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ual first becomes a qualified participant, or

b the first plan year beginning after De-
cember 31, 1986.

3 There are three methods by which a plan
can satisfy the diversification requirement. The

first two are statutory and appear in IRC
401(a)(28)(B)(ii).

@

a First, the plan can provide that the por-
tion of the participant’s account subject to
the diversification election is distributed
within 90 days after the period in which the
election can be made.

b Second, the plan can offer at least three
investment options to each participant mak-
ing the diversification election, and within
90 days after the election period ends, the
plan invests the portion of the amount in ac-
cordance with the diversification election.

¢ Under Q&A-13 of Notice 88-56, the
plan can offer a participant the option to di-
rect the plan to transfer the portion of the
account subject to the diversification elec-
tion to another qualified defined contribu-
tion plan of the employer that offers at least
three investment options. This transfer must
be made no later than 90 days after the end
of the election period.

(b) Examination Step

Check that the plan provides a diversifica-
tion election for employer securities acquired
after December 31, 1986.

(15) Nonterminable ESOP Provisions and IRC
411(d)(6)

(a) After an ESOP ceases to be an ESOP (such
as where the plan is amended and converted into
a non-ESOP plan), an employee’s right to put
nonreadily tradeable employer securities to the
employer continues to exist. It is a nonterminable
right described at Reg. 54.4975-11(a)(3)(ii).
However, a plan that is no longer an ESOP is
not required to be primarily invested in employer
securities because the right to a particular form
of investment is not an IRC 411(d)(6) protected
benefit.

1 IRC 411(d)(6) and the regulations thereun-
der provide that a plan will not satisfy the re-
quirements of IRC 411 if the accrued benefit,
early retirement benefit, retirement-type sub-
sidy or optional forms of benefits of partici-
pants are eliminated or reduced by an amend-
ment of the plan. IRC 411(d)(6)(c) provides an
exception to the IRC 411(d)(6) prohibitions for
ESOPs.

2 Reg. 1.411(d)-4, Q&A-2 provides guid-
ance on the elimination of IRC 411(d)(6) pro-
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tected optional forms of benefits applicable to
ESOPs.

a A single sum or installment optional
form of distribution can be eliminated.

b If the employer becomes substantially
employee-owned, the right to demand a dis-
tribution in employer stock can be elimi-
nated and cash can be substituted instead.

¢ Where employer securities become
readily tradeable, a distribution in the form
of employer securities can be substituted for
cash, thereby eliminating the put option.

d Where employer securities cease to be
readily tradeable, a distribution in the form
of employer securities can be eliminated and
cash can be substituted instead.

e If the employer securities continue to be
readily tradeable, but substantially all of the
employer stock or assets of the employer’s
business are sold, a distribution in the form
of employer securities can be eliminated and
cash can be substituted instead.

3 Although the Commissioner can provide
additional rules and exceptions in revenue rul-
ings, notices and other documents of general
applicability, this has not been done at this
time.

(b) Examination Steps

1 In an ESOP that has been amended to be-
come a non-ESOP, make sure the right to put
nonreadily tradeable employer securities to the
employer is not eliminated.

2 Determine whether optional forms of ben-
efits that have been eliminated comply with
the exceptions for ESOPs at Reg. 1.411(d)-4,
Q&A-2.

II. LOAN REQUIREMENTS
A. Technical Overview
(1) In General

(a) This section describes the requirements for
an exempt loan. The failure of a plan to follow
these rules results in the loan being non-exempt
and subject to the prohibited transaction tax.
Failure to follow the rules does not cause the
plan to be disqualified or lose its status as an
ESOP.

1 The type of loan referred to in this section
is commonly known as an exempt loan. An
exempt loan is a loan made to an ESOP by a
disqualified person or a loan to an ESOP from
a third party which is guaranteed by a disqual-
ified person. See Reg. 54.4975-7(b)(1)(ii).
Generally, these kinds of loans are prohibited
transactions under IRC 4975(c)(1)(B) because

93,757




Announc 95-33

Announcements

they constitute the lending of money or other
extension of credit between a plan and a dis-
qualified person. IRC 4975(d)(3) provides that
if the requirements for that section are met,
such loans to an ESOP are exempt from the
prohibited transaction rules.

2 An exempt loan is a loan that meets the
requirements of Reg. 54.4975-7(b). A non-ex-
empt loan is a loan that fails to satisfy the re-
quirements of Reg. 54-4975-7(b).

(b) Examination Step

During the examination of an ESOP with
loan provisions, if you determine the loan is
non-exempt follow the prohibited transactions
guidelines in Chapter 700 of this Handbook.

(2) Primary Benefit Requirement

(a) An exempt loan must be primarily for the
benefit of the ESOP participants. At the time that
a loan is made to an ESOP, the interest rate of
the loan and the price of the employer securities
acquired with the loan proceeds must not cause
plan assets to be drained off. The interest rate on
the loan must also be reasonable. See IRC
4975(d)(3) and Reg. 54.4975-7(b)(3).

(b) Examination Steps

1 Determine whether the interest rate for the
loan and the price for the securities are devices
for draining off plan assets. The prime interest
rate, rates for a similar transaction, rates
charged by banks, and rates charged by other
financial institutions should be used as a mea-
suring device to determine an acceptable inter-
est rate.

2 Scrutinize the loan against prior loans of
the same nature and loans to other entities to
determine whether arms-length dealing existed.
Items to be compared are interest, cost of as-
sets purchased, collateral, pre-payment penal-
ties, and any other provisions or restriction in
the terms of the loan. See subparagraph I(12)
of these guidelines for methods used to deter-
mine fair market value.

3 Any other facts and circumstances relating
to the loan can be used to substantiate compli-
ance with or violation of the primary benefit
requirement,

(3) Use of Loan Proceeds
(a) General Rule

1 The proceeds of an exempt loan must be
used by an ESOP within a reasonable amount
of time after their acquisition by the ESOP:

_ 2 To acquire qualifying employer securi-
ties;

b To repay the loan; or
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¢ To repay a prior exempt loan.

2 Securities acquired with exempt loan pro-
ceeds may not be subject to a put, call, or
other option, or buy-sell or similar arrange-
ment while held by the ESOP or when distrib-

uted from the ESOP, other than the right of
first refusal (see Section I1.(8)) and put optic ‘

(see Section L.(8)). See Reg. 54.4975-7(b)(4).
(b) Examination Steps

1 Examine the buy and sell slips, receipt
records, and loan contracts to determine that
the exempt loan proceeds were used to:

a purchase qualifying employer securities;
b repay such loans; or
¢ repay a prior exempt loan.

2 Examine the securities to ensure that there
is no call, put, other option, buy-sell arrange-
ment or any other restriction on the securities
while they are in the trust or upon distribution,
other than those provided in Regs. 54.4975-
7(b)(9) and (10).

(4) Liability of ESOP for Loan
(a) General

1 A lender can seek repayment of a loan to
an ESOP only out of the following plan assets:

a Assets acquired with exempt loan pro-
ceeds that are collateral for the loan;

b Collateral used in a prior exempt loan
repaid with exempt loan proceeds;

¢ Contributions made to the ESOP to
meet plan exempt loan obligations;

d Eamnings on collateral or the contribu-
tions noted in ¢ above.

2 Also, the contributions and earnings must
be accounted for separately on the books of
the ESOP. See Reg. 54.4975-7(b)(5).

(b) Examination Step

Examine the ESOP, the assets and the ex-
empt loan contract to ensure that any recourse
by the lender does not exceed the assets of the
ESOP as stated above.

(5) Default

(a) If the loan is secured by the employer se-
curities held in the suspense account and there is
a default on the loan, a lender who is a third
party and not a disqualified person can have sus-
pense account assets transferred to the extent of
the remaining loan amount. If the lender is a dis-
qualified person (such as the employer), then the
amount that can be transferred on default is the
amount of the missed payment. This prevents an
employer from manipulating the default mecha-
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nism in order to use plan assets to repay an ex-
empt loan. A default does not cause a loan to be
a non-exempt loan. See Reg. 54.4975-7(b)(6).

(b) Examination Steps

1 Determine whether there has been a de-
fault in the repayment of the loan.

2 If there has been a default, check whether
the shares in the suspense account are collat-
eral for the loan.

3 If the suspense account is collateral for
the loan and the employer is the lender, make
sure the employer does not use suspense ac-
count assets greater in value than the missed
payment to repay the loan.

(6) Release of Stock from Suspense Account

(a) Employer securities acquired with the pro-
ceeds of an exempt loan are placed in a suspense
account to be allocated to the accounts of partici-
pants as the loan is paid off by employer contri-
butions.

1 In general, a loan is repaid and securities
are released from the suspense account based
on principal and interest payments.

2 Securities can also be released from a sus-
pense account based solely on principal pay-
ments if certain conditions are met. See Reg.
54.4975-7(b)(8). This results in low allocations
of securities in the early years of the loan,
when mainly interest is being paid off. Some-
times employers will renew loans in which se-
curities are released based only on principal
payments in order to keep allocations low.

(b) Examination Steps

1 Look at the question on Schedule E,
ESOP Annual Information, which determines
the method the employer uses to repay the
loan.

2 Analyze the loan contract and its repay-
ment provisions to verify that as the loan is re-
paid, stock is released form the suspense ac-
count and allocated to participant accounts.

3 Analyze the loan contract, the encum-
brance account, the allocation schedule, and
the receipts and disbursements accounts in or-
der to substantiate compliance with the above
regulations. Also, if you encounter a situation
where contributions have been missed for a
period of years, or where there are large re-
payments to the lender, additional analysis
should be undertaken to determine if the effect
of such non-payment or large payments proves
to be a violation of the exclusive benefit re-
quirement or the anti-discrimination provisions
of the Code.

4 Determine whether the loan is structured
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so that securities are being released from the
suspense account based on principal payments
only. If so, determine whether the loan period,
and any renewal, extension, or refinancing pe-
riod exceeds 10 years. The release of employer
securities from a suspense account must be
based on principal and interest payments at the
period in time when the loan period (including
extensions) exceeds 10 years,

(7) Paying Off An Exempt Loan Out of Unallo-

cated Employer Securities

(a) General

1 Employer securities acquired with the pro-
ceeds of an exempt loan are placed in a sus-
pense account to be allocated to the accounts
of participants as the loan is paid off by em-
ployer contributions. If unallocated employer
securities are used to repay the loan, they will
not be available for allocation to participants’
accounts.

2 IRC 4975(d)(3) and Reg. 54.4975-7(b)(3)
provide that an exempt loan must be primarily
for the benefit of the ESOP participants. Thus,
a plan should not provide that the loan may be
repaid using proceeds derived form the sale of
unallocated employer securities held in the
suspense account.

3 Whether an ESOP in operation violates
the primary benefit requirement by repaying an
exempt loan with the proceeds from the sale of
unallocated securities will be determined based
on all the surrounding facts and circumstances.

a Among the facts relevant to the primary
benefit requirement are whether the transac-
tion promotes employee ownership of em-
ployer stock, whether contributions to an
ESOP that is part of a stock bonus plan are
recurring and substantial, and the extent to
which the method of repayment of the ex-
empt loan benefits the employees.

b All aspects of the loan transaction, in-
cluding the method of repayment, will be
scrutinized in order to see whether the pri-
mary benefit requirement is satisfied.

(b) Examination Steps

1 Look at the section of the plan that con-
cerns repayment of the third party loan to the
ESOP. Make sure it does not state that the
loan can be repaid using proceeds derived
from the sale of unallocated employer securi-
ties held in the suspense account.

2 If a plan in operation does use the pro-
ceeds from the sale of suspense account assets
to repay a loan, determine whether the facts
and circumstances support a finding that the
primary benefit requirement has not been vio-
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(8) Right of First Refusal

(a) Qualifying employer securities that were
acquired with exempt loan proceeds may be, but
need not be, subject to a right of first refusal.
This is a right in favor of the employer or ESOP,
or both, that enables an employer to keep shares
of closely-held stock which have been distributed
to a participant in friendly hands and out of the
hands of third parties. When a participant re-
ceives an offer by a third party to buy non-pub-
licly traded securities, the participant must notify
the employer or ESOP (whichever holds the right
of first refusal) of the written offer by the third
party to purchase the securities. The employer, or
ESOP, has 14 days to match the offer by the
third party or to pay, if greater, the fair market
value of the securities. See subparagraph L(8)
above and Reg. 54.4975-7(b)(9).

(b) Examination Steps

1 Examine the receipt and disbursement
records of the ESOP securities and the em-
ployer securities accounts to determine if ei-
ther the trust or the employer has purchased
securities which had previously been distrib-
uted to a participant and then reacquired from
the participant under a right of first refusal
provided in the plan. If the securities in ques-
tion were purchased originally with the pro-
ceeds of an exempt loan, then scrutinize the
transaction to ensure that:

a The stock is not publicly traded at the
time the right is exercised,

b The right only applies to the employer
or the trust (ESOP) or both;

¢ The right was only enforceable within
14 days from the date written notice was
given to the holder of the right of an offer
by a third party; and

d The selling price and other terms are
the greater of--

(i) the fair market value per Reg.
54.4975-11(d)(5), or

(ii) the price and terms offered by a
buyer, excluding the employer and the trust
(ESOP), making a good faith offer to
purchase the security.

