Part IV.--l1tens of CGeneral |nterest
Enpl oyee Pl ans; Exam nation Guidelines
Announcenent 98-1

The I nternal Revenue Service has developed proposed
exam nation guidelines for enployee plans examners to use when
examining issues relating to employer deductions under § 404 of the
Internal Revenue Code and the minimum funding standards under
§ 412. The guidelines provide technical background and guida nce 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 examination.

As with earlier examination guidelines, the Service is seeking
public comments on the proposed guidelines before they are
finalized for the Internal Revenue Manual.

Copies of these guidelines have been made available to the tax
report ing services. The guidelines are also available from the
Service. Requests for a copy of the examination guidelines may be
submitted in writing to the following address:

Internal Revenue Service
Assistant Commissioner (Employee Plans and Exempt
Organizations)
Attention: CP:E:EP:FC Room 2236
Washington, DC 20224
Written comments on the guidelines may be submitted to the

above address on or before April 13, 1998 to the above address.

EXAM NATI ON GUI DELI NES FOR | RC 404



These gui del i nes provide gui dance on exam ni ng the
deductibility of contributions by sponsoring enployers of a
qualified retirenment plans subject to the [imts of section 404

of the Internal Revenue Code (I RC).

These guidelines are not intended to be all inclusive;
consequently, the techniques identified may be nodified based on
t he actual exam nation issues encountered. The purpose of these
guidelines is to help the exam ning specialist decide what areas
to concentrate on and what issues to raise with respect to
particul ar plans. G ven the purpose of these guidelines, they
can not be, nor are they intended to be, a precedential or
conpr ehensi ve statenment of the Service's |egal position on the
i ssues covered herein. They are not to be relied upon or cited
as authority to taxpayers. Accordingly, the guidelines are being
i ssued for the sole purpose of assisting the exam ning speciali st
in performng an exam nation of certain issues for which it was
bel i eved gui delines would be helpful. It is not expected that
each issue discussed in these guidelines will be relevant in

every exam nati on.



EXAM NATI ON GUI DELI NES

DEDUCTI BI LI TY OF QUALI FI ED RETI REMENT PLAN CONTRI BUTI ONS UNDER | RC 404

PR P P e
NN NN
PP op e

il R S R
NRNNNN N NN

ol o S ST I

S o B~ W N

| RC 404: Deductions - Ceneral Rules and Applicability

Overvi ew

General Rules For Defined Benefit Plans

General Deductible Limt Under |RC 404

| RC 404(a) (1) (A (i): M ninmm Fundi ng Requi r ement
| RC 404(a) (1) (A (ii): Level Spread Method

| RC 404(a)(1)(A)(iii): Normal Cost Plus 10 Year
Anortization

Consi stent Treatnment: |RC 404 to |RC 412

Li nki ng Tax Year to Pl an Year

Anortization Bases

Establ i shing Anortizati on Bases

Limt Adj ustnment

Anortization Base M ntenance

Bal ance Equati on

Conmbi ning and O fsetting Bases

Fresh Start Alternative

Asset Adj ustnents

Addi ti onal Rul es and Exceptions

Benefits to be Val ued



i i el S e S S R

e e
w N - O

.14

Conpensation Limtations

Ful | Funding Limtation and | RC 404

O her Limtations

Special Limt For Large Pl ans

Term nating Plans: | RC 404(Q)

Col I ectively Bargained Plans: |RC 404(a)(1)(B) and (O
I nt erest

Expenses & Fees

Uni form Capitalization Rules

Ti me of Paynent

I n-Kind Contributions

Money Purchase Pl ans

Profit Sharing Pl ans

Combined Limts Under |1 RC 404(a)(7)

Al'l ocation of Deduction for Miltienployer Collectively
Bar gai ned Pl ans Described in | RC 413(b)

Mul tiple Enployer Plans Described in | RC 413(c)

Exci se Tax on Nondeducti bl e Contri butions



1

1

1

| RC 404:

Overvi ew

Deductions - General Rules and Applicability

NOTE: This chapter does not address changes applicable
to | RC 404 under the Small Business Job Protection Act of
1996 (SBJPA), P.L. 104-188, or the Taxpayer Relief Act of
1997, P.L. 105-34.

(1) Contributions to qualified plans are
deducti bl e by the sponsoring enpl oyer (subject to the
l[imts of IRC 404) and the plan beneficiaries are not

taxed until benefits are received.

(2) The amount deductible under I RC 404 nust first be
deducti bl e under Chapter 1 of the Internal Revenue Code
(general ly, under IRC 162 as an ordinary and necessary
busi ness expense). The deduction nust be based on
conpensation paid or accrued for services actually
rendered; paynment for future services is not to be

i ncl uded.

a. Under a special rule for self-enployed individuals,
contributions to the plan on behalf of an enpl oyee
are considered to satisfy the conditions of IRC 162
or IRC 212 to the extent that they do not exceed the
i ndi vidual’s earned incone (determ ned w t hout

regard to the deductions allowed by this section)



derived fromthe trade or business wth respect to
whi ch such plan is established, and to the extent
t hat such contributions are not allocable to the
purchase of life, accident, health, or other
insurance (i.e., if the plan deduction does not
exceed the individual’'s earned income fromthe
busi ness sponsoring the plan determ ned before the

pl an deduction). See |IRC 404(a)(8).

(3) The plan nust be witten, communi cated to enpl oyees,
and in effect by year end. See Engi neered Ti nber Sales,

Inc. v. Comm, 74 TC 808 (1980).

(4) |IRC 404 also controls non-qualified plans of
deferred conpensation or benefits; the enpl oyer receives
a deduction at the sane tinme participants include the

val ue of benefits as taxable incone.

a. However, if separate accounts are not maintained,
there is no enpl oyer deduction, even when enpl oyees

are taxed on the benefits. See |IRC 404(a)(5).

1.2 GCeneral Rules For Defined Benefit Plans

(1) In the case of a defined benefit plan, an actuari al
valuation is perfornmed by an actuary to determ ne
benefits, liabilities, mninmmfunding requirenments, and

t he maxi num tax deduci bl e contri bution, anong ot her
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1.2.1.1

2.

1

Gener al

t hi ngs.

a. The maxi mum deduction is based in part on the
benefits provided by the plan, and the assunptions
enpl oyed by the actuary as to interest, nortality,

turnover, etc.

Deducti ble Limt Under | RC 404

(1) In general, the maxi mum deduction under IRC 404 is

gi ven by one of the three rules found under IRC

404(a) (1) (A) (i), (ii), and (iii).

| RC 404(a) (1) (A (i): M ninmm Fundi ng Requi rement

(1) Under IRC 404(a)(1)(A) (i), a deduction is provided
for the m ninmumrequired under IRC 412 to avoid a funding
deficiency. Under this rule, the enployer can deduct
what is required to fund the plan for IRC 412 m ni mum

fundi ng st andar ds.

(2) A special rule provides if amounts required under

| RC 412 were paid for the preceding year but were not
deducted solely because they were not tinely paid for IRC
404, they are "includible contributions" and are
deducti bl e under the IRC 404(a)(1)(A) (i) rule for the
current year. Note, however, that total deductions under

I RC 404(a)(1)(A) (i) are subject to the applicable ful



funding limt.

(3) Exanple 1:

° Pl an Year End = Fiscal Year End = Cal endar Year; Tax

Return due & filed 3/15 of follow ng year.

L Req’ d Under | RC 412 for 1996: $10, 000
Req’ d Under | RC 412 for 1997: $11, 000

° Paid 3/15 foll ow ng year & deducted previous year:

1996 - $8,000; 1997 - $11, 000

° Paid 9/15 following yr: 1996 - $2,000; 1997 - $0

° "I ncludi ble Contributions": 1996 - $0; 1997 - $2, 000

° Total Deduction: 1996 - $8,000; 1997 - $13, 000

° Total Paid: 1996 - $10,000; 1997 - $11, 000

For the 1996 year, the enployer tinely paid $10, 000
within 8%2 months for IRC 412 purposes ($8,000 on 3/15/97,
and $2,000 on 9/15/97). However, only $8,000 was
deductible for 1996 because $2,000 was not timely paid
for IRC 404 purposes (it was paid subsequent to the
tax return filing on 3/15/97). Assuming that the full

funding limitation does not otherwise limit the



deduction, this $2,000 is deductible as an "incl udible
contribution” in 1997, even though when added to the
$11, 000 contribution for 1997 it causes the deduction to

exceed the otherw se conputed I RC 404(a)(1)(A) (i) limt.

1.2.1.2 |IRC 404(a)(1)(A)(ii): Level Spread Method

(1) Under IRC 404(a)(1)(A)(ii), a deduction is provided
for the | evel funding anmount. Under this rule, the

enpl oyer can deduct the cost of funding all benefits, as
a level dollar anobunt or a |evel percent of pay, over the

future service of each enpl oyee.

a. This rule applies to certain actuarial cost nethods
that allocate or spread the cost of unfunded

benefits over future service.

b. If the cost with respect to any three (3)
partici pants exceeds 50% of the total cost, the cost
for such participants nust be spread over at |east 5

t axabl e years.

1.2.1.3 [IRC 404(a)(1)(A)(iii): Normal Cost Plus 10 Year Anortization

(1) Under IRC 404(a)(1)(A)(iii), a deduction is provided
for the normal cost plus 10 year unfunded liability
anortization. Under this rule, an enployer can deduct

t he normal cost computed by the actuarial funding nethod,
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plus a | evel 10 year anortization of unfunded

liabilities.

(2)

This rule is applicable to certain actuarial cost
met hods that separately identify liability

attributable to past events.

An equation can be witten as:

404(a) (1) (A (iii) Limt = (NC + sumof Iimt adjustnents

+ interest), where

"NC' is the normal cost for the plan year;

“"limt adjustnent” is the | esser of the 10 year
anortization anounts or the outstandi ng bal ance of

the liability bases; and

"interest" is interest to the earlier of the end of
the plan year or fiscal year. See 1.2.4.1, for

rul es on establishing anortization bases.



1.2.2 Consistent Treatnent: IRC 404 to | RC 412

(1) Under Reg. 1.404(a)-14(d)(1), the conputation of the
deductible imt for a plan year is based on the benefit

structure used for purposes of IRC 412 for the plan year.

(2) In general, the assunptions, nethods, and factors
used in conmputing costs for IRC 412 m ni num fundi ng
st andards nust al so be used for conputing | RC 404

deductible limts.

(3) There are exceptions to this, however:

a. As di scussed bel ow, the assets used for | RC 404
maxi mum deducti on purposes may differ fromthe

assets used in IRC 412 m ni num fundi ng conput ati ons.

b. As di scussed above, IRC 404(a)(1)(A)(ii) requires
spreading the cost for certain participants over a
m ni mum of five (5) years in sonme situations. There

is no simlar requirenment under the I RC 412 rul es.

C. When the Alternative M ninmum Funding Standard is
used under I RC 412, the anount deductible under |IRC
404(a) (1) (A (i) as the anpbunt needed to avoid a
funding deficiency wll be different than the anount
required under the alternative standard to avoid a

deficiency on the Schedule B. Alternative M ninum
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Fundi ng Standards are encountered infrequently in

practice. See Reg. 1.404(a)-14(e)(2).

1.2.3 Linking Tax Year to Plan Year

(1) The enployer’s deduction is taken for a tax year,

but is determned with reference to a plan year.

a. When the two years are the sane, the concurrent plan

year controls the tax year deduction.

b. Reg. 1.404(a)-14(c) provides that, if the two years
do not coincide, the deductible imt is determ ned
fromeither the plan year that begins in the tax
year, the plan year that ends in the tax year, or a

pro-rata share of each year

C. The linkage that is chosen by the enpl oyer cannot be
changed unl ess approved as a change in accounting

met hod under | RC 446(e).

1.2.4 Anortization Bases

(1) If the deductible limt is determ ned under |IRC
404(a) (1) (A (iii), the maxi num deduction consists of the
normal cost of the plan, plus the limt adjustnments for
the 10-year anortization bases, plus interest to the

earlier of the plan year end or the fiscal year end. The



1.2.4.1

Est abl

[imt adjustnments require the maintenance of bases.

i shing Anortization Bases

(1) Reg. 1.404(a)-14(g) provides for the establishnment
of 10-year anortization bases for purposes of determ ning

t he deductible limt under IRC 404(a)(1)(A)(iii).

