements under subparagraph (B).
(B) Notice requirements

(i) In general

The requirements of this subparagraph are met if the requirements of clauses (ii) and (iii) are met.

(ii) Reasonable period to make election

The requirements of this clause are met if each employee to whom subparagraph (A)(i) applies--

(I) receives a notice explaining the employee's right under the arrangement to elect not to have elective
contributions made on the employee's behalf or to have the contributions made at a different rate, and

(II) has a reasonable period of time after receipt of such notice and before the first elective contribution is made
to make such election. :

(iii) Annual notice of rights and obligations

The requirements of this clause are met if each employee eligible to participate in the arrangement is, within a
reasonable period before any year, given notice of the employee's rights and obligations under the arrangement.

The requirements of this subparagraph shall not be treated as met unless the requirements of clauses (i) and (i)
of section 401(k)(12)(D) of Title 26 are met with respect to the notices described in clauses (ii) and (iii) of this
subparagraph. ‘

(4) Coordination with other requirements

(A) Treatment of separate plans

The except clause in section 1002(35) of this title shall not apply to an eligible combined plan.

(B) Reporting

An eligible combined plan shall be treated as a single plan for purposes of section 1023 of this title.

(5) Applicable individual account plan
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For purposes of this subsection--

(A) In general

The term “applicable individual account plan” means an individual account plan which includes a qualified cash
or deferred arrangement.

(B) Qualified cash or deferred arrangement

The term “qualified cash or deferred arrangement” has the meaning given such term by section 401(k)(2) of Title 26.
(f) Cooperative and small employer charity pension plans

(1) In general

For purposes éf this subchapter, except as provided in this subsection, a CSEC plan is an employee pension benefit
plan (other than a multiemployer plan) that is a defined benefit plan--

(A) to which section 104 of the Pension Protection Act of 2006 applies, without regar'd to--
(i) section 104(a)(2) of such Act;

(1) the amendments to such section 104 by section 202(b) of the Preservation of Access to Care for Medicare
Beneficiaries and Pension Relief Act of 2010; and

(iii) paragraph (3)(B);

(B) that, as of June 25, 2010, was maintained by more than one employer and all of the employers were organizations
described in section 501(c)(3) of Title 26; or

.(C) that, as of June 25, 2010, was maintained by an employer--
(i) described in section 501(c)(3) of such Title,
(ii) chartered under part B of subtitle IT of Title 36,

(iii) with employees in at least 40 States, and
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(iv) whose primary exempt purpose is to provide services with respect to children.

(2) Aggregation

All employeré that are treated as a single employer under subsection (b) or (c) of section 414 of Title 26 shall be
treated as a single employer for purposes of determining if a plan was maintained by more than one employer under

subparagraph2 (B) and (C) of paragraph (1).
(3) Election

(A) In general

If a plan falls within the definition of a CSEC plan under this subsection (without regard to this paragraph), such
plan shall be a CSEC plan unless the plan sponsor elects not later than the close of the first plan year of the plan
beginning after December 31,2013, not to be treated as a CSEC plan. An election under the preceding sentence shall
take effect for such plan year and, once made, may be revoked only with the consent of the Secretary of the Treasury.

(B) Special rule

If a plan described in subparagraph (A) is treated as a CSEC plan, section 104 of the Pension Protection Act of
2006, as amended by the Preservation of Access to Care for Medicare Beneficiaries and Pension Relief Act of 2010,
shall cease to apply to such plan as of the first date as of which such plan is treated as a CSEC plan.

CREDIT(S)

(Pub.L. 93-406, Title I, § 210, Sept. 2, 1974, 88 Stat. 866; Pub.L. 101-239, Title VIL, § 7891(a)(1), 7894(c)(10), Dec.
19, 1989, 103 Stat. 2445, 2449; Pub.L. 109-280, Title IX, § 903(b)(1), (2)(A), Aug. 17, 2006, 120 Stat. 1044, 1048; Pub.L.
110-458, Title 1,-§ 109(c)(2), Dec. 23, 2008, 122 Stat. 5111; Pub.L. 113-97, Title I, § 101, 103(a), Apr. 7, 2014, 128 Stat.
1102, 1117; Pub.L. 113-235, Div. P, § 3(a), Dec. 16, 2014, 128 Stat. 2829.)

Notes of Decisions (3)

Footnotes
1 So in original. Probably should be “is”
2 So in original. Probably should be * subparagraphs”.

29 U.S.C.A. §1060, 29 USCA § 1060 .
Current through P.L. 114-248.

Fand of Document € 2016 Thomson Reuters. No claim 1o original U.S. Government Works.

WESTLAW © 2016 Thomson Reuters, No claim lo orglnel U8, Governmaent Works. &
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United States Code Annotated
Title 29. Lahor
Chapter,18. Employee Retirement Income Security Program (Refs & Annos)
Subchapter T1.'Plan Termination Insurance (Refs & Annos)
Subtitle D. Liability (Refs & Annos)

29 U.S.C.A. § 1361
§ 1361. Amounts payable by corporation

Currentness

The corporation shall pay benefits under a single-employer plan terminated under this subchapter subject to the
limitations and requirements of subtitle B of this subchapter. The corporation shall provide financial assistance to pay
benefits under a multiemployer plan which is insolvent under section 1426 or 1441(d)(2)(A) of this title, subject to the
limitations and requirements of subtitles B, C, and E of this subchapter. Amounts guaranteed by the corporation under
sections 1322 and 1322a of this title shall be paid by the corporation only out of the appropriate fund. The corporation
shall make payments undeér the supplemental program to reimburse multiemployer plans for uncollectible withdrawal
liability only out of the fund established under section 1305(e) of this title.

CREDIT(S)
(Pub.L. 93-406, Title IV, § 4061, Sept. 2, 1974, 88 Stat. 1029; Pub.L. 96-364, Title IV, § 403(f), Sept. 26, 1980, 94 Stat.
1301.) - | ,

29 U.S.C.A. §1361,29 USCA § 1361
Current through P.L. 114-248.
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United States Code Annotated
Title'29. Labor
Chapter 18. Employee Retirement Income Security Program (Refs & Annos)
Subchapter III. Plan Termination Insurance (Refs & Annos) ’
Subtitle D. Liability (Refs & Annos) :

29 U.S.C.A. § 1368
§ 1368, Lien for liability

Currentness

(a) Creation of lien

If any person liable to. the corporation under section 1362, 1363, or 1364 of this title neglects or refuses to pay, after
demand, the amount of such liability (including interest), there shall be a lien in favor of the corporation in the amount
of such liability (including interest) upon all property and rights to property, whether real or personal, belonging to such
person, except-that such lien may not be in an amount in excess of 30 percent of the collective net worth of all persons

described in section 1362(a) of this title !
(b) Term of lien
The lien imposed by subsection (a) of this section arises on the date of termination of a plan, and continues until the

liability imposed under section 1362, 1363, or 1364 of this title is satisfied or becomes unenforceable by reason of lapse
of time.

(¢) Priority

(1) Except as otherwise provided under this section, the priority of a lien imposed under subsection (a) of this section
shall be determined in the same manner as under section 6323 of Title 26 (as in effect on April 7, 1986). Such section
6323 shall be applied for purposes of this section by disregarding subsection (g)(4) and by substituting--

(A) “lien impoéed by section 4068 of the Employee Retirement Income Security Act of 1974 [29 U.S.C.A. § 1368]” for
“lien imposed by section 63217 each place it appears in subsections (a), (b), (c)(1), (c)(4)(B), (d), (¢), and (h)(5);

(B) “the corporation” for “the Secretary™ in subsections (a) and (b)(9)(C);

(C) “the payment of the amount on which the section 4068(a) lien is based” for “the collection of any tax under this
title” in subsection (b)(3);

(D) “a person whose property is subject to the lien” for “the taxpayer” in subsections (b)(8), (c)(2)(A)(i) (the first place
it appears), (c)(2)(A)(i), (¢)(2)(B); (c)(4)(B), and (c)(4)(C) (in the matter preceding clause (i));
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(E) “such person” for “the taxpayer” in subsections (c)(2)(A)(i) (the second place it appears) and (©)(@)(O)(in);

(F) “payment of the loan value of the amount on which the lien is based is made to the corporation” for “satisfaction
of a levy pursuant to section 6332(b)” in subsection (b)(9)(C);

(G) “section 4068(a) lien” for “tax hen each place it appears in subsections (c)(l), ©2)(A), (©)(2)(B), (c)(3)(B)(iii),
(c)(4)(B), (d) and (h)(5); and

(H) “the date on which the lien is first filed” for “the date of the assessment of the tax” in subsection (g)(3)(A).y

(2) In a case under Title 11 or in insolvency proceedings, the lien imposed under subsection (a) of this section shall be
treated in the same manner as a tax due and owing to the United States for purposes of Title 11 or section 3713 of Title 31.

(3) For purposes of applying section 6323(a) of Title 26 to determine the priority between the lien imposed under
subsection (a) of this section and a Federal tax lien, each lien shall be treated as a judgment lien arising as of the time
notice of such lien is filed.

(4) For purposes of this subsection, notice of the lien imposed by subsection (a) of this section shall be filed in the same
manner as under section 6323(f) and (g) of Title 26.

(d) Civil action; limitation period

(1) In any case where there has been a refusal or neglect to pay the liability imposed under section 1362, 1363, or 1364
of this title, the corporation may bring civil action in a district court of the United States to enforce the lien of the
corporation under this section with respect to such liability or to subject any property, of whatever nature, of the liable
person, or in which he has any right, title, or interest to the payment of such liability.

~ (2) The liability imposed by section 1362, 1363, or 1364 of this title may be collected by a proceeding in court if the
proceeding is commenced within 6 years after the date upon which the plan was terminated or prior to the expiration of
any period for collection agreed upon in writing by the corporation and the liable person before the expiration of such

- 6-year period. The period of limitations provided under this paragraph shall be suspended for the period the assets of

_the liable person are in the control or custody of any court of the United States, or of any State, or of the District of
Columbia, and for 6 months thereafter, and for any period during which the liable person is outside the United States
if such period of absence is for a continuous period of at least 6 months.

(e) Release or subordination

If the corporation determines that release of the lien or subordination of the lien to any other creditor of the liable
person would not adversely affect the collection of the liability imposed under section 1362, 1363, or 1364 of this title, or
that the amount realizable by the corporation from the property to which the lien attaches will ultimately be increased
by such release or subordination, and that the ultimate collection of the liability will be facilitated by such release or
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subordination, the corporation may issue a certificate of release or subordination of the lien with respect to such property,
or any part thereof.

(f) Definitions

For purposes of this section--

(1) The collective net worth of persons subject to liability in connection with a plan termination shall be determined
as provided in section 1362(d)(1) of this title. '

(2) The term “pre-tax profits” has the meaning provided in section 1362(d)(2) of this title.

CREDIT(S)

(Pub.L. 93-406, Title IV, § 4068, Sept. 2, 1974, 88 Stat. 1032; Pub.L. 95-598, Title IIL, § 321(c), Nov. 6, 1978, 92 Stat.
2678; Pub.L. 99-272, Title X1, § 11016(2)(6)(B), (c)(14), Apr. 7, 1986, 100 Stat. 271, 275; Pub.L. 100-203, Title IX, §
9312(b)(2)(B), (C)(ii), Dec. 22, 1987, 101 Stat. 1330-361, 1330-362; Pub.L. 101-239, Title VII, § 7881()(3)(B), (10)(B),
(C), (12), 7891(a)(1), 7894(g)(4)(A), Dec. 19, 1989, 103 Stat. 2440, 2441, 2445, 2451)

Notes of Decisions (8)

Footnotes

1 So in original. Probably should be followed by a period.
29 U.S.C.A. §1368,29 USCA § 1368

Current through P.L. 114-248.

End of Document £ 2016 Thomson Reuters. No claim to original U.8. Government Works.
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United States Code Annotated
Title 29. Labor
Chapter 18, Employee Retirement Income Security Program (Refs & Annos)
Subchapter II. Plan Termination Insurance (Refs &:Anmnos)
Subtitle E. Special Provisions for Multiemployer Plans (Refs & Annos)
Part 1. Employer Withdrawals (Refs & Annos)

29 U.S.C.A. § 1383
§ 1383. Complete withdrawal

Currentness

(a) Determinative factors

For purposes of this part, a complete withdrawal from a multiemployer plan occurs when an employer--
(i) permanently ceases to have an obligation ‘Fo contribute under the plan, or
(2) permanently ceases all covered operations under the plan.

(b) Building and construction industry

(1) Notwithstanding subsection (a) of this section, in the case of an employer that has an obligation to contribute under
a plan for work performed in the building and construction industry, a complete withdrawal occurs only as described
in paragraph (2), if--

(A) substantially all the employees with respect to whom the employer has an obligation to contribute under the plan
perform work in the building and construction industry, and

(B) the plgn--
(i) primarily covers employees in the building and construction industry, or
(i) is amen(.ie.d to provide that this subsection applies to employeré described in this paragraph.
(2) A withdrawal occurs under this paragraph if--

(A) an employer ceases to have an obligation to contribute under the plan, and
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(B) the employer--

(i) continues to perform work in the jurisdiction of the collective bargaining agreement of the type for which
contributions were previously required, or

(if) resumes such work within 5 years after the date on which the obligation to contribute under the plan ceases, and
does not renew the obligation at the time of the resumption.

(3) In the case of a plan terminated by mass withdrawal (within the meaning of section 1341a(a)(2) of this title), paragraph
(2) shall be applied by substituting “3 years” for “5 years” in subparagraph (B)(i).

| (c) Entertainment industry

(1) Notwithstanding subsection (a) of this section, in the case of an employer that has an obligation to contribute under a
plan for work performed in the entertainment industry, primarily on a temporary or project-by-project basis, if the plan
primarily covers employees in the entertainment industry, a complete withdrawal occurs only as described in subsection
(b)(2) of this section applied by substituting “plan” for “collective bargaining agreement” in subparagraph (B)(i) thereof.

(2) For purposes of this subsection, the term “entertainment industry” means--

(A) theater, motion pictute (except to the extent provided in regulations prescribed by the corporation), radio,
television, sound or visual recording, music, and dance, and '

(B) such other entertainment activities as the corporation may determine to be appropriate.

(3) The corporation may by regulation exclude a group or class of employers described in the preceding sentence from
the application of this subsection if the corporation determines that such exclusion is necessary--

(A) to protect the interest of the plan's participants and beneficiaries, or

3B) to prevent a significant risk of loss to the corporation with respect to the plan.
(4) A plan may b.e amended tg provide that this subsection shall not apply to a group or class of employers under the plan.
(d) Other determinative factors

(1) Notwithstanding subsection () of this section, in the case of an employer who--
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(A) has an obligation to contribute under a plan described in paragraph (2) primarily for work described in such
paragraph, and

(B) does not continue to perform work within the jurisdiction of the plan,

a complete withdrawal occurs only as described in paragraph (3).

(2) A plan is described in this paragraph if substantially all of the contributions required under the plan are made by
employers primarily engaged in the long and short haul trucking industry, the household goods moving industry, or the
public warehousing industry.

(3) A withdrawal occurs under this paragraph if--

(A) an employer permanently ceases to have an obligation to contribute under the plan or permanently ceases all
covered operations under the plan, and

(B) either--

(i) the corporation determines that the plan has suffered substantial damage to its contribution base as a result of
such cessation, or

(ii) the employer fails to furnish a bond issued by a corporate surety company that is an acceptable surety for
purposes of section 1112 of this title, or an amount held in escrow by a bank or similar financial institution
satisfactory to the plan, in an amount equal to 50 percent of the withdrawal liability of the employer.

(4) If, after an employer furnishes a bond or escrow to a plan under paragraph (3)(B)(ii), the corporation determines that
the cessation of the employer's obligation to contribute under the plan (considered together with any cessations by other
employers), or cessation of covered operations under the plan, has resulted in substantial damage to the contribution
base of the plan, the employer shall be treated as having withdrawn from the plan on the date on which the obligation to
contribute or covered operations ceased, and such bond or escrow shall be paid to the plan. The corporation shall not
make a determination under this paragraph more than 60 months after the date on which such obligation to contribute
or covered operations ceased.

(5) If the corporation determines that the employer has no further liability under the plan either--

(A) because it determines that the contribution base of the plan has not suffered substantial damage as a result of the
cessation of the employer's obligation to contribute or cessation of covered operations (considered together with any
cessation of contribution obligation, or of covered operations, with respect to other employers), or

(B) because it may not make a determination under paragraph (4) because of the last sentence theredf,

[N
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then the bond shall be cancelled or the escrow refunded.
(6) Nothing in this subsection shall be construed as a limitation on the amount of the withdrawal liability of any employer.

(e) Date of complete withdrawal

For purposes of this part, the date of a complete withdrawal is the date of the cessation of the obligation to contribute
or the cessation of covered operations. ‘ '

(f) Special liability withdrawal rules for industries other than construction and entertainment industries; procedures
applicable to amend plans

(1) The corporation may prescribe regulations under which plans in industries other than the construction or
entertainment industries may be amended to provide for special withdrawal liability rules similar to the rules described
in subsections (b) and (c) of this section. :

(2) Regulations under paragraph (1) shall permit use of special withdrawal liability rules--

(A) only in industries (or portions thereof) in which, as determined by the corporation, the characteristics that would
make use of such rules appropriate are clearly shown, and

(B) only if the corporation determines, in each instance in which special withdrawal liability rules are permitted, that
use of such rules will not pose a significant risk to the corporation under this subchapter.

CREDIT(S)
(Pub.L. 93-406, Title IV, § 4203, as added Pub.L. 96-364, Title I, § 104(2), Sept. 26, 1980, 94 Stat. 1218.)

Notes of Decisions (50)

29 U.S.C.A. §1383,29 USCA § 1383
Current through P.L. 114-248.

End of Documnent . . © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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... Keeping Our Commitment to America’s Workers




A MESSAGE FROM OUR CHAIR

Protecting retirement security for the middle class in our country remains a top priority
of the Obama Administration. The Pension Benefit Guaranty Corporation (PBGC) has
an important role in ensuring that workers have every opportunity to retire with dignity
and financial stability. Today, hundreds of thousands of retirees currently receive $5.8
billion annually from the PBGC and nearly 40 million workers and retirees are in plans
insured by the PBGC. The strength and future of the PBGC’s insurance programs ate
vital to the retirement security of the millions of workers and retirees in defined benefit
plans. -

On behalf of the PBGC Board of Directors, I am pleased to present the PBGC’s FY 2016 Annual Reportt,
which provides important information about the PBGC’s operations and finances. The report highlights

many of PBGC’s accomplishments over this past fiscal year to presetve plans and protect pensions, as well as -
the PBGC’s future program challenges.

Two of PBGC’s accomplishments this year, of which I am especially proud, are its continuing progress on
implementing the Smaller Asset Managers Pilot Program and an enterprise risk management framework. The
Smaller Asset Managers Pilot Program reduces bartiers that smaller investment firms face when competing
for the PBGC’s business. We are pleased that, after extensive collaborative wotk with the PBGC Advisory
Committee, PBGC made awards to five firms in June. In addition, the PBGC has made significant progress
on enterprise risk management in evaluating the different entity-wide risks that the cotporation might
expetience. These efforts help to foster a culture of risk awareness that is essential to good governance and
stewardship. )

While I am pleased that given the recent trends in claims and premiums, the single-employer program is likely
to continue to improve over the next decade, I remain concerned that the multiemployer plan program faces
a growing deficit. The FY 2016 Annual Report shows that the multiemployer plan program deficit is at an all-
time high and needs significant reform in order to temain viable.

Multiemployer defined benefit plans provide retirement secutity to mote than 10 million participants and
their beneficiaries. But PBGC estimates that plans covering about 10% to 15% of the 10 million
multiemployer participants are at risk of running out of money over the next 20 years and that PBGC’s

- multiemployer insurance program is likely to run out of money by the end of 2025. Insolvency of PBGC’s
multiemployer insurance program would devastate not only the retirement benefits of the 1 million to 1.5
million participants and their families in these at-risk plans but all the participants in multiemployer plans that
are currently receiving financial assistance from PBGC as well.

We must address the challenges of the multiemployer insurance program before it is too late. The
Multiemployer Pension Reform Act (MPRA) Report issued eatlier this year showed that the longer we wait,
the greater the premium increases needed to avoid insolvency, further straining a system that is already under
great stress.
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The PBGC multiemployer insurance program needs reform that addressees the problems affecting plans, and
also strengthens the multiemployer fund so that workers, retirees, and plan sponsors can rely on it for years
to come. The President’s 2017 Budget proposed a structure for increased premiums under the multiemployer
program at a level that would help alleviate some of the tisk of the multiemployer program becoming
insolvent within 20 years. Changes to the multiemployer insurance program such as this restructuring are

5 urgently needed to protect the lifetime pensions of millions of America’s workers and retirees.

The strength and future of the PBGC’s insurance programs are vital to the retirement security of the millions
of workers and retitees in defined benefit plans. My fellow Board members, Treasury Sectetary Jack Lew and
Commerce Sectetary Penny Pritzker, and I are proud of the wotk PBGC has accomplished to provide a more.
secure future for Ametica’s wotkers and retirees. We are confident that under the continued leadesship of
Director Tom Reeder, the PBGC will continue to work toward financially sound insurance programs to
protect the retirement savings of America’s wotkers and retirees,

Thomas E. Perez
Secretary of Labor
Chair of the Board
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A MESSAGE FROM THE DIRECTOR

The most important role we have at the Pension Benefit Guaranty Corporation is to
protect the retirement security of nearly 40 million workers, retirees, and beneficiaries in
traditional pension plans. These plans, and the guarantee provided by the PBGC, are
important not only for the participants, but also their families and often the
communities in which they live. '

As many Americans continue to benefit from longer lifespans, the need for lifetime
income is more important for cutrent retirees and generations that follow. Nothing
gives people more retirement security than a traditional pension that they can’t outlive ot outspend.

During this past year, I've been able to work with a talented group of professionals to make sure that when a
plan can no longer fulfill its promises to participants and beneficiaries, PBGC will step in and pay the
statutory guarantee.

Currently, we pay nearly 840,000 retirees and beneficiaties, and almost 560,000 workers are scheduled to
receive benefits from PBGC when they retire. We are committed to getting timely and accurate payments to
these people each month.

Preserving plans and protecting pensioners are two of our highest priotities. An important accomplishment
this year was the restoration of two RG Steel pension plans to the Renco Group. This is the second time in
our history that we have restored a plan back to the sponsor that made the commitment to its workers in the |
first place. This is an extraordinary outcome for the 1,350 people covered. Thanks to PBGC’s efforts, they
will receive the full benefits they’ve worked for.

We also strive to engage and collaborate with the stakeholder community, including participants, sponsors
and service providers, to listen to their concerns and continue to work on ways to make it easier for plan
sponsors to maintain traditional pension plans. This year, for example, PBGC issued 2 final rule that cuts
penalties for late payment of premiums in half, which reduces the regh.latory and financial burdens of
sponsoring a pension plan. ' :

Additionally, the scope of PBGC’s mission is increasing by expanding our Missing Participants Program to

include terminating defined contribution plans that are not covered by the existing program. We reached out

~ to the community to see what was needed and got input on practical ways to do it. In September, we issued 2
proposed rule that would help find participants and connect them with theit retitement savings.

PBGC’s work on implementing the Multiemployer Pension Reform Act of 2014 is ongoing. We issued 2
proposed rule on facilitated mergers, a tool targeted to help troubled multiemployer plans improve their long-
term health. PBGC continues to work with the Departments of Labor and Treasury to carry out the law.

PBGC continues to collaborate with stakeholders in the multiemployer system to find solutions to resolve its
financial difficulties. At the same time, we must protect the benefits of those left behind in the existing
defined benefit system, even as new plan models emerge.
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We are working to remedy the financial troubles of PBGC’s Multiemployer Program, which is expected to

- run out of money in the near future. It is in all stakeholders’ interests — workers, retirees, and plan sponsors —
y

that the PBGC is financially sound.

We continue to wotk with others in the administration on ways to improve the financial condition of the
multiemployer program. There is still much wotk to be done to protect the retirement incomes of those who
rely on us. '

Providing excellent customer service is among our top priorities. We are proud that the retirees we serve have
given us a score of 90 on the American Customer Satisfaction Index. This score is among the best in the
public and private sectors. Everywhere I go, people make an effort to tell me about someone at PBGC who
was vety helpful to them. It reinforces what I alteady know — that the drivers of PBGC’s hard work and
accomplishments are the agency’s professional staff who are dedicated and passionate étbout PBGC's mission.
Together, we have a firm commitment to.ensure that Ametican workers have greater financial security in
their retirement years.

I am grateful to the Board of Directors — Secretary of Labot Tom Perez, Secretary of the Treasury Jack Lew
and Sectetaty of Commerce Penny Pritzker and their staff — for their support during my first year at PBGC.
We thank them for their leadership and dedication to our mission.

W. Thomas Reeder
Director
November 15, 2016
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ANNUAL PERFORMANCE REPORT

Established by Congress in 1974, the Pension Benefit Guaranty Cotporation (PBGC and the Corporation)

_insures the defined benefit pensioné of workers and retirees in private-sector pension plans. PBGC now
protects the retirement security of nearly 40 million American workers and retirees in defined benefit pension
plans. PBGC is responsible for benefit payments to more than 1.5 million people in failed plans who
otherwise may have lost their pensions — earned for years of work for steel mills, auto parts suppliers;
trucking companies, grocery and department stores, aitlines and more. In doing so, the Corporation enhances
the retirement security of workers and retirees, and their families across the country.