2 Secure copies of the good faith offer and,
if necessary, contact third parties and the for-
mer participants to verify the above require-
ments. Care should be taken to comply with
disclosure requirements

(9) IRC 415 Limits
(a) General
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1 An ESOP may be funded through an ex-
empt loan (a leveraged ESOP) or may be
funded directly by employer contributions
(non-leveraged ESOP). Employer securities
held by a leveraged ESOP are released from
the suspense account and allocated to partici-
pants’ accounts by reason of employer contri-
butions to the ESOP to repay the loan. Annual
additions under IRC 415(c) can be calculated
with respect to employer contributions used to
repay a loan, or can be calculated with respect
to the value of the employer securities allo-
cated to participants. If the annual additions
are calculated with respect to employer contri-
butions, appreciation in the value of the stock
from the time it entered the suspense account
will not be counted for IRC 415 purposes. See
Regs. 54.4975-11(a)(8)(ii) and 54.4975-
7(b)(8)(iii).

2 IRC 415(c)(6) provides that if not more
than one-third of the employer contributions to
an ESOP for a plan year are allocated to the
accounts of participants who are highly com-
pensated employees, within the meaning of
IRC 414(q), then all forfeitures of leveraged
stock and all employer contributions to pay in-
terest on leveraged stock which are charged
against the participant’s account are eliminated
from the computation of the annual addition.

(b) Examination Steps

1 Determine whether the ESOP is funded by
an exempt loan or by direct employer contri-
butions. If the ESOP is not funded by an ex-
empt loan, make sure that the fair market
value of stock allocated to a participant’s ac-
count is treated as an annual addition. How-
ever, where stock is allocated to participants’
accounts and this stock has been acquired with
the proceeds of an exempt loan, a separate
computation will be necessary in order to ar-
rive at each participant’s share of the contribu-
tion used by the ESOP to repay the loan.

2 Analyze the encumbered stock account
and the liability accounts of the trust to deter-
mine the number of shares released from en-
cumbrance and the employer contribution, so
that a contribution per released share can be
determined. Multiply the number of released
encumbered shares allocated to a participant’s
account by the cost per released share in order
to arrive at an amount to be used to verify
compliance with IRC 415.

TOTAL CONTRIBUTION TO PAY LOAN

TOTAL NUMBER OF RELEASED SHARES =
COST PER RELEASED SHARE

3 Determine whether more than one-third of
employer contributions were allocated to the
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accounts of highly compensated employees. If
so, check that annual additions include forfeit-
ures of employer securities and employer con-
tributions used by the ESOP to pay interest on
loans to acquire employer securities.

1. SPECIAL ESOP TRANSACTIONS

A. IRC 4980 Exception to Reversion Tax For
Transfer to ESOP

(1) Technical Overview

(a) There was an exception to the tax on the
amount of any employer reversion from a quali-
fied plan to the extent any of the reversion is
transferred to an ESOP. IRC 4980(c)(3). This ex-
ception applied to any amount transferred-

1 after March 31, 1985, and before January
1, 1989, or

2 after December 31, 1988, pursuant to a
termination which occurs after March 31,
1985, and before January 1, 1989.

(b) Within 90 days after the transfer (or longer
period as the Secretary may prescribe), the
amount transferred, and the income therein, must
be invested in employer securities or used to re-
pay a loan to the ESOP that was used to
purchase employer securities.

1 The amount allocated to the accounts of
participants in the year of the transfer cannot
be less than the lesser of the maximum allowa-
ble under IRC 415 or 1/8 of the amount attrib-
utable to the securities acquired.

2 Any portion of the transferred amount
which is not allocated to participant accounts
in the year of the transfer must be credited to
a suspense account (JRC 4980 suspense ac-
count) and allocated from that account to the
accounts of participants ratably over a period
not greater than seven years. Additional em-
ployer contributions to an ESOP cannot be
made until the allocation of such amount.
When amounts are allocated to participant ac-
counts from the IRC 4980 suspense account,
they are treated as employer contributions for
IRC 415 purposes, except that the annual addi-
tion will not exceed the value of the securities
when they were placed in the IRC 4980 sus-
pense account.

3 At least half of the participants in the
qualified plan from which the reversion is be-

ing transferred must be participants in the -

ESQP, as of the close of the first plan year in
which the allocation is required.

(2) Examination Steps

(a) Check whether the ESOP contains an IRC
4980 suspense account. If yes, go on to the other
examination steps in this section.
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(b) Make sure the transfer of assets to the IRC
4980 suspense account took place:

1 after March 31, 1985, and before January
1, 1989; or

2 after December 31, 1988, due to a plan
termination after March 31, 1985 and before
January 1, 1989. There is no exception to the
reversion tax for amounts transferred to an
ESOP after these dates.

(c) Check that the transferred assets were used
within 90 days (or longer, if an extension was
granted) to purchase employer securities or to re-
pay a loan.

(d) Make sure that amounts in the IRC 4980
suspense account are allocated over a period not
greater than seven years.

B. IRC 133 Partial Interest Exclusion on ESOP
Loans

(1) Technical Overview

(a) A bank, insurance company, corporation
actively engaged in the business of lending
money, or a regulated investment company may
exclude 50% of the interest received from a se-
curities acquisition loan. See IRC 133(a). A se-
curities acquisition loan may result in a lower in-
terest rate on a loan to an ESOP.

1 A "securities acquisition loan” is:

a A loan to a corporation (back to back
loan) or ESOP (direct loan) to the extent
that the proceeds are used to acquire em-
ployer securities for the ESOP (see IRC
133(b)(1)(A)), or

b A loan to a corporation to the extent
that, within 30 days, employer securities are
transferred to the plan in an amount equal to
the loan proceeds, provided that the securi-
ties are allocable to participant accounts
within one year of the loan (an immediate
allocation loan). See IRC 133(b)(1)(B).

2 A loan to a corporation which is lent to an
ESOP is treated as a securities acquisition loan
if:

a The repayment terms are substantially
similar to the terms of the loan to the corpo-
ration from the lender (a mirror loan), or

b The loan from the corporation to the
ESOP requires a more rapid repayment of
interest or principal (a rapid payment loan),
and allocations under the ESOP attributable
to this repayment do not discriminate in
favor of highly compensated employees
(within the meaning of IRC 414(q)). See
IRC 133(b)(3).

3 The term of a securities acquisition loan
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cannot be greater than 15 years.

a In the case of a securities acquisition
loan that occurs after July 10, 1989, a plan
must hold more than 50% of each class of
outstanding stock of the employer corpora-
tion, or more than 50% of the value of all
outstanding stock of the corporation. See
IRC 133(b)(6).

b After July 10, 1989, ESOP participants
must be able to direct the voting of all allo-
cated securities in the ESOP acquired
through a securities acquisition loan in ac-
cordance with IRC 409(e)(2). The full pass-
through of voting rights applies even if the
securities are not a registration-type class of
securities (i.e., are closely-held). See IRC
133(b)(7).

4 The excludible period during which the
partial interest exclusion is available is, in gen-
eral, 7 years for any original securities acquisi-
tion loan (i.e., the direct loan or back to back
loan described at IRC 133(b)(1)(A) or the im-
mediate allocation loan described at IRC
133(b)(1)(B)). However, if the term of an orig-
inal acquisition loan described at IRC
133(b)(1)(A) is greater than 7 years, the ex-
cludible period is the term of the loan (which
cannot be greater than 15 years). The excluda-
ble period for a rapid payment loan described
at IRC 133(b)(3)(B) or an immediate alloca-
tion loan described at IRC 133(b)(1)(B) is
seven years.

(b) Imposition of Excise Taxes

1 An excise tax is imposed if a taxable
event takes place with securities acquired by
an ESOP in an IRC 133 transaction. See IRC
4978B. A taxable event subject to the excise
tax occurs where there is any disposition of
employer securities acquired in a section 133
transaction within three years of their acquisi-
tion if:

a the total number of employer securities
held by the plan after the disposition is less
than the total number of employer securities
held after the acquisition, or

b except to the extent provided in regula-
tions, the value of the employer securities
held by the plan after the disposition is 50%
or less of the total value of all employer se-
curities at the time of the disposition.

2 A taxable event subject to the excise tax
also occurs if there is a disposition of em-
ployer securities acquired in a section 133
transaction to which a and b above do not ap-
ply if the disposition occurs before the securi-
ties are allocated to participant accounts, and
the proceeds of the disposition are not allo-
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cated.

a The excise tax is equal to 10% of the
amount realized on the disposition to the ex-
tent allocable to IRC 133 securities, deter-
mined as if such securities were disposed of:

i First, from IRC 133 securities acquired
during the 3-year period ending with dispo-
sition; and

ii Second, from IRC 133 securities ac-
quired prior to the 3-year period, unless
such securities {or proceeds from their dis-
position) have been allocated to participant
accounts.

iii Third, from IRC 1042 securities ac-
quired during the three year period ending
on the date of the disposition.

iv Fourth, from any other employer secur-
ities.

b The excise tax does not apply to a dis-
tribution of IRC 133 securities which is
made due to -

i a participant’s death or disability,

ii a participant’s separation from service
for a period which results in a one-year
break in service, or -

iii retirement of a participant after he or
she has attained 59 1/2 years of age.

¢ The excise tax does not apply to an ex-
change of IRC 133 securities in a liquida-
tion of the corporation that has acquired
those securities into an eligible worker-
owned cooperative.

3 The disposition of IRC 133 securities pur-
suant to a diversification election under IRC
401(a)(28) also will not be treated as a dispo-
sition. An exchange of IRC 133 securities for
employer securities of another corporation pur-
suant to an IRC 368(a)(1) reorganization will
not be treated as a disposition.

4 Finally, a forced disposition of IRC 133
securities due to operation of a State law will
not be treated as a disposition if the securities
were regularly traded on an established securi-
ties market at the time they were acquired by
the plan.
(2) Examination Steps

(a) Look at the pertinent questions on Sched-
ule E, ESOP Annual Information, of Form 5500
to determine whether the plan has engaged in a
securities acquisition loan under IRC 133. If yes,

complete the remaining examination steps in this
section.

(b) Determine whether the loan originated
from a qualified lender.
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(¢) Check that the loan qualifies as a securities
acquisition loan.

(d) For post July 10, 1989 loans, determine
whether the ESOP held 50% of the stock, or
50% of the value of the stock, after the securities
acquisition loan.

(e) For post July 10, 1989 loans, make sure
that full pass-through voting rights apply to IRC
133 securities that have been allocated.

(f) Determine whether the partial interest rate
exclusion of the lender is available for a period
not in excess of the excludable period. This is an
item for referral to a corporate tax examiner.

(g) Determine whether any IRC 133 securities
were disposed of in a taxable event. If yes, find
out whether any of the exceptions to the excise
tax apply.

C. IRC 1042 Sales of Stock to an ESOP

(1) Technical Overview
(a) General

1 IRC 1042 provides that if a taxpayer or
executor elects to sell qualified securities to an
ESOP, and the taxpayer purchases qualified re-
placement property within the replacement pe-
riod, then any long-term capital gain will be
recognized only to the extent that the amount
realized on the sale exceeds the cost to the
taxpayer of the qualified replacement property.

2 After the sale, the ESOP must own at
least 30% of:

a each class of outstanding stock of the
corporation which issued the qualified se-
curities, or

b the total value of all outstanding stock
of the corporation.

3 The taxpayer must have held the qualified
securities for at least 3 years as of the time of
the sale. The replacement period is the period
which begins three months before the date of
the sale of the qualified securities and ends 12
months after the date of the sale.

a "Qualified replacement property" is any
security issued by a domestic operating cor-
poration which:

i Did not, for the taxable year preceding
the taxable year in which such security was
purchased, have passive investment income
in excess of 25% of the gross receipts of the
corporation, and

ii Is not the corporation which issued the
qualified securities.

b "Qualified securities" are employer se-
curities, as defined in IRC 409(1), which are
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issued by a domestic corporation that has no
stock readily tradeable on an established se-
curities market, and which were not re-
ceived by the taxpayer from a qualified plan
or pursuant to the exercise of a stock option.

¢ The basis of a taxpayer in qualified re-
placement property is reduced by the
amount of the gain not recognized by reason
of the purchase. When the taxpayer disposes
of any qualified replacement property, any
gain is to be recognized to the extent of the
gain which was not recognized due to the
purchase of the qualified replacement prop-
erty.
(b) Prohibited Allocations of Employer Securi-
ties
1 IRC 409(n) states that a plan must provide
that the assets of an ESOP attributable to em-
ployer securities acquired by the ESOP in a
sale to which IRC 1042 applies (IRC 1042 se-
curities) cannot accrue for the benefit of the
persons specified in IRC 409(n). Also, the IRC
1042 securities acquired by the ESOP cannot
be allocated directly or indirectly under any
qualified plan of the employer.