(2) In general, for an immedi ate gain funding nethod, a
10-year base nust be established each tine a separate
anortization base is established for purposes of |IRC 412

for one of the follow ng:

a. experi ence gains or | osses;

b. change in actuarial assunptions;

C. change in fundi ng nethod; or

d. past service based upon establishnment or anendnent

of the plan.

(3) A spread gain nmethod nust not establish a base for a
gain or loss but rather nust spread that amount in future

normal costs. See Reg. 1.404(a)-14(9).

a. If a plan using such a nethod is required under |IRC
412(b)(2)(B)(v) or IRC 412(b)(3)(B)(iii) to create
an anortization base, it nust establish a 10-year
base for a change in actuarial assunptions. |If the

creation of an anortization base is required under



1.2.4.2

Li m t
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the rules of IRC 412(b)(2)(B)(ii) or (iii) or IRC
412(b)(3)(B) (i), then a 10-year base nust be

establ i shed when a plan is established or anended.

b. If a change in funding nmethod results in an increase
or decrease in an unfunded liability required to be
anortized under IRC 412, then a 10-year base nust be
established equal to the increase or decrease in
unfunded liability resulting fromthe change in

fundi ng net hod.

(4) A 10-year base is not established for a waived
fundi ng deficiency or for the base that is established
when switching back to the regular funding standard

account fromthe alternate funding standard account.

(5) Also, no IRC 404 base is established for the IRC 412

base established for current liability full funding.

Adj ust ment

(1) The limt adjustnent for any 10-year anortization
base is the | esser of the | evel anpbunt necessary to
anortize the base over 10 years using the valuation rate,

or the outstandi ng anount of the base.

1.2.4.3 Anortizati on Base Mii nt enance
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(1) Reg. 1.404(a)-14(h) provides for the maintenance of
10-year anortization bases. Reg. 1.404(a)-14(h)(3)
specifically sets out the procedure for determ ning the

unanorti zed anpbunt of a base.

(2) It is necessary to maintain the unanortized portion
of the base in order to know when a base has been fully

anorti zed.

(3) After a base has been fully anortized, the enpl oyer
can no |l onger include the 10-year anortization of such

base in determ ning the deductible limt.

(4) Therefore, if no base has been in existence for nore
than 10 years, no adjustnments will result from any

failure to correctly nmaintain unanortized anounts.

(5) |If bases are in existence, a fresh start base may be

establ i shed in accordance wth Reg. 1.404(a)-14(i)(5).

1.2.4.4 Bal ance Equation

(1) Under a reasonable funding nethod, the sumof al

t he outstanding | RC 404 bases should equal the unfunded
liability of the plan taking into account the assets
adj usted as described below. If this is not the case,

ask the actuary to explain any discrepancy.
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1.2.4.5 Conbining and O fsetting Bases

(1) Reg. 1.404(a)-14(i) provides for the conbining

and/ or offsetting of existing 10-year bases into a single
10-year base. This procedure differs fromthat used for
conmbi ning and offsetting anortizati on bases for purposes

of | RC 412.

1.2.4.6 Fresh Start Alternative

(1) Reg. 1.404(a)-14(i)(5) allows a fresh start
alternative whereby all existing bases are replaced with
one new 10-year base equal to the unfunded liability of
the plan. (Note that the unfunded liability nust

consi der the assets, adjusted as described bel ow).

1.2.5 Asset Adjustnents

(1) Under Reg 1.404(a)-14(d)(2), certain adjustnents
must be nmade to both the actuarial value of the plan’'s
assets and the market value of the plan’s assets. These
adj ustnments are made for purposes of determning the

deductible imt under IRC 404(a)(1)(A).



The adj ustnents are used when conputing the I RC 404
normal cost with aggregate type fundi ng nethods
(e.g., the individual aggregate funding nethod),
conputing unfunded liabilities, and conputing the
full funding limtation described in Reg. 1.404(a)-
14(K) .

There nust be subtracted fromthe assets the anount

of any plan contribution for a plan year in which
the plan was qualified that has not been previously
deducted (even if that anmount may have been credited
to the funding standard account). |In the case of a
pl an using a spread gain fundi ng nmet hod which

mai ntains an unfunded liability (e.g., the frozen
initial liability nethod, but not the aggregate

nmet hod), such amount nust be included in the

unfunded liability of the plan. See Reg. 1.404(a)-
14(d) (2) (i).

There nust be included in the assets the anpunt of

any plan contribution for a plan year that has been
deducted with respect to a prior plan year (even if
t hat anount is considered under IRC 412 to be
contributed in a plan year subsequent to that prior
plan year). |In the case of a plan using a spread
gai n fundi ng net hod whi ch does not maintain an

unfunded liability, such anmount nust be excl uded
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fromthe unfunded liability of the plan. See Reg.
1.404(a)-14(d)(2)(ii).

1.3 Additional Rules and Exceptions

(1) Wile the general |limtations on deductions are
provi ded under IRC 404(a)(1)(A)(i),(ii), and (iii),
exceptions to the general rules may result in a greater

or | esser anmount being deducti bl e.

1.3.1 Benefits to be Val ued

(1) In valuing the plan, the actuary may be constrai ned

in the anpbunt of benefits to val ue.

(2) Changes in plan benefits that becone effective in a
future year are to be ignored. See Reg. 1.412(c)(3)-
1(d)(1) and Rev. Rul. 77-2.

(3) Also, under Reg. 1.415-5, automatic increases in the
| RC 415 dollar limtation do not apply until January 1 of

t he cal endar year in which they becone effective.

a. TEFRA reinforced this position by adding I RC 404(j).
This section states the conputation of the
deductible limt shall not include any benefits in

excess of the IRC 415 limt for such year.



(4)
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Al so see United States Tax Court Case 80 T.C. No. 4,
Fei chtinger v. Conm ssioner, which upheld this

position for years prior to TEFRA.

Shoul d a plan contain no provision for increasing
the dollar limtation, the benefits are al ways
limted to the dollar limt specified in the plan.
See Rev. Ruls. 81-195 and 81-215 for illustration of

the application of these rules.

Therefore, the funding nethod may not take into

account either of the increases discussed in (2) and (3)

above when conputing the deductible limts under |IRC

404(a) (1) (A) .

1.3.2 Conpensation Limtations

(1)

The conpensation limtation of |RC 401(a)(17)

applies in determning the deductible limt.

For years after 1993, conpensation in excess of
$150, 000 cannot be taken into account. The $150, 000

[imt is subject to future increases.

For years before 1997, the fam |y aggregation rul es
of IRC 414(q)(6) apply. Thus, the conbi ned
conpensati on of spouses and their children under age

19 cannot exceed $150, 000 (as adjusted). For years
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after 1996, this famly aggregation rule no |onger

appl i es.

1.3.3 Full Funding Limtation And | RC 404

(1) The anmount conputed under the general |RC 404 rules

above is limted by the full funding [imtation.

a. | RC 404(a) (1) (A) provides that the maxi num anount
deducti ble for a taxable year shall be an anount
equal to the full funding limtation for such year
determ ned under | RC 412. See also Reg. 1.404(a)-
14(k).

b. In determ ning the applicable full funding
[imtation for I RC 404 purposes, assets nust be
adjusted as required for other |IRC 404 purposes.
See Reg. 1.404(a)-14(k). See also IRC 412 chapter
on "Full Funding Limtation" (section 1.4.6), for

further rules and di scussi on.

C. Where the prevailing FFL is the accrued liability
FFL, and the total deductible contribution
(i ncluding carryovers) for a plan year equals or
exceeds such accrued liability FFL (and the anount
of the accrued liability FFL is contributed), then
all 10 year anortization bases naintained by the

plan will be considered fully anortized and the



1.3.4 Oher

1.3.4.1

(1)
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deductible imt for subsequent plan years will not
be adjusted to reflect the anortization of these

bases.

Where the prevailing FFL is the 150% current
l[tability FFL and the total deductible contribution
(i ncluding carryovers) equals or exceeds such FFL
the 1 RC 404 bases continue to be anortized with the

deducti bl e contri buti on.

Lim tations

An anount greater than the above limts may be

deducti bl e under the exceptions of |IRC 404(a)(1)(D) or

| RC 404( Q).

Special Limt For Large Pl ans

(1)

| RC 404(a) (1) (D) provides a special rule for certain

non-nmul ti enpl oyer defined benefit plans.

(2)

The plan nust have 101 or nore participants

(including former participants or beneficiaries wth

assets still held by the plan) for the plan year.

a.

The 101 or nore participants rule counts al
enpl oyees of the enployer in all defined benefit

pl ans mai ntai ned by the enpl oyer.
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(3) For such plans, the maxi num anount deducti bl e under
| RC 404(a) (1) shall not be less than the unfunded current

l[iability determ ned under I RC 412(1) for the plan year.

a. The unfunded current liability includes adjustnent
to the end of the plan year for benefits accruing
during the year plus interest to the end of the year

at current liability interest rate.

1.3.4.2 Termnating Plans: |RC 404(Q)

(1) IRC 404(g) provides special rules concerning the
deduction of enmployer liability paynments paid under
section 4041(b), section 4062, section 4063, section
4064, or part 1 of Subtitle E of Title IV of ERI SA

(2) No deduction is allowable under IRC 404(g) to
provide for benefits in excess of guaranteed benefits.
Thus, an enpl oyer cannot i mmedi ately deduct the

di fference between the present val ue of accrued benefits

and the assets even if the plan is term nating.

(3) Anmounts contributed in the year of term nation, but
not fully deductible, are subject to deduction rules

under | RC 404(a) in subsequent years.

(4) Anmounts deductible under I RC 404(g) are subject to

the full funding limt.
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(5) (1) through (4) above are applicable to qualified
plans only. See Reg. 1.404(g)-1(c)(2).

1.3.4.3 Collectively Bargained Plans: |RC 404(a)(1)(B) and (C

(1) A special rule applies for collectively bargai ned
plans. |f an anmendnment decreases benefits, and the ful
funding limt for the year is zero, a deduction is

al l oned equal to the |l esser of a or b bel ow

a. the full funding limt plus the unanortized base
resulting fromthe decrease in benefit liability due

to the amendnent; or

b. the normal cost mnus a 10 year anortization of the

benefit liability decrease.

(2) Further, a collectively bargai ned pl an nmaintai ned by
a regulated utility doing business in at |east 40 states
may treat a decrease in liability due to increases in
Soci al Security benefits as a plan anendnment for purposes

of this rule.

1.3.5 Interest

(1) Under IRC 404(a)(1)(A)(ii) and (iii), the deductible

[imt may include interest on the actuarially conputed

costs. Such interest is conputed fromthe date the costs
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are determned to the earlier of (i) the end of the plan
year; or (ii) the end of the fiscal/tax year. See Reg.

1. 404(a) - 14(f) (3).

Exanple 2: For a plan wth a cal endar year plan year, a
| evel cost under I RC 404(a)(1)(A)(ii) is conputed as
$10, 000 as of January 1, 1996. The fiscal year that
relates to the plan year ends June 30, 1996. The
interest rate used is 8% The maxi num deductible limt
under | RC 404(a)(1)(A)(ii) is $10,400; which is the

$10, 000 | evel cost plus one-half year’s interest to June

30, since this ends earlier than the plan year.

1.3.6 Expenses & Fees

(1) Admnistrative fees and expenses paid directly by
t he enpl oyer are deductible to the enpl oyer under | RC 162
or | RC 212.

(2) Such expenses are not considered plan contributions
and, hence, are not subject to the limts of | RC 404.

See Rev. Rul. 84-146.
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(3) However, investnent fees, brokers’ conm ssions and
the like paid by the plan sponsor are treated as plan
contributions subject to the [imts of IRC 404. See Rev.

Rul . 86-142.

1.3.7 Uniform Capitalization Rules

(1) Enployers subject to the uniformcapitalization
rules may not be able to deduct the full ITRC 404 |imt

fromthe general rule above.

(2) A portion of the 404 imt may be required to be
assigned to production or inventory costs, which are
capitalized and not imredi ately deductible. See

Announcenent 88-55.