PBGC runs two programs to insure different types of defined benefit pension plans: single—employer plans
and multiemployer plans. These two insurance programs are operated and financed separately. PBGC’s
mission is to enhance retirement security by preserving plans and protecting pensioners’ benefits.

The Corporation strives for excellence in the following areas:
e  Preserve plans and protect plan participants and their families.

-« Pay benefits accurately and on time.

e Maintain high standards of stewardship and accountability.

'This annual performance report outlines PBGC’s operations, measures of success, and progress toward
achieving our mission. ‘
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OPERATIONS IN BRIEF

PBGC éi:rengthens retirement security by preserving plans and protecting plan participants and their families.
The corporation guarantees payment of the defined benefit pension benefits, up to the legal limits, earned by
nearly 40 million American workers and retirees in nearly 24,000 plans. Since 1974, PBGC has become
responsible for mote than 1.5 million people in over 4,800 failed single-employer and multiemployer plans.
PBGC made benefit payments of §$5.8 billion in FY 2016.

To presetve plans and protect plan participants in FY 2016, the Corporation:

s  Helped to protect over 55,000 people by taking various actions in the bankruptcy process to encourage
companies to keep their plans when they emerged from bankruptcy.

¢  Reached an agreement that returned two terminated pension plans to the sponsot, required the sponsot
to restore full benefits to the plan’s 1,350 steelworkers, and mandated back payments to retirees for
benefits not guaranteed by PBGC.

®  Paid $113 million in financial assistance to 65 insolvent multiemployer plans.

e Through the Early Warning Program, negotiated almost $3 billion in financial assurance to protect mote
than 367,000 people in plans at risk from corporate events and transactions. These agteements also avoid
placing an unnecessary burden on premium payers.

e  Conducted compliance reviews of plan sponsor calculations for plans that ended through standard
terminations, resulting in almost 940 participants receiving corrected benefit amounts with a value of §4.5
million.

To pay timely and accurate benefits in FY 2016, the Cosporation:

¢ Assumed responsibility for more than 46,000 people in 76 trusteed single-employer plans;
o Started paying benefits to almost 35,000 retirees in single-employer plans.

¢ Paid $5.7 billion to nearly 840,000 retirees from more than 4,700 failed single-employer plans.
To maintain high standards of stewardship. and accountability in FY 2016, the Cotporation:

o Achieved an unmodified financial statement audit opinion.
* Reduced the number of open audit recommendations from 163 to 86, a reduction of 47 percent.

» Continued to provide outstanding service to retirees, as demonstrated by a retiree customer satisfaction
score of 90 that is among the best public and private sectors, according to the American Customer
~ Satisfaction Index.
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STRATEGIC GOALS AND RESULTS

This annual performance report provides information on PBGC’s petformance in achieving its mission as
outlined in its three strategic goals. Performance results for FY 2016 are detailed below.

GOAL NO. 1: PRESERVING PLANS AND PROTECTING PENSIONERS

"PBGC engages in activities to preserve plans and protect plan participants by administering two sepatate
insurance programs. The multiemployer program protects over 10 million workers and retirees in about 1,400
pension plans. The single-employer program protects about 30 million workets and retitees in over 22,000
pension plans.

This year, the multiemployer program:

¢ Paid §113 million in financial assistance to 65 multiemployer pension plans covering the benefits of over
59,000 participants with an additional 27,000 people entitled to benefits once they retire. Ten of the 65
plans became insolvent during FY 2016. These 10 newly insolvent plans cover about 10,000 patticipants.

¢ Performed 16 multemployer plan audits to protect the benefits of more than 14,000 people.
This year, the single-employer program: '

* Monitored 1,500 companies for financial transactions that potentially posed risks to the financial viability
of plans.

® Protected pensioners whose plan sponsors were in bankruptcy.

® Ensured that participants received the law’s full protection in both underfunded and fully funded plan.
terminations.

MULTIEMPLOYER PROGRAM

A multiemployer plan is 2 pension plan created through-a collective bargaining agreement between employers
and a union. The employers ate usually in the same or related industries. Multiemployer plans provide
benefits for people in several industries, such as transportation, construction, mining, and hospitality. PBGC
provides financial assistance to insolvent multiemployer plans, and offers technical assistance to
multiemployer plan administrators, service providers and other stakeholders.

The multiemployer insurance program is likely to run out of money by the end of 2025. PBGC is taking steps
to improve the financial status of its multiemployer program. For example, PBGC treviews plan termination
filings and plan merger notices, and responds to requests for PBGC approval of vatious transactions under
the multiemployer provisions of ERISA’s Title IV. In addition, PBGC continues to implement changes
mandated by the Multiemployer Pension Reform Act of 2014 (MPRA).

Protecting Pensioners in Multiemployer Plans

PBGC monitors all multiemployer plans that reqﬁest or receive financial assistance. In FY 2016, the
Corporation began providing financial assistance to 10 insolvent multiemployer plans covering about 10,000
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participants. Additionally, the Corpﬁration performed 16 audits of mu_lﬁemployer plans that cover more than
14,000 people and identified 142 firidings. The chief objectives of these audits are to ensure:

¢ Timely and accurate payment of benefits to all plan participants.
e Compliance with laws and regulations.

o  Effective and efficient management of the assets remaining in terminated plans.

Multiemployer Plan Partitions and Applications for Benefit Suspensions

MPRA provides more options for sponsors of plans likely to become insolvent when facing funding
issues. Certain critical and declining plans that are projected to run out of money, generally within 20 years,
may ask PBGC to approve a partition. A partition will transfer responsibility for paying a portion of
participants’ and beneficiaries” monthly guaranteed benefit amounts to a successor plan that will receive
financial assistance from PBGC, relieving the otiginal plan of some of its financial obligations.

In order for a plan to be eligible for a partition, the plan sponsor must show that the plan has taken all
reasonable measures to avoid insolvency, including maximum benefit suspensions under the law, and that
partition is necessary for the plan to remain solvent. If partition is approved, the original plan will have an
ongoing benefit payment obligation to preserve benefits for all participants at levels above PBGC guarahtced
amounts over the long term.

Generally, applicants for partitions will also apply to the Treasury Department for a suspension of benefits to
110 percent of the PBGC-guaranteed level, except for age-protected and disability-protected benefits. PBGC
plays a consultative role to the Treasury Department for the review of applications for benefit suspensios.

In FY 2016, PBGC received three appiications for partition. Of those applications, one was denied and two
are currently under review.

Multiemployer Plan Mergers and Transfers

Plan metgers can be a way to help protect people’s benefits in multiemployer plans. In general, mergers can
 broaden 2 plan’s contribution base, reduce administrative and investment expenses for small plans, and rescue
troubled plans from projected insolvency. Similatly, transfers of assets and liabilities between plans, often
accompanied by 2 plan merger, can have a healthy impact on all plans involved. Such transfers may result in
steady or improved funding to help sustain the plans in the future. In FY 2016, PBGC processed six plan
mergers and one transfer of plan assets and liabilities. These transactions were not related to provisions under
MPRA.

In FY 2016, PBGC proposed 2 rule that would implement changes under MPRA and update the plan merger
ptrocess in general. The proposed rules give PBGC the authority to facilitate plan mergers by providing
technical assistance, or financial assistance if necessary, to avoid plan insolvency.

Ass:stance fo Multlemployer Plan Sponsors

PBGC provides technical assistance to muluemployer plan profess1ona1s regarding difficult intetpretation
issues arising under Title IV of ERISA. In 2016, PBGC wotked with plan sponsors on how to administer the
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payment of Qualified Pre-Retirement Survivor Annuities (QPSA) under the revised rules pursuant to MPRA.
That law made QPSA benefits payable to spouses of participants who were alive on the date of plan
insolvency or termination. PBGC worked with terminated and insolvent multiemployer plans to ensure the
successful payment of these benefits.

" SINGLE-EMPLOYER PROGRAM

The single-employer program covers defined benefit pension plans that are sponsored by one employer.
When an underfunded single-employer plan terminates, PBGC steps in to provide guaranteed benefits. This
typically happens when the employer sponsoting an underfunded plan goes bankrupt ot out of business, and
can no ldnger afford to keep the plan going. In this type of termination, PBGC takes over the plan's assets,
administration, and payment of plan benefits up to the legal limits. Single-employer plans can also end in a
standard termination, provided the plan has enough money to pay all benefits owed to participants.

The single-employer program continues to have a deficit, but given the recent trends in claims and premiums,
it is likely to improve over the next decade. Now and in the coming years, PBGC will continue its efforts to
protect the interests of single-employer plan participants and beneficiaries.

Protecting Pensioners When Plans Are at Risk

Under the Early Warning Program, PBGC monitored more than 1,500 companies to identify transactions and
events that potentially posed risk to the people covered under their pension plans. The Corporation reviewed

more than 200 transactions and, where approptiate, arranged agreements for suitable protections to safeguard
participant benefits in the following three cases:

e PBGC and Sears finalized an agreement to help protect the Sears pension plan and its nearly 200,000
. participants. Sears will continue to protect the assets of certain special purpose subsidiaries, which hold
real estate and/or intellectual propetty assets. The subsidiaties will grant springing liens of up to $2.7
billion on the protected assets in favor of PBGC. The liens will be triggered only by failure to make
required contributions to the plan, by prohibited transfets of ownetship interests in the subsidiaries,
termination of the pension plan, or by bankruptcy of the company or certain subsidiaries.

¢ PBGC reached an agreement with Alcoa, Inc. in connection with the company’s split into two businesses:
the mining and commodities business and the value-added business that consists of the multimaterial .
products and solutions company. Alcoa will make cash contributions totaling $150 million over two yeats-
in addition to its required pension contributions. This agreement helps to protect more than 102,000
patticipants in the pension plans. '

¢  PBGC reached an agreement with Computer Sciences Corporation {CSC) and CSRA Inc., to protect the
benefits of more than 23,000 participants. PBGC acted prior to the separation of CSC’s public sector
consulting practice from its commercial practice, and the merger of the public sector practice with SRA
International, Inc. Under the agreement, CSRA now sponsors all of CSC’s pension plans. If CSRA’s
indebtedness does not decline to agteed-ﬁpon levels or the company does not achieve investment-grade
ratings, CSRA will contribute $100 million to its largest pension plan.
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Additionally, each year PBGC receives distress termination applications and identifies abandoned plans.
These situations may signify a plan’s financial difficulty and often result in plan terminations or settlement
agreements.

Protecting Pensioners Whose Employers File for Bankruptcy

PBGC takes an active role in bankruptcies to protect the interests of employees and retirees in the plans. The
Corporation works to prevent unnecessaty terminations and to obtain the maximum possible financial
recovetry when a plan must terminate. Examples include:

e PBGC was prepé.red to terminate HOVENSA’s pension plan after the company closed its oil refinery
and filed for bankruptcy. However, PBGC worked closely with all stakeholders to reach a resolution that
provided for assumption of the pension plan by Hess Corporation, HOVENSA’s 50 percent joint-
owner. As a result, the plan was not terminated, and its 1,610 participants can expect to receive their
promised plan benefits.

e  Alpha Natural Resources, Inc., 2 coal company, filed Chapter 11 bankruptcy on August 3, 2015, in the
Eastern District of Virginia. At the time, Alpha sponsored three single-employer plans with a total of
14,794 participants and combined unfunded benefit liabilities of approximately $429 million. PBGC co-
chaired the Committee of Unsecured Creditors. In the course of the baskruptcy, several of Alpha’s
mittes were sold to its first-lien lenders and are operating as Contura Energy, Inc. Alpha emerged from
bankruptcy on July 26, 2016, and continued sponsorship of its single-employer plans (though it withdrew
from the multiemployer UMWA 1974 Pension Plan). ' Alpha agreed to make a total of $18 million in
excess contributions to its single-employer plans, in two equal installments in 2017 and 2018. The excess
contributions ate patt of the bankruptcy plan of reotganization. '

Significant Litigation

PBGC protects participants in America’s private-sector pensions through litigation in federal and state
courts. In June 2016, PBGC restored the RG Steel pension plans to the sponsorship of The Renco Group,
Inc. This marks only the second time in PBGC history that terminated plans were restored to an employer.

The restoration followed PBGC’s lawsuit against Renco, in which PBGC alleged that Renco had entered into
a financing transaction with a principal purpose of evading liability for RG Steel’s pension plans. PBGC also
alleged that Renco committed fraud against PBGC in connection with that transaction. Less than five months
after the transaction, RG Steel liquidated in bankruptcy, and later its pension plans were terminated.

In Decembet 2015, a triat was held, but PBGC and Renco negotiated a settlement prior to the court’s
decision. In the settlement, Renco agreed to assume the plans, to pay all future benefits promised under the
plans, and to make back payments for benefits not guaranteed by PBGC. Renco also agreed to reimburse
PBGC for $15 million in benefits paid after the termination, and to pay about $35 million in shutdown
benefits to patticipants that would have gone unpaid absent the plan restoration. Shutdown benefits are early
retirement benefits payable to certain participants when a company shuts down its operations.
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Protecting Pensioners in Standard Terminations

A company can end a fully funded plan in a standard termination by paying all the benefits it owes. In FY
2016, almost 1,340 plans, covering approximately 193,000 participants, filed standard terminations. The
number of standard terminations was consistent with past yeats and will have minimal effect on PBGC’s
premium income. Large plans that filed this year include CVS Health Corporation, Inova Health System,
Community Hospitals of Indiana, Philips Electtonics, Pfizer, Inc., and First American Financial
Corporation. Philips Electronics also completed the standard termination process in FY 2016. Other large
plans, such as NBC Universal, Acument Global Technologies, Fluot Cotporation, Hannaford Brothers, and
Fannie Mae, completed previously filed standard terminations. Approximately 1,225 plans with more than

- 209,000 participants completed standard terminations in FY 2016.

PBGC conducted 260 standard termination audits to verify that plan sponsors propetly calculated
participants’ benefits due to the plan termination. As a result, almost 940 people in these plans received an
additional $4.5 millio_n in benefits.

GOAL NO. 2: PAYING TIMELY AND ACCURATE BENEFITS

Nearly 1.4 million current and future retirees in trusteed single-employer pension plans rely on PBGC for
their benefits. The benefits administration team is committed to paying their benefits accurately and on time.

Benefit Administration

When a single-employer plan ends without enough money to cover all of its benefit promises, PBGC steps in
to become trustee and pay benefits up to legal limits. In FY 2016, PBGC became responsible for more than
46,000 additional workers and retirees in 76 single-employer plans. Nearly 17,000 of these new participants
are already retired and continue to receive their benefit every month.

The five largest plans that PBGC trusteed in FY 2016 were sponsored by the Great Atlantic & Pacific Tea
Company Inc. (21,069 participants), Freedom Communications (5,214 participants), Southern Regional
Health System Inc. (2,759 participants), Walter Energy Inc. (2,722 patticipants), and the Estate of Vincent
Posner (2,101 participants).

PBGC paid $5.7 billion in benefits to almost 840,000 retirees in single-employer plans. In FY 2016, almost
35,000 new retirees applied to begin benefits. The benefit administration team processed over 87 percent of
those applications in 45 days or less, an improvement over FY 2015’s 80 percent.

The benefit administration team’s highest priority is to ensure that existing retirees in newly trusteed plans
continue to receive retirement benefits without interruption. In addition, the benefit administration team
makes sure that newly eligible retirees who apply for benefits receive them prompitly.

PBGC also works hard to make sure that benefits are accurate. Each month, almost 220,000 retirees whose
final benefits are being calculated received an estimated benefit amount. Over the last six years, more than 95
percent of our estimated benefits have been within 10 percent of the final benefit amount.

After PBGC becomes trustee of a plan, the benefits administration team begins a complex, mulﬁyear process
of valuing the plan’s assets, reviewing plan and participant data, and calculating final benefits. Only after this
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process is finished can we tell individual participants the exact amount of their benefit. In FY 2016 the
benefit administration team informed 67,318 people of their final benefit amounts, including 15,256
participants in the Delphi Salaried Plan and 19,741 in the Delphi Houtly Plan.

PBGC continues to work on calculating final benefits of its largest and oldest plans, including the Delphi
plans. Delphi is PBGC’s second largest case, and its pension plans present by far the most complex asset
structure in the Corporation’s history. Processing times have increased due to procedure changes and 2
reorganization for the Office of Benefits Administration designed to enhance the quality of work products
and close audit findings. These improvements will reduce processing times beginning in FY 2018.

Reviews and Appeals

When participants in trusteed single-employer plans disagree with PBGC’s detetmination of their benefit,
they have the right to bring their concetns to the attention of the PBGC’s Appeals Board. Employets may
also appeal certain PBGC determinations. The Appeals Board independently reviews each appeal, and
provides a detailed written explanation of its decisions. Historically, approximately 1 percent of benefit
determinations are appealed. In FY 2016, the Appeals Board closed 351 appeals, with 217 still open at the
end of the year. The Appeals Board statistics for the last ten fiscal years are on PBGC’s website.!

1 http:/ /www.pbgc.gov/Documents/ PBGC-appeals-datagov.pdf.
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GOAL NO. 3: MAINTAINING HIGH STANDARDS OF STEWARDSHIP AND
ACCOUNTABILITY

Participant and Plan Sponsor Advocate

The PBGC Participant and Plan.Sponsor Advocate, selected by the PBGC Board of Directors, acts as a
liaison between PBGC, sponsors of insured defined benefit plans, and participants in PBGC-trusteed
plans. The duties of the position include advocating for the full attainment of the rights of participants in

_ trusteed plans and assisting participants and plans sponsors in resolving disputes with the Corporation. The
Advocate also identifies areas in which participants and plan sponsors have persistent problems in dealings
with PBGC, and may propose changes in PBGC’s administrative practices to mitigate problems. The
Advocate summatizes requests for assistance and identifies persistent problems, as well as specific legislative
and regulatory changes to address such problems, in an annual report to PBGC’s congressional committees
of jurisdiction, the PBGC Board of Directors, and PBGC’s Ditectot.

The Advocate issued her second annual report on December 31, 2015. The report noted progress in handling
unusual benefits issues and PBGC’s engagement with participant advocacy groups; and expressed optimism
that changes in PBGC’s leadership will lead to an improved relationship between the corporation and the
sponsor community. The Advocate identified areas where improvement could be made, and also
recommended the corporation take a fresh look at premium penalties.

Accountability: Measim'ng and Monitoring Performance

PBGC continuously monitors how well the Corporation does its job>and serves customers using a wide range
of performance measures. Among them are how quickly and seamlessly the Corporation pays retirees, how
accurately PBGC calculates their benefits, and how well the Corporation invests assets. PBGC conducts
surveys to help improve the coordination and cooperation essential to meet customer service goals.

Each quarter, PBGC leaders participate in data-dtiven discussions covering the Cotporation’s progress in pre-

- and post-trusteeship operations, stewardship and accountability, customer satisfaction, and building and
maintaining a2 model workplace. The strategic use of performance data better informs planning and execution
of operations, as well as corporate and program area decision-making.
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| . : TABLE 1: SUMMARY OF PBGC MEASURES AND ACTIVITIES

People Protected in Pla.ns Emergmg From Bankruptcy - 55,000 .16,000
Standatd Termination Audits: Additional Payments _ » . $4.5 M to 940 $5.8 M to

people - 1,456 people

People Recdving%eneﬁts - Single—employcr ) S o 846:000 o 82‘l6,06i)®
People to Receive Benefits in Futute — Single-employer 559,000 560,000
People Receiving Benefits in Plans Receiving Financial 59,000 54,000
Assistance — Multiemployer
People to Receive Benefits in Future in Plans Receiving 27,000 . 25,000
Financial Assistance — Multiemployer

i New Retiree On-time Payments 100% - 100% 100%

j Estimated Benefits Within 10 percent of Final Calculation v 95% - 96% . 96%

| Average Time to Provide Benefit Determinations (yeats) 43 6.3 48
Improper Payment Rates within OMB Threshold! <1.5% Yes Yes
Applications Processed in 45 Days | 87% 87% 80%
Reﬂree Sansfactlon ACSIz : 90 90 91
Caller Satisfaction — ACSI 83 84" 83
Premium Filer Satisfaction — ACSI - 73 79 76
Overall Customer Satisfaction? 80 73 75
Contract Awards Fully Competed © 75% 92%
Financial Sutplus (Deficit) — Single-employer - ($20.6B) ($24.1B)
Financial Surplus (Deficit) — Multiemployet ($58.8B) ($52.3B)
Unmodified Audit Opinion " Yes Yes Yes
Compliance with EEOC Management Directive 715 Yes Yes Yes

1'The OMB threshold for significant improper payment reporting is as follows: amounts that exceed (1) both 1.5 percent and $10 million in improper payments,
" or (2) $100 million in improper payments. -

2 The American Customer Satisfaction Index (ACSI) uses 2 0-100 sm.le; 80 or above is consideted excellent.

3 Measures customer satisfaction with information and services provided by the corporation.
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PBGC’S OWN FINANCES MUST BE SOUND

PBGC’s operations are financed by insurance premiums set by Congress and paid by sponsots of defined
benefit plans, along with investment income, assets from pension plans trusteed by PBGC, and recoveries
from the companies formerly responsible for the plans. PBGC receives no funds from taxpayer dollars. The
Corporation pays benefits based on federal law and the provisions of the plans trusteed by PBGC.

Fiscal Deficit

The net financial position remains in deficit for both the single-employer and multiemployer programs. The
net financial position of the larger single-employer program is likely, but not guaranteed, to improve ovet the
next decade. Current projections of the single-employer program show a surplus in 2025. The multemployer
insurance program is likely to run out of money by the end of 2025. The single-employer and multiemployer
programs are operated and financed separately. Assets from one program cannot be used to support the
other program.

Financial Soundness and Financial Integrity

PBGC is responsible for insuring the pensions of tens of millions of people, whose benefits ate valued at
hundreds of billions of dollars. In addition to collecting premiums, exercising care in the management of
about $100 billion in total assets and attaining the 24th consecutive unmodified audit opinion on its financial
statements, PBGC stayed focused on improving management in several areas.

Collecting Premiums

In FY 2016, combined premium cash receipts collected totaled $5.5 billion. Single-employer program
premium cash receipts collected were $5.2 billion. Separately, multiemployer program premium cash receipts
were around $300 million. Premium rates are generally indexed for inflation. In addition, the Bipartisan
Budget Act of 2013, the Multiemployer Pension Reform Act of 2014, and the Bipartisan Budget Act of 2015
specify premium rates or premium increases for certain years. In FY 2016, PBGC published 2 final rule that
reduces the late premium payment penalty rates for all plans and waives most of the penalty for plans with a
good compliance record that pay promptly after notification of late payment.

Investing Prudently

PBGC investment assets ate administered by private investment management firms, subject to PBGC’s
investment policies and oversight procedures. Procedures for internal controls, due diligence and risk
management are subject to periodic review. Regular and detailed communication with management firms
enables the Corporation to stay informed on matters affecting its investment program. The following table
provides a comparison of PBGC investment performance relative to each composites” respective benchmark.
- For further information, refer to Section VII. Investment Activities.
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TABLE 2: PBGC FY 2016 INVESTMENT RETURNS VERSUS BENCHMARKS

1-Year Period  3-Year Period  5-Year Period

Total Fund Composite 10.8% 6.2% 6.7%
Total Fund Benchmark 10.4% 6.0% 6.4%
ERISA/ PPA Portfolio Benchmark? 11.2% - 84% 11.1%

Total Global Public Stock T 13.5% 6.7%- 12.1%
Total Public Stock Benchmark3 13.1% 6.4% 11.7%

Total Global Bonds 10.0% 6.3% 4.8%
Total Global Bonds Benchmark* 9.6% 6.2% 4.4%

! The Total Fund Benchmark is 2 dynamic weighted benchmark based upon the weights of the Total Global Public Stock Benchmark, the Total Global
Bonds Benchmark and the Total Money Market Secutities Benchmark. This benchmark is utilized to compare against the Total Fund Composite
returns shown above.

2'The ERISA/PPA Portfolio Benchmark is based upon 2 hypothetical portfolio with 2 60% allocation to the Standard & Poor’s 500 equity index and a
40% allocation to the Barclays Capital Aggregate fixed income index. See section VII Investment Activities (The Pension Protection Act of 2006
Reporting Requirement).

*The Total Global Public Stock Benchmark is a dynamic weighted benchmark based upon the weights of the U.S. Public Stock composite and the

International Public Stock composite and the returns of their respective benchmarks.
#The Total Global Bonds Benchmark is a dynamic weighted benchmark based upon the weights of PBGC’s fixed income managers and the returns of
their respective benchmarks.

Smaller Asset Managers Pilot Program

PBGC implemented 2 Smaller Asset Managers Pilot Program that creates new opportunities for smaller asset
managers to compete for the Cotporation’s business. Before the pilot program, these contracts wete out of
reach for smaller asset managers because the minimum required assets under management, often in the
billions, was too large for small firms to qualify. I order for firms to be eligible for the pilot program,
applicants were required to have 2 minimum of $250 million in assets under management and a five-year

‘performance history. They also were required to undergo the same competitive evaluation as othet PBGC

money managers.

In FY 2016, five firms were selected to participate in the pilot program, and each firm will be responsible for
investing $175 million in U.S. core fixed-income instruments. PBGC limited its allocations to no more than
20 percent of a firm's assets under management, which is in keeping with industry standards. The firms will
be evaluated on their petformance, after fees, against the portfolio benchmark over a full market cycle of
highs and lows at an acceptable level of risk.