2 Allocations of IRC 1042 securities cannot
be made during the nonallocation period to
any taxpayer who makes an IRC 1042 elec-
tion, or to anyone who is related to the tax-
payer within the meaning of IRC 267(b), un-
less the lineal descendant exception of IRC
409(n)(3)(A) applies. This exception provides
that an allocation of IRC 1042 shares to a rela-
tive of the taxpayer who made the IRC 1042
election is not prohibited if he or she is a lin-
eal descendant of the taxpayer, and the amount
allocated to all such lineal descendants during
the nonallocation period does not exceed 5%
of the employer securities held by the plan at-
tributable to a sale under IRC 1042 by a per-
son related to such descendants (within the
meaning of IRC 267(c)(4)). The lineal descen-
dant exception does not apply to persons pro-
hibited from allocations because they are
treated as 25% shareholders, described below.

3 The nonallocation period is the period be-
ginning when the securities are sold to the
plan pursuant to IRC 1042, and ends on the
later of --

a 10 years after the date of the sale, or

b if the plan borrowed money to purchase
the IRC 1042 securities, the date this indebt-
edness is repaid.

4 Allocations of IRC 1042 securities also
cannot be made, at any time, to a person who
owns, after the application of IRC 318(a),
more than 25% of (i) any class of outstanding
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stock of the corporation which issued the em-
ployer securities or of any corporation which
is a member of the same controlled group, or
(ii) the total value of any class of outstanding
stock of such a corporation. IRC 318(a) is ap-
plied to the "25% ownership of any class of
stock" test without regard to the employee
trust exception in IRC 318(a)(2)(B)(i). There-
fore, stock owned by a qualified plan is attrib-
uted to a participant or beneficiary for pur-
poses of (i) above. A person is not treated as a
25% shareholder if he or she fails the limita-
tion at any time in the one-year period ending
on the date of the sale to the plan, or the date
the securities are allocated to participants in
the plan.

(c) Excise Tax on Prohibited Allocations of
Employer Securities

1 If there is a prohibited allocation in viola-
tion of IRC 409(n) of qualified securities ac-
quired in an IRC 1042 sale, the securities are
treated as though they have been distributed to
the participant. See IRC 409(n)(2).

2 In addition, an excise tax under IRC
4979A is imposed if there is a prohibited allo-
cation of qualified securities acquired in an
IRC 1042 sale. The tax is equal to 50% of the
amount involved and is to be paid by the em-
ployer sponsoring the plan.

(d) Early Disposition of Employer Securities

1 An excise tax under IRC 4978 can be im-
posed if, during the 3-year period after the
date on which an ESOP acquired any qualified
securities in a nonrecognition sale under IRC
1042, the plan disposes any of the securities
and: '

a the total number of shares held by the
plan after the disposition is less than the to-
tal number of employer securities held im-
mediately after the sale, or

b except to the extent provided in regula-
tions, the value of qualified securities held
by the plan after the disposition is less than
30% of the total value of all employer se-
curities as of the disposition.

2 The excise tax will be 10% of the amount
realized on the disposition if either a or b
above apply. However, the amount realized for
this purpose will not exceed that portion allo-
cable to qualified securities acquired in the
sale to which the nonrecognition of gain provi-
sions applied, determined as if such securities
were disposed of:

a First, from IRC 133 securities acquired
during the 3-year period ending on the date
of such disposition;
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b Second, from IRC 133 securities ac-
quired before such 3-year period unless such
securities have been allocated to accounts of
participants;

¢ Third, from IRC 1042 securities ac-
quired during the 3-year period ending on
the date of disposition;

d Fourth, from any other employer securi-
ties.

3 The 3-year holding period and excise tax
do not apply to any distribution of qualified
securities (or sale of such securities) which is
made by reason of:

a a participant’s death or disability,

b a participant’s separation from service
for any period which results in a one-year
break in service, or

¢ retirement of a participant after he or
she has attained 59 1/2 years of age.

4 Examples of exchanges or dispositions on
which excise tax is not imposed.

a An exchange of qualified securities in
an IRC 368(a)(1) reorganization for stock of
another corporation.

b An exchange of qualified securities in
an IRC 332 liquidation into an eligible
worker-owned cooperative

¢ The disposition of shares pursuant to a
diversification election under IRC
401(a)(28).

(2) Examination Steps

a Check the applicable question on Form
5309 to determine whether the plan is de-
signed to permit the purchase of employer
securities pursuant to IRC 1042,

b Determine whether after the acquisition
of the employer securities, the ESOP owned
at least 30% of -

1 each class of outstanding stock of the em-
ployer corporation, or

2 the total value of all outstanding stock of
the corporation.

¢ Check that the employer securities sold
to the ESOP were held for at least 3 years
by the taxpayer prior to the sale. Refer to
the taxpayer’s individual or corporate return,
if necessary.

d Determine whether "qualified replace-
ment property" was purchased within the re-
placement pericd by the taxpayer.

e Determine whether any IRC 1042 secur-
ities are allocated to the persons specified in
IRC 409(n) and whether it is during the
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nonallocation period.

f Check whether any IRC 1042 securities
were disposed of within 3 years after the
plan acquired them.

-For plans maintained pursuant to one or more col-
lective bargaining agreements between employee rep-
resentatives and one or more employers ratified before
March 1, 1986, the date of change is the earlier of (1)
the date on which the last collective bargaining agree-
ment terminates (determined without regard to any ex-
tension thereof after February 28, 1986), or (2) Sep-
tember 30, 1991, (all employee contributions after this
date) and October 1, 1991 (the lesser amount before
this date).

-The requirement that benefits be subordinate to the
plan’s retirement benefit will not be satisfied if the
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.

-The definition of compensation within the meaning
of IRC § 415(c)(3) was amended in conjunction with
the final nondiscrimination regulations. The nondis-
crimination regulations define plan year compensation
as IRC § 414(s) compensation, and IRC § 414(s) ref-
erences compensation as defined under IRC
§ 415(c)(3) in defining compensation for IRC § 414(s)
purposes.

1995-19 IRB 14
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Employee plan qualification requirements.

Purpose

The Internal Revenue Service announces that it is
extending the effective date of certain nondiscrimina-
tion rules for qualified plans maintained by govern-
ments or by organizations exempt from income tax
under section 501(a) of the Internal Revenue Code.
These extensions are effective immediately and will
be reflected in future guidance.

Governmental Plans

Under current rules, in the case of governmental
plans described in section 414(d), the nondiscrimina-
tion regulations apply to plan years beginning on or
after the later of January 1, 1996, or 90 days after the
opening of the first legislative session beginning on or
after January 1, 1996, of the governing body with au-
thority to amend the plan, if that body does not meet
continuously (1996 legislative date). For plan years
beginning before that effective date, governmental
plans are deemed to satisfy the statutory nondiscrimi-
nation requirements.

Under the extension provided by this announce-
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ment, in the case of governmental plans, the regula-
tions under sections 401(a)(4), 401(a)(26), 410(b), and
414(s) apply only to plan years beginning on or after
the later of January 1, 1999, or 90 days after the
opening of the first legislative session beginning on or
after January 1, 1999, of the governing body with au-
thority to amend the plan, if that body does not meet
continuously (1999 legislative date). For plan years
beginning before this extended effective date, govern-
mental plans are deemed to satisfy those statutory re-
quirements.

Under the extension provided by this announce-
ment, in the case of governmental plans, the regula-
tions under section 401(k) and 401(m) apply only to
plan years beginning on or after the later of January
1, 1997, or 90 days after the opening of the first leg-
islative session beginning on or after January 1, 1997,
of the governing body with authority to amend the
plan, if that body does not meet continuously. For
plan years beginning before this extended effective
date, governmental plans are deemed to satisfy those
statutory requirements. In the case of governmental
plans, the special rule in section 1.402(a)-1(d)}(3)(v) of
the Income Tax Regulations (providing an income tax
deferral for certain elective contributions) is also ex-
tended for the same period.

Plans Maintained by Tax-Exempt Organizations

Under current rules, in the case of plans maintained
by organizations- exempt from income tax under sec-
tion 501(a) (tax-exempt organizations), the regulations
under sections 401(a)(4), 401(a)(5), 401(l), 410(b),
414(r), and 414(s) apply to plan years beginning on or
after January 1, 1996. For plan years beginning before
that effective date, a plan maintained by a tax-exempt
organization must be operated in accordance with a
reasonable, good faith interpretation of those statutory
provisions. (See section V of Notice 92-36, 1992-2
C.B. 364, and section IV of Rev. Proc. 94-13, 1994-1
C.B. 566, for the definition of “plan maintained by a
tax-exempt organization.”)

Under the extension provided by this announce-
ment, in the case of plans maintained by tax-exempt
organizations (other than nonelecting church plans),
the regulations under sections 401(a)(4), 4G1(a)(5),
401(1), 410(b), 414(r), and 414(s) apply only to plan
years beginning on or after January 1, 1997. For plan
years beginning before this extended effective date, a
plan maintained by a tax-exempt organization must be
operated in accordance with a reasonable, good faith
interpretation of those statutory provisions.

Nonelecting Church Plans

Under the extension provided by this announce-
ment, in the case of church plans that are described in
section 410(c)(1}(B) (nonelecting church plans), the
regulations under sections 401(a)(4), 401(a)(5), 401(1),
and 414(s) apply only to plan years beginning on or
after January 1, 1999. For plan years beginning before
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this extended effective date, a nonelecting church plan
must be operated in accordance with a reasonable,
good faith interpretation of those statutory provisions.

SECTION 401(a)(17)

This announcement does not change the dates by
which plans must comply with the regulations under
section 401(a)(17) as amended by the Omnibus
Budget Reconciliation Act of 1993 (OBRA '93).
Those regulations provide that they are effective for
governmental plans for plan years beginning on or af-
ter the later of January 1, 1996, or the 1996 legisla-
tive date, and that they are effective for plans main-
tained by tax-exempt organizations for plan years be-
ginning on or after January 1, 1996. In addition, sec-
tion 13212(d)(3) of OBRA '93 contains a special
transition rule relating to the application of the section
401(a)(17) compensation limit to certain participants
in a governmental plan, provided that the plan is
amended to incorporate the section 401(a)(17) com-
pensation limit for plan years beginning after Decerm-
ber 31, 1995.

SECTION 403(b) PLANS

Section 403(b)(12)(A)(i) provides that, with respect
to nonelective contributions, a section 403(b) plan
must meet the requirements of sections 401(a)(4), (5),
(17) and (26), 401(m), and 410(b). Notice 89-23,
1989-1 CB. 654, provides that section 403(b)(12) is
satisfied if an employer operates its section 403(b)
plan in accordance with a reasonable, good faith inter-
pretation of section 403(b)(12). Until further guidance
is issued in this area, sponsors of section 403(b) plans
may continue to rely on Notice 89-23. However,
under this announcement, sponsors of section 403(b)
plans may not continue to rely on a reasonable, good
faith interpretation of section 401(a)(17), as permitted
under Notice 89-23, but must comply with the regula-
tions under that section as of the applicable effective
date for those regulations described above. Of course,
for the period for which a governmental qualified plan
is deemed to satisfy any particular statutory nondis-
crimination requirement, the nonelective contributions
under a governmental section 403(b) plan also are
deemed to satisfy that requirement.

Extension of Administrative Relief

Notice 92-36 sets forth the remedial amendment pe-
riod described in section 401(b) applicable to govern-
mental plans and plans maintained by tax-exempt or-
ganizations. Under this announcement, the remedial
amendment period for governmental plans is extended
to the last day of the first plan year beginning on or
after the later of January 1, 1999, or the 1999 legisla-
tive date. The remedial amendment period for plans
maintained by tax-exempt organizations (other than
nonelecting church plans) is extended to the last day
of the first plan year beginning on or after January 1,
1997. The remedial amendment period for nonelecting
church plans is extended to the last day of the first

93,766

plan year beginning on or after January 1, 1999. The
transition relief provided under Notice 92-36 also ap-
plies through those extended remedial amendment pe-
riods.

Special Issues and Request for Comments

The Treasury and the Service recognize that gov-
ermnmental plans have certain unique features relating
to the sponsoring employer’s status as a governmental
entity. In addition, the application of the nondiscrimi-
nation rules to governmental plans and plans main-
tained by nonelecting churches raises certain unique
issues, such as the interaction of sections 401(a)(4)
and 410(c).

The Treasury and the Service recognize also that
difficult issues arise for governmental and tax-exempt
employers in determining which entities must be ag-
gregated under section 414(b) and (c) (relating to the
definition of employer). Until further guidance is is-
sued, governmental and tax-exempt employers may
apply a reasonable, good faith interpretation of section
414(b) and (c) in determining which entities must be
aggregated.