1.3.8 Tine of Paynent

(1) For purposes of IRC 404(a)(1), (2), and (3),
contributions paid up until the due date of the

t axpayer’s tax return (including extensions) may be
deenmed to be paid on the |ast day of the preceding tax

year.

1.3.9 In-Ki nd Contributions

(1) Wiile contributions to qualified plans in a form

ot her than cash are technically allowed, such
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contributions bear special scrutiny. Wen exam ning a
pl an, consider the following tips. See also Prohibited

Transacti ons Exam nation Guidelines (IRM 7(10)54, Chapter

700) .

a. Check the Form 5500 for indications of non-cash
contri butions.

b. Verify the fair market value of any property
contri but ed.

C. Confirmthat the deduction claimed with respect to
the property does not exceed IRC 404 limts.

d. Determine if the property was contributed to satisfy
a funding obligation. If so, this is a prohibited
transaction. See also Comm v. Keystone
Consolidated Industries, 568 U. S. 152 (1993).

e. See if any liens were attached to the property

contributed. |If so, this is a prohibited
transaction. See also Rev. Rul. 80-140. An

enpl oyer’ s contribution of a prom ssory note is not
adequate paynent for |IRC 404, and is a prohibited

transacti on.



1.3.10 Money Purchase Pl ans

1.3.11

Profit

(1) The deductible limt is usually determ ned under |IRC
404(a) (1) (A) (1) as the ambunt needed to satisfy the
m ni mum fundi ng standard, unless a |arger anount is

requi red because of a prior funding waiver.

(2) The maxi mum deduction is determ ned based on | RC 415

limts.

Sharing Pl ans

(1) The deductible limt is determ ned under IRC

404(a) (3) as 15% of the conpensation paid during the

t axabl e year to the participants.

1.3.12 Conbined Limts Under |IRC 404(a)(7)

(1) If anpbunts are deducti bl e under I RC 404(a) (1)

t hrough (4) in connection with one or nore defined
contribution plans and one or nore defined benefit plans,
(e.g., a defined contribution plan and a profit sharing
plan, or a profit sharing plan and a defined benefit
plan), the total anount deductible in a taxable year

under such plans nmust not exceed the greater of:

a. 25% of the conpensation paid (or accrued) during the

t axabl e year to the beneficiaries under such plans,



or

b. The amount of contributions made to or under the
defined benefit plans to the extent such
contributions do not exceed the anmount of enployer
contributions necessary to satisfy the |IRC 412
m ni mum fundi ng standard with respect to such
defined benefit plans for the plan year which ends
with or wwthin the taxable year (or for any prior

pl an year).

(2) In the case of any defined benefit plan (other than
a multienployer plan) with over 100 participants for the
pl an year, the anobunt necessary to satisfy the m ni num
funding standard with respect to such plan year for

pur poses of (1) above shall not be | ess than the unfunded

current liability of the plan under IRC 412(1).

(3) The two or nore plan [imts apply using the m nimum
fundi ng standards for the plan year ending with or within
the tax year. This could be different than the
applicabl e deductible limt if the enployer usually
determ ned the deductible limt based on the plan year

commencing in the tax year.
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(4) If the IRC 404(a)(7) Iimt restricts an enpl oyer
from maki ng deductible contributions to a defined
contribution plan, the plan will not be considered as
failing to provide definitely determ nable benefits. O
course, the plan nust have | anguage limting the enployer

contri butions.

1.3.13 Allocation of Deduction For Miltienployer Collectively Bargai ned
Pl ans Described in I RC 413(b)

(1) |IRC 413(b)(7) provides that each applicable
[imtation provided by IRC 404(a) is determned as if al
participants in a collectively bargained plan are

enpl oyed by a single enployer. See the proposed chapter

on Multienployer Plans for further rules and discussion.

(2) The amounts contributed to the plan by a
participating enpl oyer, for the portion of the taxable
year which is included in the plan year, are considered
not to exceed a limtation of IRC 404(a) if the
anti ci pated enpl oyer contributions for such plan year do

not exceed such limtation.
a. For this purpose, anticipated enployer contributions
are determned in a nanner consistent with the

manner in which actual contributions are detern ned.

(3) If such anticipated contributions exceed the |IRC
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- 26 -

404(a) limtation, the portion of each such enployer’s
contributions which is not deductible under | RC 404 shal
be determ ned in accordance with regul ati ons prescri bed

by the Secretary

(4) Trustees of multienployer plans under which the
contributions may exceed the IRC 404 limts often correct
t he probl em by adopti ng amendnents increasing benefits.
If the amendnent is to have retroactive effect, however

it nmust satisfy the requirenments of I RC 412(c)(8).

e Enpl oyer Plans Described in I RC 413(c)

(1) If the plan was established as a nmultiple enployer
pl an after Decenber 31, 1988, limtations under |IRC
404(a) are determned as if each enpl oyer were

mai ntai ning a separate plan. For purposes of conputing
these imtations, assets and liabilities are allocated

in accordance with IRC 413(c) (7).

(2) If the plan was established on or before Decenber
31, 1988, and if a tinmely election was not made (w thin
the first plan year beginning after the enactnent of the
Techni cal and M scel | aneous Revenue Act of 1988) to use
the rul es under (1) above, deductions are determ ned
under 1.3.13, Allocation of Deduction for Miltienployer
Col I ectively Bargai ned Plans Described in | RC 413(b).
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1.4 Excise Tax on Nondeducti ble Contri butions

(1) I RC 4972 inposes an excise tax on enployers (other
t han governnental and certain tax-exenpt enployers) equal
to 10% of the nondeductible contributions made to a

qual i fi ed enpl oyer plan.

a. A qualified enmpl oyer plan generally means any pl an
nmeeting the requirements of |IRC 401(a) that includes
a trust exenpt fromtax under |IRC 501(a), any
annuity plan described in IRC 403(a), any sinplified
enpl oyee pension within the meaning of | RC 408(k),
and any sinple retirenent account (wthin the

meani ng of | RC 408(p).

b. For a tax-exenpt enployer to be exenpt fromthe tax
i nposed by I RC 4972, the enpl oyer nust have at al
ti mes been exenpt fromtax under subtitle A of the
I nternal Revenue Code and not have received any tax

benefit fromthe plan.

(2) Wen paying the tax inposed under |RC 4972, the

appropriate formto file is Form 5330.

(3) IRC 4972(c)(6)(B), added by RPA ' 94, provides a
limted exception to this excise tax. Under |IRC
4972(c) (6)(B), the excise tax does not apply to

contributions to defined contribution plans that are
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nondeducti bl e sol ely because of the I RC 404(a)(7)

conbined imt on deductions for contributions.

(4)

The I RC 4972(c)(6)(B) exception to the excise tax
applies only to the extent that nondeductible
contributions do not exceed six percent of
conpensation paid or accrued to beneficiaries under
t he defined contribution plans, and only if IRC
404(a) (1) (D) applies to any defined benefit plans

mai nt ai ned by the enpl oyer.

Because | RC 4972(c)(6)(B) was nmade effective
retroactively for taxable years ending on or after
Decenber 31, 1992, certain enployers that paid

exci se taxes inposed under |IRC 4972 for taxable
years ending on or after Decenber 31, 1992 may have
been entitled to excise tax refunds under this

exception.

| RC 4972(c)(4) also provides a special rule for

sel f-enpl oyed individuals that, for purposes of | RC 4972,

treats certain excess anpunts as anpunts all owabl e as

deducti ons under | RC 404.

The excess anmount that is treated as an all owabl e
deduction is the excess of the anount required to be
contributed to a plan under I RC 412 on behal f of a

sel f-enpl oyed i ndividual (as defined in IRC
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401(c)(1)), over the earned incone (as defined in

| RC 404(a)(8)) of such individual derived fromthe
trade or business with respect to which such plan is
est abl i shed.

EXAM NATI ON GUI DELI NES FOR | RC 412

These gui del i nes provide gui dance on exam ning qualified retirenent
pl ans subject to the m ni mum fundi ng standards under section 412 of the

I nternal Revenue Code (IRC).

These guidelines are not intended to be all inclusive;
consequently, the techniques identified may be nodified based on the
actual exam nation issues encountered. The purpose of these guidelines
is to help the exam ning specialist decide what areas to concentrate on
and what issues to raise with respect to particular plans. Gven the
pur pose of these guidelines, they can not be, nor are they intended to
be, a precedential or conprehensive statenent of the Service s |egal
position on the issues covered herein. They are not to be relied upon
or cited as authority to taxpayers. Accordingly, the guidelines are
bei ng i ssued for the sole purpose of assisting the exam ning speciali st
in performng an exam nation of certain issues for which it was believed
gui del ines would be helpful. It is not expected that each issue

di scussed in these guidelines will be relevant in every exam nation.
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Ful | Funding Credit

Conputing the Full Funding Credit

Wai ver Charges and Credits

Wai ver of the M nimum Fundi ng Requi r enent

Pl an Amendnents Wil e Waiver Being Anortized
Wai ver Conditions

Special Interest Rate for Anortization
Addi ti onal Fundi ng Requirenents

Applicability of the Additional Fundi ng Requirenent
Gat eway Test

Definitions/Rules Used in Cal cul ating the DRC



i
a oo oo g o

PR e e
® o o o

6.4
6.5
6.5.1
6.5.2

- 33 -

Interest on Mssed Quarterlies

Al ternative M ninmum Standard and Sw t chbacks

Mai nt enance of Fundi ng Standard Account and Sw t chback

Al ternative M ninmum Fundi ng Standard Account

Special Rules for Miltienployer Plans in Reorganization (IRC
418- 418A)
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| RC 412:

M ni mrum Fundi ng St andar ds

I nt roducti on

NOTE: This chapter does not address changes applicable to
| RC 412 under the Small Business Job Protection Act of 1996
(SBJPA), P.L. 104-188, or the Taxpayer Relief Act of 1997,
P.L. 105-34.

(1) IRC 412 provides m ni mum fundi ng standards applicable
to plans subject to IRC 412. Simlar rules are provided in
sections 301 through 308 of the Enployee Retirenment |ncone
Security Act of 1974 (ERISA). A plan to which this section
applies shall have satisfied the m ninmum fundi ng standard

for the plan year if the plan does not have an accunul at ed

fundi ng defi ci ency.

(2) The m nimum fundi ng standard under IRC 412, with a few
exceptions |isted under | RC 412(h), generally applies to al
defined benefit and noney purchase (including target

benefit) plans.

(3) Wiile IRC 412 gives the general funding requirenents,

special rules may al so apply under other sections:

° | RC 418 and 418A for nultienployer plans in
reorgani zation

° | RC 413(c) for certain multiple enployer plans; and



° | RC 413(b) for collectively bargained pl ans.

1.2 Accunul ated Fundi ng Defi ci ency

1.3 Applicabi

(1) The term "accunul ated fundi ng deficiency" neans for any
pl an the excess of the total charges to the fundi ng standard
account for all plan years over the total credits to such
account for such years or, if less, the excess of the total
charges to the alternative m ni mum fundi ng standard account
for such plan years over the total credits to such account
for such years. See section 1.8 if the plan does have an
accunul ated fundi ng deficiency, to determ ne the applicable

exci se tax.

ity of IRC 412

(1) Not all plans are subject to the m ni num fundi ng
standards. The follow ng questions wll help determ ne

whet her a plan is subject to the standard.

1.3.1 CQuestions to Consider

(1) Is the plan a qualified plan or has the plan ever been
a qualified plan? |If the plan is not qualified and has
never been qualified it is not subject to IRC 412. It may,
however, be subject to the requirenents of section 302 of

ERI SA.
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(2) 1Is the plan a defined benefit plan, noney purchase, or
target benefit plan? These plans are subject to the m nimm
fundi ng standards. Note that cash bal ance plans are defi ned
benefit plans and, thus, also subject to the standards.

Profit sharing plans are not subject to the standards.