OUTREACH AND CUSTOMER SERVICE

Listening to Customers

Our customers are at the center of PBGC’s mission, and their interests are considered when decisions are
made at every level of the organization. PBGC first identifies and prioritizes customer needs through the use
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of surveys that assess major processes and communications. The Corporauon then sets targets to promote
continued improvement in the areas that matter most to our customers.

Telephone Surveys

PBGC uses telephone surveys to get feedback from its customers, including retirees, premium filers, and
callers to the Corporation’s Customer Contact Center. The Ametican Customer Satisfaction Index (ACST)
evaluates PBGC’s services to this sector of customers. ACSI sutveys use a proven statistical methodology to
identify where improvements cin be made.

The retiree survey measures

satisfaction among retirees who 100 : = : :
) g Retiree and Participant Caller Satisfaction
receive monthly benefits from 01 '
90

PBGC. This group rated the 89 so o

-
—---——-----—-O-" ekl L T

Cotporation’s satisfaction at 90 or _
87 87 8 84

above for four consecutive years, o5

including a score of 90 in FY 2016.
Sutvey respondents indicated an
apptreciation of PBGC’s dependable
and timely payment of their PBGC
benefits. In the 2015 ACSI Federal
Government Report, PBGC was 60

recognized among government’s

“satisfaction success stoties,” with a emomenz PBGC Participant Callers o« = @ PBGC Retitees
e Federal Government Agpregate

80

80 = Threshold of Excellence

ACSI Index

68

2012 2013 2014 2015 2016

score higher than the best among
private-sector, firms.

The participant caller survey measutes the satisfaction of pension plan participants who call PBGC’s toll-free
pumber. Customers rate their overall experience, including the automated phone system, interactions with
representatives, and resolution of their concerns, Other service aspects, such as written communication ot the
benefit application process, are also evaluated. PBGC exceeded its FY 2016 target of 83, scoting an 84.

The premium filer survey

measures satisfaction among plan 100 - . L. .
sponsots and their representatives Premium Filer Satisfaction
who file mandatory annual . 749

. . 80 - 7 o
premiums with PBGC. For the %’S L 74 73
second consecutive year, the K 67. - 64 64 65
premium filer score increased by 5 60 4 ==
three points over the previous < ekt D T P
year’s score, achieving a 79 and 54
surpassing the goal of 73. T o 2015 2016
Streamlining of filing requirements
. . PBGC Premium Filers o= «» e TRS Small Business Filers
in recent yeats improved the )

@ e» ea RS Large Cotporate Filets

ptocess.
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e Online service for %0 \\ 81 ' 8‘“/
practitioners using My 86 20 i7 77 .76

Online Surveys

PBGC conducts four online surveys measuring user satisfaction. These cover:

®  Online service for
participants using My
Pension Benefit Account

(MyPBA); .
82 o 83

100 -
Online Customer Survey Satisfaction

Plan Administration 71 72 7 74
. 73 7% 74 .73
Account My PAA); 70 - :
¢ The PBGC.gov website; 60
and . 2012 2013 2014 2015 2016
¢ Overall satisfaction of all ' Customer Satisfaction Results -—--PBGC.gov Results

customets. : : ===MyPBA Results ——=My PAA Results

These sutrveys provide valuable benchmarking insight and track trends in customer satisfaction. Online
surveys collect feedback continuously, allowing PBGC to promptly address customer concerns.

Participants use MyPBA to conduct transactions with PBGC, such as applying for benefits, updating their
address or banking information, specifying federal tax withholding, or requesting benefit estimates. The
MyPBA survey measures satisfaction in ateas, such as functionality, look and feel, and plain language. MyPBA
incorporated two customer friendly upgrades designed to improve messaging and make it easier for
participants to select benefit forms and to file their taxes. The MyPBA satisfaction score is 76, just below its
target of 77. '

Practitioners use My PAA to file premiums with PBGC. The My PAA survey measures satisfaction covering
topics such as navigation and site performance. The satisfaction score is 83, exceeding the target of 79, My
PAA implemented upgrades to simplify navigation, improve printing, increase validations that reduce filing
errors, and make other usability improvements based on customer feedback.

The PBGC.gov sutvey measures satisfaction with PBGC’s public website, in terms of content and plain
language. The website satisfaction score was 74, meeting the target. PBGC is using this customer feedback for
a site redesign slated to launch in FY 2017. More specifically, the new site will provide visitors simple search
features and easier navigation as well as better visibility for the MyPBA application.

PBGC’s customer satisfaction survey takes a broader petspective and measures customer views on how well
the Corporation petforms its mission. This year, PBGC attained a score of 73, below the target of 80. The

- Cotporation continues to listen to its customers and strives to serve them better. The combination of

improvements to the online service tools, the Cotporation’s website redesign and improved communications

‘with future retirees is expected to have a positive impact on overall customer satisfaction.

PENSION BENEFIT GUARANTY CORPORATION 14 FY 2016 | ANNUAL REPORT



Reaching Out to Customers and Stakeholders

PBGC continues to educate and reach out to stakeholders, constituents, and customers about the
Corporation’s ongoing activities. In FY 2016, PBGC representatives participated in 160 events with plans
sponsors, sexrvice providers and participant groups. These events involved discussions on topics such as the
multiemployer insurance program, actuarial matters and lifetime income.

PBGC holds regular meetings with organizations that represent the interests of pension plan participants such
as AARP, the Pension Rights Center, the National Retiree Legislative Network, and various labor
organizations. The Corporation regularly communicates with employer and practitioner groups such as the
American Society of Pension Professionals and Actuaties, the ERISA Industry Committee, the American
Benefits Council, the National Coordinating Committee for Multiemployer Plans, the U.S. Chamber of
Commerce, the American Bar Association’s Joint Committee on Employee Benefits, and several
organizations representing the actuarial profession. These meetings strengthen PBGC’s relationships with
stakeholders and build on shared goals.

PBGC’s blog — Retirement Matters — launched a new seties titled Director’s Hub. Written by Ditrector Reeder, the
series presents his take on PBGC’s activities and his thoughts about preserving pension plans and protecting

retirement security. With a 40 percent increase in page views over the prior year, Retirement Matters also brings
~ to customers important stories about PBGC and pensions.

The Corporation expanded its online outreach materials on PBGC.gov to ensure that customers have easy
access to information, including updated content on the Health Coverage Tax Credit, the Delphi Hourly and
Salaried Pension Plans, and PBGC’s multiemployer activities. In addition to informing the public through a
variety of formats, including press releases and newsletters, PBGC sent over 2 million emails to keep
customers and stakeholders informed about the latest developments on pensions and retirement security. All
PBGC.gov content complements PBGC’s social media outreach, which includes regular postings to '
Facebook and Twitter. :

SUSTAINING THE PROGRAMS

PBGC continuously monitors and reports on its insurance programs and their effectiveness. The model used
to accomplish this task is reviewed internally and by outside expests. The Cotporation implements strategies
to strengthen the programs’ financial health and improve its ability to manage risk.

Research and Analysis Activities

PBGC serves as an expert and impartial source of information about pensions and retirement policy. The
Policy Research and Analysis Department (PRAD) delivers timely and accurate analysis of PBGC programs
and policy alternatives to policy-makers and external stakeholders.

Each year PRAD updates the Pension Insurance Data Book, a compendium of data regarding PBGC and its
single-employer and multiemployer insurance programs. As patt of its focus-on the multiemployer insurance
system, this year PBGC added a graphical supplement that illustrates aspects of the multiemployer program in
greater detail. ‘The supplement allows users to look at time-seties data on the funding status of muldemployer
plans as set forth in the Pension Protection Act of 2006. Additional studies on both the multemployer and
single-employer retirement systems are in progress. -
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Improvements to Pension Insurance Modeling System (PIMS) and Related Reports

PRAD’s primary forecasting model is PIMS. In FY 2016, PRAD used the model to issue three major reports:
the report due every five years under the Multiemployer Pension Plan Amendments Act of 1980; the annual
Projections Report, which outlines the ditection of PBGC’s single-employer and multiemployer programs;
and a special teport, required by the Multiemployer Pension Reform Act of 2014 (MPRA), that estimates
average premiums needed in order to maintain PBGC solvency for 10- and 20-year periods. Each of the
reports, and the PIMS model, has a dedicated page on PBGC’s website!, and PRAD staff performs outreach
to 2 vatiety of audiences to discuss the futute outlook for PBGC’s programs. :

Outside experts review PIMS, and the model is periodically tested through a congressionally mandated peet
review. Completed reviews are publicly available, and PBGC uses reviews to improve PIMS and the
Corporation’s reports. PBGC also uses PIMS to illustrate the effects of proposed changes to pension law and
to provide other technical assistance.

Managing Enterprise Risk »

In Match 2016, PBGC established an Enterprise Risk Management Council to develop and implement an
enterptise risk management framework for PBGC. The framework will help managers, leadets and the Board
of Directors assess and mitigate the Cotporation’s risks. The council is responsible for integrating risk
management into the culture and processes of the corporation, leveraging existing work where possible. It
also works to develop the Corporation’s tisk profile and advises leadership on plans to deal with strategic
risks. PBGC created and posted a vacancy for a Risk Management Officer and is mtemevnng applicants.

Regulatory Activities

PBGC continues to issue regulations to protect plan participants and minimize burdens on pension plans and
plan sponsors. In FY 2016, PBGC published:

* A proposed rule to expand the Missing Participants Program to cover defined contribution plans. The
Missing Participants Program helps plans by providing alternatives for dealing with the benefits of
missing participants on plan termination, letting plans transfer the benefits to PBGC instead of
establishing an individual retirement account at a financial institution for each missing participant
account. The program helps participants who lose touch with their plans because PBGC will add the
missing participant to its online searchable database — rnakmg it easier for people to find their accounts —
and also will periodically search for the participant.

* - A proposed rule to facilitate multiemployer plan mergers. This rule implements statutory procedures that
give PBGC new authority to facilitate mergers among seriously underfunded plans. Such mergers can
improve plans’ ability to survive and continue paying benefits to participants.

* A final rule to reduce penalties for late payment of premiums. Smaller penalties reduce the cost of
maintaining plans and encourage their continuance.

! http:/ /www.pbgc.gov/about/ projections-report/pension-insutance-modeling-system.html
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¢ A final rule on annual reporting for controlled groups with serious plan underfunding. Under the rule,
plans that seek a reporting waiver must determine their aggregate underfunding by using unstabilized
interest rates that have not been adjusted to IRS-determined corridors. The rule adds new reporting
waivers for smaller plans and for plans that must file solely because of latge missed contributions ot
funding waiver applications previously reported to PBGC. It also provides alternative ways to report
certain actuarial information.

e A final rule that makes minor changes to the interim ﬁna.l tule on multiemployer plan partitions that
PBGC issued in FY 2015 to take account of public comments.

STRENGTHENING A DIVERSE WORKFORCE AND LEADERSHIP

In an effort to improve organizational performance and ensure proper alignment within the Corporation,
PBGC successfully implemented the reorganizations of five mission critical depatrtments and began prepating
for a potential wave of retirements. With 36 percent of its workforce eligible to retite in the next five years, -
PBGC has increased succession planning efforts throughout the Corporation. PBGC began developing
departmental succession plans that address not just mission critical positions, but also all key positions as
identified by management, back-ups for key positions, roles and responsibilities of key positons, and
knowledge transfer strategies to prevent a loss of institutional knowledge.

Federal Employee Viewpoint Survey

‘The Federal Employee Viewpoint Survey (FEVS) provides a confidential and voluntary method for PBGC
federal employees to share honest and candid feedback about the Corporation’s wotk environment, work-life
balance programs, and other aspects of the Corporation. The sutvey also provides an oppotrtunity for
employees to influence positive change in their workplace. All federal employees are encouraged to take the
survey and have their voice heard. In FY 2016, 65 percent of PBGC’s federal employees participated in the
sutvey. This rate of participation is significantly higher than the government-wide participation rate of 46
percent.

According to the survey results, PBGC has an engaged workforce. Our 2016 FEVS engagement score is 72
percent, the Corporation’s highest score yet. The engagement score measures responses to questions on-how
well leaders lead, the interpersonal employee/supervisor relationship, and the level of employee motivation
related to their role in the workplace. PBGC exceeded its engagement scote tatget of 69 petcent, as well as
the government-wide target of 67 percent.

PBGC’s leaders use the feedback from the FEVS to gain valuable insight into the concerns of PBGC’s
greatest asset, its workforce. Reviewing the survey results is one of the ways the Cotporation’s leaders
identifies PBGC’s strengths and challenges. This year’s survey results can be found on PBGC.gov.

Diversity and Inclusion

According to FEVS, 63 percent of PBGC employees believe that the Corporation’s policies and programs
promote diversity in the workplace. In its second year, PBGC’s Diversity and Inclusion Council is one of
these programs that promotes dialogue across the Corporation on diversity and inclusion priorities. The
council consists of senior-level management, affinity groups and the Independent Union of Pension
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Employees for Democracy and Justice. The group met monthly to identify and promote diversity and
inclusion practices in a vatiety of areas, including recruitment, communication, and employee engagement.

This year, the council partnered with Morgan State University’s Summer Acadeniy of Mathematics and
Science Program to host a day-long event that introduced high school students to the field of actuarial science
and PBGC. The students engaged in hands-on activities to learn more about PBGC as a career option and
the career path needed for actuarial science. The council also expanded its employee engagement practices by
participating in a community day where staff learned more about the Corporation’s diverse affinity groups.

Management and Leadership Training

PBGC introduced a new setvice that offers a variety of assessments for individuals, teams and organizations.
The assessments provide insight into such dimensions as leadership, conflict management, emotional
intelligence, team functioning and organizational culture. ‘This service provides opportunities for self-

‘awareness and a better understanding of the impact on others — two main objectives for leadership

development.

Records Management Training and Workshops

The National Archives and Records Administration (NARA) recognized PBGC as a leader in federal records
management training. In November 2015, NARA reported that PBGC created online records management
training and workshops that engage different areas of the Corporation in meeting records management
requirements.

SAFEGUARDING CUSTOMER INTERESTS

Strengthening E-Government and Information Technology

While maintaining a sound secutity posture, PBGC continued to refine its strategy to modetnize its
information technology (IT) platform. PBGC updated its IT infrastructure program planning process to
include procedures for end of serviceable life technology management and established a security requirements
checklist utilized for all IT acquisitions. The procedures and checklist will ensure that acquired IT hardware,
software, and professional services comply with PBGC and federal policy requirements. As a result of
changes noted by the Inspector General’s independent auditor in late 2015, two material weaknesses were
downgraded to significant deficiencies — entity-wide secutity program planning and management, and access
controls and configuration management. In addition, during FY 2016, PBGC’s Office of Information
Technology completed a vast number of initiatives, including:

¢ Enforcement.of petsonal identification verification card usage for logical éccess for all users, expanded
from just privileged usets in the previous year. ‘

¢ Acquisition of identity and access management sefvices that will ultimately establish an enterptise identity
management platform for the Corporation. '

®  Migration to Skype for Business on the Microsoft Office 365 cloud, migration of all electronic mail to the
Microsoft Office 365, and migration of each individual’s home directory content to the OneDrive for
Business component of the Microsoft Office 365 cloud in response to the Cloud First initiative.
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Reduction of access to participant privacy data by masking sensitive data in development environments
and test environments.

Relocation of Service Desk staff to a facility in Colorado to improve service and efficiency.

Ensuring Ethical Practices

The U.S. Office of Government Ethics (OGE) conducted an inspection of PBGC’s ethics program. The
inspection’s purpose was to collect and assess the program’s compliance data and to identify and mitigate

program vulnerabilities. OGE found that the program complied with its requirements and made only one
recommendation for PBGC to ensure timely notification of financial disclosure report filing requirements for
new entrant confidential reports. After conducting a follow-up review and determining that PBGC had taken
sufficient action to resolve the concern underlying the one recommendation, OGE officially closed its review
of the ethics program. '

In FY 2016, PBGC continued to ensure that new employees teceived ethics training within 90 days of their
date of hire. All financial-disclosure filers and agency-designated employees received annual ethics training by
the end of the fiscal year. In advance of OGE requirements, the ethics program required all public financial
disclosure report filers to use OGE’s electronic filing system, Intggriy, at the start of the fiscal year. PBGC
also developed and provided agency-wide training on the Hatch Act, a federal statute that limits federal
employee participation in partisan political activity. :

Protecting Privacy Interests

Among PBGC’s highest priorities is protecﬁng the personal information of its participants, beneficiaries,
employees and contractors. In FY 2016, the Corporation’s privacy team reviewed PBGC systems to optimize
the confidentiality, integrity, and availability of the information PBGC maintains. In addition to mandatory
Privacy Awareness Training for new hires and annual refresher training for current employees and
contractoss, the privacy team hosted its sixth annual Privacy Week. This multi-day event offered training,
information about hot topics in the privacy field, Q&A sessions, and a guest speaker. The privacy team also
reached out to other wotk units within the Corporation to provide role-based training on handling personally
identifiable information. -

Strengthening Transparency énd Disclosure

PBGC continues to promote compliance with the Freedom of Information Act (FOIA) and the Privacy Act
through the efficient use of technology and human capital management. The Corporation ended FY 2016
with no backlog of FOIA requests. The disclosure team’s compliance goal received support across the
Corporation, resulting in streamlined processes and decreased processing times. The average processing time
for all requests, including simple, complex and special project cases, is seven working days — 13 days less than
the 20-day statutory time requirement.
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INDEPENDENT EVALUATION OF PBGC PROGRAMS

PBGC progiams ate regularly subjected to independent evaluations that help the Corporation remain true to
its mission and accountable for services provided to the public. PBGC continues to wotk to strengthen
controls over operations, financial reporting, and compliance with laws and regulations.

Office of Inspector General (OIG)

PBGC places a strong emphasis on diligently addtessing the OIG’s audit recommendations. 'To facilitate
timely completion and closure of such recommendations, regular status reports ate issued to executive
management to assist in monitoring corrective actions, particularly those relating to material weaknesses and
significant deficiencies. Once work on recommendations is completed, evidence documenting the corrective
actions taken is provided for OIG review.

PBGC is committed to addressing the related OIG recommendations in a timely manner. During FY 2016,
PBGC reduced the number of open OIG recommendations from 163 to 86, representing a significant
reduction from prior years. PBGC closed 16 recommendations related to the two matetial weaknesses, Entity
Wide Secutity and Access Controls/Configuration Management. As a result, these material weaknesses wete
reduced to significant deficiencies. In addition, PBGC closed seven recommendations regarding the Present
Value of Non-recoverable Future Financial Assistance significant deficiency.

PBGC’s OIG oversaw the annual financial statement audit completed by an independent public accounting
firm, CliftonLatsonAllen LLP. In addition, during FY 2016 the OIG performed other audits and evaluations,
including the following:

¢ Audit of the Effectiveness of PBGC’s Governance of Internal Control (AUD-2016-8): In this report the .
OIG made three recommendations regarding PBGC’s Internal Control Committee activities, agency risk
assessment processes, and documentation practices for assessments supporting assurance statements

- under the Federal Managers’ Financial Integnty Act. PBGC management agreed to implement each of
the OIG’s recommendatlons

¢  Audit of PBGC’s Fiscal Year 2015 Compliance with Impropet Payments Information Act Requirements
(AUD-2016-09): For 2015, PBGC performed a risk assessment of the Benefit Payments and Premium
Refunds Payment streams based on risk factors included in Appendix C of OMB Circular A-123. PBGC
concluded that neither program was susceptible to significant improper payments. In FY 2016, the OIG
confirmed that PBGC had complied with applicable improper payment reporting requirements.

e Fiscal Year 2015 Cybersecurity Act Evaluation (Eval-2016-10): The OIG petformed an assessment
analyzing PBGC’s information security policies, practices and procedures governing computer systems
that contain personally identifiable information (PIL). The OIG did not identify any recommendations.

For more information about OIG’s work in promoting accountability in PBGC operattons, visit
OIG.PBGC.gov. :

Government Accountabiliiy Office (GAO)

PBGC’s single-employer and multiemployer insurance programs remain on GAO’s biennial “high-risk” list of
30 government programs most at risk due to vulnerabilities. This status is due to long-term structural
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challenges relating to funding of defined benefit pension plans and the limited tools available to the
Corporation to address PBGC’s long-term financial stability. :

PBGC also monitors progress in addressing GAO tecommendations. As of September 30, 2016, PBGC had
two open GAO recommendations relating to past reviews with one recommendation having been reported to
GAO as being complete. PBGC is considering corrective actions to address the remaining recommendation.

For more information about GAO work on pensions and retirement security issues, visit GAO.gov.
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FISCAL YEAR 2016 FINANCIAL STATEMENT HIGHLIGHTS

The Pension Benefit Guaranty Corporation (PBGC or the Corporation) is a federal corporation established
under the Employee Retirement Income Security Act (ERISA) of 1974, as amended. It guarantees payment
of basic pension benefits earned by nearly 40 million of America’s workers and retirees patticipating in nearly
24,000 private-sector defined benefit pension plans. The Corporation receives no funds from general tax
revenues. Operations are financed by insurance premiums set by Congress and paid by sponsors of defined
benefit plans, investment income, assets from pension plans trusteed by PBGC, and recoveries from the

" companies.formerly responsible for the plans.

FINANCIAL POSITION
PBGC Combined Financial Position

PBGC's combined net position decreased by $3,064 million, increasing the Corporation’s combined deficit to
$79,413 million as of September 30, 2016, a record loss, from $76,349 million as of September 30, 2015. This
is largely due to pension liability valuation interest factors decreasing for both insurance programs, the select
interest rate factor decreased by 53 basis points to 2.27% at September 30, 2016, from 2.80% at September
30, 2015, and the ultimate factor for both insurance programs decreased to 2.14% at September 30, 2016
(after the first 20 years) from 2.86% at September 30, 2015 (after the first 25 years). The overall FY 2016
impact of the change in interest factors was $12,542 million and consists of $6,141 million from
multiemployet probable plans, $6,301 million from terminated single-employer plans, and $100 million from
insolvent multdemployer plans. Another factor driving the combined loss is the addition of over $6,300
million for the 11 plans added to PBGC’s inventory of multiemployer plans requiring financial assistance
currently or in the future. Charges were partially offset by $8,791 million in investment income and $6,686
million in premium and other income.

Multiemployer Financial Position

¢ The multiemployer program’s net position declined by $6,549 million, increasing its deficit to $58,833
million, an all-time high for the multiemployer program. PBGC’s recently issued FY 2015 Projections
Report indicates that the program’s risk of insolvency rises over time, exceeding 50 percent in 2025. The
tisk of insolvency rises rapidly over the following 10 years, reaching over 90 percent By the end of FY
2035. When the program becomes insolvent, PBGC will be unable to provide financial assistance to pay
the full level of guaranteed benefits in insolvent plans.

o The $6,549 million increase in the multiemployer program’s’deficit is primarily due to newly identified
probable plans and decreases in interest factors offset by changes in assumptions regarding the
percentage of benefits that would be guaranteed upon the insolvency of a plan. Losses from financial
assistance in insolvent and probable plans were $6,768 million. The primary factors for this loss are the
addition of 10 new probable plans with net claims of $6,332 million (which represent 10 of the 11 new
additions to PBGC’s multiemployer inventory), and charges resulting from the change in interest factors
of $6,141 million for previously identified multiemployer probable plans, offset by gains due to change in
the guaranteed factor of $4,051 million. Losses for insolvent plans (i.e., plans currently receiving financial
assistance) included $100 million due to the change in interest factors and $56 million due to expected
interest on accrued liabilities. Other factors that contributed to the multiemployer program’s deficit are
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charges of $39 million for administrative expenses and $11 million in actuarial adjustments, offset by
$282 million in net premium income and $143 million in investment income.

Single-Employer Financial Position

The single-employer program’s net position increased by $3,485 million, decreasing the piogramss deficit
to $20,580 million. The primary factors in the single-employer program’s net gain of $3,485 million
included $8,648 million in investment income, $6,404 million in net premium income and other income,
and $417 million credit from completed and probable terminations. These factors were offset by
chatges of $6,301 million due to a reduction in interest factoss, $2,929 million charge due to expected
interest on accrued liabilities, $2,285 million from actuarial adjustments, and $469 million of

- administrative, investment, and other expenses.

INVESTMENTS

PBGC’s Total Fund Composite (excludiﬁg transition accounts) returned 10.8% in FY 2016, exceeding
the Total Fund Benchmark return of 10.4%. FY 2016 investment returns contributed to a total PBGC
combined investment income of $8,791 million.

Due to higher fixed income returns in FY 2016 (10.0% return for Total Global Bonds versus 2.2% in FY
2015), global fixed income market returns generated 2 gain of $5,923 million from fixed income
investments compated to 2 $1,113 million gain for FY 2015. Due to an increase in equity teturns in FY
2016 (13.5% return for Total Global Public Stock versus a negative 3.6% in FY 2015), global equity
market retutns generated $2,768 million of investment income from equity investments compared to a
loss of $1,231 million for FY 2015.

OPERATIONS

- PBGC's combined single-employer benefit payments and muitiemployer financial assistance were $5,772

million in FY 2016 and $5,673 million in FY 2015. PBGC assumed responsibility for the benefit payments of
an additional 46,000 workers and etirees in the 76 single-employer plans that wete trusteed during FY 2016.

FY 2016 combined net premium income increased by $2,311 million to $6,661 million compared to FY 2015
net premium income of $4,350 million. The primary components of the combined net premium income are:
(a) variable-rate premium (VRP) generated income of $4,639 million, and: (b) flat-rate premium income of
$2,026 million. Overall, this represented a 50% year-to-year increase in combined premium income and is

V latgely due to the increase in premium rates and higher levels of plan underfunding.