The Treasury and the Service specifically solicit
comments or suggestions relating to these topics as
well as any other related nondiscrimination issues af-
fecting governmental and tax-exempt employers (in-
cluding any special nondiscrimination issues relating
to section 403(b) plans). Comments or suggestions
should be submitted by October 16, 1995, and should
be addressed to: CC:DOM:CORP:T:R (Announcement
95-48), Room 5228, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington, DC 20044.
Alternatively, submissions may be hand-delivered be-
tween the hours of 8 am. and 5 p.m. to:
CC.DOM:CORP:T:R (Announcement 95-48), Cou-
rier’s Desk, Internal Revenue Service, 1111 Constitu-
tion Avenue, NW, Washington, DC.

Drafting Information

The principal author of this announcement is Joyce
Kahn of the Employee Plans Division. For further in-
formation regarding this announcement, please contact
Employee Plans Division’s taxpayer assistance tele-
phone service or Ms. Kahn between the hours of 1:30

p.m. and 4 p.m. Eastern Time, Monday through

Thursday by calling (202) 622-6074/6075 or (202)
622-6214. Alternatively, please contact Patricia Mc-
Dermott of the Office of the Associate Chief Counsel
(Employee Benefits and Exempt Organizations) at
(202) 622-6030. (These telephone numbers are not
toll-free numbers.)

1995-23 IRB

Announc 95-99
Limits on benifits and contributions — defined
benefit plans.

The Internal Revenue Service has developed exami-
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nation guidelines for employee plans examiners to use
when examining plans for compliance with certain
distribution requirements and for the application of
the limitation on benefits under section 415(b) of the
Internal Revenue Code.

The guidelines provide technical background and
guidance as to issues that should be considered during
an examination. The guidelines are not intended to be
all inclusive and may be modified based on specific
issues encountered by the examiners during an exami-
nation.

The Service is seeking public comments on the
guidelines before they are finalized for the Internal
Revenue Manual.

Written comments on the guidelines pertaining to
distributions and the limitations for benefits in defined
benefit plans may be submitted on or before February
26, 1996, to the Internal Revenue Service, Attention:
Director, Employee Plans Division, CP:E:EP:FC,
1111 Constitution Avenue, N.W., Washington, DC
20224. Copies of the examination guidelines have
been made available to the tax reporting services. The
guidelines are also available from the Service. Re-
quests for copies of the proposed examination guide-
lines may be submitted in writing to the office re-
ferred to above.

Employee Plans Examination Guidelines
Distributions from Qualified Plans

These examination guidelines address the following
issues:

I Required distributions under IRC
401(a)(9)(including before-death and after-death dis-
tributions);

II Timing of distributions under IRC 401(a)(14);

Il Notification and other requirements of IRC
401(a)(31).

These issues all relate to the timing and taxation of
distributions from qualified retirement plans under
IRC 401(a) as well as tax-sheltered annuity arrange-
ments under IRC 403(b) plans (annuity or custodial
account retirement plans set up for employees of cer-
tain tax exempt and educational organizations) and In-
dividual Retirement Arrangements (IRAs) under IRC
408. The guidelines below provide a general introduc-
tion to these tax and retirement plan issues arising
from plan distribution problems that may result in the
plan being disqualified. When examining Form 5500
series returns, Employee Plans agents have the author-
ity to make corresponding adjustments which relate to
income tax matters under the discrepancy adjustment
program. Therefore, the focus on the tax effects on
employees arising from failure to satisfy the distribu-
tion rules is appropriate.

These guidelines are not intended to be all inclu-
sive, consequently the techniques identified may be
modified based on the actual examination issues en-
countered. It is expected that the guidelines will help
the examining specialist decide on which areas to
concentrate and what issues to raise with respect to
particular plans. Given the purpose of these guide-
lines, they cannot be, nor are they intended to be a
precedential or comprehensive statement of the Ser-
vice’s legal position on the issues covered herein.
They are not to be relied upon or cited as authority to
taxpayers. These guidelines are being issued for the
sole purpose of assisting the examining specialist in
performing an examination of certain issues for which
it was believed guidelines would be helpful. It is not
expected that each issue discussed in these guidelines
will be relevant in every examination.

Certain issues related to distributions are covered in
other guidelines. For example, the joint and survivor
requirements and the requirements for Employee
Stock Ownership Plans (ESOPs) are covered in sepa-
rate guidelines. See IRM 7(10)54.

Section I
Required Minimum Distributions under IRC 401(a)(9)
A. Technical Background

(1) General -— Sections 401, 403 and 408 of the
Internal Revenue Code govern the requirements for
special tax deferred employer retirement plans and for
Individual Retirement Arrangements (IRAs). Each of
the requirements set forth in those sections serves pol-
icy goals that balance (1) saving and protecting plan
assets to be paid to plan participants when they retire
and (2) protecting the revenue needs of the country.
The legislation that governs most of these rules is the
Employee Retirement Income Security Act of 1974
(ERISA). Under ERISA, amounts deferred from cur-
rent taxation into a retirement plan are not to be used
for expenditures before retirement or deferred beyond
the beneficiary’s life and passed to the employee’s es-
tate; the deductions and income tax exemptions are
intended to encourage savings FOR RETIREMENT.
Thus, there are restrictions on distributions before re-
tirement and substantial penalties for not taking distri-
butions during the retirement years. This discussion
focuses on the requirements in IRC 401(a)(9),
403(b)(10) and 408(a)(6). These sections require em-
ployees to start taking annual distributions from their
retirement plans and IRAs by a specified age.! The
distribution requirements are designed to use up the
benefits over the life of the employee (and a desig-
nated beneficiary).

(2) Additional Taxes and Excise Taxes — The

statutes generally assume that employees do not need
to draw on their retirement savings before age 59-1/2

1. For purposes of the required minimum distribution discussion, the
term “employee” refers to employees currently working and any for-
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mer employees who are still covered under the 401(a) or 403(b) plan.
The term also includes the original owner of an IRA.
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and must begin to withdraw those savings by age 70-
1/2. Thus, before age 59-1/2, an employee generally
cannot take a distribution from a qualified retirement
plan without paying a 10% additional income tax be-
cause the distribution is “premature” (see IRC 72(t)).
After age 70-1/2, a person generally MUST take out
the minimum distributions, called required minimum
distributions (RMDs), or pay a 50% EXCISE TAX on
amounts that should have been distributed, even if the
individual is still employed. The 10% and 50% taxes
apply to distributions from 401(a) plans, 403(b) plans
and IRAs.

(3) Failure to Distribute Sanctions on Plans — In
addition to the restrictions and penalties applied to in-
dividual employees, IRC 401(a)(9) (and IRC
403(b)(10)) require the plan administrator to pay the
minimum distributions to the employee. Thus, the
plan administrator is charged with determining the
amount of the RMD and actually paying that amount.
In an IRA, because of the aggregation rule set forth in
Notice 88-38, 1988-1 C.B. 524, the individual em-
ployee is charged with responsibility for taking the
RMD. If a 401(a) plan fails to satisfy the require-
ments of IRC 401(a)(9), the entire plan may be dis-
qualified. If a 403(b) plan fails to satisfy the require-
ments of IRC 403(b)(10), the annuity contract loses
its 403(b) status.

(4) Reliance on Regulations — Proposed regula-
tions under IRC 401(a)(9) were published in the Fed-
eral Register on July 27, 1987. Although these regula-
tions have not yet been finalized, the Preamble to the
Regulations states, * ... the Service will apply the
questions and answers in these proposed regulations
in issuing determination letters, opinion letters, and
other rulings and in auditing returns with respect to
taxpayers and plans”. Proposed regulations for IRA
distributions, at 1.408-8, were published at the same
time and are applied in the same manner. The pro-
posed regulations “Required Distributions from Quali-
fied Plans and Individual Retirement Plans, EE-113-
82" may be found in the 1987-2 C.B. 881.

For plan years beginning after December 31, 1988,
the proposed regulations under IRC 401(a)(9) provide
that a 401(a) plan (and presumably, a 403(b) plan)
will not be disqualified merely because there are iso-
lated instances when the minimum distribution re-
quirements of IRC 401(a)(9) are not satisfied in oper-
ation. However, a pattern or regular practice of failing
the minimum distribution requirements of IRC
401(a)(9) with respect to one or more employees will
not be considered an isolated instance, even if each
incident is de minimis.

Prop. Reg. 1.401(a)(9), A-5.

Example 1: Robert Oak receives a distribution from
Plan A of $5,290. The correct minimum distribution
should have been $5,920. This will not cause Plan A
to fail to satisfy the requirements of IRC 401(a)(9),
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although Mr. Oak may be liable for the excise tax on
the amount not taken.

Example 2: In the last two years, five former em-
ployees each reached age 70 1/2 (the employees’ re-
quired beginning date) and each should have begun
receiving minimum distributions from Plan B. Plan
B’s plan administrator does not maintain adequate
records to be able to identify when these five individ-
uvals reached age 70-1/2, and therefore has failed to
make the required distributions for the last two years.
Because the plan administrator has failed to maintain
adequate records and to make the required distribu-
tions, there is a pattern or regular practice of failing
the minimum distribution requirements, and the plan
may be disqualified.

(5) RMD Regulations Overview - The amount of
the RMD depends on the total amount in retirement
savings, the age of the empioyee, the age of any ben-
eficiaries selected by the employee, and whether or
not the beneficiary is the spouse. There are rules for
starting RMDs at age 70-1/2 (Section B, below), rules
for beginning certain distributions before reaching age
70-1/2 (Section C, below), rules for distributions to
beneficiaries of an employee who dies after having
begun RMDs (Section D, below) and finally, rules for
distributions to beneficiaries of an employee who dies
before his or her required beginning date (Section E,
below). There are a number of distribution options in
each of these categories. While the rules may seem
complex, they are intended to give employees a great
deal of flexibility to provide for themselves and their
families. For example, your choice of beneficiary,
which affects the period of time over which payments
are made, may be based on the expected future finan-
cial needs of your family.

B. Distributions to the Employee Before the Em-
ployee’s Required Beginning Date

Prop. Reg. 1.401(a)(9)-1 B. Distributions commenc-
ing before an employee’s death; see also, Section F-2

Unless the plan specifies otherwise, employees are
not required to take distributions before age 70-1/2;
most plans permit employees to take distributions any
time after retirement. Such distributions need not be
made in accordance with IRC 401(a)(9). However, be-
ginning with the employee’s required beginning date,
the employee must take distributions that satisfy IRC
401(a)(9) (or the equivalent rules in IRC 403(b) and
408). The employee does not get “credit” for distri-
butions that are taken before the year that employee
attains age 70-1/2. See B-3, B-4, B-5 and F-2 of the
proposed regulations. However, see Section D, below,
for rules on purchase of an annuity contract before
age 70-1/2.

C. Distributions Upon Reaching the Required Begin-
ning Date

Prop. Reg. 1.401(a)(9)-1 B-2.
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(1) Required Beginning Date

(a) Under IRC 401(a)(9)(A)(ii), once an employee
attains age 70-1/2, he or she must begin taking RMDs
(although nothing in these rules forbids an individual
from taking out more than the required minimum);
these rules are for required MINIMUMS. (See Sec-
tions F. and G., below for discussions of beneficiaries
and calculation of the required minimum distribution).
The first distribution is for the year that the employee
attains age 70-1/2 but does not actually have to be
made until the “required beginning date,” April 1 of
the calendar year following the year the participant
reaches 70-1/2. An individual attains age 70-1/2 six
months after the employee’s 70th birthday.

Example 3: Mrs. Chestnut was born on June 30,
1924. Her 70th birthday is June 30, 1994. Mrs. Chest-
nut becomes 70-1/2 on December 30, 1994, and must
begin to take RMDs by her required beginning date,
April 1, 1995, Mr. Chestnut was born on July I,
1924. He becomes age 70-1/2 on January 1, 1995.
Mr. Chestnut must begin to take RMDs by his re-
quired beginning date, April 1, 1996,

(b) The required beginning date of April 1 applies
only to the first required payment. For all subsequent
years, EVEN THE YEAR IN WHICH THE APRIL 1
PAYMENT OCCURS, the RMD must be made by
the end of the calendar year. Thus, if an employee at-
tains age 70-1/2 in 1994 and takes the RMD for the
1994 year on April 1, 1995, the RMD for the 1995
year must be taken by December 31, 1995.

Example 4: Samantha Maple attains age 70-1/2 in
1993. She takes her RMD for 1993 by her required
beginning date, April 1, 1994. She must then take her
RMD for 1994 by December 31, 1994,

(c) Exception for Employees Born Before July 1,
1917 — This definition of required beginning date
generally applies only if an individual attained age
70-1/2 after December 31, 1987 (i.e., age 70 after
June 30, 1987). For an individnal bom before July 1,
1917 who is not a S-percent owner, B-2 of the pro-
posed regulations permits the employee to defer the
required beginning date until April 1 of the calendar
year following the year of RETIREMENT, if that date
is later. Note that the term “5-percent owner” is the
same as is used in the top-heavy plan rules under IRC
416(1).