(3) Does the plan neet the exceptions of IRC 412(h)? |If
yes, then the plan is not subject to the m ni mrum fundi ng

standards. |RC 412(h) generally exenpts the follow ng

pl ans.
a. Profit sharing or stock bonus plan
b. I nsurance contract plan described in IRC 412(i)

C. Governnental plan (wthin the nmeaning of | RC 414(d))

d. Certain church pl ans

e. Any plan which has not, at any tine after Septenber 2,
1974, provided for enployer contributions

f. Pl ans established and mai ntai ned by a society, order,
or association described in IRC 501(c)(8) or (9), if no
part of the contributions are made by enpl oyers of

participants in such plan.

(4) Is the plan "in effect"” for the year? If the plan is
new, the m nimum funding standards apply for the first

year the plan is in effect.

a. Regul ation 1.410(a)-(2)(c) provides that for purposes
of that section a plan is considered to be in existence

on a particular day if (i) the plan on or before that



day was reduced to witing and adopted by the enpl oyer
(including, in the case of a corporate enployer, forma
approval by the enployer’s board of directors and, if
requi red, sharehol ders), even though no anmounts had
been contri buted under the plan as of such day, and

(ii) the plan was not term nated on or before that day.

1.3.2 Termnating Plans

(1) M™Mnimumfunding rules apply until the end of the plan
year in which a plan is termnated. Rev. Rul. 79-237, 1979-
2 C.B. 190, provides rules for determi ning the charges and
credits to the funding standard account in the plan year in

which the plan is term nated.

NOTE: The current funding nmethod for the plan continues to
apply in the year of termnation unless the nmethod is
changed using Rev. Proc. 95-51, or a ruling is requested

under Rev. Proc. 78-37.

(2) If the plan termnation occurs during the year, the

date of term nation does not nmake the plan year any shorter



(3) Certain charges and credits, however, are prorated
based on the days up to the term nation date divided by 365

days. This includes:

a. Nor mal Cost for the plan year

b. Certain anortization charges and credits.

(4) Oher charges and credits are not prorated, e.qg.:

a. Enpl oyer contri butions

b. Any special credit for a waived funding deficiency for
t he year

C. Amount credited due to switch back fromalternate

m ni mum fundi ng standard account

d. Full funding limtation credit

e. Interest (interest is credited or charged at the usual
rate to the end of the plan year)

f. Prior year funding deficiency or credit bal ance.

(5) Contributions for the plan year nmade after the plan
year but not later than 8% months after the end of the plan
year can still be considered as contributions for the plan

year and are deemed made on the last day of the plan year.

(6) The 10% excise tax (IRC 4971(a)) applies to any funding
deficiency for that plan year. No additional 10% excise

taxes will apply for any subsequent year.

(7) The 100% penalty tax (IRC 4971(b)) applies if the
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fundi ng deficiency as of the end of the plan year is not

corrected, (unless waived, see Rev. Proc. 81-44).

(8) A Schedule Bis required for all defined benefit plans
of any size for all plan years including the year of
termnation. After the plan year in which the plan is

term nated ends, m ni num fundi ng ceases and Schedule B s are

no | onger required.

Exam nation Tip: If a Schedule Bis filed for a
subsequent year it is possible that the plan did not
termnate. Make sure that there actually was a term nation
and that the assets were distributed as soon as

adm nistratively feasible but within a year of the
termnation date. See also Rev. Rul. 89-87, 1989-2 C. B. 81,

for situations where a plan is not considered term nated.

(9) If a conplete distribution of assets occurs during the
year of termination, the 5500 and Schedule B are due 7%

months after the distribution. However, this does not

shorten the 8% month period after the end of the full plan

year to have contributions credited to the funding standard

account for that year.



(10) For defined contribution plans, the m ni mum fundi ng
standard charges will reflect the entire amount of any
contributions due on or before the date of term nation, but
no contributions due after that date. For this purpose, a

contribution is due as of the earlier of:

a. the date specified in the plan, or
b. the date as of which the contribution is required to be
al | ocat ed.

1.4 Conputation of Amounts Required Under I RC 412 - Defined Benefit Rules

(1) There are a nunber of factors to consider when

cal cul ating the anmount required under IRC 412 in a defined
benefit plan. The follow ng factors are descri bed bel ow.
See al so, Asset Val uation Cuidelines, Exam nations Handbook,

| RM 7(10) 54: 326. 4.

a. Actuarial Valuation
b. Fundi ng Met hod

C. Actuarial Assunptions
d. Val uati on of Assets
e. Current Liability

f. Ful | Funding Limtation

1.4.1 Actuarial Valuation

(1) IRC 412(c)(9) requires that an annual valuation, in

which a plan’s liability and experience gains and | osses are
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determ ned, be done at |east once every year.

(2) IRC 6059 requires the periodic filing (currently
annual ly), by the plan adm nistrator for each defined
benefit plan to which IRC 412 applies, of an actuari al
report, prepared and signed by an enrolled actuary. The
contents of the actuarial report nust include a description
of the funding nethod and actuarial assunptions used to
determ ne costs under the plan, and the contribution
necessary to reduce the accunmul ated fundi ng deficiency to

Zero.

(3) Reg. 301.6059-1(a) provides that, for defined benefit
pl ans subject to the m ni mum fundi ng standards of | RC 412,
the plan adm nistrator nust file the actuarial report,
certified by an enrolled actuary, on the Schedule B
attachment to Form 5500. This is the actuarial report

requi red under | RC 6059.

(4) An actuarial valuation is a snapshot of the assets and
liabilities of the plan on the valuation date. The actuary
val ues the projected plan benefits and then, after
consideration of the plan’s current assets and funding

nmet hod, expresses the result as an annual cost.



1.4.1.1 Valuation Date

1.4.2 Funding

(1) The valuation date nmust be a date during the plan year.
A change in the valuation date is considered to be a change
in funding nmethod. Automatic approval m ght be applicable.
See Rev. Proc. 95-51 and section 1.4.2.6, on required

approval .

(2) If a plan has been anended (or term nated) during the
year, a change in valuation date is sonetinmes made to

reflect the anendnment.

Met hod- - Benefit Val uati on

(1) A funding nmethod is used to conpute the normal cost of

a plan for a plan year and, if applicable, any anortizable

bases.

1.4.2.1 Ceneral Requirements: Fundi ng Methods

(1) A funding nethod nust be reasonable. To be reasonabl e,
t he present value of future benefits nust equal the

fol |l ow ng- -

° the sum of the present value of normal costs over the

future working lifetinme of participants,

° pl us the sum of the unanortized portions of any

anorti zabl e bases,
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° plus the plan assets,

° | ess any credit bal ance,

° pl us any debit bal ance under | RC 412(b).

° In other words, the basic funding fornula in Reg.

1.412(c)(3)-1(b)(1) nust be satisfied.

(2) The funding nmethod of a plan includes not only the
overall funding nethod used by the plan but al so each

specific nmethod of conputation used in applying the overal

met hod.
a. Actuarial assunptions are not part of the nethod.
b. A change in the nmethod of valuing assets is a change in

fundi ng net hod.

1.4.2.2 1Inclusion of Al Liabilities/Plan Popul ation

(1) Al liabilities of the plan, whether vested or not,

must be taken into account.

(2) The plan popul ation nust include three classes of

i ndi vi dual s:

a. Participants currently enployed in the service of the

enpl oyer:
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b. Former participants who either term nated service with
the enpl oyer or retired and are entitled to benefits:

and

C. Al'l other individuals currently entitled to benefits.

(3) Plan popul ati on exceptions include:

a. Partici pants not satisfying m nimum age and service

requi renents of I RC 410(a); and

b. Former participants who m ght becone entitled to

benefits under the rule of parity.

(4) Reg. 1.412(c)(3)-1(d)(2) provides that while a
reasonabl e fundi ng nmethod nmust not anticipate the
affiliation with the plan of future participants not

enpl oyed in the service of the enployer on the plan

val uation date, the affiliation of current enployees who
have not satisfied the participation requirenments of the

pl an may be antici pated under a reasonabl e fundi ng nethod.

NOTE: Term nated vested participants may be excluded from
the valuation if their entire benefit has been provi ded by
an insurance contract and such contract is excluded fromthe

assets.

1.4.2.3 Valuing Costs Attributable to Changes in Benefit Structure
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Effective After the Val uati on Date.

(1) The follow ng guidelines should be used to determ ne
t he charges and credits to the funding standard account to
refl ect changes in benefits that becone effective after the

val uati on date and/or after the first day of the plan year.

(2) Reg. 1.412(c)(3)-1(d)(1) states that, except as

provi ded by the Conm ssioner, a reasonable funding nethod
does not anticipate changes in plan benefits that becone
effective, whether or not retroactively, in a future plan
year or that becone effective after the first day of, but
during, a current plan year. There are several exceptions

t hat have been permtted.

a. Under IRC 412(c)(8), certain amendments made before 2%
months after the end of the plan year (2 years in the
case of a multiemployer plan) may be taken into account
for funding purposes if made effective as of the first
day of the plan year. Benefit increases or decreases
may be reflected. If the accrued benefit of any
participant as of the earlier of the adoption or
effective date is reduced, approval by the Employee
Plans Division is required. See Rev. Proc. 94-42,

1994-1 C. B. 717.
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b. Rev. Rul. 81-215 permts the anticipation of an
increase in the IRC 415 limtation if the increase
occurs within the plan year. Rev. Rul. 81-195
illustrates the rules for taking into account a single

increase in the 415 dollar limt for a cal endar year.

(3) In the case of a change in the benefit structure that
beconmes effective during a plan year subsequent to a given
pl an year for which the charges and credits to the funding
standard account are being conputed, such change in benefit
shal |l not be considered in determ ning the charges or
credits to the funding standard account for such given plan

year. See Rev. Rul. 77-2, 1977-1 C. B. 120.

(4) Were a change in benefit structure becones effective
as of a date during a plan year (but after the first day in
that plan year), the charges and credits to the funding

st andard account:

a. shoul d not reflect the change in that benefit structure
for the portion of that plan year before the effective

date of that change; and

b. shoul d reflect the change in that benefit structure for
the portion of the plan year after the effective date
of the change. See section 2.02 of Rev. Rul. 77-2,
1977-1 C. B. 120.

(5) Alternatively, a change in benefit structure that is
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Col

- 14 -

not adopted on or before the valuation date for the plan
year for which it becones effective may be (but is not
required to be) ignored in determ ning the charges and the
credits to the funding standard account for that plan year.
Whet her such a change is taken into account is part of the
cost nethod adopted and cannot be changed once the annual
information return (Form 5500 series) is filed unless an
automati c change is made under Rev. Proc. 95-51, 1995-2 C. B
430, or a ruling is requested under Rev. Proc. 78-37, 1978-2
C.B. 540. See section 3 of Rev. Rul. 77-2, 1977-1 C. B. 120.

ectively Bargai ned Pl ans

(1) The funding nmethod of a collectively bargained plan
(other than a multienployer plan) nust anticipate benefit

i ncreases scheduled to take effect during the termof the
col I ective bargai ning agreenent applicable to the plan, in
determ ning projected benefits. Thus, collectively

bar gai ned plans are required to recogni ze any negoti ated
benefit increases scheduled to take effect in a future plan
year for purposes of the normal funding rules (but not for
the rules for underfunded plans.) This is effective for
pl an years after Decenber 31, 1994. See IRC 412(c)(12),
added by RPA '94.

(2) For plan years beginning before January 1, 1995, for
col l ective bargaining agreenents in effect before January 1,
1995, a collectively bargained plan’s funding nethod coul d,

but was not required to, anticipate schedul ed benefit
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i ncreases. The way in which schedul ed benefit increases
were anticipated was part of the plan’s funding nmethod and

could not be changed w thout Service approval.

1.4.2.4 Imediate Gain Fundi ng Met hods

(1) A funding method is an imediate gain type nethod if,

under the nmethod the accrued liability:

a. may be determ ned solely fromthe conputations wth

respect to the liabilities;

b. is an integral part of the funding nethod; and

C. is the excess of the present value, as of any val uation
date, of the projected future benefit costs for al
pl an partici pants and beneficiaries over the present
val ue of future contributions for the normal cost of

all current plan participants.