During FY 2016, PBGC assumed financial responsibility for 67 underfunded single-employer plans that were
terminated. Some of these plans are pending the completion of a trusteeship agreement with PBGC as of
yeat-end and are being administered by interim trustees. Because of PBGC’s previous efforts to evaluate its
exposute to probable terminations, $382 million of the net claims for these plans wete already reflected in
PBGC’s FY 2015 results, These 67 terminated plans had an average funded ratio of about 58%, and these
terminations resulted in an aggregate net loss to PBGC of $975 million (see Note 12).
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Three single-employer plans with underfunding of $249 million were newly classified as probable terminations
in FY 2016 representing PBGC's total single-employer probable inventory. Probable terminations represent
PBGC’s best estimate of claims for plans that are likely to terminate in a future year.

The present value of multiemployer nonrecoverable future financial assistance of §61,009 million consists of
65 insolvent plans ($2,139 million), 63 terminated plans not yet insolvent but probable ($1,986 million), and 40
ongoing plans which are projected to exhaust plan assets W1thm 10 years and are classified as probable

(356 884 million) (see Note 7).

ESTIMATES OF REASONABLY POSSIBLE CONTINGENCIES

At fiscal year-end, PBGC’s estimate of its single-employer reasonably possible exposure increased to
$223,275 million in FY 2016, a $5,576 million increase compared to $217,699 million into FY 2015. This
increase is primarily due to an increase in the number of companies meeting the reasonably possible
criteria,

PBGC’s estimate of its multiemployer reasonably possible exposure decreased to $19,485 million in FY

2016, a $472 million decrease from the $19,957 million in FY 2015. ‘The primary reason for the decrease
in liability was due to changes in the data and underlying assumptions.
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'KEY SINGLE-EMPLOYER AND MULTIEMPLOYER RESULTS

Insurance Activity

SINGLE-EMPLOYER AND MULTIEMPLOYER
PROGRAMS COMBINED
Single-employer Benefits Paid
Multiemployer Financial Assistance Paid
Retirees Receiving Benefits (at end of year)
Total Participants Receiving or Owed Benefits (at end of year)
New Underfunded Terminations
Terminated/Trusteed Plans (combined to date)
- Plans That Have Received Financial Assistance

Summary of Operations

SINGLE-EMPLOYER AND MULTIEMPLOYER
PROGRAMS COMBINED
Premium Income, Net
Losses (credits) From Completed and Probable Terminations
Losses From Financial Assistance
Investment Income
Actuarial Charges and Adjustments

Financial Position

SINGLE-EMPLOYER AND MULTIEMPLOYER
PROGRAMS COMBINED

Total Assets

Total Liabilities

Net Income (Loss)

Net Position

SINGLE-EMPLOYER PROGRAM
Total Assets
Total Liabilities
Net Income (Loss)
Net Position

MULTIEMPLOYER PROGRAM
Total Assets
Total Liabilities
Net Income (Loss)
Net Position

- PENSION BENEFIT GUARANTY CORPORATION 28

$
$
$
$
$

@ P PP

5,659
113

898,000

1,485,000
67

4,779

65

6,661
(417)
6,768
8,791
11,682

99,546
178,959
(3,064)
(79,413)

97,342
117,922
3,485
(20,580)

2,204
61,037
(6,549)
(58,833)

FY 2016 |

$ 5,570
$ 103
880,000
1,473,000

69

4,716

57

4,350
(780)
9,963

392
9,639

5 0 G5 0 5

87,659
164,008
(14,577)
(76,349)

B G5 O B9

85,735
109,800
@4,727)
(24,065)

9 5 9 9

1,924
54,208
(9,850)

(52,284)

& 8 5 S

ANNUAL REPORT



FINANCIAL SUMMARY-SINGLE-EMPLOYER PROGRAM

Insurance Activity:
Benefits paid § 5,659 5,570 5522 5,449 5,384 5,340 5,467 4,478 4,292 4,266
Participants receiving monthly )

benefits at end of year! 838,493 825,666 812,608 799,210 781,160 775300 747,530 743,610 640,070 631,130
Plans trusteed and pending '

trusteeship by PBGC? 4,769 4,706 4,640 4,557 4446 4292 4,140 3,993 3,850 3,783
Summary of Operations:
Premium income, pet 2 $ 6,379 4,138 3812 2,943 2,642 2,072 2,231 1,822 1,340 1,476
Other income $ 25 11 22 38 13 17 30 16 23 55
Investment income (loss) $ 8,648 324 6,439 2,41 8,792 3,446 7,594 6330 (4,169 4,737
Actuatial charges and

adjustments (credits) $§ 11,515 9,504 1,864 3,054 14,874 6,561 9,421 13,901  (4,813) 346 -

Losses (credits) from completed o '
and probable terminations $ 417) (780) (115) 468 2,006 201 509 4,234 826) 399

Administrative and investment

expenses $ 465 446 464 T 434 443 424 449 417 400 378
Other expenscs $ 4 30 17 5 - 21 o) 15 5 114
Net income (loss) $ 3485 @727 8,043 1,761 (5876) (1,672 G17) (10,399 2433 5031

Summary of Financial Position:

Cash and investments $ 89,59 80,090 81,215 77,881 76,941 71,292 69,150 62,062 . 51,722 61,122
Total assets $ 97,342 85,735 88,013 83,227 82,973 78,960 77,463 68,736 64,612 67,241

Present value of future benefits $ 113,704 106926 102,774 105,018 105,635 92,953 90,022 83,035 59,996 69,235

Net position $ (20,580) (24,065) (19,338) (27,381)  (29,142) (23266) (21,594 (21,077 (10678) (13111)

1) This measure may differ from yearly performance numbers reported in PBGC’s Annnal Performance Report, which also include participants whose
benefit payments ended during the year (for example, due to death or a final lump sum payout).

2) These cumulative measures may differ due to plans that terminated in a prior year may have been removed from inventory in a subsequent year.

3) Beginning in FY 2009, PBGC started to reflect premium income net of bad debt expense for premium, interest and penalties.

As a general note, 2 dash “~” indicates no net activity to be reported.
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FINANCIAL SUMMARY-MULTIEMPLOYER PROGRAM

Insurance Activity:
Financial assistance paid $ 113 103 97 89 95 115 97 86 85 71
Plans that have received
financial assistance 65 57 53 44 49 49 50 43 42 36-
Summary of Operations:
Premium income, net ? $ 282 212 122 110 92 92 93 95 90 » 81
Other income $ - - - - - - - 2 - -
Investment income (loss) $ 143 68 75 (96) 91 148 183 121 121 23
Actuarial chatges and $ 167 135 95 41 164 99 - - @ -
adjustments
Losses (gains) from insolvent $ 6,768 9,963 34,260 2,969 2,466 1,461 831 614 (271 319
and probable plans - financial
Administrative and investment  $ 39 32 18 25 20 14 12 - - -
expenses
Net income (loss) $ (6549)  (9850) (34176 (3,021) (2467) (1,334  (567) (396) 482 (216)
Summary of Financial Position:
Cash and investments $ 2,037 1,768 1,701 . 1,715 1,804 1,725 1,613 1,441 1,318 1,196
Total assets $ 2,204 1,924 1,769 1,719 1,807 1,739 1,628 1,459 1,327 1,197
Present value of future benefits $ - - - - 1 1 1 1 1 2
Nomecoverable future financial g 61,009  s4186 44190 9931 7010 4475 3030 2296 1768 2124
assistance, present value
Net position $  (58,833) (52284) (424349 (8258 (5.237) (7I0) (1,436 (869 @13 (955

1) Beginning in FY 2009, PBGC started to reflect premium income net of bad debt expense for premium, interest and penalties.

As 2 general note, 2 dash “-” indicates no net activity to be reported.
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'MANAGEMENT’S DISCUSSION AND ANALYSlIS OF RESULTS OF
-OPERATIONS AND FINANCIAL POSITION

I. INTRODUCTION

PBGC management believes its discussion and analysis of its financial statements and other statistical data
will help all interested parties and readers better understand PBGC’s financial condition and results of
operations. Readers should consider this material in conjunction with the Annual Performance Report

- starting on page 1, the financial statements beginning on page 54, and the accompanying notes beginning on
page 58.

Il. FINANCIAL AND PROGRAM RISKS

As of September 30, 2016, the single-employer and multiemployer programs reported deficits of

$20,580 million and $58,833 million, respectively. The multiemployer program’s net position declined by
$6,549 million, increasing its deficit to §58,833 million, a record high for the multiemployer program.
Notwithstanding these deficits, the Corporation has about $§97,342 million in single-employer assets and
$2,204 million in multiemployer assets and will be able to meet its obligations for 2 number of jzears.
However, it is not certain that either program at present has the resources to fully satisfy PBGC’s long-term
obligations. For example, the multiemployer program is projected to likely exhaust its assets by 2025 (Please
refer to Section V Overall Capital and Liquidity).

In FY 2017, significant factors beyond PBGC’s control (including the petformance of financial markets,
changes in interest rates, plan contributions made by sponsots, and recently enacted statutory and regulatory
changes) will continue to influence PBGC’s underwriting income and investment gains or losses. PBGC’s
best estimate of FY 2017 premium receipts ranges between $7,100 million and $7,400 million. No reasonable
estimate can be made of FY 2017 terminations, effects of changes in interest rates, or investment income.

PBGC’s operating results can change markedly from year to year depending on the severity of losses from
plan terminations, investment performance, changes in the intetrest factors used to discount future benefit
payments, general economic conditions, changes in law, and other factors. PBGC'’s operating results may
vary more than those of most private insurers, in part because PBGC must insure against catastrophic tisk
without all the tools private insurers use to address risk. Most private insurers can diversify ot reinsure their
catastrophic risks or apply traditional insurance underwriting methods to these risks. Unlike private insurets,
the Cotporation cannot decline insurance coverage regardless of the potential tisk posed by an insured.
Private insurers can also adjust premiums in response to risk. PBGC cannot. PBGC’s premiums are defined
by statute and Congress must approve any premium changes.

* Claims against PBGC’s insurance programs vary greatly from year to year. A single large pension plan
termination or insolvency may result in 2 larger claim against the Cotporation than the termination or
insolvency of many smaller plans. So, future claims will continue to depend largely on the rare and
unpredictable failures of a few very large plans. Additionally, PBGC’s risks ate concentrated in certain
industries. Finally, PBGC’s financial condition is also sensitive to market risk. Interest rates and equity
returns affect not only PBGC’s own assets and liabilities but also those of PBGC-insured plans.
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IH. LEGISLATIVE AND REGULATORY DEVELOPMENTS

BIPARTISAN BUDGET ACT OF 2015

Preminms The Bipartisan Budget Act of 2015 (P.L. 114-74), signed into law on November 2, 2015, increases
PBGC single-employer premiums beginning with the 2017 plan year and accelerates the premium due date
for the 2025 plan year. PBGC posts premium rates on its website.

* The single-employer annual flat-rate premium replaces increases for inflation with specific dollar amounts
for 2017-2019. These amounts increase the 2016 premium of $64 per participant to $69 for 2017, $74 for
2018, and $80 for 2019. Subsequently, the amount will be indexed for inflation.

¢  The variable-rate premium, which is $30 per $1,000 of unfunded vested benefits for 2016, will continue
to be indexed for inflation, plus increase by an additional $3 for 2017, $4 for 201 8, and $4 for 2019.

® The premium due date for the 2025 plan year for single-employet and multiemployer plans is accelerated
by one month for most plans. For example, the due date for calendar-year plans will be September 15,
2025, rather than October 15.

Minimum Funding. The new law extends for three years temporary provisions of cutrent law that constrain
interest rates used to value liabilities for purposes of calculating minimum required conttibutions. The 10
percent corridor around the 25-year average segment rates will remain in effect through 2020 (three additional
years) and then will widen in 5 percent increments — to 15% for 2021, 20% for 2022, 25% for 2023, and
30% for 2024 and later plan years. The law also modifies the provision that allows plans to replace standard
mortality assumptions for plan funding when the plans are large enough to have credible mortality
experience. Smaller plans would be allowed to adjust the standard mortality tables to the extent they have
credible mortality experience. '

REGULATORY REVIEW AND REFORM

In 2011, the President issued Executive Order 13563, “Improving Regulation and Regulatory Review,” for
agencies to consider the benefits and costs of regulations. In response, PBGC continues to focus on making
regulations work better to protect plan participants and reduce burdens on pension plans and plan sponsors.

Fiscal year 2016 saw PBGC take an important step toward both these goals with the publication of 2
proposed rule on missing participants in response to congtessional authotization to expand PBGC’s existing
Missing Participants Program to cover terminated individual account plans (such as “401(k) plans™). The
expanded program will offer such plans the opportunity to provide their missing participants protections like
those already afforded to missing participants in terminated PBGC-insured plans — a listing of missing
participants on PBGC’s website and no annual fees to eat away at benefit values. In addition, the proposal
simplifies benefit valuation procedures for terminated insured plans with missing participants. PBGC is
seeking public comment on its proposal and plans to have the expanded progtam operational in 2018. The
program is designed to cover terminated small professional setvice pension plans and multiemployer plans as
well. ’

On the multiemployer plan front, PBGC in FY 2016 issued a final rule to fine-tune the interim final rule on
multiemployer plan partitions that it issued in FY 2015, and a proposed rule to facilitate multiemployer plan
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mergers. PBGC is now considering the comments received on its merger proposal. These cdmplementary
regulations (on dividing and combining plans) implement MPRA, enacted in FY 2015. Together they seek to
improve plans’ ability to survive and continue paying patticipants’ benefits.

PBGC took the initiative in FY 2016 to te-examine the penalties it charges for the late payment of premiums,
and the result was a final rule providing substantial penalty relief. Premium penalties are tied to the amount
of premium paid late, and Congress has raised premiums significantly over the years. As a result, penalties
have grown proportionally. PBGC reviewed its experience with premium penalties and concluded that it
could reduce penalties and still reasonably expect a satisfactory level of compliance. Accordingly, PBGC
changed its premium payment regulation to cut late payment penalties in half. PBGC went further and
established a new 80-percent penalty waiver for plans with good premium compliance histoties that cotrect
underpayments promptly after notification by PBGC.

Also in fiscal year 2016, PBGC issued a final rule on annual reporting for controlled groups with serious plan
underfunding. Under the rule, a determination of whether aggregate plan underfunding is low enough to
qualify for a reporting waiver must be made using recent market interest rates rather than rates used under
minimum funding rules which reference long-term averages. The rule also adds new reporting waivers for
smaller plans and for plans that must file solely because of large missed contributions or funding waiver
applications previously reported to PBGC. It also provides alternative ways to report certain actuatial
information.

IV. DISCUSSION OF INSURANCE PROGRAMS

PBGC operates two separate insurance programs for defined benefit plans. PBGC’s single-employer
program guarantees basic pension benefits when underfunded plans terminate. By contrast, in the
multiemployer program, the insured event is plan insolvency. PBGC’s multiemployer program financially
assists insolvent covered plans to pay benefits at the level the law guarantees.

By law, the two programs are funded and administered separately and their financial conditions, results of
operations, and cash flows are reported separately. The accompanying financial statements for both
programs, which appear on pages 54-57, have been prepared in accordance with accounting principles
generally accepted in the United States of America (U.S. GAAP). Please refer to Note 2: “Significant
Accounting Policies” for further detail, including 2 desctiption of PBGC’s valuation method used in
determining benefit liabilities. '

IV.A SINGLE-EMPLOYER PROGRAM RESULTS OF ACTIVITIES AND TRENDS

The single-employer program covers about 28.4 million people (excluding those in plans that PBGC has
trusteed), down from the 29.8 million people PBGC covered in 2015. The number of covered ongoing plans
increased from about 22,200 in 2015 to about 22,300 in 2016.

Plans that were terminated in a standard termination had sufficient funding to cover future benefits and
distributed all plan benefits as insurance company annuities ot lump sums pursuant to the standard
termination rules of ERISA. In these cases, PBGC’s activities are limited to ensuting compliance with
standard termination regulations. '
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In contrast, PBGC becomes trustee when a covered underfunded plan terminates. PBGC applies legal limits -

to payouts and pays the benefits. To determine the amount to pay each person, PBGC takes into account (a)
the benefit that the participant had accrued in the terminated plan, (b) the availability of assets from the
terminated plan to cover benefits, (c) how much PBGC recovets from employers for plan underfunding, and
(d) the limits on guaranteed benefits provided under ERISA. ‘The guarantee limits are indexed (L., they
increase in proportion to increases in a specified Social Secutity wage index) and vary based of1 the
participant’s age and elected form of payment.

Because of indexing, the guarantee limits for plans that fail in calendat year 2017 will be 7.1% higher than the
limits that applied for 2015 and 2016 as shown below for sample ages:

Maximum Guaranteed Annual Benefit

Payable as a Single Life Annuity
Age Plans Plans
Terminating in  Terminating in

2015 and 2016 2017
0 $99,826 $106,957
65 $60,136 $64,432
60 $39,089 $41,881
55 $27,061 $28,994

The guarantee limit is 2 cap on what PBGC guarantees, not on what PBGC pays. In some cases, PBGC pays -

benefits above the guarantee limit.

The applicable maximum guarantee is determined by the year the retiree’s plan terminated (or, if the plan
terminated during the plan sponsor’s bankruptcy, the year the sponsor entered bankruptcy), even if the retiree
does not begin collecting benefits until a future year.

Net income for the single-employer program was $3,485 million in FY 2016. The primary drivers included
the following: investment income of $8,648 million, net premium income and other income of $6,404 million
and a credit due to completed and probable terminations of §417 million. This was offset by a charge of
$6,301 million due to a decrease in interest factors (which has the effect of increasing benefit liabilities and
actuatial charges), a $2,929 million actuarial charge due to expected interest on accrued liabilities, 2 charge for
actuarial adjustments of $2,285 million, a charge of $366 million in administrative and other expenses, and
investment expenses of $103 million.

td

PBGC’s single-employer program realized net income of $3,485 million compared with a net loss in FY 2015
of $4,727 million. This favorable $8,212 million change was primarily attributable to:

' (1) aninctease in investment income of $8,324 million (a gain of $8,648 million compared to a gain of
$324 million in FY 2015),
(2 an increase in net premium and other income of $2,255 million,
(3 adecrease in charges due to expected interest of $410 million,
4) 2 dectrease in administrative, investment, and other expenses of $7 million,
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(5) an increase in charges for underwriting actuarial adjustments of $1,971 million,
(6) an increase in actuarial charges due to change in interest factors of $450 million; and
(7) a decrease in credits from completed and probable terminations of $363 million. -

Actuarial charges and adjustments arise from changes from mortality and retirement assumptions, changes in
interest factors and expected interest. Expected interest refers to the interest that PBGC expects to accrue
during the current fiscal year based on PBGC’s liability and interest factots at the end of the ptior year, with
adjustments made for new plans and benefit payments made during the year,

SINGLE-EMPLOYER UNDERWRITING ACTIVITY

PBGC’s single-employer program realized a net underwriting gain of $4,170 million in FY 2016, $61 million .
less than the FY 2015 gain of §4,231 million. This $61 million decrease from the previous year was primarily
due to the $1,971 million increase in charges for underwriting actuarial adjustments and a decrease of $363
million in credits from completed and probable terminations, partially offset by 2 $2,241 million increase in

. single-employer net premium income. ‘

Premium and other income from underwriting activity increased (from $4,149 million in FY 2015 to $6,404
million in FY 2016), largely due to an increase in net premium income from plan sponsors (from $4,138
million in FY 2015 to $6,379 million in FY 2016). The increase in net premium income was primarily due to
the increase in the variable rate premium for plan years beginning in 2016, given the combined effect of the
variable rate increases and higher levels of underfunding. Other income, consisting of interest on recoveties
from sponsors, increased from $11 million in FY 2015 to $25 million in FY 2016.

Angual variable rate premium income, paid by underfunded single-employet plans, increased by $2,074
million to a total of §4,639 million. The prior year’s VRP rate of §24 per $1,000 of underfunding increased to
$30 per $1,000 of underfunding for plan years beginning in 2016. Annual flat rate premiums for the single-
employer program increased from $57 to $64 per participant in FY 2016, contributing to an increase in the
flat rate premium income of $186 million to a total of §1,742 million.

Beginning with calendar year 2008 plans, the Pension Protection Act (PPA) eliminated the full-funding VRP
exemption and changed the interest rate rules for determining a plan’s present value of vested benefits for
VRP purposes. Under PPA, the present value is determined using three “segment” rates. The first of these
applies to benefits expected to be paid within five years of the first day of the plan year, the second applies to
the following 15 years, and the third applies to benefits expected to be paid after that. '

The Treasury determines each segment rate monthly using the portion of a corporate bond yield curve that is
based on corporate bonds maturing during that segment rate period.v The cofporate bond yield curve is also
presctibed every month by the Treasury. It reflects the yields for the previous month on investment-grade
corporate bonds with varying maturities that are in the top three quality levels. The January 2016 segment
rates for calendar-year plans were 1.82%, 4.12% and 5.01% for the first, second, and third segments,
respectively.

The Corporation’s credits from completed and probable plan terminations decreased from a credit of $780
million in FY 2015 to a credit of $417 million in FY 2016. The $417 million FY 2016 credit is due to a credit
of $1,183 million from revaluations of plans that had terminated in prior years and a $209 million decrease in
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- probable claims, offset by §975 million for charges related to new plan terminations (see “Subtotal terminated
plans” in Note 12).

The net claim for single-employer probable terminations as of September 30, 2016, was $376 million, while
the net claim as of September 30, 2015, was $585 million. This $209 million dectease is due ptimarily to the
transfer of $382 million of previously accrued claims to a termination status, the deletion of one plan with a
net claim of $40 million, and a favorable decrease in the resetve for small unidentified probables of $36
million. These factors were offset by the addition of three new probables with net claims of $249 million (see
Note 6).

Single-employer administrative expenses increased $8 million from $354 million in FY 2015 to $362 million in
FY 2016.

In summary, the following key metrics describe the components of PBGC's single-employer present value of
future benefits liability:

e $113,011 million — trusteed plans (4,738 plans)
¢ $296 million — plans pending termination and trusteeship (31 plans)
®  $376 million — three probable plans and a resetve for small plans

® During FY 2016, PBGC terminated 67 underfunded single-employer plans with 2 net claim of $975
million, with $382 million alteady accrued as probable.

SINGLE-EMPLOYER FINANCIAL ACTIVITY

In FY 2016, single-employer financial net loss decreased from a loss of $8,958 million in FY 2015 to a loss of
$685 million. This is due to an increase of $8,324 million in investment income ($8,648 million in FY 2016
compared with $324 million in FY 2015), offset by an increase of $40 million in actuarial charges and an
increase of $11 million in investment expense. PBGC marks its assets to market, which is consistent with the
Financial Accounting Standards Board (FASB) Accounting Standards Codification Section 820, Fair Value
Measnrements and Disclosures (see Note 5).

Actuarial charges under financial activity represent the effects of changes in interest rates and the expected -
interest accrued on the present value of future benefits. The interest rate in effect at the beginning of FY
2016 (2.80%) decreased compated to the rate at the beginning of FY 2015 (3.35%). A charge to the single-
employer interest factor occurred in both FY 2015 and FY 2016 due to a decrease in the interest factors from
the ptevious year (the interest factor charge was $5,851 million in FY 2015 and $6,301 million in FY 201 6).
The expected interest refers to the interest that PBGC expects to accrue during the fiscal year on PBGC’s
liability at the end of the prior year. Chatges to the single-employer expected interest decreased in FY 2016
(the expected intetest charge was $3,339 million in FY 2015 and $2,929 million in FY 2016).
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PBGC discounts its liabilities for future benefits with interest factors! that, together with the mortality table
used by PBGC, approximate the price in the private-sector annuity matket at which a plan sponsor ot PBGC
could settle its obligations. In FY 2016 PBGC'’s select interest factor decreased to 2.27% (for the first 20
years after the valuation date) at September 30, 2016, from 2.80% (for the first 25 years) at September 30,
2015. The ultimate factor decreased to 2.14% at September 30, 2016 (after the first 20 years) from 2.86% at
September 30, 2015 (after the first 25 years).

PBGC’s single-employer Present Value of Future Benefits (PVFB) increased from $106,926 million at
September 30, 2015, to $113,704 million at September 30, 2016. PVFB comptises the majority of PBGC's
combined total liabilities of $178,959 million on its Statements of Financial Position.

IV.B MULTIEMPLOYER PROGRAM RESULTS OF ACTIVITIES AND TRENDS

During FY 2016, PBGC’s obligations for future financial assistance to multiemployer plans increased from
$54,186 million at September 30, 2015, to $61,009 million at September 30, 2016, an increase of $6,823
million (13%).