(d) Generally, RMDs are not treated as having be-
gun until the employee’s required beginning date. For
purposes of this rule the April 1 required beginning
date is the last possible day to take the payment for
the prior year. Since a required distribution must be-
gin not later than the required beginning date, it is
reasonable to expect the plan administrator to make
distributions in the months before April 1. Neverthe-
less, if the employee dies after that distribution but
before his April 1 required beginning date, the distri-
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butions are NOT treated as RMDs. In this case, under
Prop. Reg. 1.401(a)(9)-B-3A, distributions to the ben-
eficiaries must be made in accordance with the rules
for distributions when the employee dies before at-
taining age 70-1/2. See Section E., below for these
rules.

(¢) Annuity Plans — These rules apply to 401(a)
defined benefit plans, some 403(b) plans and some
IRAs that are funded through annuities rather than ac-
counts. These rules also apply if the employee
chooses to use his account balance to purchase an an-
nuity.

1. If a plan pays benefits in the form of a life an-
nuity or by purchasing an annuity contract, payable
over the life of the employee or the life of the em-
ployee and a designated beneficiary (generally the
spouse), the Required Beginning Date is April 1 of
the year following the year in which the employee at-
tains age 70-1/2. Thus, no payments are required
before April 1.

2. If a plan permits an employee to choose an an-
nuity payable over the life of the employee (or the
employee and a designated beneficiary) but with a
guaranteed payout for a certain number of years less
than 20 years, the Required Beginning Date and the
annuity starting date, is April 1. Thus, no payments
are required before April 1.

Example 5: Cynthia Cypress participates in a de-
fined benefit union-sponsored plan. She attains age
70-1/2 on June 1, 1995. The plan administrator noti-
fies her that she must begin either a joint and survivor
annuity covering both Ms. Cypress and her spouse (or
another beneficiary, if Mr. Cypress properly consents
to the substitution), or a single life annuity (if Mr.
Cypress properly consents to the single life benefit).
Ms. Cypress chooses a joint and survivor annuity for
herself and her husband. The annuity must begin by
April 1, 1996.

Prop. Reg. 1.401(a)(9)-1, J-1 through J-5

(f) Section 242(b) Election — Certain individuals
who made elections before January 1, 1984 under sec-
tion 242(b)(2) of the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA), are subject to different
requirements. The most common situation involves an
individual who may delay required distributions until
after retirement. Notice 83-23, 1983-2 C.B. 418, sets
forth the requirements for a section 242(b)(2) election.

Prop. Reg. 1.401(a)(9)-1, H-1. A.
(2) Application of RMD rules for More Than One
Plan —

(2) If an individual is a participant in more than
one 401(a) plan, or a 401(a) and a 403(b) plan, or an
IRA, each plan’s distributions must separately satisfy
IRC 401(a)(9). Plans may NOT be aggregated for
purposes of satisfying the minimum distribution re-

93,769




Announc 95-99

Announcements

quirements.

(b) If an individual has more than one IRA or
more than one 403(b) annuity, each IRA or 403(b)
annuity must separately calculate the RMD. However,
while the IRA owner is living, he or she can satisfy
the RMDs for all IRAs in any IRA or in any combi-
nation of IRAs. Notice 88-38, 1988-1 C.B. 524, per-
mits aggregation of 403(b) annuities in the same man-
ner as IRAs. The notice also says beneficiaries can
use this aggregation method as well.

Example 6: Martin Pine, age 71, has three IRAs,
and has named a different charity as beneficiary for
each IRA. TRA X has an account balance of
$200,000, IRA Y has an account balance of $20,000,
and IRA Z has an account balance of $10,000. The
RMD for each IRA is separately calculated. The 1995
RMD for IRA X is $13,071.90, the 1995 RMD for
IRA Y is 1,307.19, and the 1995 RMD for IRA Z is
$653.59. Mr. Pine can take $15,032.68 from any com-
bination of the IRAs to satisfy his 1995 RMDs. See
Notice §8-38.

D. Distributions on Death of Employee After Re-
quired Minimum Distributions Have Begun

Prop. Reg. 1.401(a)(9)-1, B-4, F-3A

If distributions have begun in accordance with IRC
401(A)(9)(A)(ii)(that is, the employee dies after the
required beginning date), the employee’s remaining
interest must be distributed “at least as rapidly” as
under the method of distribution being used as of the
date of the employee’s death. Thus, if the distribu-
tions were made to the employee for life and to a
grandchild thereafter, payments to the grandchild must
commence immediately and generally must continue
over the life of the grandchild. Note: If the assets are
in an IRA, and the beneficiary is the surviving
spouse, the surviving spouse may elect to “make the
IRA his or her own” and halt distributions until he or
she reaches age 70-1/2. If this option is not elected,
the surviving spouse is treated like a non-spouse ben-
eficiary and the payments must continue at least as
rapidly.

E. Distributions on Death of Employee Before Re-
quired Beginning Date

(1) General — When an employee dies before the
required beginning date, the entire interest of the em-
ployee must be distributed according to one of two
methods described in IRC 401(a)(9)(B). These are the
Five Year Rule method and the Life (or Life Expec-
tancy) Method. However, there is an exception for
surviving spouses.

(2) 5-Year Rule

(a) General Rule — If an employee dies before the
required beginning date (April 1 of the year following
" the year the employee reaches age 70-1/2), the entire
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interest of the employee must be distributed by the
end of the fifth year after the death of the employee.
There is no way to get additional time under this rule.
If the beneficiary fails to take distribution of the en-
tire interest by the end of the fifth year he or she
owes the 50% excise tax on the entire amount remain-
ing undistributed.

Prop. Reg. 1.401(a)(9)-1 E. Determination of Life
Expectancy

(b) Life (or Life Expectancy) Method Exception

1. If the plan or IRA allows the beneficiary to
make, and the beneficiary elects, in a timely manner,
payments under the rules below, a beneficiary is not
required to take distribution of the entire balance in
the plan or IRA by the fifth year. Note that the plan
or IRA may provide this as an option, but is not re-
quired to do so. (Election of a specific payment
schedule is not necessary). Most retirement plans and
IRAs give this choice to the beneficiary, although
some permit the employee to make the election for
the beneficiary, and some give no choice at all. If the
beneficiary is given a choice, the beneficiary is not
required to make the same choice with respect to each
retirement benefit inherited.

2. Under the exception to the 5-year rule, the dis-
tribution must be paid to the beneficiary (rather than
someone else), must start by the end of the year fol-
lowing the year of death of the employee, and must
be paid over the life of the beneficiary or, over a
number of years not exceeding the life expectancy of
the designated beneficiary. The regulations are very
specific as to how to calculate the minimum. This ex-
ception generally must be elected by the end of the
year after death, since the distributions must com-
mence by that date.

Example 7: Henry Hemlock dies on June 28, 1994.
His son is his beneficiary for two of Mr. Hemlock’s
IRAs, A and B, and Mr. Hemlock’s 401(a) plan bene-
fit. Mr. Hemlock’s son chooses a life annuity, com-
mencing on June 1, 1995, with respect to the 401(a)
plan benefit and chooses the life expectancy method
with respect to IRA A, but does not choose any distri-
bution method for IRA B. Mr. Hemlock's son must
take the entire balance out of IRA B by December 31,
1999.

(c) Spousal Exception to the 5-Year Rule

1. If the designated beneficiary is the surviving
spouse, the spouse may elect to defer distributions un-
til the calendar year in which the EMPLOYEE would
have attained age 70-1/2 (although the spouse may
choose to begin distributions at any time before that
date).

2. If periodic distributions to the surviving spouse

beneficiary are delayed until the employee would
have attained age 70-1/2, distributions must com-
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mence by December 31 of that year, and not April 1
of the following year.

Example 8: Captain Elm retired at age 62 in June
1986 and elected to defer distribution until April 1,
1995, Captain Elm’s required beginning date. Captain
Elm dies in July 1987 at age 63. His designated bene-
ficiary is his spouse, age 55. Under the S-year
method, a distribution of his entire interest would
have been required by December 31, 1992. Under the
spousal exception to the 5-year method, distribution
of the Captain’s interest over Mrs. Elm’s life need not
commence until December 31, 1994, the year Captain
Elm would have attained age 70-1/2.

3. If an employee dies before RMDs began and the
surviving spouse beneficiary dies before the last day
of the year that the employee would have attained age
70-1/2, there are special designation of beneficiary
rules. Generally, the surviving spouse stands in the
shoes of the employee and thus can designate benefi-
ciaries, but distribution to the beneficiaries must com-
mence in the year following the year of the surviving
spouse’s death. The RMDs can then be calculated
based on the life expectancy of the beneficiaries.
However, there is a special rule to ensure that the
RMDs will not be put off again. Thus, if the original
surviving spouse (surviving spouse 1) remarries and
dies before RMDs were to begin, any new surviving
spouse, (surviving spouse 2) cannot be treated as a
“surviving spouse” for purposes of these rules. These
rules apply to the relationship between the employee
and surviving spouse 1, i.e., it is the relationship to
the employee, not the relationship to surviving spouse
1, that determines the treatment of any subsequent
distribution.

Example 9: The facts are the same as in Example
8, except that Mrs. Elm marries Mr. Cherry in 1989
and dies in 1991, before RMDs were to begin. Mrs.
Elm-Cherry is permitted to name her new husband as
her designated beneficiary, but distributions must be-
gin by December 31, 1992.

F. Designated Beneficiary Rules

Prop. Reg. 1.401(a)(9)-1 D. Determination of the
designated beneficiary

(1) General Rule: A designated beneficiary is an
individual who is entitled to a portion of an em-
ployee’s benefit, contingent on the employee’s death
or another subsequent specified event. A designated
beneficiary need not be specified by name in the plan
or by the employee to the plan so long as the individ-
ual is identifiable under the plan as of the employee’s
required beginning date or date of death, and at all
subsequent times. In order for a qualified plan to sat-
isfy IRC 401(a)(11), the default beneficiary generally
must be the surviving spouse. If there is no spouse, or
if the spouse has waived any rights to the distribution
(and the plan provides benefits to non-spouse benefi-

PENSION COORDINATOR 124795

ciaries) the participant or the plan will generally spec-
ify the beneficiary. In an IRA or a 403(b) plan, the
employee generally designates the beneficiary.

Example 10: Daniel Dogwood attains age 70-1/2 in
calendar year 1994. As of April 1, 1995, he
designates as his beneficiaries under the plan his
spouse and children even though he does not specify
them by name. Even though Mr. Dogwood did not
specify his spouse and children by name, they are
identifiable based on their relationship to him as of
his required beginning date.

(2) Before RMDs begin, an employee may name
one beneficiary, several beneficiaries, or contingent
beneficiaries. A contingent beneficiary becomes an
actual beneficiary if a stated condition is met.

Example 11: Daniel Dogwood names his wife as
his designated beneficiary, and his children secondary
beneficiaries if his wife predeceases him. If Mrs.
Dogwood is alive when Mr. Dogwood reaches his re-
quired beginning date, Mr. and Mrs. Dogwood’s joint
life expectancies will be used to calculate the remain-
ing balance. If Mrs. Dogwood dies before Mr. Dog-
wood, he can name a new beneficiary(ies).

Prop. Reg. 1.401(a)(9), D-3(b)

(3) Once RMDs have begun, it is generally not
possible to lengthen the payout period by changing
the beneficiaries (it is possible to shorten the period).
There is an exception for the year in which RMDs be-
gin.

Example 12: Daniel Dogwood designates his wife
as his beneficiary. He chooses to “recalculate” (see,
“Payment Method Rules” under Section G, (b)-3, for
a discussion of recalculation) both of their life expec-
tancies, and RMDs begin in 1991, the year he reaches
70-1/2. In 1993, Mrs. Dogwood dies. Mr. Dogwood
now wants to designate his children as his benefi-
ciaries, and wants to use their lives to calculate the
remaining distributions. Although Mr. Dogwood is
permitted to designate who he would like the money
to go to after his death, (his children) they are not
treated as a “designated beneficiary” that is, their life
expectancies cannot be used to determine the amount
of the RMDs. This means he cannot change the life
expectancy and period of payout. He must take the re-
maining RMDs over his life expectancy alone. His
children may inherit the remaining interest when Mr.
Dogwood dies (under the recalculation method, the
entire remaining amount must be distributed to them
in the year after Mr. Dogwood dies).

(4) Trust as Beneficiary — Only an individual can
be a designated beneficiary under IRC 401(a)(9).
Thus, the employee’s estate cannot be the designated
beneficiary for purposes of IRC 401(a)(9) (although it
can be designated to receive a remainder interest).
However, an irrevocable trust CAN be the designated
beneficiary, provided that the beneficiaries of the trust
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are identifiable from the trust instrument (and, addi-
tionally, if the trust is a valid trust and a copy of the
trust instrument is provided to the plan). If a trust is
the designated beneficiary, the life expectancies of the
trust beneficiaries are used to determine the RMD.