(2) Exanples of the inmediate gain type of funding nethod

i ncl ude:

a. unit credit nethod,

b. entry age nornmal nethod, and

C. i ndi vi dual |evel prem um nethod.

(3) An inmediate gain nethod cal cul ates gains and | osses

directly. An actuarial gain or loss results in a change in
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unfunded actuarial liability.

a. Under an i medi ate gain type fundi ng nethod, the total
gain or loss is reported on the Schedule B (or can be
cal cul ated as the difference between the expected
unfunded liability and the actual unfunded liability).

b. The actuarial report may al so show a gain and | oss
anal ysi s by source indicating which gains and | osses

arose from each assunption

1.4.2.4.1 Special Considerations under the Unit Credit Service Pro-rate
Fundi ng Met hod

(1) In order to be acceptable the nethod nust determ ne the
proj ected benefit by projecting the salary, using the
assunmed sal ary scale, and projecting any other conponents,
under respective assunptions, that would be used in the

cal cul ation of the benefit on the expected separation date,

to the age(s) when the benefits are assunmed to conmence.
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(2) For active participants, the projected benefit at each
expected separation is allocated to the years of credited

service as foll ows.

a. The portion of the projected benefit allocated to the
current year is determned as the projected benefit
taking into account only credited service through the
end of the current plan year, mnus the projected
benefit that would be determ ned for the participant
taking into account only credited service through the
begi nning of the current plan year. The benefit
determ ned as of the end of the current plan year may
not be less than the participant’s estinmated accrued

benefit as of the end of the current plan year.

b. The portion of the projected benefit allocated to prior
plan years is the projected benefit taking into account
only credited service through the beginning of the
current plan year. The portion of the projected
benefit allocated to prior plan years may not be |ess
than the participant’s actual accrued benefit as of the

begi nning of the current plan year.

C. If a participant is expected to satisfy an eligibility
requi renment for a particular benefit that is being
valued (e.g., subsidized early retirenment benefit) as
of an expected separation date, the anounts above nust
be determned as if the enployee has satisfied the

eligibility requirenent.
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d. When valuing ancillary benefits that are not directly
related to the accrued retirenment benefit, the portion
of the projected benefit allocated to the current plan
year is the projected benefit at the expected
separation date divided by the nunber of years of
service the participant will have at such date. The
portion of such projected benefit allocated to prior
years of service is the projected benefit multiplied by
a fraction, the nunerator of which is the nunber of
years of service at the beginning of the plan year, and
t he denom nator of which is the nunber of years of
service the participant will have at the expected

separation date.

(3) For a participant other than an active participant, or
for a beneficiary, the projected benefit is the accrued

retirenment benefit, or other plan benefit, under the terns
of the plan and the projected benefit is allocated to prior

pl an years.

1.4.2.5 Spread Gain Fundi ng Met hods

(1) A funding nmethod is a spread gain type nethod if it is

not an i medi ate gain type nethod.
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(2) Exanples of the spread gain type of funding nethod

i ncl ude t he:

a. Aggr egat e net hod;
b. Frozen initial liability nmethod; and

C. At t ai ned age normal nethod.

(3) In order for the basic funding fornmula in Reg.
1.412(c)(3)-1(b)(1) to be satisfied for a plan that uses a
spread gain nethod and has a zero unfunded liability (e.g.,
t he aggregate nethod), the assets used to determ ne the
normal cost for m ni num fundi ng purposes nust be adj usted.
The assets nust be decreased by any credit bal ance (or

i ncreased by any accunul ated fundi ng deficiency) in the

fundi ng standard account as of the val uation date.

(4) If a plan uses a spread gain funding nethod, gains and
| osses are not directly cal cul ated but are spread over
current and future years in the determ nation of the nornma
cost. Thus, an experience gain will cause a decrease in the
normal cost accrual rate and an experience loss will cause

an i ncrease.

(5) If it appears that gains or |osses are substantial and
fromsources likely to recur, the specialist may request a
breakdown of the gains and | osses fromthe plan actuary (if
not provided in the actuarial report) or contact the

district actuary for assistance.
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(6) Gains and | osses under a spread gain nethod can only be

appr oxi mat ed.

NOTE: A change in a normal cost rate under a spread gain
met hod may be due to various non-recurring events, including
non-actuarial events such as plan changes, substanti al

i ncreases or decreases in covered popul ation or changes in
assunptions. |If the actuarial report does not show the
change in normal cost rate due to these events, obtain the
information fromthe plan actuary or contact the district

actuary.

(7) Spread gain nethods generally express normal cost in
either a fornmat that cal cul ates an accrual rate or a fornat

that cal cul ates a constant doll ar anpunt.

Exanple 1: A format that cal cul ates an accrual rate m ght

|l ook i ke this:

Present Val ue of Act uari al Unf unded

Normal Cost = Projected Benefits - Asset Value - Liability

Accrual Rate Present Val ue of Future Conpensation

The fraction is the nornal cost accrual rate. This rate
mul tiplied by current pay equals the dollar anpount of nornma

cost for that i ndividual.
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NOTE: The normal cost rate would be a constant percentage
of conpensation if all the plan’s assunptions are realized

(and assum ng no changes in plan provisions or assunptions).

Exanple 2: A spread gain nethod that cal cul ates a norma

cost as a constant dollar anmpbunt m ght |ook Iike this:

Present Val ue of Act uari al Unf unded

Cost Per = Projected Benefits - Asset Value - Liability

Parti ci pant Present Value of $1 Annuity to Retirenment Age

1.4.2.5.1

The normal cost per participant is multiplied by the nunber
of participants who are below retirenent age to get the

normal cost for the plan.

If all the plan’s assunptions are realized, the [ evel nornma
cost per participant under a spread gain nethod which
cal cul ates the normal cost as a constant dollar anmount per

enpl oyee woul d be unchanged.

I ndi vi dual Aggregate Fundi ng Met hod: Special Considerations

(1) If the funding nmethod is a spread gain nethod that

al l ocates the assets between participants for purposes of
conmputing the normal cost for each participant, such an

al l ocati on nust be reasonable to satisfy Reg. 1.412(c)(3)-
1(c)(5). If this requirenment is not satisfied, the funding
met hod will not produce | evel normal costs as required by

Reg. 1.412(c)(3)-1(b).
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(2) Sone acceptable allocation fornulas are to allocate

assets in proportion to the:

a. Prior year’s allocated assets plus the prior year’s
normal cost, both increased with interest to the

val uati on date; or

b. Current year’s accrued liability under the traditional

i ndi vi dual | evel prem um nethod.

(3) For the first year of this nmethod as a transition from
a different nethod, it is acceptable to allocate assets in
proportion to the present val ue of projected or accrued

benefits.

(4) Sone unacceptable allocation formulas, because they
wi Il not produce |evel normal costs, are to allocate assets

in proportion to:

° present val ue of projected benefits;
° present val ue of accrued benefits;
° proj ected benefits; or,

° accrued benefits.
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Under these unacceptabl e nmet hods, when a new parti ci pant
enters the plan or when additional benefits accrue, assets
are reallocated fromother participants resulting in a non-

| evel normal cost.

1.4.2.6 Change In Funding Method

(1) In the past, the Service has issued gui dance which
speci fied conditions under which approval for certain
changes in funding nethod woul d be automatically permtted,
saving the plan sponsor the burden of requesting a ruling
fromthe Service. Currently, the only guidance in effect is

provi ded under Rev. Proc. 95-51, 1995-2 C B., 430.

(2) Rev. Proc. 95-51 permts an automatic approval for a
change in cost nethod to one of nine different cost nethods,
a change in the valuation date to the first day of the plan
year, and a change to one of three asset valuation nethods.
Each of the cost nethods and asset val uation nethods is

described in detail in the revenue procedure.

(3) |If automatic approval does not apply for a plan,
approval must be requested fromthe Enployee Plans D vision
(Actuarial Branches) in Headquarters (fornmerly referred to
as National Ofice). For automatic approval to be

avail abl e, certain conditions nust be satisfied. These
conditions are specified in sections 5 and 6 of Rev. Proc.

95-51.
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Rev. Proc. 95-51 states that a change will not be
eligible for automatic approval if the cost nmethod is
bei ng changed and it has been changed in any of the
preceding 4 plan years, if the valuation date is being
changed and has been changed in any of the preceding 4
pl an years, or if the asset valuation nethod is being
changed and has been changed in any of the preceding 4

pl an years.

Simlarly, a change in nethod which is made in

connection with a plan spinoff or a plan nerger, wth
respect to a cash balance plan, or for a plan with a
negati ve unfunded liability (i.e., in surplus) is not

automati cal | y approved.

The revenue procedure grants automatic approval for

certain required changes. For exanple, automatic approval

is granted for:

a collectively bargained plan to change its nethod to
anticipate future benefit increases that are part of a

col | ectively bargai ned agreenent; and
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certain fundi ng net hod changes which are required when
t he current nmethod becomes unreasonable (i.e., when
negative normal costs are cal cul ated under the
aggregate nethod). Such changes may be nade regardl ess
of whether a change has been made during the preceding

4 plan years.

Any anortization base which is established on account

of a change in funding nethod which is automatically

approved under Rev. Proc. 95-51 has an anortization period

of 10 plan years.

I n addition, changes for which an individual ruling
letter is issued, which were requested after the date
that Rev. Proc. 95-51 was issued, will also be subject

to the 10 year anortization rule.

Anortization bases due to changes in funding nmethods
whi ch were either automatically approved under prior
gui dance or approved by Headquarters could have
different anortization periods. Prior guidance would
speci fy the applicable period of anortization.

Li kew se, a ruling letter from Headquarters woul d
specify the period of anortization for an approved

change i n nethod.

1.4.3 Actuarial Assunptions
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(1) IRC 412(c)(3) requires that costs, liabilities, rates
of interest, and other factors under a plan be determ ned

usi ng reasonabl e assunpti ons.

1.4.3.1 Reasonable Assunption Requirenents

(1) Each actuarial assunption and nethod nust be reasonabl e
(taking into account actual plan experience and reasonable
expectations) or the assunptions in aggregate nmust result in
a total contribution which is equivalent to that which woul d
be determned if each such assunption and net hod were

r easonabl e.

a. In the case of a nultienployer plan, this criterion is
satisfied if assunptions are reasonable in the
aggregate taking into account the experience of the

pl an and reasonabl e expectation of future experience.

(2) The actuarial assunptions nust, in conbination, be the

actuary’'s best estimate of anticipated experience under the

pl an.

1.4.3.2 Adjustnment of Plan Costs

(1) If the assunptions have been found to be unreasonabl e,

t he m ni num fundi ng standards and deductible limts nust be
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redeterm ned on the basis of reasonabl e assunptions. There

are several possible redeterm nation nethods.

a. The preferable nethod is for the plan actuary to
performa new actuarial valuation using revised
assunptions that he/she can denonstrate to be

r easonabl e.

Exam nation Tip: If the actuary for the plan is unwilling
or unable to performa new actuarial valuation using revised

assunptions, consult the district actuary.

onal Comments

(1) If plan costs are attributable primarily to
participants with benefits at the IRC 415 dollar limt or
conpensation at the IRC 401(a)(17) limt, a salary scale has

little effect.

(2) If it is necessary to review the salary scale, the
Schedule B will either indicate a constant rate of salary

i ncrease or showratios of salary at retirenent to salary at
age 25, 40 and 55. The following table will convert these
ratios to an average annual rate of salary increase. The
nunbers can al so be derived through the use of a hand

cal cul ator.
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Avg.

Sal ary Ratio at various retirenment ages
Age |lncrease 55 60 62 65
25 2% 181% 200% 208% 221%
25 5 432 552 608 704
25 8 1006 1479 1725 2172
40 2 135 149 155 164
40 5 208 265 293 339
40 8 317 466 544 685
55 2 - 110 115 122
55 5 - 128 141 163
55 8 - 147 171 216

(3) Interest rates used to determne the current liability
are within a range mandated by | aw and are not subject to

reasonabl e assunpti on requirenents.

Exam nation Tip: Refer all cases involving unreasonabl e

actuarial assunptions to the district actuary for guidance.

1.4.4 Valuation of Assets

(1) In defined benefit plans the value of the assets is an

i mportant part of the overall valuation nmethod. |IRC
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412(c)(2) permts the use of the actuarial value of assets

i nstead of the market val ue.
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(2) The actuarial value of plan assets may be determ ned on
t he basis of any reasonabl e nethod of valuation which takes
into account fair market value and which is permtted under
the regul ations. Reg. 1.412(c)(2)-1(b) provides the

foll ow ng six requirenents.

a. The actuarial asset valuation nmethod nust be applied on

a consi stent basis.

b. The nethod of determi ning the actuarial value (but not
fair market value) of the assets nust be specified in

the plan’s actuarial report (required under |RC 6059).