There were three key drivers for change in our reported multiemployer liabilities that are included in the
losses from insolvent and probable plans-financial assistance amount of $6,768 million as of September 30,
2016. A significant driver of the change is the net addition of 11 new plans added to the muldemployer
inventory (includes 10 multiemployer probable plans as well as 1 new insolvent plan) in FY 2016. These
additional plans accounted for $6,347 million in additional guaranteed liabilities repotted by PBGC at
September 30, 2016. Of this $6,347 million amount, multemployer plans classified as probable accounted for
$6,332 million. ' :

Another key actuarial driver increasing the liabilities in FY 2016 was the decrease in the pension liability
valuation interest factors. The select interest rate factor decreased by 53 basis points to 2.27% at September
30, 2016, from 2.80% at September 30, 2015. This decrease in interest factor accounted for over $6.2 billion
in additional guaranteed liabilities. :

Finally, another key actuarial driver (partially offsetting the above increases) for the change in estimated
multiemployer liabilities is updated actuarial assumptions. The most important of these is a change in the
estimated guarantee factor that PBGC uses in determining PBGC-guaranteed liabilities for multemployer
plans. The change reflects a revised procedure for determining the guaranteed benefit reduction factor, based
on an assumption that both retirees and terminated vested participants have lower average years of setvice
compared to estimates used ptior to September 30, 2016. In FY 2016, PBGC hired an actuarial firm to-
conduct a study of PBGC’s actual guarantee factor expetience for multiemployer plans. ‘This comprehensive
study looked at all plans in the PBGC multiemployer probable plan universe where guarantee benefit data
were available. This study found that the PBGC guarantees a smaller percentage of the multiemployer plan
liabilities than previously estimated. As a result, PBGC updated the assumption to reflect the lower

1 PBGC sutveys life insurance industry annuity prices through the American Council of Life Insuters (ACLI) to obtain input needed to determine
interest factors and then derives interest factors that will best match the ptivate-sector prices from the surveys. ‘The interest factors are oftep referred
to as select and nltimate interest factors. Any pair of interest factors will generate liability amounts that diffet from the sutvey ptices, which cover 14
different ages or benefit timings. The PBGC process detives the interest factor pair that diffets least over the range of prices in the survey.
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gﬁ'aranteé. This change in the guaranteed factor assumptioh accounted for nearly a §4,051 million reduction
in the estimated guaranteed liabilities.

PBGC paid $113 million in financial assistance to 65 insolvent plans that cover over 59,000 retirees.

PBGC’s multiemployer program covers about 10.6 million patticipants (an increase from 10.3 million
participants in FY 2015) in about 1,400 insured plans. The multiemployer flat rate premium increased from
$26 per participant in 2015 to $27 for 2016. ‘This upward movement contributed to an increase in flat rate
premium income of $72 million to a total of $284 million.

A multiemployer plan is a pension plan maintained by two or more unrelated employers under collective

bargaining agreements with one or more unions. Multiemployer plans cover most unionized workers in the -

trucking, retail food, construction, mining and garment industries. A petson doing work for any employer
contributing to the plan is usually eligible for benefits. Workers accrue pension credits in the plan even when
they change employment from one contributing employer to another. '

Multiemployer plans are typically governed by a board of trustees appointed in equal numbers by labor and
management. Under ERISA, the trustees have a fiduciary duty to act solely in the interest of participants and
beneficiaries. Multiemployer plans are subject to ERISA minimum funding requirements. Although
bargaining parties negotiate over plan contributions, they usually delegate plan design to the trustees.

Most collective bafgaining agreements that cover multiemployeér plans provide for contributions based on
time worked in a covered job. Some plans base contributions on “units of production,” such as number of
items produced or gross sales achieved. In some plans, benefits depend on the level of contributions that
employers make to the plan for the participants’ work.

Contributions are held in a trust fund that is managed and invested by the board of trustees in accordance
with ERISA’s fiduciary standards. All plan assets in the trust are available to pay all benefit claims. Assets do
not revert to contributing employers. '

Employets in multiemployer plans generally remain in-the plan unless they go out of business, batgain out of
the plan, or move their business out of the plan coverage area. If an employer withdraws from the plan, it
may be assessed withdrawal liability. Withdrawal liability is generally based on the plan’s unfunded vested

" benefits and the employer’s share of conttibutions to the plan made by all contributing employers. In some
instances, the employer may be assessed partial withdrawal liability.

PBGC does not trustee multiemployer plans. In the multiemployer program, the event triggetring PBGC’s
guarantee is plan insolvency — the inability to pay guaranteed benefits when due.

Insolvency usually occurs after all contributing employers have withdrawn from the plan, and the plan has
spent almost all of its assets, leaving the plan without a source of income. PBGC provides insolvent
multiemployer plans with financial assistance in the statutorily required form of loans, sufficient to pay
PBGC-guaranteed benefits and reasonable administrative expenses. These loans generally continue until the
plan no longer needs assistance or has paid all promised benefits at the guaranteed level. These loans are
tarely tepaid (and for that reason are fully reserved).
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Benefits under thé multiemployer program are calculated based on (a) the benefit a participant would have
received under the insolvent plan, subject to (b) the legal multiemployer guarantee under ERISA. The
guaranteed amount depends on the participant’s years of service and the level of the benefit accruals.
Monthly benefit accrual rates per year of setvice up to §11 are fully guaranteed; the portion of monthly
benefit accrual rates between $11 and $44 is 75% guaranteed; monthly benefit accrual rates in excess of §44
are not guaranteed. For example, for a participant with 20 years of service, PBGC’s guarantee would cover
100% of annual amounts up to $2,640 and partially cover amounts in excess of that not to exceed a total of
$8,580 per year. Similarly, for a participant with 35 years of service, PBGC’s guarantee would cover 100% of
annual amounts up to $4,620 and partially cover amounts in excess of that not to exceed a total of §15,015
pet year. The multiemployer guarantee limit has been in place since 2001.

The multiemployer program reported a net loss of $6,549 million in FY 2016 compared with a net loss of
$9,850 million in FY 2015. This resulted in a negative net position of $58,833 million in FY 2016 compared
with a negative net position of $52,284 million in FY 2015. The FY 2016 deficit is an all-time high for the
multiemployer program. '

‘The year-to-year decrease in net loss of $3,301 million was primarily due to the decrease in financial assistance
losses from insolvent and probable plans of $3,195 million, an increase in investment income of $75 million,
and an increase in premium income of $70 million, offset by an unfavorable impact from the change in
interest factors of $23 million, an increase in administrative expenses of $7 million, an increase in charges due
to expected interest of §5 million, and an increase in charges to actuarial adjustments of $4 million.
Multiemployer program investments otiginate mainly from the cash receipts for premiums due from insured
plans. PBGC is required to invest these premiums in obligations issued or guaranteed by the United States
government.

V. OVERALL CAPITAL AND LIQUIDITY

PBGC’s obligations include monthly payments to participants and beneficiaries in terminated defined benefit
plans, financial assistance to multiemployer plans and PBGC’s operating expenses. The financial resources
available to pay these obligations are underwriting income received from insured plan sponsors (largely
premiums), the income earned on PBGC’s investments and the assets taken over from failed plans.

The Cotporation has sufficient liquidity to meet its obligations for a number of years; however, barring
changes, neither program will, with certainty be able to fully satisfy PBGC’s long-term obligations to plan
patticipants. For example, the FY 2015 Projections Report shows that the risk of multiemployer program
insolvency sises rapidly, exceeding 50 percent in 2025 and reaching over 90 percent by the end of 2035. On
the other hand, FY 2015 single-employer scenatios simulated over the 10 year projection period indicated that
none would result in PBGC assets being completely exhausted.

FY 2016 combined premium cash receipts totaled $5,520 million, an increase of $1,824 million from $3,696
million in FY 2015, due primatily to the increase in variable rate premiums. Net cash flow used by
investment activities decreased to $490 million used versus $712 million used in FY 2015. In FY 2016,
PBGC’s cash receipts of $7,482 million from operating activities of the single-employer program were
sufficient to covet its opetating cash obligations of $6,341 million. This resulted in net cash provided by
operating activities of $1,141 million (as compared to net cash used of $136 million in FY 2015). When the
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single-employer cash used through investing activities of about $412 million is added to this net éash
provided, the single-employer program in the aggregate experienced a net cash increase of $729 million.

In the multiemployer program, cash receipts of $316 million from operating activities wete sufficient to cover
its operating cash obligations of $147 million, resulting in net cash provided by operations of $169 million.
When this net cash provided is added to net cash used through investing activities of $78 million, the
multiemployer program in the aggregate experienced an overall net cash increase of $91 million.

Duting FY 2016, PBGC recovered $88 million through agreements with sponsors of terminated plans for
unpaid contributions and unfunded benefits. A portion of those recovered funds are paid out as additional
benefits to plan participants with nonguaranteed benefits according to statutory priorities.

In FY 2016, PBGC’s combined net increase in cash and cash equivalents amounted to $820 million, arising

- from an increase of $729 million for the single-employer program and an increase of $91 million for the

multiemployer program.

VI. SINGLE-EMPLOYER AND MULTIEMPLOYER PROGRAM EXPOSURE

PBGC estimates its single-employer loss exposure to reasonably possible terminations (e.g., underfunded
plans sponsored by companies with credit ratings below investment grade) of §223,275 million at September
30, 2016, and $21 7,699 million at September 30, 2015. PBGC’s exposure to loss may be less than these
amounts because of the statutory guarantee limits on insured pensions, but PBGC is unable to estimate
prospectively the extent and effect of the guarantee limitations. These estimates are measured as of
December 31 of the previous year (see Note 9). For FY 2016, this exposure was concentrated in the
following sectors: manufacturing (ptimarily automobile/auto parts and fabricated metals), transportation
(pnmanly airlines)/communications/utilities and services.

PBGC estimates that, as of September 30, 2016, it is reasonably possible that multiemployer plans may

require future financial assistance of $19,485 million, compared to $19,957 million at September 30, 2015.
The dectease in FY 2016 from FY 2015 is primarily due to changes in the data and underlying assumptiops.
The change in data was a result of updated plan asset and liability information. The changes in assumptions
include the reduction in discount factors, an update to the small plan bulk reserve process, and the revised
procedure for determining the guaranteed benefit reduction factor (an assumption that both retirees and

‘termiqaéed vested participants have smaller guaranteed benefits compared to that of a higher assumption that

was used prior to September 30, 2016).

The significant volatility in plan underfunding and sponsor credit quality over time makes long-term estimates
of PBGC’s expected claims uncertain. This volatlity; along with the concentration of claims in a relatively
small number of terminated plans, has characterized PBGC’s expetience to date and will likely continue.
Factors such as economic conditions affecting interest rates, financial markets and the rate of business
failutes will also influence PBGC’s claims going forward.

PBGC’s soutces of information on plan underfunding are the most recent Section 4010 and PBGC premium
filings, Form 5500 and other submissions to the Cotporation. PBGC publishes Table $-49, “Vatious
Measures of Underfunding in PBGC-Insured Plans,” in its Pension Insurance Data Book. In that table the
limitations of the estimates are fully and appropriately desctibed.
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In FY 2016, 1,338 plans filed standard terminations. The number of filings is consistent with that in the
previous five years (ranging from 1,350 to 1,450 each year). Even though the total number of filings remains
steady, there is a noticeable increase in larger plan standard terminations. Some of the large plans that
terminated were those sponsored by CVS Health Corporation, Inova Health System, Community Hospitals
of Indiana, Philips Electronics, Pfizer, Inc. and First American Financial Corporation. Philips Electronics
also completed the standard termination process in FY 2016. Other large plans such as NBC Universal,
Acument Global Technologies, Fluor Corporation, Hannaford Brothers and Fannie Mae completed
previously filed standard terminations.

As in previous years, the majority of the plans that filed standard terminations were small plans with 300 or
fewer participants.

‘The short-term projection shows that while the number of standard terminations is expected to stay steady

- over the next five years, the number of large plans terminating is expected to increase. The Internal Revenue
Service (IRS) plans to issue regulations implementing new mortality tables in 2017, which will make lump
sums mote expensive. The volume of standard texminations is, therefore, expected to be high in 2017 as
PBGC expects employers to pay out lump sums associated with a standard termination before the new IRS
morttality tables go into effect. After the new mortality tables are adopted, the number of terminations may
possibly be lower as long as intetest rates do not rise. However, if low interest rates tise and lower the lump
sum value of benefits, this would partially offset the dectease in standard terminations (as a result of the new
mortality table). While the number of terminations may remain at curtent levels, terminations of larger plans
will significantly increase the workload associated with standard terminations.

VIl. INVESTMENT ACTIVITIES

PBGC uses institutional investment management firms to invest its assets, subject to PBGC’s oversight and
consistent with the investment policy statement approved by our Board. PBGC does not determine the
specific investments to be made, but instead relies on PBGC’s investment managers’ discretion in executing
investments appropriate for their assigned investment mandates. PBGC does ensure that each investment
manager adheres to PBGC’s prescribed investment guidelines associated with each investment mandate and
measures each investment manager’s performance in comparison with agreed-upon benchmarks.

PBGC’s investment assets consist of premium revenues, which are accounted for in the revolving fund, and -
assets from trusteed plans and their sponsors, which are accounted for in the trust fund. By law, PBGC is
requited to invest certain revolving funds (i.e., Funds 1 and 2) in obligations issued or guaranteed by

the United States government.. Portions of the other revolving fund (i.e., Fund 7) can be invested in other
debt obligations, but under PBGC’s current investment policy these revolving funds are invested solely in
Treasury securities (PBGC has never established funds 3, 4, 5 or 6, which ERISA authorized for special
discretionary purposes). As required under MPRA, PBGC holds certain multiemployer premium amounts in
non-interest-beating accounts. ‘ '

Total revolving fund investments, including cash and investment income, on September 30, 2016, were
$26,013 million ($1,490 million for Fund 1, $2,036 million for Fund 2, and $22,487 million for Fund 7). Trust
fund investments totaled $65,620 million as of September 30, 2016. At the end of FY 2016, PBGC's total

PENSION BENEFIT GUARANTY CORPORATION M FY 2016 | ANNUAL REPORT



investments consisting of cash and cash equivalents, investments, and investment income receivable as shown
on the Statements of Financial Position were $91,633 million.

The objective of PBGC’s investment policy is to maximize funded status within a prudent risk framework
that is informed by PBGC’s fixed obligations and asset composition of potential trusteed plans. The
investment policy establishes a 30 percent target asset allocation for equities and other non-fixed income
assets, and a 70 percent asset allocation for fixed income., '

PBGC’s investment program had assets under performance management of $89,500 million as of September
30, 2016. Of the $2,100 million difference between the September 30, 2016, assets reported on the
Statements of Financial Position and the assets within PBGC’s investment performance portfolio, $900
million represent net unsettled purchases, $500 million for funds available for the following month’s benefit
payments, $400 million are newly trusteed assets that have not yet been commingled, and $300 million
represent custodial bank holding accounts. Asset allocation percentages refer to the investments within
PBGC’s investment program that are subject to the Corporation’s investment policy, as described below.

Cash and fixed income securities totaled about 70 percent of total assets under petformance management
invested at the end of FY 2016, compared with approximately 68 percent for FY 2015. Equity securities (i.e.,
public equities) represented about 29 percent of total assets under performance management invested at the
end of FY 2016, compared with approximately 31 percent for FY 2015. The Total Fund Composite return
(excluding private market assets and transition accounts) for FY 2016 was 10.8% compared with 0.1% in FY
2015. The returns reflect stronger capital markets performance during the period. A small percentage of
PBGC’s investments (1.3 percent of total investment assets at FY 2016, compared with 0.1 percent at FY
2015) predominantly represent assets that are in the process of moving out of one of the manager portfolios
cither for liquidation or for transfer to another manager. The return of the Total Fund Composite including
these transition accounts was 10.7% in FY 2016, compared to 0.1% in FY 2015. Private markets assets,
comprised largely of private equity, private debt, and private real estate that are currently part of the
investment portfolio, represented about 1.2% of total investments at the end of FY 2016, compared with
1.7% of total investments at the end of FY 2015.

Due to the cyclical nature of capital markets, PBGC also reports five-year returns for its investment program.
For the five-year period ending September 30, 2016, PBGC’s return on total invested funds excluding
transition accounts was 6.7% compared with 2 total fund benchmark return of 6.4% — a benchmark based
on the relative weights of the underlying managed accounts. Including the transition accounts, the five-year
annualized return was 6.7%. Separately, the ERISA/PPA hypothetical portfolio benchmark return for the
five-year period ending September 30, 2016, was 11.1%. (See section VII Investment Activities (The Pension
Protection Act of 2006 Reporting Requirement).
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The table below summarizes the performance of PBGC's investment program.

INVESTMENT PERFORMANCE

(Annual Rates of Retursi

Total Fund Composite 10.8% 0.1% . 62% 6.7%
Total Fund Benchmark! 10.4 0.1) 6.0 64
ERISA/PPA Portfolio Benchmark? 11.2 1.0 8.4 11.1

‘Total Global Public Stock - 135 (3.6) 6.7 12.1
Total Global Public Stock Benchmark 3 13.1 4.3 6.4 11.7

“Total Global Bonds 10.0 2.2 6.3 4.8
Total Global Bonds Benchmark 4 2.6 29 6.2 4.4

Smaller Asset Managers Pilot Program 5 | nfa n/a n/a n/a

TrustFunds 12.0 (1.0) 66 8.1

Revolving Funds 7.1 34 5.0 29

Indices v

Russell 3000 Index 15.0 (0.5) 10.4 16.4

MSCI ACWI ex-U.S. IMI Index ' 9.8 (114 0.6 6.4

Dow Jones U.S. Select Real Estate Securities Index 17.7 11.8 14.2 15.6

Barclz;ys Capital Treasury Index 4.1 3.8 3.4 2.2

Barclays Capital Aggregate Bond Index 5.2 29 4.0 3.1

Barclays Capital Global Aggregate ex-US Index, Hedged 7.5 3.4 5.8 5.0

1The Total Fund Benchmark is a dynamic weighted benchmark based upon the weights of the Total Global Public Stock
Benchmark, the Totdl Global Bonds Benchmark and the Total Money Market Secutities Benchmark. This benchmark is utilized
to compare against the Total Fund Composite tetutns shown above.

2'The ERISA/PPA Portfolio Benchmark is based upon a hypothetical portfolio with a 60% allocation to the Standard & Poor’s
500 equity index and a 40% allocation to the Barclays Capital Aggregate fixed income index. See section VII Investment Activities
(The Pension Protection Act of 2006 Reporting Requirement). :
3'The Total Global Public Stock Benchmark is a dynamic weighted benchmark based upon the weights of the U.S. Public Stock
composite and the International Public Stock composite and the retusns of their respective benchmarks.

#The Total Global Bonds Benchmark is a dynamic weighted benchmark based upon the weights of PBGC’s fixed income
managers and the returns of their respective benchmarks.

5The performance inception date for the Smaller Asset Managets Pilot Program is August 2016. As such, one year of
performance is not yet available.
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v

FIXED INCOME

As described below, PBGC fixed income investment managers use a number of different benchmarks.
Whete applicable, the relative percentage that each index or benchmark represents for its respective asset
class is provided. The percentage invested under-each benchmark(s), in aggregate, for each asset class relative
to the overall PBGC investment program as of September 30, 2016, is also provided below.

The Total Global Bonds Benchmark is a dynamic weighted benchmark based on the weights of the
underlying fixed income managers and the retumns of their respective benchmarks. As of September 30, 2016,
the weighted benchmark encompasses the Revolving Fund Treasuties Custom Benchmark (30.3%), the
Batclays Capital U.S. TIPS index (11.8%), the Total Long Duration Bonds Benchmark (24.0%), the Barclays
Capital Aggregate Bond index (8.7%), the Total Developed Market Bonds Benchmark (10.4%), the Total
High Yield Bonds Benchmark (5.6%), and the Total Emerging Market Bonds Benchmark (9.2%). The
overall Total Global Bonds composite equals 65.6 percent of the total PBGC portfolio.

Treasuries: This category includes investments in United States Dollar (USD) denominated fixed income
securities managed by outside professional asset managers and it applies to 19.9 percent of PBGC’s
investment program assets at year-end. The Revolving Fund Treasuries Custom Benchmark encompasses the
Barclays Capital US Treasury 7+ index (65.0%) and the Barclays Capital US Treasury Intermediate index
(35.0%). The Revolving Fund Treasuries Custom Benchmark is 2 customized index made up of U.S.
Treasury notes and bonds. While PBGC is able to redeem composite assets upon request, the composite.
assets ate patt of the Revolving Fund and cani only be redeemed to meet pension benefit obligations and
administrative expenses. '

U.S. Treasury Inflation Protected Securities (TIPS): This category includes investments in USD

denominated fixed income securities managed by outside professional asset managers, and it applies to 7.8
percent of PBGC’s investment program assets at year-end. The TIPS Benchmark is the Barclays Capital U.S.
TIPS index. While PBGC is able to redeem composite assets upon request, the composite assets are patt of
the Revolving Fund and can only be redeemed to meet pension benefit obligations and administrative
expenses.

Long Duration; This category includes investments mainly in USD-denominated fixed income securities
managed by outside professional asset managers, and applies to 15.7 percent of PBGC’s investment program
assets at yeat-end. The Total Long Duration Bonds Benchmark is a dynamic weighted benchmark based on
the weights of the underlying Trust Fund long-duration fixed income managers and the returns of their
respective benchmarks. As of September 30, 2016, the Total Long Duration Bonds Benchmark encompasses
the Barclays Capital Long U.S. Government/Credit index (47.2%), Barclays U.S. Long Credit Index (3.9%),
and Custom Benchmarks (48.9%). The Barclays Capital Long U.S. Government/Credit index includes both
government and credit securities. The government component includes public obligations of the U.S.
Treasury that have remaining maturities of more than one year and publicly issued debt of U.S. Government
agencies, quasi-federal corporations, and corporate or foreign debt guaranteed by the U.S. Govetnment. The
credit component of the index includes publicly issued U.S. cotporate and foreign debentures and secured
notes that meet specified maturity, liquidity, and quality (investment grade) requirements. The Batclays
Capital U.S. Long Credit index includes investment-grade corporate debt and sovereign, suptanational, local
authority and non-U.S. agency bonds that ate dollar denominated and have a remaining maturity of greater
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than or equal to 10 years. The custom benchmarks include similar securities and are weighted combinations
of sub-sector benchmarks. PBGC is able to redeem composite assets upon request. '

Core: This category includes investments primarily in USD-denominated fixed income securities managed by
outside professional asset managers. It applies to 5.7 percent of PBGC’s investment program assets at yeat-
end. The Core Fixed Income Benchmark is the Barclays Capital Aggregate Bond index. The Barclays Capital
Aggregate Bond index includes securities that are registered with the Securities and Exchange Commission
(SEC) and are taxable and dollar-denominated. The index covers the U.S. investinent grade fixed rate bond
market, with index components for government and cotporate secutities, mortgage pass-through securities,
asset-backed securities, and foreign securities. PBGC is able to redeem composite assets upon request.

Developed Markets: This category includes investments in USD-denominated fixed income secutities and
fixed income securities denominated in other foreign currencies managed by outside professional asset
managers. It applies to 6.8 percent of PBGC’s investment program assets at year-end. The Total Developed
Market Bonds Benchmark is a dynamic weighted benchmark based on the weights of all developed market
bond managers and the returns of their respective benchmarks. As of September 30, 2016, the weighted
benchmark encompasses the Barclays Capital Global Aggregate index hedged (52.5%) and the Barclays
Capital Global Aggregate ex-USD index hedged (47.5%). The Barclays Capital Global Aggregate index
provides a broad-based measure of the global investment-grade fixed income markets. The three major
components of this index are the U.S. Aggregate, the Pan-European Aggregate, and the Asian-Pacific
_ Aggregate Indices. The index also includes Eurodollar and Euro-Yen corporate bonds, Canadian
government, agency and corporate securities, and USD-denominated investment grade 144A securities. The
. hedged index negates exposure to foreign currencies by hedging currency exposure back to the U.S. dollar.
The ex-USD index excludes USD denominated securities and provides a broad-based measure of
international investment-grade fixed income markets. PBGC is able to redeem composite assets upon.
request.

High Yield: This category includes investments primarily in USD-denominated fixed income secutrities
managed by outside professional asset managers. It applies to 3.7 percent of PBGC’s investment program
assets at year-end. The Total High Yield Bonds Benchmark is a dynamic weighted benchmark based on the
weights of all high yield bond managers and the returns of their respective benchmarks. As of September 30,
2016, the weighted benchmark encompasses the Barclays Capital US High Yield Ba/B 1% Capped index
(55.1%), the Barclays Capital US High Yield 2% Issuer Capped index (29.1%) and the Barclays Capital US
High Yield Ba/B 2% Capped index (15.8%). The Batclays Capital U.S. High Yield Ba/B 1% Issuer Capped
index includes the universe of fixed rate, non-investment grade debt securities rated Ba or B. The index also
includes Canadian and global bonds (SEC registered) of issuers in non-Emerging Market countries. The
index limits the size of an individual issuer to 1% of the index. The Barclays Capital U.S. High Yield 2%
Issuer Capped index includes the universe of fixed rate, non-investment grade debt securities rated Ba-D.
The index also includes Canadian and global bonds (SEC-registered) of issuers in non-Emerging Market
countries. The index limits the size of an individual issuer to 2% of the index. The Batclays Capital U.S. .
High Yield Ba/B 2% Issuer Capped index is identical to the Batclays Capital U.S. High Yield Ba/B 1% Issuer
Capped index, except it limits the size of an individual issuer to 2% of the index instead of 1% of the index.
PBGC is able to redeem composite assets upon request.