Example 13: Mr. Yew names a trust as his desig-
nated beneficiary under the Evergreen Plan. The irrev-
ocable trust is for the benefit of Mr. Yew’s grandchil-
dren, the children of Mr. Yew’s only child, now de-
ceased. Mr. Yew provides a copy of the trust to the
plan administrator. Since the plan administrator can
determine all of the beneficiaries of the trust, and
their ages, the plan administrator is permitted to look
through the trust and determine the RMDs using Mr.
Yew’s life expectancy and the life expectancy of the
oldest grandchild.

G. Calculation of Required Minimum Distributions

Prop. Reg. 1.461(a)(9)-1 F. Determination of the
Amount Which Must be Distributed Each Year

(1) General

(a) Under IRC 401(a)(9) and the regulations, the
RMDs are supposed to use up the employee’s entire
interest in the plan assets over the life of the em-
ployee or over the lives of the employee and any des-
ignated beneficiary (or over a period not extending
beyond the life expectancy of the employee or the
joint life and last survivor expectancy of the employee
and the designated beneficiary). In IRAs, and in ac-
count plans, an employee may generally elect to have
RMDs made from the plan (keeping the account bal-
ance to increase or decrease with any gains or losses
earned on the account) or may use the account bal-
ance to purchase an annuity from an insurance com-
pany. In a non-account plan (401(a) defined benefit
plans, some 403(b) plans and some IRAs), the em-
ployee will generally have an annuity paid by the plan
or an insurance company. See the discussion under
“(3) Calculation of the required minimum distribu-
tion, item (d), Annuity Contracts”, below, for more
information on annuities.

(b) Account Balance Plans (including IRAs) — In
a plan that has account balances for its employees, the
RMD must be calculated each year using the new ac-
count balance in the plan (or IRA). The balance used
in this calculation is generally the balance as of De-
cember 31 of the prior year. However, see Prop. Reg.
1.401(a)(9)-1, F-5, for rules for determining the ac-
count balance if the last valuation date in the plan
year of a 401(a) plan is not December 31. Prop. Reg.
1.401(a)(9)-1, B-3A

(c) Annuity Plans — If the employee purchases an
annuity or is in a plan that pays benefits in the form
of a single life annuity (that is, payments over the life
of the employee) or a joint and survivor annuity (that
is, payments over the life of the employee and a des-
ignated beneficiary, generally a spouse unless the
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spouse has consented to a different beneficiary), the
RMD rules must be satisfied when the employee
reaches age 70 1/2. If an annuity starts before the re-
quired beginning date, and at that time provides for
irrevocable payments that will satisfy the RMD when
the time comes, the annuity is treated as satisfying
IRC 401(a)(9)(B)(i). However, if an annuity provides
for irrevocable payments before the required begin-
ning date that on its face will not satisfy the RMD on
the required beginning date, then the annuity does not
satisfy the requirements of IRC 401(a)(9). (2) Deter-
mination of life expectancy Prop. Reg. 1.401(a)(9)-1
E-1 and E-2

(a) General Rule — the life expectancy for the
employee and any beneficiary is calculated using the
employee’s (and the designated beneficiary’s) age as
of the employee’s birthday (and the designated benefi-
ciary’s birthday) in the calendar year in which the
employee attains age 70 1/2. Thus, if an employee
turns 70 1/2 on May 1, 1994, the employee will turn
71 by the end of that calendar year, and must use his
or her life expectancy at age 71 to determine the
RMD that must be paid out by the required minimum
date (April 1, 1995).

(b) Life Expectancy Tables — The life expectancy
of the employee (and any beneficiary) is determined
using the life expectancy tables set forth in Tables V
and VI of Reg. 1.72-9 (the tables can also be found in
the back of IRS Publication 590, Individual Retire-
ment Arrangements (IRAs). The Pub. 590 publication
concerns IRAs, but the tables apply to 401(a) plans
and 403(b) plans as well). These are the only tables
that can be used to determine life expectancy, even if
the employee has medical evidence that he or she will
not live that long.

(c) Requirement to calculate RMDs — In a 401(a)
or 403(b) plan, the payor must calculate the minimum
required distribution even if the employee chooses a
larger distribution. (In the regulations under 1.402(c)-
2T, A-7, there is a safe harbor method of calculating
the RMD). This is because, under IRC 401(a)(31)
(and an equivalent rule for 403(b) plans), the amount
of the distribution that is above the RMD may be an
“eligible rollover distribution.” If the employee
chooses not to roll over the eligible rollover distribu-
tion into an IRA or another plan, the payor must gen-
erally withhold 20% of the eligible rollover amount as
income tax, and send that amount to the Internal Rev-
enue Service. Failure to withhold may subject the
payor to failure to withhold penalties. Failure to give
the employee the choice to roll over the amount over
the RMD may result in plan disqualification (see Sec-
tion III below, for more information about eligible
rollover distributions).

(d) More Than One Designated Beneficiary —
The general rule for identifying which life expectancy
in addition to that of the employee is used to deter-
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mine the duration of distributions is that the benefici-
ary with the shortest life expectancy (that is, the old-
est beneficiary) is the designated beneficiary for pur-
poses of the calculation.

(3) Calculation of the required minimum distribu-
tion - Account Balance Plans

(a) If an employee’s benefit is in the form of an in-
dividual account, the amount required to be distrib-
uted is calculated by dividing the employee’s accrued
benefit by the applicable life expectancy. (There is an
exception for the Minimum Distribution Incidental
Benefit (MDIB) rule, which is discussed under section
(¢) below, and is also found in Prop. Reg.
1.401(a)(9)-2). There are generally two methods of
determining the RMD, “term certain” and “recalcula-
tion.” The term certain method uses the life expec-
tancy tables only once, using the ages reached in the
first year for which a distribution is required. From
then on, the employee subtracts 1 (because one year
has passed) from the life expectancy used in the prior
year. The recalculation method uses the life expec-
tancy tables each year. Instead of reducing the origi-
nal life expectancy for the year that has passed, the
employee looks up his or her new age in the life ex-
pectancy tables and finds the new life expectancy.
Under the tables, the longer a person lives, the higher
his chances are of living longer than originally ex-
pected, so the life expectancy changes each year. A
single life expectancy at age 71 is 15.3, at age 72 is
14.6, and at 73 is 13.9. Over the same period, the
term certain method would use a single life expec-
tancy of 15.3, 14.3 and 13.3, respectively, to deter-
mine the distribution. Thus, unless a larger RMD is
required under the MDIB rule, the recalculation
method will generally permit slightly smaller distribu-
tions and the account balance is not used up as rap-
idly. See paragraph (c) for a discussion of the effect
of the MDIB rule.

Note: Amounts may be rounded off to the nearest
dollar, by dropping amounts under 50 cents, and in-
creasing amounts 50 cents or more to the next dollar.

Example 14: Brian Birch attains age 70 1/2 on Au-
gust 1, 1994 and thus is age 70 for the calendar year
before the required beginning date. Mr. Birch chooses
to use the term certain method, and names his church
as his beneficiary (since the church has no “life ex-
pectancy,” Mr. Birch will use only his life expectancy
in determining the RMD). Mr. Birch’s life expectancy
under the single life expectancy table is 16 years. Mr.
Birch’s account balance in his plan as of December
31, 1993 was $200,000. Mr. Birch divides $200,000
by his 16 year life expectancy. The resulting amount,
$12,500, is Mr. Birch’s RMD for 1994 and must be
distributed by April 1, 1995.

Mr. Birch also calculates the amount he must take
by the end of the 1995 calendar year. His account
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balance as of December 31, 1994 was $205,000, but
for purposes of determining the 1995 RMD, the
$12,500 RMD payable by April 1, 1995, is subtracted
from the total, leaving an account balance of
$192,500. (Note: Non-RMD distributions are NOT
used to reduce the account balance.) Mr. Birch’s life
expectancy for the 1995 year is 15 years (the original
life expectancy of 16 minus one for the one year that
has passed). Mr. Birch’s RMD for 1995 is $192,500
divided by 15, or $12,833.33. In the following year,
Mr. Birch will divide his 1995 year-end account bal-
ance of $201,300 (after earning 6% in interest) by 14
to determine his RMD for 1996.

Example 15: Mary Ginkgo attains age 70 1/2 on
April 1, 1995. Her required beginning date is April 1,
1996. She chooses the recalculation method, and
names her favorite charity as her beneficiary (and thus
will determine her RMDs under the single life expec-
tancy tables). Ms. Ginkgo will attain age 71 by the
end of the 1995 calendar year, and therefore uses age
71 to determine her life expectancy. According to the
tables, Ms. Ginkgo has a life expectancy of 15.3 years
at age 71. Her IRA account balance as of December
31, 1994 was $200,000. Ms. Ginkgo divides her
$200,000 balance by her 15.3 life expectancy and de-
termines that her 1995 RMD, to be taken out by April
1, 1996, is $13,071.

To determine her 1996 distribution, Ms. Ginkgo de-
termines that her December 31, 1995 IRA balance is
$212,000. She subtracts her 1995 RMD of $13,071
payable by April 1, 1996, from this amount and uses
an account balance of $198,929 to determine her 1996
RMD. Ms. Ginkgo again refer to the life expectancy
table to determine her life expectancy at age 72,
which is 14.6 years. Ms. Ginkgo divides her $198,929
balance by her 14.6 life expectancy to determine that
her 1996 RMD, to be taken out by December 31,
1996, is $13,625. In the following year, Ms. Ginkgo
will divide her 1996 year-end balance by 13.9 (her
life expectancy at age 73) to determine her RMD.

(b) Payment Method Rules

1. The life expectancies of the employee and the
employee’s spouse may be recalculated annually.
Their life expectancies need not be recalculated, and a
decision may be made to recalculate only one life ex-
pectancy of the two, if the plan or IRA permits this
choice. The life expectancy of a non-spouse benefici-
ary cannot be recalculated, but the employee may still
choose to recalculate his or her own life expectancy.

2. If the plan permits the employee to choose be-
tween the recalculation and term certain methods, the
choice must be made on or before the required begin-
ning date and cannot be changed. In the case of a sur-
viving spouse, if the employee died before the re-
quired beginning date, the choice must be made
before the date distributions are required to commence
to the surviving spouse.
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3. Under the recalculation method, if the employee
dies, his or her life expectancy in the following year
is, necessarily, reduced to zero. Thus, under the recal-
culation method, the entire amount remaining in the
account must be distributed in the year after the death
of the employee. If the distribution was calculated us-
ing the life of the employee and the spouse, and both
lives were recalculated, the entire amount remaining
in the account must be distributed in the year after the
death of the survivor (that is, if the employee dies
first, the spouse will receive recalculated payments
until her death, and the amount remaining at her death
must be distributed in the year after her death).

4. Under the term certain method, the amount of
each payment is higher but the payment schedule is
fixed. Thus, if the employee dies, the payments will
continue “at least as rapidly” as they did before the
employee’s death, and the RMD for each year will
still be calculated by reducing the life expectancy
number by one for each year that has passed. In the
year that the life expectancy is reduced to less than
one year, the entire remaining amount must be distrib-
uted.

Example 16: Mary Magnolia, a participant in a
qualified profit-sharing plan, retired on January 1,
1993. Her accrued benefit for 1993 was $100,000. As
of December 31, 1993, Mary Magnolia was age 71.
Her spouse died some years earlier and Mary Magno-
lia designates her brother as her beneficiary. As of
December 31, 1993, the brother was age 67. On De-
cember 31, 1993, Mrs. Magnolia elected to have pay-
ments made using the term certain method, over a pe-
riod equal to the joint life and last survivor expec-
tancy of herself and her brother.

For the calendar year of retirement, the RMD is the
accrued benefit of $100,000 divided by the joint and
last survivor life expectancy of Mrs. Magnolia and
her brother, who is less than 10 years younger than
Mr. Magnolia. Pursuant to Table VI of Reg. 1.72-9,
their joint and last survivor life expectancy is 21.7
years. The RMD required for 1991 is therefore $4,608
($100,000 divided by 21.7).

Example 17: Assume the same facts as in Example
16, except the brother died in 1994 after Mrs. Magno-
lia’s required beginning date. Under the term certain
method, the brother’s life expectancy was fixed at the
time benefits commenced and can continue to be used
even after the brother has died. Thus, the joint and
last survivor life expectancy factor is still 21.7 years.
In the following year, Mrs. Magnolia will use a life
expectancy factor of 20.7 years to determine the
RMD.

Example 18: Assume the same facts as in Example
16, except that Mrs. Magnolia elected to recalculate
her life expectancy each year. For 1994, her accrued
benefit is $104,907. The RMD for 1994 is determined
by dividing the accrued benefit of $104,907 by the re-
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calculated joint life and last survivor expectancy of
Mrs. Magnolia and her brother. Mrs. Magnolia takes
her brother’s life expectancy under the single life ta-
bles as of the commencement of benefits, (18.4 yrs)
and subtracts the year that just passed from 18.4,
leaving a remaining life expectancy of 17.4 yrs for
the brother. Looking back at the tables, Mrs. Magno-
lia finds the age that corresponds to that life expec-
tancy is age 69 (rounding 17.4 down to the next low-
est age). Mrs. Magnolia’s age is now 72. Looking up
the joint life expectancy tables for a participant at age
72 and a beneficiary at age 69, she finds a joint life
expectancy of 20.3 yrs).