C. The sane day or days (such as the first or the |ast day
of a plan year) nust be used for all purposes to val ue
the plan’s assets for each plan year, or portion of

pl an year, for which a valuation is nade.

d. The val uation nmethod nust take into account fair market
val ue by making use of the (i) fair market value, or
(ii) average value of the plan’s assets as of the
appl i cabl e asset valuation date. (Average value is

described in Reg. 1.412(c)(2)-1(b)(7).

e. A nmethod will not be considered reasonable if it is

designed to produce a result which will be consistently
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above or below the fair market val ue or the average

val ue of plan assets.

f. The actuarial value nust fall between a m ni nrum of 80%
of market value and 120% of market value. All asset
val uati on nmet hods, except those used by multienpl oyer

pl ans, are subject to the 80 - 120 corridor.

(3) Miltienployer plans are also permtted to use a
corridor for the actuarial value of not nore than 115% of

average val ue and not |ess than 85% of average val ue.

a. Section 9303(c) of the Pension Protection Act of 1987
(which was part of the Omibus Reconciliation Act of
1987, (OBRA '87)) provided that, effective wth plan
years beginning after Decenber 31, 1987, the
regul ati ons under I RC 412(c)(2) which permt a plan to
use the 85 - 115 corridor around average val ue shal

not apply to plans other than multienpl oyer plans.

NOTE: The changes made by OBRA '87 have not yet been

reflected in the regul ations.

(4) Because a change in the nethod of valuing assets is a
change in funding nethod, such change nust either fall under
a current revenue procedure providing automatic approval or

a letter ruling nust be obtained fromthe Enpl oyee Pl ans
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Di vision, (Actuarial Branches) in Headquarters approving the
new nmet hod for valuing the assets. A nethod may satisfy the
consi stency requirenent even though conputations are based
only on the period el apsed since the adoption of the method

or on asset values occurring during that period.

Liability

(1) Calculating a plan’s current liability becane part of
the actuary’s job with the enactnent of OBRA '87. OBRA ' 87
mandated that current liability be cal cul ated using an
interest rate in the "permssible range”, but did not
specify a nortality table. Current liability calcul ated
according to the rules under OBRA '87 is referred to as the

"OBRA ' 87 current liability".

(2) Further restrictions on the interest rate and nortality
tabl e used to calculate current liability were enacted by
RPA "94. Current liability cal cul ated according to the
rules under RPA 94 is referred to as "RPA 94 current

liability".

1.4.5.1 GCeneral Definition of Current Liability

(1) "Current liability" is defined in IRC 412(1)(7) as al
liabilities to enpl oyees and their beneficiaries under the

pl an.
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(2) In general terms, current liability is the sumof the
present values of liabilities attributable to credited
service earned through the end of the prior plan year for
each participant, cal cul ated using actuarial assunptions

permtted under the Code for these purposes.

1.4.5.2 OBRA 87 Current Liability

(1) Under OBRA 87, current liability nust be cal cul ated
using an interest rate in a perm ssible range around a
wei ghted average interest rate. See Notice 88-73, 1988-2
C.B. 383, for a description of the nethodol ogy used to
conpute the wei ghted average interest rate and the

perm ssi bl e range.

(2) The Service issues a nonthly notice in the Internal
Revenue Bul |l etin which provides the weighted average
interest rate, the perm ssible range, and the average yield

on 30-year Treasury Constant Maturities for the nonth.

(3) Wiile no specific nortality table is required to be
used for calculating OBRA '87 current liability, the sane
nortality table generally used for purposes of IRC 412 is

used for this cal cul ation.

1.4.5.3 RPA '94 Current Liability
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(1) Under RPA '94, the upper Ilimt for the highest
interest rate in the perm ssible range of interest rates
used to calculate current liability was reduced by one

per cent age point per year for plan years beginning after
1994, until reaching 105% (of the wei ghted average interest
rate) for 1999 and subsequent years. See RQA-9(1) of Rev.
Rul . 96-21, 1996-1 C.B. 64, for specific circunstances under
which the OBRA "87 interest rate may be different fromthe

RPA '94 interest rate.

(2) RPA 94 also required that the nortality table used for
determining current liability nust be the table prescribed
by the Secretary. Such a nortality table (1983 GA M) for
calculating current liability for non-disabled |lives for

pl an years beginning after 1994 was provided in Rev. Rul.
95-28, 1995-1 C. B. 74. For years after 1999, such nortality
table may be updated by the Service. See IRC 412(1)(7)(CO).
(3) For the special rules and nortality table that may be
used to conpute current liability for disabled lives, see

IRC 412(1)(7)(C) and Rev. Rul. 96-7, 1996-1 C. B. 59.

1.4.5.4 Ceneral Comments

(1) The other actuarial assunptions used in calculating
OBRA 87 and RPA '94 current liability nust each be the
same assunption as that used for calculating other costs for

t he fundi ng standard account.
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(2) The actuary nmust take into account rates of early

retirement and the plan’s early retirenment provisions.

(3) Turnover assunptions may be included to reflect the
probability that currently enpl oyed nonvested or partially
vested participants will term nate enploynment prior to

becom ng fully vested.

(4) Both current liabilities are conputed taking into
account only credited service through the end of the prior

pl an year.

(5) No salary scale projections should be used in these

conputations. See Notice 90-11, 1990-1 C B. 319.

(6) In determining a plan’s current liability, any
unpredi ctabl e conti ngent event benefit is not taken into
account until the event on which the benefit is contingent

occurs. See IRC 412(1)(7)(B).

(7) Under IRC 412(c)(5), changes in assunptions used to
determine current liability that result in decreases in
current liability may require approval by the Secretary

(di scussed bel ow).

(8) \Were calculations under IRC 415 are required to

determ ne participants’ accrued benefits, the nortality
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table and interest rate used to adjust benefits and
limtations nmust satisfy |IRC 415(b)(2)(E) as anended by RPA

94 and t he SBJPA.

(9) Both OBRA '87 and RPA '94 current liabilities and the
interest rates used for their calculation are reported on

t he Schedul e B of Form 5500.

1.4.5.5 Current Liability Increase

(1) The current liability for a plan year is calcul ated
taking into account credited service as of the end of the

prior plan year but conputed as of the val uation date.

(2) Were an end of year current liability figure is
required, the current liability at the valuation date is

adjusted to the end of the year.

(3) See ®A-7 of Rev. Rul. 96-21 for the nethodol ogy used
to adjust current liability for purposes of applying the

transitional rule under IRC 412(1)(11).

(4) Al though the individual may be accruing an additional
benefit during the year, the end of year current liability
descri bed above does not include the liability for any

addi tional piece of benefit accruing during the year.
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a. The expected increase in current liability due to
benefits accruing during the plan year is separately

cal cul ated and reported on Schedul e B of Form 5500.

b. In determ ning the expected increase in current
liability through the end of the year where the
actuarial assumptions include a salary scale
assunption, the salary increase may be used to conpute
t he expected increase in accrued benefits through the
end of the plan year (but may not be used to project

i ncreases in accrued benefits for later years).

(5) Under RPA ’'94, the expected increase in current
l[iability due to benefits accruing during the year is taken
into account in calculating the deficit reduction
contribution and the Iimtation on the additional funding

requirenment. See |IRC 412(1).

1.4.5.6 Inportant Current Liability Calcul ations

(1) Two inportant cal cul ations under | RC 412(1) are those
to cal cul ate "unfunded current liability" and the "funded
current liability percentage". Because these are

cal cul ations under I RC 412(1), for years after 1994 the
assunption requirenents of IRC 412(1)(7)(C nust generally
be satisfied (i.e., RPA’'94 current liability is used unless

ot herw se specified).
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Unfunded current liability wwth respect to a plan year

is defined in IRC 412(1)(8)(A) as the excess (if any) of the

current liability under the plan, over the value of the

plan’s assets as determ ned under |IRC 412(c)(2).

(3)

The funded current liability percentage wwth respect to

a plan year is defined in IRC 412(1)(8)(B) as the percentage

whi ch the value of the plan’s assets, as determ ned under

I RC 412(c)(2), is of the current liability under the plan.

Sonme uses of the funded current liability percentage
(e.g., the funded current liability percentage used in
calculating the amount that the I RC 412(1) additional
fundi ng charge nust not exceed) require that such
percentage is calcul ated taking into account the
expected increase in current liability due to benefits

accruing during the plan year.

I RC 412(1)(8)(E) states that for purposes of |IRC 412(1)
the assets are decreased by any credit bal ance. For
sonme calculations, it may be specified otherw se. For
exanple, in determning the applicability of IRC 412(1I)
to a plan under IRC 412(1)(9) and in determning the
[imtation of IRC 412(c)(7)(E), the assets used to
determne a plan’s funded current liability percentage

are not decreased by the credit bal ance.
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1.4.5.7 Were Current Liability Is Used

(1) A plan’s current liability and funded current liability
percentage for a plan year nust be cal culated to determ ne
certain limtations applicable to the plan and whet her the
plan is subject to the requirenents of certain Code sections

for the plan year.

a. The prevailing full funding limtation
b. Addi tional funding charge under | RC 412(1)
C. Quarterly contribution requirement under I RC 412(m

d. Li ens under | RC 412(n)

1.4.5.8 Approval to Change Current Liability Assunptions Required Under

Certain Crcunstances

(1) In certain instances, approval fromthe Service is
required to change the actuarial assunptions used to
determne the current liability of a plan. Approval to
change assunptions may be required for plans other than
mul ti enpl oyer plans that are subject to Title IV of ERI SA
t hat have certain m ni num decreases in the current

liability.

(2) No approval is required to change assunptions in order

to conmply with the assunption restrictions under |IRC
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412(1)(7)(C, (i.e., the interest rate and nortality

assunpti ons descri bed above).

(3) If any of the other assunptions used to determ ne the
current liability are changed (e.g., retirenent rates under
the plan), approval fromthe Service nust be obtained for
certain plans that do not neet any one of three conditions
described below. If the plan is able to satisfy any one of
t hese three conditions, the plan sponsor is not required to

obtai n approval fromthe Service for these changes.

a. The first condition is that the aggregate unfunded
vested benefits as of the close of the plan year
precedi ng the year in which assunptions were changed
for the plan, for the plan and all other plans
mai nt ai ned by contributing sponsors and nenbers of such
sponsor’s controlled group which are covered by Title

IV of ERISA, are less than or equal to $50 mllion.

b. The second condition is that the change in assunptions
resulted in a decrease in the current liability of |ess

than or equal to $5 million.

C. The third condition is that the decrease in the current
l[iability is less than five percent of the current

l[iability before such change, even though the decrease
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was greater than $5 million and |l ess than or equal to

$50 million.

d. If any one of these three conditions is net, approval
for the change in assunptions is not required fromthe

Ser vi ce.

1.4.6 Full Funding Limtation

(1) Before the plan actuary can conplete cal cul ations for
t he required m ni num fundi ng charge, the full funding
[imtation applicable to the plan for the plan year nust be
determined. This will affect the anount of enployer
contribution which can be made and t he anount of

contributions which will be deducti bl e.

1.4.6.1 Currently Applicable Full Funding Limtations

(1) Under IRC 412(c)(7), as anmended by RPA '94, the ful

funding limtation is equal to the | esser of the ful

funding limtations determined in 1.4.6.1.1 or 1.4.6.1.2,

but is not less than the limtation in 1.4.6.1. 3.

(2) The full funding limtations are reported on Schedule B

of Form 5500.

1.4.6.1.1 The Accrued Liability or ERISA Full Funding Limtation
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(1) The sumof the accrued liability and normal cost (both
brought to the end of the year with interest) mnus the
val ue of plan assets (also brought to the end of the year

with interest).