PENSION BENEFIT GUARANTY CORPORATION 45 FY 2016 | ANNUAL REPORT



Emerging Market Bonds: This category includes fixed income securities denominated in either U.S. dollars
or foreign currencies, and managed by outside professional asset managers. It comprises 6.0 percent of
PBGC’s investment program assets at year-end. The Total Emerging Market Bonds Benchmark is a dynamic
weighted benchmark based on the weights of all emetging market bond managers and the returns of their
respective benchmarks. As of September 30, 2016, the weighted benchmark encompasses the JP Morgan
EMBIG Diversified index (50.8%) and Custom Benchmarks (49.2%). The custom benchmarks are weighted
combinations of the JP Morgan EMBIG Diversified and the JP Morgan GBI EM Global Diversified indices.
The JP Morgan EMBIG Diversified index includes USD-denominated debt instruments issued by Emerging
Market countries. The index also includes USD-denominated Brady bonds, Eurobonds, and traded loans
issued by sovereign and quasi-sovereign entities. The JP Morgan GBI EM Global Diversified index includes
local currency ot non-U.S. dollar-denominated debt instruments issued: by Emerging Market countries.
PBGC is able to redeem composite assets upon request.

MONEY MARKET SECURITIES

This categoty includes investments in money market instruments managed by an outside professional asset

- manager who invests in a diversified portfolio of short-term obligations and deposits, including, but not

limited to, Ttreasury and agency obligations, certificates of deposits, commercial paper, and repurchase
agreements (Trust Fund Cash). In addition, the category includes overnight investments in Treasury
securities held at Treasury (Revolving Fund Cash). The Total Money Market Securities Benchmark is 2
dynamic weighted benchmark based on the weights of the Trust Fund Cash and the Revolving Fund Cash
and the returns of their respective benchmarks. As of September 30, 2016, the weighted benchmark

.. encompasses the 3-month Treasury bill (52.8%) and the 4-week Treasury bill (47.2%). The cash composite

represents 3.0 percent of PBGC'’s investment program as of September 30, 2016. PBGC is able to redeem
money matket securities upon request.

GLOBAL PUBLIC STOCK

" This categoty includes investments in the U.S. Public Stock composite and the International Public Stock

composite, and applies to 27.9 percent of PBGC’s investment program assets at fiscal year-end. The Total
Global Public Stock Benchmark is a dynamic weighted benchmatk based upon the weights of the U.S. Public
Stock composite and the International Public Stock composite as well as on the returns of their respective
benchmarks. PBGC is able to redeem compos1te assets upon request.

As of September 30, 2016, the Total Global Public Stock Benchmark comprtises the Total U.S. Public Stock
Benchmark (51.2%), and the Total Intemaﬁonal Public Stock Benchmark (48.8%).

U.S. Public Stock: This categoty includes investments in U. S. pubhcly traded equity securities and U.S.
publicly traded real estate investment trusts (REITs) managed by outside professional asset managers. It
applies to 14.3 percent of PBGC’s investment program assets at year-end. The Total U.S. Public Stock
Benchmark is a dynamic weighted benchmark based upon the weights of the U.S. Public Stock composite
and the returns of their respective benchmarks. As of September 30, 2016, the weighted benchmatk
comptises the Russell 3000 index (88.1%) and the Dow Jones U.S. Select Real Estate Securities index
(11.9%). PBGC s able to redeem composite assets upon request.
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International Public Stock: This category includes investments in International Equity secutities managed
by outside professional asset managers. It applies to 13.6 percent of PBGC’s investment program assets at
year-end. The Total International Public Stock Benchmark is a dynamic weighted benchmark based upon the
weights of all of the international funds and the returns of their respective benchmarks. As of September 30,
2016, the weighted benchmark encompasses the MSCI EAFE index (60.6%), the MSCI EAFE Small Cap
index (9.8%), the MSCI Emerging Markets index (22.7%), and the MSCI Canada index (6.9%). The MSCI
EAFE index (Europe, Australasia and Far East) is designed to measure the equity market performance of
developed markets, excluding the U.S. and Canada. The MSCI EAFE Small Cap index is designed to

" measure the developed markets small capitalization equity performance, excluding the U.S. and Canada. The
MSCI Emerging Markets index is designed to measure equity market performance of emerging markets and
the MSCI Canada index is designed to measure the equity market performance of Canada. PBGC is able to
redeem composite assets upon request. ' '

Smaller Asset Managers Pilot Program: PBGC implemented the Smaller Asset Managers Pilot Program,
which creates new opportunities for smaller asset managers, who wish to compete for the agency’s business.
Five investment management firms were selected to patticipate in the pilot program and were funded in fiscal
year 2016. This category includes investments primarily in USD-denominated fixed income securities
managed by outside professional asset managers. It applies to 1.0 percent of PBGC’s investment program
assets at fiscal year-end. The Smaller Asset Managers Pilot Program Benchmark is the Barclays Capital
Aggregate Bond index. The Barclays Capital Aggregate Bond index includes secutities that are SEC-
registered, taxable, and dollar-denominated. ‘The index covers the U.S. investment grade fixed rate bond
market, with index components for government and corporate securities, mortgage pass-through securities,
asset-backed secuties, and foreign securities. PBGC is able to redeem composite assets upon request.

PRIVATE MARKETS

‘This category includes private equity, private debt, and private real estate funds that invest mainly in buyouts,
venture capital, distressed debt, and commercial real estate. It applies to 1.2 percent of PBGC’s investment
program assets at year-end. Private investoaents are difficult to benchmark due to their illiquid nature.

Typical benchmarks utilized for private equity include universé comparisons, where funds that have the same

* otiginal investment date are compared against the performance of 2 similar fund. For direct ptivate real estate
investments, many institutions use the National Council of Real Estate Investment Funds (NCREIF) index,
which includes U.S. commercial real estate properties acquired in the private market for investment purposes.
For investments in private equity real estate, peer universe compatisons based on similar funds with the same
otiginal investment date are often utilized. Private market investments typically do not have redemption
provisions; instead, the nature of the investments in this category is that distributions are received through the
liquidation of the underlying assets of the funds. It is estimated that the majority of the underlying assets of
the funds will be liquidated over the next five years. The fair values of the investments in this category have
been estimated using the net asset value of PBGC’s ownership interest in partners’ capital.

THE PENSION PROTECTION ACT OF 2006 REPORTING REQUIREMENT

The Pension Protection Act of 2006 requires PBGC to estimate the effect of an asset allocation based on a
combination of two commonly used market benchmatks. This hypothetical portfolio (used as a benchmark
for a typical pension plan, rather than an insurer), with a 60 percent allocation to the Standard & Poor's 500
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equity index and a 40 percent allocation to the Barclays Capital Aggregate Bond index, would have increased
the assets of the Corporation by about $0.5 billion (11.4% return compared with PBGC’s Total Fund
Composite return including transition accounts of 10.7%) for the one-year period ending September 30, 2016,
and increased the assets of the Corporation by about $20.2 billion (11.1% return compared with PBGC’s
Total Fund Composite return including transition accounts of 6.7%) over the five-year petiod ending
September 30, 2016. For further analysis of PBGC’s Investment Activities please refer to the MD&A of
Results of Operations and Financial Position. As teported in last year’s FY 2015 Annual Report, the same
“60/40 portfolio” would have increased the assets of the Corporation by about $0.7 billion (1.0% return
compared with PBGC’s Total Fund Composite return including transition accounts of 0.1%) for the one-year
petiod ending September 30, 2015, and increased the assets of the Corpotation by about $16.1 billion (9.5%
return compared with PBGC’s Total Fund Composite retuen mcludmg transition accounts of 5.6%) for the

five-year period ending September 30, 2015.

These results are sﬁmmaﬁzed in the following table.

INVESTMENT PORTFOLIO ANALYSIS

1-Year Period Ending 5-Year Period Ending
©60/40 60/40 PBGC 60/40 60/40 PBGC
Incremental % Actual Incremental % Actual
Fiscal Year $ Billions Return Return! $ Billions Return Return?
9/30/2015 $0.7 1.0% 0.1% $16.1 9.5%  5.6%
9/30/2016 $0.5 114%  10.7% $20.2 11.1% 6.7%

1 PBGC actual return is the PBGC’s Total Fund Composite return including transition accounts.
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ANALYSIS OF ENTITY’S SYSTEMS, CONTROLS AND LEGAL
COMPLIANCE

PBGC maintains an Internal Controls Program designed to support compliance with the Federal Managers’
Financial Integrity Act (FMFIA) and Office of Management and Budget (OMB) Circular A-123, Management's
Responsibility for Enterprise Risk Management and Internal Control. PBGC has begun implementation of the new
requirements specified in the July 2016 revision to OMB Circular A-123 and, as described below, performs a
number of activities that serve to undergird the FMFIA Statement of Assurance. For FY 2016, PBGC
provided an unmodified FMFIA Statement of Assurance and also highlighted a compliance matter regarding
a reported instance of noncompliance with the voluntary setvice provision of the Antideficiency Act.

INTERNAL CONTROL COMMITTEE

The PBGC Internal Control Committee (ICC) provides cbrporate oversight and accountability regarding
internal controls over PBGC’s operations, reporting, and compliance with laws and regulations. Chaited by
the Chief Financial Officer, the committee includes members from each major area of the agency, including a
representative of the OIG as a non-voting member. The ICC approves major changes to key financial
reporting and entity-wide controls and PBGC systems, monitors the status of internal control deficiencies and
related corrective actions, and considers other matters, including controls designed to prevent or detect fraud.
The ICC charter was updated to reflect coordination with a newly established Risk Management Council
(RMC), especially when risks that require new or updated controls as part of a risk remediation strategy are
identified. In addition, the ICC will be increasing its focus on controls over operations, nonfinanciat
reporting, and compliance with laws and regulations, based on the updated OMB Circular A-123
requirements.

DOCUMENTATION AND TESTING OF CONTROLS

As part of the Internal Controls Program, controls are evaluated, on a test basis, to assess the adequacy of
control design and the extent to which they are operating effectively. Reports regarding results of the testing
are provided to stakeholders within the agency and corrective actions are recommended, where appropriate.
Areas of focus include:

Standards for Internal Control in the Federal Government (Green Book): These standards, published by the GAO,
represent guidance to be used by federal agencies in implementing effective internal control systems. FY
2016 was the first year of their applicability, and PBGC completed an initial assessment of activities and
controls supporting the Green Book’s five internal control components and the 17 underlying control
principles. A number of recommendations were identified to enhance existing practices.

Financial Reporting Controls: Cycle memorandums documenting financial reporting controls within the
following 12 major business process cycles were updated and approved during the fiscal year: Benefit
Payments, Benefit Determinations, Budget, Financial Reporting, Human Resources/Payroll, Investments,
Losses on Completed and Probable Terminations, Non-Recoverable Future Financial Assistance, Payables,
Premiums, Single-Employer Contingent Liability, and Present Value of Future Benefits. "The ICC has °
designated certain controls as key internal controls over financial reporting within each of these cycles, and
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employees responsible for performance of these controls are required to provide quarterly representations
regarding the performance of those controls and to maintain evidence documenting control execution.

Entity-Wide Controls: These controls ate overarching controls that suppott the overall effectiveness of PBGC’s
intetnal control envitonment. The ICC has designated cettain controls as key entity-wide controls within the
following six categoties: control environment, risk assessment, control acﬁviﬁes, information and
communication, monitoting and anti-fraud. With regard to anti-fraud efforts;, PBGC conducted an initial
fraud assessment during FY 2016 as part of a continuing effort to fully implement GAO’s Framework for
Managing Fraud Risks in Federal Programs. This framework is focused on identifying and responding to
fraud tisks and developing control activities to prevent and detect fraud. The use of this frarnework is
required under the Fraud Reduction and Data Analytics Act and OMB Circular A-123.

Information Technology Controls: Tn order to protect the confidentiality, integrity, and availability of PBGC
information systems and the information processed and stored by those systems, PBGC implements the
controls included in the National Institute of Standards and Technology’s Special Publication No. 800-53,
Security and Privacy Controls for Federal Information Systems and Organizations. These controls are documented as
part of System Security Plans which are maintained within the Cyber Security Assessment and Management
(CSAM) tool managed by the Office of Technology’ s Enterptise Cybersecurity Division.

ASSESSMENT OF IMPROPER PAYMENT RISK

Based on the requirements of OMB Circular A-123, Appendix C, Reguirements for Effective Measurement and
Remediation of Improper Payments, and related improper payment legislation, PBGC performed risk assessments
of two payment streams for FY 2016: 1) financial assistance payments to insolvent multiemployer plans that
are unable to pay benefits when due under the requirements of Title IV of ERISA (Financial Assistance
Payments); and 2) payments to contractors for goods and services, including government credit card
transactions (Payments to Contractors). Please refer to the Improper Payment Assessment section of this

- report for additional information.

AUDIT COORDINATION AND FOLLOW-UP PROGRAM

In implementing OMB Citcular A-50, PBGC has established its .Audi# Coordination and Follow-up Directive. It is
PBGC policy to fully cooperate with audits of PBGC opetations and ensure the efficient tracking, resolution,
and implementation of agreed-upon audit recommendations contained in audit reports issued by OIG and
the GAO. PBGC has dedicated staff to coordinate with OIG and GAO audit representatives in providing
access to records and information needed to complete audits and ensute that management responses to draft
reports are provided in a timely manner. To facilitate timely completion and closure of audit
recommendations, staff regularly monitors implementation efforts, including regular distribution of audit
follow-up status reports to executive management via 2 cotporate-wide portal and formal submission of
documentation evidencing completion of required cotrective actions. Status reports are used to document
planned corrective actions and estimated completion dates; they also indicate those recommendations for
which wotk has been completed and reported as such to the OIG and to GAO. In addition, PBGC prepares
a management repott in response to the Semiannual Report to Congress (SARC) issued by the OIG, which
addsesses the status of agreed-upon OIG recommendations and provides other information required under
the Inspector General Act of 1978, as amended.
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COMPLIANCE WITH LAWS, REGULATIONS, AND OTHER REQUIREMENTS

" To foster an environment that promotes compliance with laws and regulations, PBGC maintains two legal

compendia: the Compendinm of Laws lists statutes that may have a significant impact on PBGC’s financial
statements or PBGC operations, and the Compendium of Executive Orders and OMB Reguirements lists other
requirements applicable to PBGC. These documents provide brief descriptions of each applicable
requirement and identify the PBGC department or other component with ptimary compliance responsibility.
PBGC updates and maintains these lists to help ensure compliance with applicable laws, regulations, and
other requirements. : :

RISK MANAGEMENT ACTIVITIES

PBGC established a Risk Ma.nagément Council during FY 2016. PBGC has appointed an acting Risk
Management Officer RMO) and is actively recruiting to fill the position on a permanent basis. The RMO -
serves as RMC Chair and reports directly to the PBGC Ditector. The RMC has established a charter and is
taking the lead in implementing enterprise risk management (ERM). This implementation will support
integration and coordination of risk and control activities throughout the agency. PBGC has completed an
assessment of entity-wide tisks, and certain departments have initiated or completed tisk assessments at the
departmental level. The RMC is in the process of developing guidance supporting the completion and
coordination of additional risk assessments across the agency. These efforts will support the preparation of 2
corporate risk profile as required by OMB Circular A-123.

FMFIA ASSURANCE STATEMENT PROCESS

The heads of departments, offices and selected other wotk units within PBGC performed assessments of
internal controls over operations, reporting (financial and nonfinancial), and compliance with laws and
regulations. These assessments addressed several different considerations affecting internal controls, such as
existence of policies and procedures, extent of management oversight, performance of internal compliance
reviews, results of external reviews (e.g., OIG, GAO, or other reviews), and evaluation of known internal
control deficiencies. In addition, the ICC was presented with the results of the PBGC’s initial Green Book
assessment and prepared a list of cross-cutting control issues for consideration by members of PBGC’s
executive management. Further, the corrective actions taken in response to the two FMFIA material
weaknesses that were reported in FY 2015 (System Security and IT Operational Effectiveness and Cotrective

. Action Plans, and Operational Processes and Records Management) were evaluated for adequacy to ensure

that these matters no longer represented material weaknesses. Based on the results of the completed
assessments and other relevant factors, PBGC’s executive management recommended, and the Director
approved, the FY 2016 FMFIA Statement of Assurance included below:

FEDERAL MANAGERS’ FINANCIAL INTEGRITY ACT STATEMENT OF ASSURANCE

‘PBGC’s management is responsible for managing risks and maintaining effective internal control to meet the

objectives of Sections 2 and 4 of the Federal Managers® Financial Integrity Act. PBGC conducted its
assessment of risk and internal control in accordance with OMB Circular No. A-123, Management’s
Responsibility for Enterprise Risk Management and Internal Control. Based on the results of the assessment, PBGC
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can provide reasonable assurance that internal controls over operations, teporting, and compliance were
operating effectively as of September 30, 2016.

PBGC’s management is also responsible for managing risks and maintaining effective internal control
over financial reporting in accordance with Appendix A of OMB Citcular A-123. PBGC conducted an
assessment of internal controls over financial reporting. ‘The results of that assessment provide
reasonable assurance that internal controls over financial reporting were operating effectively as of
September 30, 2016,

PBGC was not in compliance with law and regulation due to 2 violation of the voluntary services provision of
the Antideficiency Act, which was duly reported externally, as required. PBGC is developing cottective
actions to help prevent such a violation from occutring in the future, and has provided training on the
Antideficiency Act tequirements. ' »
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MANAGEMENT REPRESENTATION

PBGC’s management is responsible for the accompanying Statements of Financial Position of the Single-
Employer and Multiemployer Funds as of September 30, 2016, and September 30, 2015, the related
Statements of Operations and Changes in Net Position, and the Statements of Cash Flows for the years then
ended. PBGC’s management is also responsible for establishing and maintaining systems of internal
accounting and administrative controls that provide reasonable assurance that the control objectives (i.e.,
prepating reliable financial statements, safeguarding assets, and complying with laws and regulations) are
achieved.

PBGC management believes the financial statements of the Single-Employer and Multiemployer Program
Funds present fairly the financial position of PBGC as of September 30, 2016, and September 30, 2015, and

. the results of its operations and cash flows for the years then ended, in conformity with accounting principles
generally accepted in the United States of America (U.S. GAAP) and actuarial standards applied on a
consistent basis. As noted in the FMFIA Statement of Assurance above, PBGC provides reasonable
assurance that its internal controls are effective.

Estimates of probable terminations, nonrecoverable future financial assistance, amounts due from employers,
and the present value of future benefits have a material effect on the financial results being reported.
Litigation has been disclosed and reported in accordance with U.S. GAAP.

As a result of the aforementioned, PBGC has based these statements, in part, upon informed judgments and
estimates for those transactions not yet complete or for which the ultimate effects cannot be precisely
measured, or for those that are subject to the effects of any pending litigation.

The Inspector General engaged CliftonLarsonAllen LLP to conduct the audit of the Corporation’s fiscal
years 2016 and 2015 financial statements, and CliftonLarsonAllen ILP issued an unmodified opinion on
those financial statements.

W. Thomas Reeder
Director

Patricia Kelly
Chief Financial Officer .

November 15, 2016
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PENSION BENEFIT GUARANTY CORPORATION
STATEMENTS OF FINANCIAL POSITION

ASSETS
Cash and cash equivalents ‘ ' $4,423 § 3,694 $102 § 11 $4,525 § 3,705
Securities lending collateral (Notes 3and 5) 190 1,245 - - 1910 1,245

Investments, at market (Notes 3 and 5):

Fixed matusity secaritics 57,292 49,778 1925 1,749 59217 51,527
Equity securities : 23,684 22,466 - : 23684 22,466
Private equity = 895 ; - 721 895
Real estate and real estate investment trusts 2,963 2,855 - - 2,963 2,855
Other 72 10 : : 72 10

Total investments » 84,732 76,004 1925 1,749 86,657 77,753

Receivables, net:

Sponsors of terminated plans 55 46 - - 55 46

" Premiums (Note 11) 4,534 3,375 165 154 4,699 3,529
Sale of securities 1,080 559 - - 1,080 559

. Derivative contracts (Note 4) 124 374 - - 124 374
Investment income ) 441 392 . 10 8 451 400
Other 6 5 - - 6 5
Total receivables 6,240 4,751 175 162 6,415 4,913
Capitalized assets, net ' 37 4 2 2 39 43
Total assets $97,342  $85,735 . $2,204 31,924 $99,546  $87,659

The acompanying notes are an integral patt of these finandal statements.
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PENSION BENEFIT GUARANTY CORPORATION
STATEMENTS OF FINANCIAL POSITION

LIABILITIES

Present value of future benefits, net (Note 6):

Trusteed plans $113,011 §105,932 - - $113,011  $105,932
Plans pending termination and trusteeship 296 383 - - 296 383
Settlements and judgments 21 26 - - 21 26
Claims for probable terminations 376 585 - - 376 585
‘Total present value of future benefits, net 113,704 106,926 - - 113,704 106,926
Present value of nonrecwverable future
finandal assistance (Note 7)
Insolvent plans - - 2,139 1,627 2,139 1,627
Probable insolvent plans - - 58,870 52,559 58,870 52,559
Total present value of nonrecverable
future finandal assistance - - 61,009 54,186 61,009 54,186
Payables, net:
Detvative contrads (Note 4) 49 334 - - 49 334
Due for purchases of seatities 2,037 1,100 - - 2,037 1,100
Payable upon retumn of securities loaned 1,910 1,245 - - 1,910 1,245
Uneamed premijums 167 138 7 8 174 146
- Acwunts payable and acrued expenses (Note 8) 55 57 21 14 76 71
Total payables 4,218 2,874 28 22 4,246 2,896
Total liabilities 117,922 109,800 61,037 54,208 178959 164,008
Net position’ (20,580)  (24,065) (58,833) (52,284) (79,413) _ (76,349)
Total liabilities and net position $97,342 § 85735 $2,204  $1,924 $99,546  $ 87,659
The acompanying notes are an integral part of these finandal statements.
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PENSION BENEFIT GUARANTY CORPORATION _
STATEMENTS OF OPERATIONS AND CHANGES IN NET POSITION

UNDERWRITING:

Inome: )
Premium, net (Note 11) $6,379 § 4138 $282 $ 212 $6,661 $§ 4350
Other _ 25 11 - - 25 11
Total 6,404 4,149 282 212 6,686 4,361

Expenses: - -

* Administrative 362 354 39 32 401 386
Other 4 30 - - 4 30
Total 366 384 39 32 405 416

Other underwriting activity:
Losses (aedits) from completed and
probable terminations (Note 12) (Ciy)] (780) - - (417) (780)
Losses from insolvent and probable .
plans-finandal assistance (Note 7) - - 6,768 9,963 6,768 9,963
Actuarial adjustments (credits) (Note 6) 2,285 314 11 7 2,296 321
Total - 1,868 (466) 6,779 9,970 8,647 9,504
Underwriting gain (loss) 4,170 4231 (6,536) 9,790) (2,366) (5,559)
FINANCIAL:
Investmentincome (loss) (Note 13):
Fixed 5,780 1,045 - . 143 © 68 5,923 1,113
Equity 2,768 (1,231) - - 2,768 (1,231) .
Private equity 81 125 - - o8 125
Real estate ' 7 379 - - 7 379
Ofther 12 6 - - 12 6
Total 8,648 324 143 68 8,791 392
Expenses: ’
Tnvestment 103 92 - - 103 92
Actuarial charges (Note 6): _ '
Due to expected interest 2,929. 3,339 56 5 2,985 3390
Due to change in interest factors 6,301 5,851 100 77 6,401 5,928
Total . 9,333 9,282 156 128 9,489 9,410
Finandal gzin (loss) (685) (8,958) (13) (60) (698) (9,018)
Net inome (foss) . 3485 4727) - (6,549) (9,850) (3,064) (14,577
Net position, beginning of year ' (24065)  (19338)  (52,284) (42,434) (76,349) (61,772)
Net position, end of year ©($20,580)  § (24,065) ($58,833)  § (52,284) ($79,413)  § (76,349)

The acompanying notes ate an integral part of these finandal statements.
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PENSION BENEFIT GUARANTY CORPORATION
STATEMENTS OF CASH FLOWS

OPERATING ACTIVITIES:
Premium receipts : $ 5250 § 3,571 $270 . $. 125 $5,520 $ 3,696
Interest and dividends received 2,107 2,341 46 49 2,153 2,390
Cash received from plans upon trusteeship 25 22 - - 25 22
Receipts from sponsots/non-sponsots 88 123 - - 88 123
Receipts from the missing participant program 6 6 - - 6 6
Other receipts : 6 - - - 6. -
Benefit payments — trasteed plans ’ (5,592) (5,525) - - (5,592) (5,525
Financial assistance payments - - (113) (103) (113) (103
Settlements and judgments 1) © - - 1) 6)
Payments for administrative and other expenses 454 (441) (28) (28) (482) (469)
Accrued interest paid on secusities purchased (284) (227) (6) (6) (290) (233)
Net cash provided (used) by operating activities (Note 15) 1,141 (136) 169 37 1,310 (%99)
INVESTING ACTIVITIES:
Proceeds from sales of investments ) 82,406 70,708 1,384 2,770 83,790 73478
Payments for purchases of investments (82,818) (71,385)  (1,462) (2,805) (84,280) (74,190)
Net change in investment of securities lending collateral 665  (1,623) - - 665  (1,623)
Net change in securities lending payable (665) 1,623 - - (665) 1,623
Net cash provided (used) by investing activities (412) 677) (78) (35) (490) (712)
Net increase (decrease) in cash and cash equivalents 729 (813) 91 2 820 (811)
Cash and cash equivalents, beginning of year ‘ 3,694 4,507 11 9 3,705 4,516
Cash and cash equivalents, end of year $ 4,423 § 3694  $ 102 $ 11 $ 4,525 § 3,705

The above cash flows are for trusteed plans and do not include non-trusteed plans.
The accompanying notes are an integral part of these financial statements
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NOTES TO FINANCIAL STATEMENTS
September 30, 2016 and 2015 ‘

NOTE 1: ORGANIZATION AND PURPOSE

The Pension Benefit Guaranty Corporation (PBGC or the Corporation) is a federal cotporation created by
Title IV of the Employee Retirement Income Secutity Act of 1974 (ERISA) and is subject to the provisions
of the Government Corporation Control Act. Its activities are defined by ERISA, as that act has been
amended over the years. The Corporation insures the pension benefits, within statutory limits, of participants
in covered single-employer and multiemployer defined benefit pension plans. '

. ~ BRISA requires that PBGC programs be self-financing. ERISA provides that the U.S. Government is not
liable for any obligation ot liability incurred by PBGC. - '

For financial statement purposes, PBGC divides its business activity into two broad areas — “Underwriting
Activity” and “Financial Activity” — covering both single-employer and multiemployer program segments.
PBGC’s Underwriting Activity provides financial guaranty insurance in return for insurance premiums
(whether actually paid or not). Actual and expected probable losses that result from the termination of
underfunded pension plans are included in this categoty, as are actuarial adjustments based on changes in
actuarial assumptions, such as mortality. Financial Activity consists of the petformance of PBGC’s assets and
liabilities. PBGC’s assets consist of premiums collected from defined benefit plan sponsors, assets from
distress or involuntarily terminated plans that PBGC has insured, and recoveries from the former sponsors of
those terminated plans. PBGC’s future benefit liabilities consist of those future benefits, under statutory
limits, that PBGC has assumed following distress or involuntary terminations. Gains and losses on PBGC’s
investments and changes in the value of PBGC’s future benefit liabilities (e.g., actuarial charges such as
changes in interest factors and expected interest) are included in this area.