The minimum payment for 1994 is therefore $5,168
($104,907 divided by 20.3). This must be paid by De-
cember 31, 1994.

Example 19: Allen Teak reached 70 1/2 in 1994
and began taking his RMDs in that year. He desig-
nated his spouse as his beneficiary, and chose to re-
calculate both life expectancies. On December 1,
1997, Mr. Teak dies, after taking the RMD for the
year. Payments to Mrs. Teak begin in January, 1998.
Mrs. Teak’s RMD for 1998 is recalculated using the
December 31, 1997, account balance divided by Mrs.
Teak’s life expectancy under the single life expec-
tancy tables. In November 1999, Mrs. Teak dies, after
taking her RMD for the year. The entire remaining
account balance must be paid to Mrs. Teak’s benefici-
ary by December 31, 2000.

Example 20: Assume the same facts as in Example
19, except that Mr. Teak chose the term certain
method in 1994. When Mr. Teak dies in 1997, the
payments continue to Mrs. Teak at the same rate as
before Mr. Teak’s death (subtracting 1 year from their
joint life expectancy for each passing year). After
Mrs. Teak dies in 1999, the payments continue to
Mrs. Teak’s beneficiary at the same rate as before her
death (again, subtracting one year from the joint life
expectancy for each passing year).

(¢) Minimum Distribution Incidental Benefit
(MDIB) — Prop. Reg. 1.401(a)(9)-2 Minimum distri-
bution incidental benefit requirement

1. As noted in the background in section A, above,
the intent of the minimum distribution rules is to pro-
vide for the employee’s retirement. Because of this
rule, the distributions to the employee cannot be just
an incidental amount, with most of the distribution
going to the beneficiaries. To implement this princi-
ple, if the designated beneficiary (or one of the desig-
nated beneficiaries) is not the surviving spouse and is
more than ten years younger than the employee, there
is an additional step that must be taken to ensure that
the amount [sic] that the employee is likely to receive
are not just incidental. The regulations provide that
under this Minimum Distribution Incidental Benefit
Rule, the employee or plan administrator must find
both the life expectancy under the joint life expec-
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tancy tables and the employee’s MDIB factor in the
MDIB table and must use the smaller of the two num-
bers to determine the RMD.

2. If the employee dies before the beneficiary, the
MDIB table is no longer necessary, and the RMD for
the beneficiary is determined using the beneficiary’s
remaining single life expectancy, if the employee
chooses the recalculation method. If the employee
chooses the term certain method, the life expectancy
for the year after the employee’s death is found by
subtracting one year from the original joint life expec-
tancy for each year that has passed since RMDs be-
gan (generally the year the employee reached 70 1/2.

Example 21: Mrs. Ash, age 71, names her niece,
Ms. Rowan, age 35, as her designated beneficiary and
chooses not to recalculate her own life expectancy.
Her required beginning date is April 1, 1995. The life
expectancy for the two under the joint life tables is
47.5 years. Since Ms. Rowan is more than 10 years
younger than Mrs. Ash, and is not a surviving spouse,
the plan administrator uses Mrs. Ash’s age in the
MDIB table to find a MDIB factor of 25.3. Mrs.
Ash’s account balance on December 31, 1994 is
$200,000, and her 1994 RMD is determined by divid-
ing $200,000 by the smaller of the MDIB factor and
regular joint life expectancy. Mrs. Ash’s RMD is
$200,000 divided by 25.3 or $7,905.14.

On December 1, 1996, Mrs. Ash dies, having taken
the RMD for 1996. In calculating the RMD for Ms.
Rowan, the December 31, 1996, account balance of
$180,000 is divided by the joint life expectancy deter-
mined when RMDs began, minus one for each RMD
year that has passed (1994, 1995 and 1996). The joint
life expectancy when the RMDs began was 47.5
years, so the current life expectancy under the term
certain method is 44.5 years. If Mrs. Ash had chosen
the recalculation method, Ms. Rowan’s life expec-
tancy for the current year would be her own life ex-
pectancy when the RMDs began minus one year for
each year that has passed. Her life expectancy at age
35 was 47.3. The RMD for Ms. Rowan is determined
by dividing $180,000 by 44.3,

(d) Annuity Contracts

1. The minimum distribution requirement may be
satisfied by using the employee’s benefit or IRA bal-
ance to buy an annuity contract from an insurance
company. Buying an annuity contract ensures that dis-
tributions can be made over the employee’s or a bene-
ficiary’s life, or joint lives if applicable, even if they
outlive their life expectancies. Under a life annuity
contract, payments stop once the last designated bene-
ficiary dies. Under a life annuity contract with a term
certain, payments will be made for a specified number
of years, even if both the employee and the benefici-
ary die. Once the specified period is over, payments
will stop when the last beneficiary dies.
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2. If annuity payments irrevocably commence to an
employee before the employee’s required beginning
date, and the payments at that time satisfy the RMD,
the calendar year in which the annuity payments be-
gin is substituted for the calendar year in which the
employee attains age 70 1/2. Thus, the payments must
satisfy the RMD rules as of that first payment, even if
the payment commences a number of years before the
employee’s actual required beginning date and they
must be irrevocable payments. Alternatively, an indi-
vidual may choose payments before the required be-
ginning date that do not satisfy IRC 401(a)(9). How-
ever these payments must be changed so that they do
satisfy the RMD as of the required beginning date.

3. There are other requirements an annuity contract
must satisfy, including the MDIB requirement. If an
annuity, on its face, will not satisfy the RMD at the
required beginning date, then the rules of IRC
401(a)(9) are violated. This is true even if the re-
quired beginning date has not yet been reached, and
the current payments are not subject to the RMD and
MDIB requirements.

Example 22: Simon Sycamore attains age 70 1/2 on
June 1, 1993 and purchases a joint life annuity for
himself and his spouse (who is one month younger
than Mr. Sycamore) with his IRA account balance of
$300,000. Monthly payments of 31,650 over their
joint life commence January 1, 1994. Mr. Sycamore
survives until he is 90, and Mrs. Sycamore lives until
age 92. Payments of $1,650 continue until Mrs. Syca-
more dies.

Example 23: Assume the same facts as in Example
22, except that Mr. Sycamore dies in 1995 and Mrs.
Sycamore dies on March 30, 1996. Payments under
the annuity cease when Mrs. Sycamore dies.

Example 24: Assume the same facts as in Example
22, but Mr. Sycamore purchases a 10 year certain
joint and survivor annuity contract (generally at a
higher cost, or with lower monthly payments). When
Mrs. Sycamore dies on March 30, 1996, payments
continue to Mrs. Sycamore’s beneficiary until Decem-
ber 31, 2003.

H. Tax on Excess Accumulations

Reg. 54.4974-1 Excise tax on accumulations in in-
dividual retirement accounts or annuities T.D.
77148/7/80, 1980-2 C.B. 83, at 95

(1) When an amount is actually distributed from a
401(a) plan, a 403(b) plan or an IRA, some or all of
the distribution will be included in income in the year
of distribution. In addition, under IRC 4974, a 50%
excise tax will generally apply to any RMDs that are
not timely distributed, are computed incorrectly or are
not distributed at all. This excise tax is computed us-
ing the method selected by the employee to determine
the RMDs (that is, if the employee chose not to recal-
culate life expectancy, that method is used to deter-
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mine the amount that should have been distributed). If
the employee has not selected a method, the plan’s
default method will be used.

(2) In subsequent years, the 50% excise tax is ap-
plied only to the total amount that should have been
distributed for that subsequent year. Thus, the tax
does not apply to the total that should be taken out in
prior years, but only to the RMD for the year. If the
RMD for a year is satisfied, even if the amount that
should have come out in the prior year has NOT been
distributed, the 50% excise tax does not apply.

Example 25: Bill Beech should have taken a 1994
RMD of $5,000 by April 1, 1995 and a 1995 RMD of
$5,040 by December 31, 1995, but Mr. Beech does
not take the RMDs for 1994, 1995, and 1996, until
1997. In 1997, he also takes his 1997 RMD of
$10,650. In 1997, Mr. Beech amends his 1995 income
tax return to pay the 50% excise tax on $10,040
($5,020) and also pays any interest accumulated on
that amount. Mr. Beech amends his 1996 income tax
return to pay the 50% excise tax on his 1996 RMD of
$10,500 ($10,250), and also pays the interest that has
accumulated on that amount.

For 1997, Mr. Beech must take the RMDs distrib-
uted in 1997 into income (10,040 + 10,500 + 10,650).
Since Mr. Beech has taken his RMD for the 1997
year, the 50% excise tax does not apply.

(3) The 50% excise tax also applies to any benefi-
ciary that should have been taking distributions under
IRC 401(a)(9) (or the related requirements under
403(b) plans or IRAs). The tax applies to RMDs that
should have continued after an employee taking
RMDs died, and also applies to distributions that
should have been made under the 5-year rule (see the
discussion under E., above, “Distributions on Death
of Employee Before Required Beginning Date”), or
one of the exceptions to the 5-year rule.

Example 26: Ellen Palm inherits an IRA from Mrs.
Palm. Mrs. Palm died in 1993, before reaching her re-
quired beginning date. Ellen does not choose the Life
(or Life Expectancy Method) rule, and therefore must
take out the entire IRA balance by December 31,
1998. Ellen takes no distributions from the IRA until
March 30, 1999, at which time she takes a distribu-
tion of the entire IRA. She owes an excise tax equal
to 50% of the December 31, 1998, IRA balance for
her 1998 tax year.

- (4) An employee, or beneficiary, may ask the IRS
to waive the excise tax. The tax MUST FIRST BE
. PAID, but the employee may then contact the appro-

priate Service Center (the Center to which his or her
- /ncome tax return is sent) and explain the [sic] why

the distributions were not made in the proper amount
or-were not made on time. If the Service determines
* that the failure to take the correct distributions was
due to a good faith error that has been or is being
corrected, the excise tax may be refunded. The tax is
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shown on Form 5329, Additional Taxes Attributable
to Qualified Retirement Plans (Including IRAs), An-
nuities, and Modified Endowment Contracts, which is
attached to Form 1040. For further information, see
the form instructions.

I Excise Tax on Excess Distributions

Temporary Regulations 54.4981A-IT, Tax on ex-
cess distributions and excess accumulations T.D.
816512/9/87, 1988-1 C.B. 365

(1) IRC 4980A applies a 15% excise tax on distri-
butions from retirement plans and IRAs above a
threshold amount. The threshold amount is generally
the greater of $150,000 or $112,500 (indexed,
$148,500 in 1994). If the distribution is also subject
to the 10% additional income tax on premature distri-
butions (IRC 72(t)), the 15% tax is offset for the 10%
additional income tax on amounts above the threshold
amount. The tax applies on death to the employee’s
estate, and there is no estate tax offset.

(2) If the distribution is a lump sum distribution
and lump sum tax treatment is elected, the threshold
amount is five times the limit for periodic distribu-
tions (indexed, $742,500 in 1994).

(3) Employees were permitted to elect a grandfa-
ther rule that exempts the account balance or accrued
benefit as of August 1, 1986 (the grandfathered bene-
fit), from being counted in this test. The election gen-
erally had to be made on the employee’s income tax
return for a taxable year beginning before January 1,
1989. The grandfathered benefit is usually worn away
over time; generally 10% of each distribution is the
amount attributable to the grandfathered benefit unless
the employee elects acceleration. If the grandfather
rule was elected, the threshold amount is the greater
of the amount attributable to the grandfathered benefit
or $112,500 (as indexed). The $150,000 threshold is
inapplicable in that case.

(4) In determining whether the tax applies, the em-
ployee must add IRA distributions, 401(a) distribu-
tions, 403(b) distributions, and 403(a) distributions to-
gether to determine whether the distribution is in ex-
cess of the threshold amount. Because of explicit ex-
ceptions, the tax generally applies only to amounts
includible in gross income. However, certain amounts,
such as net unrealized appreciation (NUA), are sub-
Ject to the tax even though they are not includible in
income. See, 54.4981A-IT, Q & A a-4 through a-8 of
the temporary regulations.

(5) The tax applies even if the plan has now be-
come disqualified (under the statute, if the plan was
ever treated as a qualified plan, IRA, etc., it is treated
as qualified for this purpose).

J. Examination Steps

(1) If a 401(a) plan does not have a favorable de-
termination letter, determine if the plan contains the

121495 PENSION COORDINATOR




Announcements

Announc 95-99

appropriate IRC 401(a)(9) language. If the plan lan-
guage does not satisfy the requirements of IRC
401(a)(9), the plan is not qualified. A 403(b) plan is
not required to have specific plan language with re-
spect to the minimum distribution requirements. How-
ever, clearly improper language may indicate a need
for scrutiny of the actual distributions. Spot check to
determine whether the basic RMD requirements are
being satisfied.