(2) This full funding limtation is referred to as either
the "accrued liability full funding limtation" or the

"ERI SA full funding limtation".
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For this purpose:

The accrued liability is determ ned under the entry age
normal funding nmethod if such accrued liability cannot
be directly cal cul ated under the funding nmethod used

for the plan;

The interest rate is the valuation rate; the accrued

liability is generally on an ongoi ng basis; and

The value of assets is the |l esser of the fair market
val ue or the actuarial value determnm ned under |RC
412(c)(2); and assets are decreased by the credit

bal ance.

OBRA ' 87 or 150% Current Liability Full Funding Limtation

(1)

150% of current liability (including the expected

increase in current liability due to benefits accruing

during the plan year), brought to the end of the year with

interest using the current liability interest rate, mnus

t he asset value brought to the end of the year with interest

at the valuation rate.

(2)

This full funding limtation is referred to as either

the "OBRA 87 full funding limtation" or the "150% current

[iability full funding |imtation".
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(3) For this purpose:

° The value of assets is the |l esser of the fair market
value or the actuarial value of assets determ ned under
| RC 412(c)(2), and assets are decreased by any credit

bal ance.

° Current liability has the nmeaning given to it under IRC

412(1)(7) without regard to IRC 412(1)(7)(C and (D).

RPA ' 94 Overri de

(1) IRC 412(c)(7)(E) provides that the full funding
[imtation determ ned under I RC 412(c)(7)(A) shall not be
| ess than 90% of the current liability (including the
expected increase in current liability due to benefits
accruing during the plan year) brought to the end of the
year with interest using the current liability interest
rate, mnus the actuarial value of assets as determ ned
under 1 RC 412(c)(2) brought to the end of the year with

interest at the valuation rate

(2) This limtation is referred to as the "RPA ' 94

override".
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(3) For these purposes: the RPA 94 interest and nortality
assunptions of IRC 412(1)(7)(C) are used, and assets are not

reduced by the credit bal ance.

1.5 Funding Standard Account

1

5.

1

Char ges

(1) Plans subject to IRC 412 are required to maintain a
fundi ng standard account or, if elected, an alternative
m ni mum fundi ng standard account. The fundi ng standard
account is the admnistrative tool used to insure proper

i npl ementati on of the funding standards.

(2) The funding standard account is included in Schedule B
of Form 5500 and is conpleted by the plan’s enrolled
actuary. The funding standard account is nmade up of a

nunber of charges and credits.

to the Fundi ng Standard Account

(1) Prior year funding deficiency, if any

(2) Enployer’s normal cost for plan year

(3) Anortization charges (initial past service liability if

appl i cabl e, waivers, experience |osses, anendnents, changes

in assunptions, changes in funding nethod, charges due to

alternative m ni num fundi ng standard)



(4) Interest

(5) Interest due to late quarterly contributions (or unpaid

l[iquidity shortfall), if applicable

(6) Additional funding charge (see section 1.5.6.3), if

appl i cabl e

1.5.2 Credits to the Funding Standard Account

(1) Prior year credit balance, if any

(2) Enployer’s contribution for plan year

(3) Anortization credits (experience gains, anmendnents,

changes in assunptions, changes in funding nethod, credits

due to switch fromalternative m ni rum fundi ng standard)

(4) Full funding limtation credits (see section 1.5.6.1)

(5) Waived funding deficiency if applicable

(6) Interest

1.5.3 Exam ning the Fundi ng Standard Account
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(1) The follow ng issues should be considered during an
exam nation of the funding standard account found on

Schedul e B of Form 5500.

(2) Verify both the anmount and the origin of each item

charged or credited to the funding standard account.

(3) Anortization schedules should al so be scrutinized to
ascertain whether itens which are subject to anortization
have been correctly anortized in accordance with | RC 412(Db)
or (g) or other guidance issued by the Service (e.g., Rev.
Proc. 95-51 provides for anortizing changes in the funding

met hod) .

(4) Since the funding standard account is a cunul ative
account, the end of year credit bal ance from one plan year
beconmes the begi nning of year credit bal ance for the

foll owi ng plan year.

a. If the bal ances are not the sanme, the actuary may have
revised the balance to correct for errors discovered
with respect to prior years or for changes such as
mergers or spinoffs occurring during the year. If this
is the case, the detail ed worksheets shoul d be secured
and reviewed before the revised credit bal ance is

accept ed.
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Fundi ng deficiencies may have been corrected by tinely
contributions made after the preparation of the

Schedul e B.

ltens in the anortizati on schedul es are al so based on

prior year amounts brought forward.

(6)

Request assistance fromthe district actuary as needed

in this review

Cost

(1)

The normal cost is determ ned based on the funding

nmet hod bei ng used and nmay be expressed as:

a.

(2)

a level dollar anpunt, or a |level percentage of pay,
that is conputed fromyear to year on either an

i ndi vi dual basis or an aggregate basis, or

an anount equal to the present value of benefits

accruing for a particular plan year

For spread gain nethods, the normal cost reflects

experi ence gains and | osses.

(3)

Under all funding nmethods, normal cost may be affected

by anmendnents to the plan, changes in denographics (e.qg.,
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turnover, new participants, increases in conpensation) and

changes in assunptions.

Exami nation Tip: The attachnents to the Schedul e B may

i nclude summary data, summary of benefit provisions and
summary of assunptions and fundi ng nethod. It should include
information regardi ng changes. Additional explanations may
be found in actuarial valuation reports. Reviewthis

i nformati on and check the normal cost for reasonability.

1.5.5 Anortization of Unfunded Accrued Liability

(1) Review anortization schedul es to determ ne whet her
itens have been correctly anortized in accordance with I RC

412(b) or (9).

(2) The Schedule B of Form 5500 includes the total of
unfunded accrued liability charges and the total of unfunded

accrued liability credits shown separately.

(3) The attachment to the Schedule B should include a
mai nt enance schedule with each base shown separately. This

schedul e usual Iy incl udes:

a. Dat e establi shed
b. Amount of original base

C. Type of base (e.g. anmendnents, experience, etc.)
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d. Qut st andi ng bal ance (unfunded anount)
e. Period remai ni ng
f. Anortization charge or credit anount

1.5.5.1 Itens to Verify

(1) Wether the type of base is appropriate for the funding

nmet hod (and ot her facts).

a. The types of unfunded accrued liability bases
established vary with the fundi ng nethod bei ng used.
The aggregate and i ndividual aggregate fundi ng nethods
do not normally have any unfunded accrued liability
bases. (An exception mght be if a waiver was being

anortized.)

b. No spread gain nethod (i.e. aggregate, individual
aggregate or frozen initial liability fundi ng nethod)
shoul d have experience gains and | osses being

anorti zed.

C. If the plan is using an i medi ate gai n fundi ng nethod
(i.e. entry age normal, unit credit, projected unit
credit), an experience gain or loss is usually

est abl i shed each year
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If the plan is anended, a past service liability is
usual Iy established unless the plan is using an

aggregat e fundi ng net hod.

Whet her the anortization period being used is correct.

The anortization period varies based on the date the

l[iability was established and the purpose it was

est abl i shed for.

Mul tienpl oyer plans are subject to different period

requi renments than ot her plans.
For non-mul ti enpl oyer plans, anortization periods for
initial unfunded liability and unfunded liability due

to anendnents are:

Initial base for plans in effect

01/ 01/ 74 40 years

Initial base for plans established

after 01/01/74 30 years

Pl an amendnent s 30 years

For non-nmnul ti enpl oyer pl ans, experience gains and

| osses anortization periods for:
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Pl an years beginning prior to 1988* 15 years

Pl an years begi nning 1988* and later 5 years

(* Notice 88-52 contains transition rules for 1988)

Anortization periods for changes in actuari al

assunptions for:

Pl an years beginning prior to 1988 30 years

Pl an years begi nning 1988 and |l ater 10 years

Anortization charges may be conbined into one anount
and anortized over a period equal to the remaining
anortization period for all itens conbined. Simlarly,
anortization credits may be conbined. Anortization
charges and credits may be offset and anortized over a
period equal to the remaining anortization period of
the greater of the charges or credits. Proposed Reg.
1.412(b)-1(d)(3) provides an acceptabl e nmet hodol ogy for

conputing the remaining anortization peri od.

Whet her the anprtization anount is correct.

Check the anortization charge or credit by using a

financi al cal cul ator and spreadi ng the unfunded portion
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1.5.5.2 Special Rul

(1)
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of the liability over the remaining anortization period

at the valuation pre-retirenent interest rate.

Whet her the outstandi ng bal ance (unfunded anount) has

brought forward correctly.

The unfunded anmount should be equal to the prior year’s
unfunded anmount reduced by the anortization charge or
credit and increased by interest using the prior year’s

val uation pre-retirement interest rate.

Whet her the "equation of bal ance" is satisfied.

The net outstandi ng bal ance of anortization charges and
credits mnus the prior year’s credit bal ance (each
adjusted with interest, if necessary) should equal the
unfunded accrued liability of the plan. You should ask
for an explanation if the plan does not neet this

"equation of bal ance" test.

es For Ml tienployer Plans

Mul tienpl oyer plans are subject to various special

rules. The quarterly contribution and deficit reduction

contribution requirenents do not apply to mnultienpl oyer

plans. Miltienployer plans in reorganization are subject to

speci

al rules. See section 1.5.7.
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1.5.5.2.1 Oher Dfferences for Miltienployer Plans

(1) Anortization periods for multienployer plans:
mul ti enpl oyer plans are subject to different anortization

period requirenents than other plans.

a. For multi enployer plans, initial or plan amendnent
bases established prior to such date (including certain
amendnents adopted prior to such date but effective in
a subsequent year), for a plan which was a
mul ti enpl oyer plan before the date of enactnent of the
Mul tienpl oyer Pension Plan Anmendnents Act (MEPPAA) of

1980, the anortization period is 40 years.

b. Initial base or plan anendnent base established after

MEPPAA is anortized over 30 years.
C. Experience gains and | osses, if established prior to
MEPPAA are anortized over 20 years, and if established

after MEPPAA are anortized over 15 years.

d. Changes in actuarial assunptions are anortized over 30

years.

(2) Wthdrawal liability for nultienployer plans
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| RC 412(b)(7)(A) provides that anmounts received by a
mul ti enpl oyer plan in paynent of all or a part of an
enployer’s withdrawal liability are considered an
anount contributed by the enployer to or under the

pl an.

Addi tional charges and credits to the funding standard
account may be applicable to prevent w thdrawal
liability paynments from being unduly reflected as

advance funding for plan liabilities.

Treat ment of amendnents for nultienployer plans: See

section 1.4.2.3.1 for rules for anticipated increases in

col l ectively bargai ned pl ans.
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1.5.5.2.2 Shortfall Rules for Collectively Bargained Plans (Including

Mul ti enpl oyer Pl ans)

(1) Collectively bargai ned pl ans, whether single-enployer

or nmultienployer, may elect to use the shortfall nethod.

(2) The shortfall method is intended to "correct" for year-
to-year fluctuations in the hours of service (or units of
production) on which actual contributions are based if
contributions are nmade at a rate specified under the terns
of a legally binding agreenent applicable to the plan. See
section 1.5.9.1 for shortfall rules for collectively

bar gai ned pl ans.

1.5.5.3 Extension of Period Under |IRC 412(e)

(1) IRC 412(e) and Reorgani zation Plan No. 4 give the
Secretary of Treasury the authority to extend the

anortization period for any unfunded liability.

(2) Amendnments increasing liabilities could cause the

extension to no | onger apply.

(3) A special interest rate is used for such extension,
i.e. the greater of the plan rate or 150% of the federal

md-termrate for the first nonth of such plan year. 1In the



1.5.6 Speci al

1.5.6.1 Ful

- 57 -

case of a nultienployer plan, the rate under I RC 6621(b) is

used.

Exam nation Tip: If an extension was granted, review

rel evant docunents.

Charges and Credits

(1) Special charges and credits to the funding standard

account i ncl ude:

° Ful | funding credit

° Wai ver charges and credits

° Addi ti onal funding charges

° Addi tional interest charges

° Al ternative m ni nrum standard and sw t chbacks

Fundi ng Credit

(1) To avoid overfunding IRC 412(c)(7) provides the ful

funding limtation, which was di scussed earlier in section
1.4.6, as the lesser of the accrued liability full funding
[imtation or the current liability full funding |imtation

(but not less than the RPA ' 94 override).