As of September 30, 2016, the single-employer and multiemployer programs reported net positions of
$(20,580) million and $(58,833) million, respectively. The single-employer program had asséts of

$97,342 million offset by total liabilities of $117,922 million, which include a total present value of future
benefits (PVFB) of $113,704 million. As of September 30, 2016, the multiemployer program had-assets of
$2,204 million offset by $61,009 million in present value of nonrecoverable future financial assistatice.
Notwithstanding these deficits, the Cotporation has sufficient liquidity to meet its obligations (liabilities) for a
significant number of years; however, neither program at present has the resoutces to fully satisfy PBGC’s
long-term obligations to plan participants.

PBGC’s $91,633 million of total investments (including cash and investment income receivable) represents
the largest component of PBGC’s. Statements of Financial Position combined assets of $99,546 million at
September 30, 2016. This amount of $91,633 million (as compared to investments under management of
$89,492 million, as reported in section VII Investment Activities) reflects the fact that PBGC experiences 2
recurring inflow of trusteed plan assets that have not yet been incorporated into the PBGC investment
program. For total investments (L., not the investment program), cash and fixed-income securities (364,187
million) represent 70 percent of the total investments, while equity securities ($23,690 million) represent 26
petcent of total investments. Private market assets, real estate, and other investments ($3,756 million),
represent 4 percent of the total investments.

SINGLE-EMPLOYER AND MULTIEMPLOYER PROGRAM EXPOSURE

PBGC’s.estimate of the total underfunding in single-employer plans was $223,275 million for those
sponsored by companies that have credit ratings below investment grade and that PBGC classified as
reasonably possible of termination, as of September 30, 2016. This is an increase of $5,576 million from the
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reasonably possible exposure of §217,699 million in FY 2015. This increase is primarily due to the growth in
the number of companies meeting the reasonably possible criteria. These estimates are measured as of
December 31 of the previous year (see Note 9). For FY 2016, this exposute is concentrated in the following
sectors: manufactuting (primarily automobile/auto parts and fabricated metals) transportation (primarily
aitlines)/ communications /utilities, and services.

PBGC estitates that as of September 30, 2016, it is reasonably possible that multiemployer plans may require
future financial assistance in the amount of $19,485 million (see Note 9). This is a decrease of §472 million
from the reasonably possible exposure of §19,957 million in FY 2015, The primary reason for the decrease in
liability was due to changes in the data and underlying assumptions. The change in data was a result of
updated plan asset and liability information. The changes in assumptions include the reduction in discount
factors, an update to the small plan bulk reserve process, and the revised procedure for determining the
guaranteed benefit reduction factor (an assumption that both retirees and terminated vested participants have
smaller guaranteed benefits compared to that of a higher assumption that was used prior to September 30,
2016).

There is significant volatility in plan underfundmg and sponsor credit quality over time, which makes long-

" term estimation of PBGC'’s expected claims difficult. This volatility, along with the concentration of claims in

a relatively small number of terminated plans, has characterized PBGC’s experience to date and will likely
continue. Among the factors that will influence PBGC’s claims going forward are economic conditions
affecting interest rates, financial markets, and the rate of business failures.

PBGC’s souzces of information on plan underfunding are the most recent Section 4010 and PBGC premium
filings, and other submissions to the Corporation. PBGC publishes Table S-49, “Various Measures of
Underfunding in PBGC-Insured Plans,” in its Pension Insurance Data Tables where the limitations of the
estimates ate fully and appropriately described.

Under the single-employer program, PBGC is liable for the payment of guaranteed benefits with respect only
to underfunded terminated plans. An underfunded plan may terminate only if PBGC or a bankruptcy court
finds that one of the four conditions for a distress termination, as defined in ERISA, is met or if PBGC
involuntarily terminates a plan under one of five specified statutory tests. The net liability assumed by PBGC
is generally equal to the present value of the future benefits payable by PBGC less amounts provided by the
plan’s assets and amounts recoverable by PBGC from the plan sponsor and members of the plan sponsor’s
controlled group, as defined by ERISA.

Under the multiemployer program, if a plan becomes insolvent, it receives financial assistance from PBGC to
allow the plan to continue to pay participants their guaranteed benefits. PBGC recognizes assistance as a loss
to the extent that the plan is not expected to be able to tepay these amounts from future plan contributions,
employer withdrawal liability or investment earnings. Since multiemployer plans do not receive PBGC
assistance until fully insolvent, financial assistance is almost never repaid; for this reason, such assistance is
fully reserved.

NOTE 2: SIGNIFICANT ACCOUNTING POLICIES

BASIS OF PRESENTATION

The accompanying financial statements have been prepared in accordance with accounting principles
generally accepted in the United States of America (U.S. GAAP). The preparation of the financial statements,
in conformity with U.S. GAAP, requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period.
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Estimates and assumptions may change over time as new information is obtained or subsequent
developments occur. Actual results could differ from those estimates.

RECENT ACCOUNTING DEVELOPMENTS

In May 2015, the FASB issued Update No. 2015-07, “Fair Value Measurement (Topic 820, Disclosures for
Investments in Certain Entities That Calculate Net Asset Value per Share (or Its Equivalent),” which removes
investments from the fair value hierarchy for which the practical expedient is used to measure fair value at net
asset value (NAV). Instead, an entity is required to include those investments as a reconciling line item so that
the total fair value amount of investments in the disclosure is consistent with the amount on the balance
sheet. The amendment is effective beginning October 1, 2017. Adoption of this amendment is not expected
to have a matesial effect on our financial statements.

In Aptil 2015, the FASB issued Update No. 2015-05, “Intangibles-Goodwill and Other-Internal-Use
Software (Subtopic 350-40; Customer’s Accounting for Fees Paid in a Cloud Computing Arrangement),”
‘which provides guidance in evaluating the accounting for fees paid by a customer in a cloud computing
arrangement. ‘The amendment, which allows for eatly adoption, is effective beginning October 1, 2016.
Adoption of this update will not affect PBGC’s financial statements.

In February 2015, the FASB issued an amendment to U.S. GAAP to remove the concept of "extraordinary
items," which are defined as items that are unusual and infrequent in nature. The amendment, which allows
for early adoption, is effective beginning on October 1, 2016. Adoption of this amendment is not expected to
have an impact on our financial statements.

VALUATION METHOD

A ptimary objective of PBGC’s financial statements is to provide information that is useful in assessing
‘PBGC’s present and future ability to ensute that its plan beneficiaries receive benefits when due.
Accordingly, PBGC values its financial assets at estimated fair value, consistent with the standards for
pension plans contained in the FASB Accounting Standards Codification Section 960, Defined Benefit
Pension Plans. PBGC values its liabilities for the present value of future benefits and present value of
nonrecoverable future financial assistance using assumptions detived from market-based (fair value) annuity
prices from insurance companies, as described in the Statement of Actuarial Opinion. As described in
Section 960, the assumptions are “those assumptions that are inherent in the estimated cost at the (valuation)
' date to obtain a contract with an insurance company to provide participants with their accumulated plan
benefits.” Also, in accordance with Section 960, PBGC selects assumptions for expected retirement ages and
the cost of administrative expenses in accordance with its best estimate of anticipated experience.

The FASB Accounting Standards Codification Section 820, “Fair Value Measurements and Disclosutes,”
defines fair value, establishes a framework for measuring fair value in U.S. GAAP, and expands disclosures
about fair value measurements. Section 820 applies to accounting pronouncements that require or permit fair
value measurements,

REVOLVING AND TRUST FUNDS

PBGC accounts for its single-employer and multiemployer programs’ revolving and trust funds on an accrual
basis. Bach fund is charged its portion of the benefits paid each year. PBGC includes totals for the revolving
and trust funds for presentation pusposes in the financial statements; however, the single-employer and -
multiemployer programs are separate programs by law and, thetefore, PBGC also reports them separately.

ERISA provides for the establishment of the revolving fund where premiums are collected and held. The
assets in the revolving fund are used to cover deficits incurred by plans trusteed and to provide funds for
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financial assistance. The Pension Protection Act of 1987 created a single-employer revolving fund (Fund 7)
that is credited with all premiums in excess of $8.50 per participant, including all penalties and interest
charged on these amounts, and its share of earnings from investments. This fund may not be used to pay
PBGC’s administrative costs or the benefits of any plan terminated prior to October 1, 1988, unless no other
amounts are available.

The trust funds include assets (e.g., pension plan investments) PBGC assumes (or expects to assume) once a
terminated plan has been trusteed, and related investment income. These assets generally are held by
custodian banks. The trust funds suppott the operational functions of PBGC.

The trust funds reflect accounting activity associated with:

1) Trusteed plans (plans for which PBGC has legal responsibility). The assets and liabilities are reflected
separately on PBGC’s Statements of Financial Position, the income and expenses ate included in the
Statements of Operations and Changes in Net Position, and the cash flows from these plans are included
in the Statements of Cash Flows.

2) Plans pending termination and trusteeship {plans for which PBGC has begun the process for termination
and trusteeship by fiscal year-end). The assets and liabilities for these plans are reported as a net amount
on the liability side of the Statements of Financial Position under “Present value of future benefits, net.”
For these plans, the income and expenses are included in the Statements of Operations and Changes in
Net Position, but the cash flows are not included in the Statements of Cash Flows.

3) Probable terminations {plans that PBGC determines are likely to terminate and be trusteed by
PBGC). The assets and liabilities for these plans are repotted as a net amount on the liability side of the
Statements of Financial Position under “Present value of future benefits, net.” The accrued loss from
these plans is included in the Statements of Operations and Changes in Net Position as part of “Losses
from completed and probable terminations.” The cash flows from these plans are not included in the
Statements of Cash Flows. PBGC cannot exercise legal control over a plan’s assets until it becomes the
trustee.

ALLOCATION OF REVOLVING AND TRUST FUNDS

PBGC allocates assets, liabilities, income, and expenses to the single-employer and multiemployer programs’
revolving and trust funds to the extent that such amounts are not directly attributable to a specific fund.
Revolving fund investment income is allocated on the basis of each program’s average cash and investments
available during the year, while the expenses ate allocated on the basis of each program’s number of ongoing
* plans. Revolving fund assets and liabilities are allocated according to the yeat-end equity of each program’s
revolving funds. Plan assets acquired by PBGC and commingled at PBGC’s custodian bank are credited
directly to the appropriate fund, while the earnings and expenses on the commingled assets are allocated to
each program’s trust funds on the basis of each trust fund’s value, relative to the total value of the
commingled fund.

CASH AND CASH EQUIVALENTS

“Cash” includes cash on hand and demand deposits. “Cash equivalents’ > are investments with original
maturities of one business day or highly liquid investments that are readily convettible into cash within one
business day.
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SECURITIES LENDING COLLATERAL

PBGC participates in a securities lending program administered by its custodian bank. The custodian bank
requites collateral that equals 102 to 105 percent of the securities lent. The collateral is held by the custodian
bank. The custodian bank either receives cash or non-cash as collateral o returns collateral to cover matk-to-
market changes. Any cash collateral received is invested by PBGC’s investment agent. In addition to the
lending program managed by the custodian bank, some of PBGC’s investment managers ate authorized to
invest in securities purchased under resale agreements (an agreement with a commitment by the seller to buy
a security back from the purchaser at a specified ptice at a designated future date), and securities sold under
repurchase agreements.

INVESTMENT VALUATION AND INCOME

PBGC bases market values on the last sale of a listed security, on the mean of the “bid-and-ask” for nonlisted
secutities, ot on a valuation model in the case of fixed income securities that are not actively traded. These
valuations are determined as of the end of each fiscal year. Purchases and sales of securities are recorded on
the trade date. In addition, PBGC invests in and discloses its derivative investments in accordance with the
guidance contained in the FASB Accounting Standards Codification Section 815, Derivatives and Hedging.
Investment income is accrued s earned. Dividend income is recorded on the ex-dividend date. Realized
gains and losses on sales of investments ate calculated using first-in, first-out for the revolving fund and
weighted average cost for the trust fund. PBGC marks the plan’s assets to market, and any increase or
decrease in the market value of a plan’s assets occurting after the date on which the plan is terminated must,
by law, be credited to or suffered by PBGC. :

SECURITIES PURCHASED UNDER REPURCHASE AGREEMENTS

PBGC’s investment managers purchase securities under repurchase agreements, whereby the seller will buy
the security back at a pre-agreed price and date. Those greater than one day are reported under “Fixed
matuzity securities” as “Securities purchased under repurchase agreements” in the Note 3 table entitled
“Investments of Single-Employer Revolving Funds and Single-Employer Trusteed Plans,”. Repurchase
agreements that mature in one day are included in “Cash and cash equivalents,” which are reported on the
Statements of Financial Position. Refer to Note 3 for further information regarding repurchase agreements.

SPONSORS OF TERMINATED PLANS

The amounts due from sponsors of terminated plans or members of their controlled group represent the
settled, but uncollected, claims for employer liability (undetfindinig as of date of plan termination) and for
contributions due their plan less an allowance for estimated uncollectible amounts. PBGC discounts any
amounts expected to be teceived beyond one year for time and risk factors. Some agreements between
PBGC and plan sponsots provide for contingent payments based on future profits of the sponsors. The
Cotporation will report any such future amounts in the petiod they are realizable. Income and expenses
related to amounts due from sponsors are reported in the underwriting section of the Statements of
Operations and Changes in Net Position. Interest earned on settled claims for employer liability and due and -
- unpaid employer contributions (DUEC) is teported as “Income: Other.” The change in the allowances for
uncollectible employer liability and DUEC is reported as “Expenses: Other.”

PREMIUMS

Premiums receivable represent the plan reported premiums owed, and the PBGC estimated amounts on
filings not yet submitted, for plans that have a plan year commencing before the end of PBGC’s fiscal year
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and past due premiums deemed collectible, including penalties and interest. The lability for unearned
premiums represents annual premium fees that have been received in advance of the period in which they will
be earned by PBGC. They remain as liabilities until such time as they are ratably earned over the period of
time to which the premium applies. “Premium income, net” represents actual and estimated revenue
generated from defined benefit pension plan premium filings as required by Title IV of ERISA less bad debt
expense for premiums, interest and penalties (see Note 11).

CAPITALIZED ASSETS

Capitalized assets include furniture and fixtures, electronic processing equipment and internal-use software.
"This includes costs for internally developed software incurred during the application development stage
(system design inchuding software configuration and software interface, coding, and testing including parallel
the processing phase). These costs are shown net of accumulated depreciation and amortization.

PRESENT VALUE OF FUTURE BENEFITS (PVFB)

‘The PVFB is the estimated liability for future pension benefits that PBGC is or will be obligated to pay the
participants of trusteed plans and the net liability for plans pending termination and trusteeship. The PVFB
- liability (including trusteed plans and plans pending termination and trusteeship) is stated as the actuarial
present value of estimated future benefits less the present value of estimated recoveries from sponsors and
members of theit controlled group and the assets of plans pending termination and trusteeship as of the date
of the financial statements. PBGC also includes the estimated liabilities attributable to plans classified as
probable terminations as a separate line item in the PVFB (net of estimated recoveries and plan assets).
PBGC uses assumptions to adjust the value of those future payments to reflect the time value of money (by
discounting) and the probability of payment (by means of decrements, such as for death or retirement).
PBGC also includes anticipated expenses to settle the benefit obligation in the determination of the PVFB.
PBGC’s benefit payments to participants reduce the PVFB liability.

The values of the PVFB are particularly sensitive to changes in underlying estimates and asshmpﬁons. These
estimates and assumptions could change and the impact of these changes may be material to PBGC’s
financial statements (see Note 6).

(1) Trusteed Plans: Represents the present value of future benefit payments less the present value of expected
recoverdes (for which a settlement agreement has not been reached with sponsors and members of their
controlled group) for plans that have terminated and been trusteed by PBGC prior to fiscal year-end. Assets
are shown separately from liabilities for trusteed plans.

(2) Pending Termination and Trusteeship: Represents the present value of future benefit payments less the
plans’ net assets (at fair value) anticipated to be received and the present value of expected recoveries (for
which a settlement agreement has not been reached with sponsors and members of their controlled group)
for plans for which termination action has been initiated and/or completed prior to fiscal year-end. Unlike
trusteed plans, the liability for plans pending termination and trusteeship is shown net of plan assets.

(3) Settlements and Judgments: Represents estimated liabilities related to settled litigation (see Note 6).

{4y Net Claims for Probable Terminations: In accordance with the FASB Accounting Standards Codification
Section 450, Contingencies, PBGC recognizes net claims for probable terminations which represent PBGC’s
best estimate of the losses, net of plan assets, and the present value of expected recoveries (from sponsors
and members of their controlled group) for plans that are likely to terminate in the future. Under a specific
identification process, PBGC evaluates each controlled group having $50 million ot more of underfunding
and recognizes a contingent loss for the estimated net claim of those plans meeting the probable termination
criteria. These estimated losses are based on conditions that existed as of PBGC’s fiscal year-end.
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Management believes it is likely that one or more events subsequent to PBGCs fiscal year-end will occur,
confirming the loss.

Critetia used for classifying a specific single-employer plan as a probable termination include, but are not
limited to, one or more of the following conditions: the plan sponsor is in liquidation or comparable state
insolvency proceeding with no known solvent controlled group member; sponsor has filed or intends to file
for distress plan termination and the criteria will likely be met; or PBGC is considering the plan for
involuntary termination. In addition, management takes into account othet economic events and factors in
making judgments regarding the classification of a plan as a probable termination. These events and factors
may include, but are not limited to, the following: the plan sponsor is in bankriptcy or has indicated that a
bankruptcy filing is imminent; the plan sponsor has stated that plan termination is likely; the plan sponsor has
received a going concern opinion from its independent auditors; or the plan sponsor is in default under
existing credit agreement(s).

In addition, a resetve for small unidentified probable losses is recorded for the estimated future contingent
losses stemming from insured single-employer plans with an aggregate underfunding of less than $50 million.
The teserve is based on the historic three-year rolling average of actual plan tetminations (with an aggregate
underfunding of less than $50 million) and indexed to the S&P 500 to reflect changes in economic
conditions. (See Note 6 for further information on Net Claims for Probable Terminations).

(8) PBGC identifies certain plans as high-risk if the plan sponsor is in Chapter 11 proceedings or the
sponsor’s senior unsecuted debt is rated CCC+/Caal ot lower by S&P or Moody’s, respectively. PBGC
specifically reviews each plan identified as high-risk and classifies those plans as probable if, based on
available evidence, PBGC concludes that plan termination is likely (based on ctiteria described in (4) above).
Otherwise, high-risk plans are classified as reasonably possible.

(6) In accordance with the FASB Accounting Standards Codification Section 450, PBGC’s exposute to losses
from plans of companies that ate classified as reasonably possible is disclosed in the footnotes. In order for a
plan sponsor to be specifically classified as reasonably possible, it must first have $50 million ot more of
underfunding, as well as meet additional criteria. Criteria used for classifying a company as reasonably
possible include, but ate not limited to, one or more of the following conditions: the plan sponsor is in
Chapter 11 reorganization; a funding waiver is pending or outstanding with the Internal Revenue Setvice; the
sponsor missed a minimum funding contribution; the sponsor’s bond rating is below investment-grade for
Standard & Poor’s (BB+) or Moody’s (Bal); ot the sponsor has no bond rating but the Dun & Bradstreet
Financial Stress Score is below the threshold considered to be investment grade (see Note 9).

PRESENT VALUE OF NONRECOVERABLE FUTURE FINANCIAL ASSISTANCE -
In accordance with Title IV of ERISA, PBGC provides financial assistance to multiemployer plans, in the
form of loans, to enable the plans to pay guaranteed benefits to participants and reasonable administrative

expenses. These loans, issued in exchange for interest-bearing promissory notes, constitute an obligation of
each plan. '

The present value of nonrecoverable future financial assistance represents the estimated nonrecoverable
payments to be provided by PBGC in the future to multiemployer plans that will not be able to meet their
benefit obligations. The present value of nonrecoverable future financial assistance is based on the difference
between the present value of future guaranteed benefits and expenses and the market value of plan assets,
including the present value of future amounts expected to be paid by employers, for those plans that are
expected to require future assistance. The amount reflects the rates at which, in the opinion of management,
these liabilities (net of expenses) could be settled in the market for single-premium nonparticipating group
annuities issued by private insurers (see Note 7). '
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A liability for a particular plan is included in the “Present Value of Nonrecoverable Future Financial
Assistance” when it is determined that the plan is currently, or will likely become in the future, insolvent and
will require assistance to pay the participants their guaranteed benefit. In accordance with the FASB
Accounting Standards Codification Section 450, Contingencies, PBGC recognizes net claims for probable

.insolvencies for plans that are likely to become insolvent and may require future financial assistance.

Projecting a future insolvency requires considering several complex factors, such as an estimate of future cash
flows, future mortality rates, and age of participants not in pay status. -

Each year, PBGC analyzes insured multiemployer plans to identify those plans that are at risk of becoming
claims on the insurance program. Regulatory filings with PBGC and the other ERISA agencies are important
to this analysis and determination of risk. In general, if a terminated plan’s assets are less than the present
value of its liabilities, PBGC considers the plan a probable risk of requiting financial assistance in the future.

PBGC also analyzes ongoing multiemployer plans (i.e., plans that continue to have employers making regular
contributions for covered work) to determine whether any such plans may be probable or possible claims on
the insurance program. In conducting this analysis each year, PBGC examines plans that are chronically
underfunded, have poor cash flow trends, that have a falling contribution base, and that may lack a sufficient
asset cushion to weather income losses. A combination of these factots, or any one factor that is of sufficient
concern, leads to a more detailed analysis of the plan’s funding and the likelihood that the contributing
employers will be willing and able to maintain the plan.

PBGC uses specific critetia for classifying as insolvent (PBGC’s insurable event for multiemployer plans),
probable, and reasonably possible multiemployer plans. The criteria are as follows:

¢ Any multiemployer plans currently receiving financial assistance are classified as insolvent.
e Terminated, underfunded multiemployer plans (i.c., “wasting trusts™) are classified as probable.

*  Ongoing multiemployer plans projected to become insolvent:

o' Within 10 years are classified as probable.
o From 10 to 20 years are classified as reasonably possible.

In addition, for small plans (fewer than 2,500 participants), the estimated probable and reasonably possible
losses are accrued for the estimated future contingent losses stemming from the multiemployer program.
This small plan bulk reserve uses an aggregate method to estimate liability and exposure, rather than
reviewing each plan individually, based on the use of seven years of plan termination history to project the
cutrent probable liability. The small plan probables are calculated using a seven-year ratio of new plan
terminations or insolvencies to the total unfunded Hlability in a given year. This ratio is applied to the current
unfunded liability for small plans to calculate the probable exposure.

In general, the date of insolvency is estimated by projecting plan cash flows using PBGC’s actuarial
assumptions for terminated plans, but also considered are projections based on other assumptions, such as
those used by the plan actuary.

MPRA provides that certain plans may apply to the Department of the Treasury to suspend benefits, and
provides for a participant vote on the benefit suspension. These plans also may apply to PBGC for financial
assistance: either for a facilitated merger or for a partition. Application for partition generally will occur in
conjunction with an application to Treasury for benefit suspension. These actions are not considered in the
determination of whether nonrecoverable future financial assistance is probable until the approval has been
granted and the changes in benefit payments have commenced. :

The present value of nonrecoverable future financial assistance is presented in the Liability section of the
Statements of Financial Position (see Note 7).
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ADMINISTRATIVE EXPENSES

These operating expenses (for either the singlé-employer or multiemployer insurance programs) ate amounts

- paid and accrued for services rendered or while carrying out other activities that constitute PBGC’s ongoing

operations (e.g., payroll, contractual services, office space, materials and supplies). An expense allocation
methodology is used to fully capture the administrative expenses attributable to either the single-employer ot
multiemployer insurance programs. All indirect administrative expenses associated with the single-employer
and multiemployer programs are being allocated using the number of ongoing plans in each program.