(2) Records should be maintained to support all
distributions. These records should identify entitle-
ment, amounts, commencement dates, terminations,
forfeitures, transfers and enough information to deter-
mine the tax consequences of distributions (e.g., any
basis). Determine if properly executed distribution
forms are maintained so that participant elections can
be verified.

(3) Check to see if records are maintained that in-
dicate the date of birth of the participant, so the plan
administrator is able to determine when distributions
must begin.

(4) Check to see what policies are followed to de-
termine if an individual has died. Ask to see what
types of records are kept regarding this information.

(5) If the employee is deceased, check to see if
there is a properly executed beneficiary form.

(6) Check to see if sufficient records are main-
tained to ensure that payments made from the plan are
properly accounted for and reported, both to the em-
ployee and to the Service (generally by means of a
Form 1099-R). Also, in the case of a 401(a) plan, de-
termine whether 402(f) Notices were issued to the
employee prior to the distribution. If the distribution
is in excess of the RMD, and otherwise qualifies as
an eligible rollover distribution, determine whether the
plan administrator gave the employee the option to
rollover any amount above the RMD and withheld
20% income tax, as required by Temp. Reg.
31.3405(c)-IT, Q-2, on the amount distributed in ex-
cess of the RMD. Other exceptions include for exam-
ple, a stream of payments that do not fit the “substan-
tially equal” exception; See Section III, below, for
more information on the 402(f) Notice, eligible roll-
over distributions, and mandatory 20% withholding.

(7) If applicable, determine if a valid section
242(b)(2) election exists that contains specific and de-
tailed information regarding the distribution (a mere
reference to a “section 242(b) election” is not suffi-
cient), if the plan was amended to comply with
TEFRA, and that the plan has been in existence since
that time. If any section 242(b)(2) distributions have
been made, determine if the election was properly ex-
ecuted and made timely. If the section 242(b)(2) elec-
tion was revoked at any time after December 31,
1983, a make up payment may have been required
and the employee’s interest must be distributed in ac-
cordance with IRC 401(a)(9) as currently effective.

(8) If a distribution was from an account plan, and
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was the first required distribution, check to see that it
was made by April 1. Also check to see if the re-
quired distribution for the applicable calendar year
was made by December 31. Particularly in the case of
distributions made prior to April 1, check to see if
distributions are clearly identified regarding the year
to which they apply.

(9) With respect to distributions made after the
year containing the required beginning date, check to
see that all subsequent required distributions were
made and were made by December 31 of each year
(if you are examining for more than one year).

(10) Check to see that the calculation of the mini-
mum distribution required was done correctly.

(11) If the payment was recalculated, see if the re-
calculation was done correctly.

(12) If the benefit was paid through the purchase
of an annuity contract, it may be appropriate in cer-
tain cases to determine whether the annuity contract
satisfies the RMD requirements, including the MDIB
rules for annuity contracts.

(13) If any RMD was not made, the appropriate in-
come tax referral should be made to see if the af-
fected individual filed and paid the 50% excise “tax
on excess accumulation”.

(14) If any distribution is subject to the tax on ex-
cess distributions under IRC 4980A, e.g. generally
any distributions in excess of $150,000 or $112,500
(indexed), whichever applies, the appropriate referral
should be made to see if the affected individual filed
and paid the 15% excise tax, or the grandfather rule
exempted the distribution from the tax.

Section IT
Timing of Distributions under IRC 401(a)(14)
A. Technical Background

Reg. 1.401(a)-14 Commencement of benefits under
qualified trusts T.D. 74369/23/76 1976-2 C.B. 116 -

(1) General

(a) IRC 401(a)(14) provides that, unless the partici-
pant elects otherwise, payments of benefits under the
plan must begin not later than the 60th day after the
latest of the close of the plan year in which —

1. The date on which the participant attains the
earlier of age 65 or the normal retirement age under
the plan,

2. Occurs the 10th anniversary of the year in which
the participant commenced participation in the plan,
or

3. The participant terminates his service with the
employer. (2) Early Retirement Benefit
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In the case of a plan which provides for the pay-
ment of an early retirement benefit, a participant who
satisfied the service requirement for such early retire-
ment benefit, but separated from service (with any
nonforfeitable right to an accrued benefit) before sat-
isfying the age requirement for such early retirement
benefit is entitled upon satisfaction of such age re-
quirement to receive a benefit not less than the benefit
to which he would be entitled at the normal retire-
ment age, actuarially reduced (in the case of a defined
benefit plan) under regulations prescribed by the Sec-

retary.
(3) Timing of Distributions

IRC 401(a)(14) requires that distributions begin not
later than the 60th day after the close of the plan year
in which certain events occur, unless the participant
otherwise elects. This provision insures that plan ben-
efits are made available to participants when they are
entitled to receive them by requiring the plan to make
benefits available.

(4) Relationship to IRC 401(a)(9)

IRC 401(a)(9) requires the distribution of tax-fa-
vored funds. In general terms, IRC 401(a)(9) limits
the deferral of the commencement of distributions.

Example 27: The Appletree Corporation Defined
Benefit Plan provides that a normal retirement benefit
will be payable to a participant upon attainment of
age 65. The plan also provides that a reduced retire-
ment benefit will be payable, upon application, to any
participant who has completed 10 years of service
with the Appletree Corporation and attained age 60.
When Mr. Pear is 55 years of age and has completed
10 years of service with Appletree Corporation, Mr.
Pear leaves the company and does not return. The
plan will not be qualified under IRC 401(a) unless
Mr. Pear is entitled to receive a reduced normal re-
tirement benefit when he attains age 60.

B. Examination Steps

(1) IRC 401(a)(14) is a qualification requirement of
IRC 401(a), so if a plan does not have a favorable de-
termination letter check to see if the plan document
contains the appropriate IRC 401(a)(14) language. If
the plan language does not satisfy the requirements of
IRC 401(a)(14), the plan is not qualified.

(2) Inspect the Form 5500/SSA to determine (i) if
anyone exceeded the plan’s normal retirement age in
violation of the 60-day distribution requirement of
IRC 401(a)(14); and (i1) if anyone had met the age
and service requirement and was eligible for early re-
tirement benefits, if provided under the plan.

(3) Ask the plan administrator about the policies
regarding immediate versus deferred distributions and
analyze the operational aspects of this issue.

(4) Determine if participant elections to defer pay-
ment of benefits are in writing and signed by the par-
ticipants. A plan permitting a participant to elect a
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later date than that specified in the Code shall require
that such election be made by submitting to the plan
administrator a written statement, signed by the par-
ticipant which describes the benefit and the date on
which payment of benefits shall commence. See Reg.
1.401(a)-14(b)(2).

(5) In the case of a deferred benefit, check to see
that the distribution is timely made (unless the em-
ployee has otherwise elected). See what records the
plan maintains to determine the timing of deferred
benefits.

Section III

Notification and Other Requirements under IRC
401(a)(31) — Optional Direct Transfer of Eligible
Transfer Distributions

A. Technical Background

Temp. Reg. 1.402(c)-2T Eligible rollover distribu-
tions; Questions and Answers T.D. 8443, 1992-2 CB.
80.

(1) General

IRC 401(a)(31) was added to the Code by section
522(a) of the Unemployment Compensation Amend-
ments of 1992, P.L. 102-318 (UCA), and is effective
for distributions after December 31, 1992. It requires
qualified plans to permit a distributee to elect to have
any eligible rollover distribution paid directly to an el-
igible retirement plan in a direct rollover. If a plan
does not have language that satisfies IRC 401(a)(31),
it is not a qualified plan under IRC 401(a). Related
provisions require mandatory withholding under IRC
3405 and a notice requirement under IRC 402(f).

(2) Plan Amendment

Rev. Proc. 93-12, 1993-1, C.B. 479, provides a
simple method for certain plan sponsors to amend
their plan to comply with IRC 401(2)(31) by adopting
either a model amendment or a non-model amend-
ment for approval by the Service.

(3) Notice Requirement

(a) IRC 402(f) requires a plan administrator to give
the recipient of an eligible rollover distribution a writ-
ten explanation of the rollover rules and the special
tax treatment available to lump sum distributions. The
notice must generally be given within the same time
frames as the joint and survivor notices (see Reg.
1.411(a)-11(c)(ii)), generally between 30 to 90 days
before the payment is likely to be made. If the plan is
subject to the spousal consent rules of IRC 401(a)(11)
and IRC 417, the plan must give the written explana-
tion within the same period as the spousal consent
rules require for a spousal waiver. Thus, for such
plans, a distribution CANNOT BE MADE until at
least 30 days have passed. Under Notice 93-26, 1992-
2 C.B. 308, (see, (c), below), a plan that is not subject
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to the spousal consent rules may permit the partici-
pant to waive the 30 day waiting period.

(b) Notice 92-48, 1992-2 C.B. 377 provides a
“Safe Harbor Explanation” that plan administrators
may provide to recipients of certain distributions from
qualified plans in order to satisfy IRC 402(f). (See
Safe Harbor Explanation, attached.)

(c) Notice 93-3, 1993-1 C.B. 293, and Notice 93-
26, 1993-1 C.B. 308, provide additional guidance con-
cerning eligible rollover distributions and direct rol-
lovers including the time period for providing the
written explanation required under IRC 402(f), and
the time period for satisfying the consent requirement
of IRC 411(a) (11), the treatment of loans in default
and of annuity starting dates.

(4) Withholding

IRC 3405(c) provides that if any portion of a distri-
bution is an eligible rollover distribution, the plan is
required to withhold 20 percent of that amount, UN-
LESS the participant has the distribution paid into an
IRA or another employer plan in a “direct rollover”.

(5) Eligible Rollover Distributions

(a) ALL distributions are eligible rollover distribu-~
tions except:

1. After-tax employee contributions, or other basis
amounts and basis amounts that will not includible in
gross income on distribution (determined without re-
gard to the exclusion for net unrealized appreciation);

2. RMDs under IRC 401(a)(9) (JUST the minimum
amount that would need to be distributed to satisfy
the RMDs, NOT the entire amount actually distrib-
uted (otherwise, employees over 70-1/2 would not be
able to roll amounts from plans to IRAs);

3. Any distribution that is one of a series of sub-
stantially equal periodic payments (not less frequently
than annually) made —

a. For the life (or life expectancy) of the distribu-
tee, or

b. The joint lives (or joint life expectancies) of the
distributee and the distributee’s designated benefici-

ary;

(b) Certain other payments, that are not really plan
distributions such as:

1. Returns of IRC 401(k) elective deferrals that are
returned under Reg. 1.415-6(b)(6)(iv),

2. Corrective distributions of excess contributions
and excessive deferrals under the ADP test as de-
scribed in Reg. 1.401(k)-1(f)(4) and Reg. 1.402(g)-
1(e)(3),

3. Taxable loans treated as distributions under IRC
72(p) because they do not satisfy the requirements of
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IRC 72(p)}(2), including loans in default that are
deemed distributions (UNLESS an amount equal to
the employee’s unpaid loan balance otherwise quali-
fies as an eligible rollover distribution where the plan
offsets the account balance and treats the distribution
as having been distributed as an amount equal to the
unpaid loan balance). See Reg. 1.402(c)-2T, Q&A-8
and Notice 93-3.

4. Dividends paid on employer securities as de-
scribed in IRC 404(k),

5. The cost of life insurance coverage (P.S. 58
costs).

(6) Direct Rollovers

(a) A direct rollover that satisfies IRC 401(a)(31) is
an eligible rollover distribution that is paid directly to
an eligible retirement plan for the benefit of the dis-
tributee.

1. A direct rollover may be accomplished by any
reasonable means of direct payment, and includes, for
example, a wire transfer or the mailing of a check to
the eligible retirement plan. Providing the distributee
with a check to deliver to the new trustee is a reason-
able means of direct payment, provided the check is
made out so that it is only negotiable by the trustee
and cannot be negotiated or cashed by the participant.
The check should have been made payable as follows:
[Name of the trustee] as trustee of [name of the eligi-
ble retirement plan). If a plan does NOT make out the
check to the trustee, a distribution, not a rollover has
occurred, and the Form 1099-R may not have been
coded properly. In addition, failure to withhold penal-
ties may apply.

2. In the case of an eligible retirement annuity
(which does not have a trustee), the custodian of the
plan or issuer of the contract is treated as the trustee.

Example 28: John Jones is a participant in the M
Profit-Sharing Plan. He wants his distribution to be
paid in a direct rollover to an Individual Retirement
Account at the ABC Bank. The trustee of the M Plan
gives John a check with the payee line made out as
follows: “ABC Bank as trustee of Individual Retire-
ment Account of John Jones”. This is an appropriate
means of effecting a direct transfer.

3. A plan administrator may use any procedure to
administer the direct rollover election under IRC
401(a)(31), provided the procedure is reasonable. The
procedure may include any reasonable requirement for
information or documentation from the distribution,
but may not put up artificial barriers to direct rol-
lovers.

Example 29: The trustee of Plan X requires a dis-
tributee to provide a statement from the plan desig-
nated by the distributee that it is, or is intended to be,
an individual retirement account, an individual retire-
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