OTHER EXPENSES

These expenses represent an estimate of the net amount of receivables deemed uncollectible during the
period. The estimate is based on the most recent status of the debtor (e.g., sponsor), the age of the
teceivables and other factors that indicate the element of uncollectibility in the receivables outstanding.

LOSSES FROM COMPLETED AND PROBABLE TERMINATIONS

Amounts reported as losses from completed and probable terminations represent the difference as of the
actual or expected date of plan termination (DOPT) between the present value of future benefits (including
amounts owed under Section 4022(c) of ERISA) assumed, or expected to be assumed, by PBGC, less related
plan assets, and the present value of expected recoveties from sponsors and members of their controlled
group (see Note 12). When a plan terminates, the previously recorded probable net claim is reversed and
newly estimated DOPT plan assets, recoveties and PVFB are netted and reported on the line “PVFB - Plans
pending termination and trusteeship™ (this value is usually different from the amount previously reported),
with any change in the estimate being recorded in the Statements of Operations and Changes in Net Position.
In addition, the plan’s net income from DOPT to the beginning of PBGC’s fiscal year is included as 2
component of losses from completed and probable terminations for plans with termination dates prior to the
yeat in which they were added to PBGC’s inventory of terminated plans.

ACTUARIAL ADJUSTMENTS AND CHARGES (CREDITS)

PBGC classifies actuarial adjustments related to insurance-based changes in method and the effect of
expetience as underwriting activity; actuarial adjustments are the tesult of the movement of plans from one
valuation methodology to another, (e.g,, nonseriatim), (calculating the liability for the group) to

setiatim (calculating separate liability for each person), and of new updated data (e.g,, deaths, revised
participant data). Actuatial chatges (credits) are related to changes in intetest factors, and expected intetest is
classified as financial activity. These adjustments and charges (credits) represent the change in the PVEB that
results from applying actuarial assumptions in the calculation of future benefit liabilities (see Note 6).

DEPRECIATION AND AMORTIZATION

PBGC calculates depreciation on the straight-line basis over estimated useful lives of five years for equipment
and 10 years for furniture and fixtures. PBGC calculates amortization for capitalized software, which
includes certain costs incurred for purchasing and developing software for internal use, on the straight-line
basis over estimated useful lives not to exceed five yeats, commencing on the date that the Corporation
determines that the intetnal-use software is implemented. Routine maintenance and leasehold improvements
(the amounts of which are not material) are charged to operations as incurred. Capitalization of softwate cost
occurs during the development stage, and costs incurred during the preliminary project and post-
implementation stages ate expensed as incurred.
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NOTE 3: INVESTMENTS

‘Premium receipts are invested through the revolving fund in U.S. Treasury securities. The trust funds include
assets that PBGC assumes or expects to assume with respect to terminated plans {e.g,, recoveries from
sponsors) and investment income thereon. These assets generally are held by custodian banks. The basis and
market value of the investments by type are detailed below, as well as related investment profile data. The
basis indicated is the cost of the asset if assumed after the date of plan termination or the market value at date
of plan termination if the asset was assumed as 2 result of a plan’s termination. PBGC marks the plan’s assets
to market, and any increase or decrease in the market value of a plan’s assets occurring after the date on
which the plan is terminated must, by law, be credited to or suffered by PBGC. Investment securities
denominated in foreign cutrency are translated into U.S. dollars at the prevailing exchange rates at period end.
Purchases and sales of investment securities, income, and expenses ate translated into U.S. dollars at the
prevailing exchange rates on the respective dates of the transactions. The portfolio does not isolate that .
portion of the results of operations resulting from changes in foreign exchange rates of investments from the
fluctuations atising from changes in market prices of securities held. Such fluctuations are included with the
net realized and unrealized gain or loss on investments. For PBGC’s securities, unrealized holding gains and
losses are both recognized by including them in earnings. Unrealized holding gains and losses measure the
total change in fair value — consisting of unpaid interest income earned or unpaid accrued dividend and the
remaining change in fair value from holding the security.

To Be Announced (TBA) and Bond Forward transactions are recorded as regular buys and sells of
investments and not as derivatives. TBA is a contract for the purchase or sale of mortgage-backed securities
to be delivered on a future date. The term TBA is derived from the fact that the actual mortgage-backed
security that will be delivered to fulfill a TBA trade is not designated at the time the trade is made. The
securities are to be announced 48 hours prior to the established trade settlement date. TBAs are issued by the
Federal Home Loan Mortgage Corporation (FHLMC), the Federal National Mortgage Association (FNMA),
and Government National Mortgage Association (GNMA). In accordance with FASB Accounting Standards
Codification Section 815, Derivatives and Hedging, TBA and Bond Forward contracts are deemed regular way
trades as they are completed within the time frame generally established by regulations and conventions in the
market place or by the exchange on which they are executed. Thus, recording of TBA and Bond Forward
contracts recognizes the acquisition or disposition of the securities at the full contract amounts on day one of
the trade.

Bond Forwards and TBAs are reported to “Receivables, net — Sale of securities” and “Due for purchases of
secutities” from derivative contracts receivables and payables. As of September 30, 2016, TBA receivables
were $498 million and no Bond Forward receivables were reported. In addition, as of September 30, 2016,
TBA payables were $1,214 million and no Bond Forward payables were reported.

PENSION BENEFIT GUARANTY CORPORATION 67 FY 2016 | ANNUAL REPORT



INVESTMENTS OF SINGLE-EMPLOYER REVOLVING FUNDS

AND SINGLE-EMPLOYER TRUSTEED PLANS

Fixed matutity secarities:

U.S. Govemniment secasities ' _ $25,460 $27,070 $21,106 $21,807
Comm erdal paper/ secutities purchased 128 128 162 162
under repurchase agreements
Asset badked securities 3,815 3,889 3,456 3,502
Pooled funds
Domestic 1,876 1,827 1,969 1,822
International 213 252 1,144 1,261
Global/ other - - - -
Corporate bonds and other 11,783 12,537 11,247 11,174
International seqirities 11,311 11,589 10,805 10,050
Subtotal 54,586 57,292 49,889 49,778
Equity seaxrities:
Domestic 142 162 1,379 1,662
International 769 794 770 736
Pooled funds
Domestic 10,357 11,424 9,173 9,877
International 8,038 11,300 7,252 10,189
Global/other 4 4 2 2
Subtotal 19,310 23,684 18,576 22,466
Private equity 1,290 721 1,284 895
Real estate and real estate investment trusts 2,613 2,963 2,443 2,855
Insurance contracts and other investments 72 72 9 10
Total® $77,871 $84,732 @ $72201 $76,004

(1) Total includes securities on loan at September 30, 2016, and September 30, 2015, with a market value of $3,037 million and

$1,894 million, respectively.

(2) This total of $84,732 million of investments at matket value represents the single-employer assets only.

INVESTMENTS OF MULTIEMPLOYER REVOLVING FUNDS AND MULTIEMPLOYER TRUSTEED PLANS

Investment secutities:

Fixed U.S. Government securities

Equity securities

Total
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INVESTMENT PROFILE

Fixed Income Assets

Average Quality ) A A

Average Maturity (years) A 132 12.5
Duration (years) 9.4 8.4
Yield to Maturity (%) 2.9 3.0
Equity Assets

Average Price/Eatnings Ratio 21.8 19.7
Dividend Yield (%) 2.5 2.7
Beta 1.0 10

DERIVATIVE INSTRUMENTS

PBGC assigns investment discretion and grants specific authority to all of its investment managers to invest
according to specific portfolio investment guidelines the Corporation has established. PBGC further limits
the use of derivatives by investment managers through tailored provisions in the investment guidelines with
investment managers consistent with PBGC’s investment policy statement and overall risk tolerance. These
investment managers, who act as fiduciaties to PBGC, determine when it may or may not be appropriate to
utilize detivatives in the portfolio(s) for which they arte responsible. Investments in detivatives carry many of
the same risks of the underlying instruments and carry additional risks that are not associated with direct
investments in the securities underlying the derivatives. .

Risks may arise from the potential inability to terminate or sell detivative positions, although derivative
instruments are generally more liquid than physical market instruments. A liquid secondary market may not
always exist for certain derivative positions. Over-the-counter detivative instruments also involve
counterparty risk that the other party to the derivative instrument Wﬂl not meet its obligations.

The use of derivatives by PBGC investment managers is restricted in so far as portfolios cannot use
derivatives to create leverage in the portfolios for which they are responsible. Thus, the portfolios shall not
utilize derivatives to leverage the portfolio beyond the maximum risk level associated with a fully mvested
portfolio of physical securities.

Derivative instruments are used to mitigate risk (e.g., adjust duration or cutrency exposures), enhance
investment returns, and/or as liquid and cost-efficient substitutes for positions in physical securities. These
defivative instruments are not designated as accounting hedges consistent with FASB Accounting Standards
Codification Section 815, Derivatives and Hedging, which requires an active designation as a prerequisite for any-
hedge accounting. PBGC uses a no hedging designation, which results in the gain ot loss on a derivative
instrument to be recognized currently in earnings. Derivatives ate accounted for at fair value in accordance
with the FASB Accounting Standards Codification Section 815, Derivatives and Hedging. Detivatives are -
marked to market with changes in value reported as 2 component of financial income on the Statements of
Operations and Changes in Net Position. PBGC presents all derivatives at fair value on the Statements of
Financial Position. :

During fiscal years 2016 and 2015, PBGC, through its investment managets, invested in investment products
that used various U.S. and non-U.S. derivative instruments. Those products included, but ate not limited to:

index futures, options, money market futures, government bond futures, interest rate, credit default and total
return swaps and swaption (an option on a swap) contracts, stock warrants and rights, debt option contracts,
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and foreign currency forward and option contracts. Some of these detivatives are traded on organized
exchanges and thus bear minimal counterparty risk. The counterparties to PBGC’s non-exchange-traded
detivative contracts are major financial institutions subject to ISDA (Intemational Swaps and Detivatives
Association, Inc.) master agreements and minimum credit ratings. PBGC monitors PBGC’s counterparty tisk
and exchanges collateral under most contracts to further support performance by counterparties. Some of
PBGC’s non-exchange traded derivative contracts ate centrally cleared through 2 Commodity Futures

. Trading Commission (CFTC)-recognized clearinghouse and the required margin (collateral) is maintained by

the clearinghouse to support the petformance by counterparties, which are members of the clearinghouse. A
clearinghouse reduces the settlement risks by netting offsetting transactions between multiple counterpartes,
by requiring higher levels of collateral deposits or margin requirements compared to bilateral afrangements.
Settlement risks are also reduced by the cleatinghouse providing independent valuation of trades and margin,
monitoring the credit worthiness of the clearing firms, and providing a guarantee fund, which could be used

to cover losses that exceed a defaulting clearing firm’s margin on deposit.

A futures contract is an agreement between a buyer or seller and an established futures exchdnge
cleatinghouse in which the buyer or seller agrees to take or make a delivery of a specific amount of a financial
instrument at a specified price on a specific date (settlement date) in the future. The futures exchanges and
clearinghouses clear, settle, and guarantee transactions occurring through their facilities. Upon entering intoa
futures contract, an “initial margin” amount (in cash or liquid securities) of generally 1 to 6 petcent of the face
value indicated in the futures contract is required to be deposited with the broker. Open futures positions are
marked to market daily. Subsequent payments known as “variation matgin® are made ot teceived by the
portfolio dependent upon the daily fluctuations in value of the underlying contract. PBGC maintains
adequate liquidity in its portfolio to meet these margin calls. '

PBGC also invests in forward contracts. A forward foreign currency contract is a commitment to purchase
or sell a foreign currency at the settlement date (in the future) at a negotiated rate, Foreign currency forward,
futures, and option contracts may be used as a substitute for cash currency holdings. This is in otder to
minimize cutrency tisk exposure to changes in foreigti currency exchange rates and to adjust ovetall cutrenicy
exposure to reflect the investment views of the fixed income and equity portfolio managers regarding
relationships between currencies. ‘ o

A swap is an agreement between two parties to exchange different financial returns on a notional investment
amount. The major forms of swaps traded are interest rate swaps, credit default swaps, and total return
swaps. These swaps are netted for reporting purposes. PBGC uses swap and swaption contracts to adjust
exposure to interest rates, fixed income securities exposure, credit exposure, and equity exposure, and to
generate income based on the investment views of the portfolio managers regarding interest rates, indices,
and individual issues.

Interest rate swaps involve exchanges of fixed rate and floating rate interest. Interest rate swaps are often
used to alter exposure to interest rate fluctuations by swapping fixed rate obligations for floating rate -
obligations, or vice versa. The counterpatties to the swap agtee to exchange interest payments on specific
dates, according to 2 predetermined formula. The payment flows are usually netted against each other, with
one patty paying the difference to the other.

A credit default swap is a contract between a buyer and seller of protection against pre-defined credit events.
PBGC may buy or sell credit default swap contracts to seek to increase the portfolio’s income or to mitigate
the risk of default on pottfolio securities.

A total return swap is a contract between a buyer and seller of exposures to certain asset classes, such as
equities. PBGC may buy or sell total return contracts to seek to increase or reduce the portfolio’s exposure
to certain asset classes.
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An option contract is a contract in which the writer of the option grants the buyer of the option the right to
putchase from (call option) or sell to (put option) the writer a designated instrument at a specified price
within a specified petiod of time.

Stock watrants and rights allow PBGC to purchase securities at a stipulated ptice within a specified time limit,

For the fiscal years ended September 30, 2016 and 2015, gains and losses from settled margin calls are
reported in “Investment income” on the Statements of Operations and Changes in Net Position., Securities
and cash are pledged as collateral for derivative contracts (e. g., futures and swaps) and are recorded as 2
receivable ot payable.

Pursuant to the provisions of the FASB Accounting Standards Codification Section 815, Derivatives and
Hedgiﬂg, this standard requires the disclosure of fair values of derivative instruments and their gains and losses
in its financial statements of both the dérivative posmons existing at period end and the effect of using
derivatives during the reporting period.

The following three key tables present PBGC’s use of detivative instruments and its impact on PBGC’s
financial statements: -

o  Fair Values of Detivative Instruments — Identifies the location of detivative fair values on the Statements
of Financial Position, as well as the notional amounts.

o  Offsetting of Derivative Assets — Presents the impact of legally enforceable master netting agreements on
derivative assets.

e Offsetting of Derivative Liabilities — Presents the i 1mpact of legally enforceable master netung agreements
* on derivative liabilities.
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¢ fal
Futures Dedvative Contracts $3,421 $2 Derivative Contracts $3,453 $13
Swap contracts
Interest rate swaps Investments-Fixed © 2,866 (14 Investments-Fixed 4,301 22
Other detivative swaps ~ Investments-Fixed 1,683 (19) Investments-Fixed 1,365 19
Option contracts Investments-Fixed 220 2  Investments-Fixed 48 1
Forwards - foreign eidmnge Investments-Fixed 13,815 2  Investments-Fixed 9,166 15
Investments-Equity - -  Investments-Equity - -

Detivative Contracts $1,788 § (11)

Futures Derivative Contracts $2,392 $ (22)

Option contracts Detivative Contracts 352 (5) Detivative Contradgs . 167 1

Additional information spedficto detivative instruments is disdosed in Note 4 — Derivative Contrads, and Note 5 — Fair
Value Measurements. :

PBGC uses 2 net presentation on the Statements of Financial Position for those derivative financial
instruments entered into with counterparties under legally enforceable master netting agreements. Detivative
receivables and derivative payables are netted on the Statements of Financial Position with the same
counterparty and the related cash collateral receivables and payables when a legally enforceable master netting
agreement exists (i.e., for over-the-counter derivatives). Master netting agreements are used to mitigate
counterparty credit risk in certain transactions, including derivatives transactions, repurchase agreements and
tevesse repurchase agreements. The master netting agreement also may require the exchange of cash or
marketable securities to collateralize either party’s net position. Any cash collateral exchanged with
countetparties under these master netting agreements is also netted against the applicable derivative fair
values on the Statements of Financial Position. ’
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OFFSETTING OF DERIVATIVE ASSETS FAIR VALUE

September 30, 2016 _ September 30, 2015

Derivatives » .
Interest-rate contracts $ 3 $Q $§ 2 $ 105 $ (83 $ 22
Foreign exchange contracts 58 (39 24 26 (11) 15
Other derivative contracts() 6 ©) 2 : 3 €) -
Cash collateral nettings - @ @ - ¢ )
Total Derivatives $ 67 $ (43) $ 24 $134° $ (98) $ 36
Other financial instroments@®
Repurchase agreements $ 100 $ - $ 100 $ 156 $ - $ 156
Secuirities Jending collateral 1,910 - 1,910 1,245 - 1,245
Total derivatives and other

financial instruments $ 2,077 $ (43) $ 2,034 $ 1,535 $ (98) $ 1,437

September 30, 2016 September 30, 2015 '

Net Amount of Net Amount of
Assets Presented Assets Presented
in Statements of in Statements of
Financial Collateral Financial Collateral
Position Received Net Amount Position Received Net Amount
Repurchase agreements 100 - 100 156 - 156
Security lending collateral 1,910 (1,910) - 1,245 {1,245) -
Total $ 2,010 $ (1,910) $ 100 $1,401 $ (1,245) $ 156

) Other derivative contracts include total return swaps, currency swaps, and credit default swaps.
@ Under subheading “Other financial instruments™, repurchase agreements and secutities lending collateral are
presented on a gross basis within the table and on the Statements of Financial Position.
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OFFSETTING OF DERIVATIVE LIABILITIES FAIR VALUE

September 30, 2016 September 30, 2015

Derivatives

Interest-rate contracts $ 2 $(D $ 1 $ 83 $(83) $ -
Foreign exchange contracts - 55 . 34) 21 11 an - -
Other detivative contracts(®) 26 (C)] 22 22 )] 19
Cash collateral nettings - - - - - -
Total Derivatives - $83 $ (39 $ 44 $ 116 $ 97 $§ 19

Other financial instruments®

Resale agreements $ - $ - $ - $ - $ - $ -
Securities lending collateral 1,910 - 1,910 1,245 - 1,245
Total derivatives and other

financial insttuments $ 1,993 $ (39) $1,954 $ 1,361 $ (07 $ 1,264

September 30, 2016. September 30, 2015

Net Amount of Net Amount of
Liabilities : Liabilities
Presented in : Presented in
Statements of B Statements of
Financial Collateral Financial - Collateral
Position Received Net Amount Position Received Net Amount
Resale agreements ‘ - - - - Lo -
Secutity lending collateral 1,910 (1,910) - 1,245 (1,245) -
Total $ 1,910 $ (1,910) $ - $ 1,245 $ (1,245) $ -

@ Other detivative contracts include total teturn swaps, currency swaps, and credit default swaps.
@ Under subheading “Other financial instruments”, repuschase agreements and securities lending collateral are
presented on 2 gross basis within the table and on the Statements of Financial Position.
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The following table identifies the location of derivative gains and losses on the Statements of Operations and
Changes in Net Position as of September 30, 2016, and September 30, 2015.

EFFECT OF DERIVATIVE CONTRACTS ON THE STATEMENTS OF
OPERATIONS AND CHANGES IN NET POSITION

Amount of Gain or (Loss)
Loation of Gain or Remgnized in Income on
(Loss) Recognized Derivatives .
in Income on Sept. 30, Sept. 30,
(Dollars in millions) Derivatives 2016 2015
Futures
Contrads in a receivable position Investment Income-Fixed ($107) $69)
Contracs in a receivable position Investment Income-Equity - -
Contracts in a payable position Investment Income-Fixed 239 138
Contracts in a payable position Investment Income-Equity - -
Swap agreements
Interest rate swaps Investment Income-Fixed (13) (18)
Other dervative swaps Investment Income-Fixed (6) ©)
Option contracts .
Options purchased (long) Investment Inoome-Fixed -1 )
Options purchased (long) Investment Income-Equity -
Options written (sold short) Investment Income-Fixed 3 7
Options written (sold short) Investment Income-Equity - -
Forward contracts
Forwards - foreign exchange Investment Income-Fixed (75) 419
Investment Income-Equity e * (U

* Less than $500,000.

Additional information specific to derivative instruments is disclosed in Note 4 - Derivative Contracts, and
Note 5 - Fair Value Measurements.
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SECURITIES LENDING

PBGC participates in a securities lending program administered by its custodian bank: The custodian bank
requires initial collateral that equals 102 to 105 percent of the securities lent. The collateral is held by the
custodian bank or its agent. The custodian bank either receives cash or non-cash as collateral or returns
collateral to cover mark-to-market-changes. Any cash collateral received is invested by PBGC’s investment

" agent. In addition to the lending program managed by the custodian bank, some of PBGC’s investment

managets ate authorized to invest in securities purchased under resale agreements (an agreement with a
commitment by the seller to buy a security back from the purchaser at a specified price at a designated future
date): .

The average value of securities on loan through September 30, 2016, and through September 30, 2015, was
$2,170 million and $2,443 million, respectively. The average value of lendable secutities was $24,770 million
through September 30, 2016, and $26,099 million through September 30, 2015. The ratio of the average
value of securities on loan and the average value of lendable securities is the average utilization rate, This
average utilization rate for the fiscal year ending September 30, 2016, was 9%, unchanged from the average
utilization rate for the fiscal year ending September 30, 2015.

The average value of U.S. Corporate Bonds and Equity secutities on loan through September 30, 2016, was
$1,301.million, as compared to $1,456 million through September 30, 2015. The average value of U.S.
Corporate Bonds and Equity securities on loan is 60% of the $2,170 million average value of securities on
loan through September 30, 2016, as compared to 60% of the $2,443 million average value of securities on
loan through September 30, 2015. The average value of lendable U.S. Corporate Bonds and Equity securities
was $14,618 million through September 30, 2016, or 59 percent of PBGC’s overall average value of lendable
secutities; while the average value of lendable U.S. Corporate Bonds and Equity securities was $15,876 million
through September 30, 2015, or 61 percent of PBGC’s overall average value of lendable securities. The
average utilization of U.S. Corporate Bonds and Equity secutities for fiscal year ending September 30, 2016,
was 9%, unchanged from the average utilization rate for the fiscal year ending September 30, 2015,

The average value of U.S. Government securities on loan through September 30, 2016, was $750 million, as
compared to $786 million through September 30, 2015. The average value of U.S. Government securities on
loan was 35% of the $2,170 million average value of secutities on loan through September 30, 2016, as
compared to 32% of the §2,443 million average value of securities on loan through September 30, 2015. The
average value of lendable U.S. Government secutities through September 30, 2016, was $4,674 million, or 19
petcent of PBGC’s overall average value of lendable securities; wheteas the average value of lendable U.S.
Government securities through September 30, 2015, was $4,833 million, or 19 percent of PBGC’s overall
average value of lendable securities. The average utilization of U.S. Government securities for fiscal year
ending September 30, 2016, was 16%, unchanged from the average utilization rate for the fiscal year ending
September 30, 2015.
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‘The following table presents utilization rates of investment securities in the Security Lending Collateral
Program. '

UTILIZATION RATES OF SECURITY LENDING COLLATERAL

US. Corporate Bond & 10% 9% 9%
Equity

U.S. Government 24% . 16% 16%
Securities - . '
Non-U.S. Corporate ‘ 5% 4% 2%
Bond & Equity

Non- U.S. Fixed 1% 2% 4%
Income :

Total PBGC Program 11% 9% 9%

The amount of cash collateral received for securities on loan at September 30, 2016, and September 30, 2015,
was $1,910 million and $1,245 million, respectively. These amounts are recorded as assets and are offset with
a corresponding liability. For lending agreements collateralized by secutities, no accompanying asset or
liability is recorded, as PBGC does not sell or re-pledge the associated collateral. For those secutities lending
activities that PBGC directs through its custodian manager, the corporation chooses to invest proceeds from
securities lending in the Quality A cash collateral pool. PBGC earned $12 million from its agency securities
lending programs as of September 30, 2016. Also contributing to PBGC’s securities lending income is its
patticipation in certain pooled index funds. Net income from securities lenditig is included in “Investment
income — Fixed” on the Statements of Operations and Changes in Net Position.

PBGC does not have the right by contract or custom to sell or re-pledge non-cash collateral, and therefore it
is not reported on the Statements of Financial Position. Non-cash collateral, which consists of highly rated
debt instruments, has increased year over year. This is caused by regulatory changes affecting the brokers
who borrow securities that have made the use of cash collateral less attractive and non-cash collateral
somewhat more attractive than in prior periods.

REPURCHASE AGREEMENTS

PBGC’s repurchase agreements entitle and obligate the Corporation to repurchase or redeem the same or
substantially the same securities that were previously transferred as collateralized securities. In addition, repurchase
agreements require the Corporation to redeem the collateralized securities, before maturity at a fixed determinable
price. '

As of September 30, 2016, PBGC had $100 million in repurchase agreements. This amount represents maturities
of one day and is reported as an asset and included in the “Cash and cash equivalents” balance. There was no
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associated liability for these secuted borrowings reported as “Secutities sold under repurchase agreements.” PBGC
has no restrictions placed on the cash received for all of its outsmndmg repurchase agreements as of September 30
2016.

b

NOTE 4: DERIVATIVE CONTRACTS

PBGC’s derivative financial instruments are recorded at fair value and are included on the Statements of Financial
Position as investments and derivative contracts. Foreign exchange forwards are included in “Fixed maturity
securities.” Swaps are netted for the individual contracts as “Receivables, net — Derivative contracts” and
“Detivative contracts” (liabilities). Bond forwatds and TBAs are reclassified as “Receivables, net — Sale of

' secutities” and 