(2) The accrued liability full funding Iimtation equals

the excess of the accrued liability (including normal cost)
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at the close of a plan year over the lesser of the fair
mar ket val ue of the plan’s assets or the actuarial val ue

under I RC 412(c)(2). See section 1.4.6.1.1.

(3) The current liability full funding Iimtation

equal s the excess of 150% of current liability (including
the expected increase in current liability due to benefits
accruing during the plan year) over the lesser of the fair
mar ket val ue of the plan’s assets or the actuarial value

under I RC 412(c)(2). See section 1.4.6.1.2.

(4) There is also a mnimum90% current liability full-
funding limt which uses a nore restrictive definition of

current liability. See section 1.4.6.1.3.

1.5.6.1.1 Conputing the Full Funding Credit

(1) If the accunul ated fundi ng deficiency (cal cul ated

wi thout regard to any credit bal ance for the plan year or
any contributions made for that plan year) exceeds the
applicable full funding limtation (calculated as of the

val uation date and projected, if necessary, to the end of

t he plan year), then the amobunt of the excess is credited to

t he funding standard account for that plan year.

a. If the accrued liability full funding |imtation

applies, the excess is credited in the funding standard
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account and the anmounts described in IRC 412(c) (6)(B)
will be considered fully anortized as of the end of the

pl an year.

b. If only the current liability full funding limtation
applies, then the excess is credited to the current
fundi ng standard account, a ten year charge base is
establ i shed equal to this anpbunt as of the beginning of
t he next plan year, and bases are not considered fully

anorti zed.

C. If both the current liability full funding limtation
and the accrued liability full funding limtation are
| ess than the accunul ated fundi ng deficiency cal cul at ed
as descri bed above, then two special full funding
credits will be given in the fundi ng standard account
with the current liability full funding special credit
becom ng a ten year charge base at the beginning of the
next plan year, and the accrued liability special
credit resulting in the specified bases treated as

fully anortized as of the end of the plan year.

1.5.6.2 Wiver Charges and Credits

(1) |IRC 412(d) gives the Secretary of Treasury the

authority to waive the funding deficiency in hardship cases.



- 60 -

This authority has been del egated to the Director, Enployee

Pl ans Di vi si on. See Rev. Proc. 94-41.

1.5.6.2.1 Waiver of the M ninum Fundi ng Requir ement

(1) A plan may devel op a funding deficiency as of the end
of a plan year because the conpany sponsoring the plan
cannot afford to contribute the anmount required to prevent a
fundi ng deficiency for that year. |If this is the case, the
conpany may request a waiver in the anmount required to bring
t he bal ance of the funding standard account to zero as of

the end of the plan year.

a. Wien a waiver is requested tinely and granted, the
m ni mum fundi ng standard account for the plan year for
whi ch the waiver is granted is credited with the anount

wai ved.

b. Such amount nust al so be anortized by charges to the
account beginning with the year follow ng the year for

whi ch the waiver is granted.

Exami nation Tip: If there are any charges or credits to
t he funding standard account that indicate that a waiver has
been granted for the current or past years, verify that a

wai ver was grant ed.
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1.5.6.2.2 Plan Arendnents Wil e Waiver Being Anortized

(1) |IRC 412(f) provides that, with certain exceptions, a
wai ver will cease to apply if the plan is anended whil e the
wai ver is being anortized and plan liabilities increase as a

result of the anendnment.

(2) This could happen if the plan anendnent increases
benefits through a change in benefit accrual or a change in

the rate at which plan benefits becone nonforfeitable.

(3) If aplan is so anmended during a plan year, the ful
remai ni ng bal ance of the waiver beconmes a charge in the

fundi ng standard account.

(4) |IRC 412(f)(2) provides for certain exceptions to this
rul e for amendnents where the plan sponsor has requested and
received a ruling that the changes are reasonable and the
increased liability is de mnims in amount. See Rev. Rul.
79-407 and Rev. Proc. 79-62. |If such a ruling letter was
received and is being adhered to, the amendnment w |l not

adversely affect the anortization of the waiver.

1.5.6.2.3 Wiiver Conditions

(1) MVaivers that are granted frequently contain conditions

necessary for the waiver to be valid. Conditions are
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usual |y designed to protect the benefit security of the

partici pants. Exanples include conditions which require:

a. Security approved by the Pension Benefit CGuaranty

Cor poration (PBCC);

b. Repaynment of waived anmounts over a shorter period than

ot herw se specified in the Code;
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C. Specific required cash paynents at certain specific
dates; or
d. Speci al allocation procedures on plan term nation.

(2) Inspect the docunent granting the waiver to determ ne
whet her all the conditions contained in the docunent have
been satisfied. Generally, the waiver will remain in force
as long as the conditions are net. |If the terns of the

wai ver have not been followed, the waiver becones
retroactively null and void. That neans the anobunts owed
for all plan years will be reconputed as if the waiver never

exi st ed.

1.5.6.2.4 Special Interest Rate for Anortization

(1) The interest rate and period used to determ ne the
wai ver anortization anmount depend on the date the waiver was
requested and the plan year it was first required to be

anortized, respectively.

(2) The following rules determne the interest rate

according to when the waiver is requested.

a. For a wai ver requested on or before 4/6/86, the

interest rate is the valuation interest rate.
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b. For a waiver requested after 4/6/86 and on or before
12/ 17/ 87, the interest rate is the federal short-term

rate under | RC 6621(b).

C. For a waiver (non-nmultienployer) requested after
12/ 17/ 87, the interest rate is 150% of the federal md-

termrate under | RC 1274.

(3) The following rules determne the period used for the

anortization of the wai ver.

a. If the waiver is first anortized in a plan year

begi nni ng before 1/1/88, then the period is 15 years.

b. If the waiver is first anortized in a plan year

begi nning after 12/31/87, then the period is 5 years.

(4) However, nmultienployer plans still use the federal
short-terminterest rate under 6621(b) with a 15 year

anortization period.
Exami nation Tip: Verify that, if the plan has a waiver in
effect, the conditions have been nmet and the anortization

charge has been correctly cal cul at ed.

1.5.6.3 Additional Funding Requirenents
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(1) Additional funding requirements under |IRC 412(1) may
apply for certain plans (other than nultienpl oyer plans)

t hat have an unfunded current liability.

(2) The additional funding charge for a plan year is equal

to:

a. The excess of the deficit reduction contribution (DRC
over the sumof the charges for such plan year under
| RC 412(b)(2) reduced by the sumof the credits for
such pl an year under I RC 412(b)(3)(B), plus

b. The unpredi ctabl e contingent event anount (if any) for

such plan year

(3) The deficit reduction contribution is the sum of:

a. The unfunded old liability amount (e.g., unfunded old

liability amount plus additional unfunded old liability

anount ),
b. The unfunded new liability anmount,
C. The expected increase in current liability due to

benefits accruing during the plan year, and
d. The aggregate of the unfunded nortality increase

anount s.
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Exami nation Tip: Verify that, if the additional funding

charge is applicable, the additional charge anmount has been

correctly cal cul at ed.

1.5.6.3.1 Applicability of the Additional Funding Requirenent

(1) This additional funding requirenment may apply for

certain plans which:

a. are not multienployer plans;

b. have nore than 100 participants (in all defined benefit
pl ans of the enployer or controlled group) on any day
of the preceding plan year; and

C. have an unfunded current liability.

(2) If the plan has nore than 100 participants but |ess
t han 150 participants, the additional funding requirement is
mul tiplied by 2% tinmes the highest nunber of participants in

excess of 100 on any day of the preceding plan year.

1.5.6.3.1.1 CGateway Test

(1) A plan’s "Gateway percent” is equal to the actuari al
val ue of assets (unreduced by any credit bal ance) divided by
the current liability conputed with the highest allowable
interest rate. If a plan’s "Gateway percent" is at |east

90% these additional funding requirenents do not apply.
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(2) An exception is also nmade for certain plans with a
"Gateway percent" of at least 80% if such percentages for
two consecutive plan years out of the |last three plan years

were at | east 90%

(3) Additional transition rules may apply for plan years

begi nning in 1995 and 1996.

1.5.6.3.2 Definitions/Rules Used in Cal culating the DRC

(1) Unfunded old liability. The unfunded old liability is

t he unfunded current liability as of the beginning of the
first plan year beginning after Decenber 31, 1987,
(determ ned without regard to anendnments increasing

l[iabilities adopted after COctober 16, 1987).

(2) Unfunded old liability amount. The unfunded ol d
liability amount is the anpbunt required to anortize the

unfunded old liability over 18 years.

a. It may al so include unfunded existing benefit increase
liabilities under existing collective bargaining
agreenents, anortized over 18 years beginning with the
pl an year in which the benefit increase occurs. |If the
pl an’ s assets becone greater than the plan’s current
liability, then the old liability anmount is considered

fully funded.
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The unfunded old liability anmount is increased by the
anount necessary to anortize the additional unfunded
old liability (defined below over 12 years begi nni ng

with the first plan year after Decenber 31, 1994.

Enpl oyers may irrevocably el ect an optional rule for
t he additional unfunded old liability, in which the
entire increase in current liability attributable to

pl an years before 1995 is anortized over 12 years.

Addi tional unfunded old liability. The additi onal

unfunded old liability is the anount by which the "RPA ' 94

current liability" exceeds the "OBRA '87 current liability",

wher e:

(4)

The RPA 94 current liability is the current liability
as of the beginning of the 1995 plan year, val ued using
t he assunptions required by IRC 412(1)(7)(C) as in

effect for plan years beginning after 1995, and

The OBRA ' 87 current liability is the current liability
as of the beginning of the 1995 plan year, val ued using
the prior interest rate and the nortality assunptions
that were used to determne current liability for plan

years beginning in 1993.

Unpr edi ct abl e contingent event anount.
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An unpredi ctabl e conti ngent event benefit is a benefit
that is not contingent on age, service, conpensation,
death, disability or an event that is "reasonably and
reliably predictable.” The nost conmon exanple is
shutdown benefits. "Wndow early benefits" are not
consi dered to be unpredictable contingent event

benefits.

If such an event occurs, an additional amount is added
to the net deficit reduction contribution anmount to

determ ne the additional funding requirenent.

The unpredictabl e contingent event amount is equal to

the greater of:

* (100% - FCL% tinmes the amobunt of unpredictable
contingent event benefits paid during the plan
year (where FCL% is the funded current liability
percent) and further nmultiplied by the applicable
percent age under |IRC 412(1)(5)(B). (For plan
years beginning in 2001 and thereafter, such

appl i cabl e percentage is 100%

* The unpredi ctabl e contingent event benefit

liabilities anortized over 7 years or
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* The addi ti onal

unfunded new liability amount that

woul d have been determned if the unpredictable

contingent event benefit liabilities were included

in unfunded new liability

d. The unpredictabl e contingent anmount is not nore than

t he outstandi ng anount of the liability being

anorti zed.

(5) Unfunded new liability. The unfunded new liability is

t he unfunded current liability determ ned w thout regard to

t he:

a. unanortized portion of the unfunded old liability,

b. unanortized portion of the additional unfunded old
liability,

C. unanorti zed portion of each unfunded nortality
I ncrease,

d. unanortized portion of the unfunded existing benefit
increase liability, and

e. l[Tability with respect to any unpredictable contingent

event benefits (wthout regard to whether the event has

occurred).
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(6) Unfunded new liability anmpunt. The unfunded new

[iability anmount is the applicable percentage of the

unfunded new liability. The applicable percentage is:

30% - [0.40 times (% (if any) by which FCL% exceeds 60% ]

where FCL% is the funded current liability percent.
Thus, if the funded current liability percent is 60% or
| ess, then 30% of the unfunded new liability is included in

the deficit reduction contribution cal cul ati on.

NOTE: Prior to 1995, the applicable percentage was: 30% -

[0.25 tinmes (% (if any) by which FCL% exceeds 35% ]

(7) Unfunded nortality increase anount.

a. The unfunded nortality /increase is the excess of
current liability for the first year for which a plan
uses any new nortality table issued under RPA ' 94, over
current liability for such plan year which would have
been determned if the nortality table in effect for

t he precedi ng pl an year had been used.

b. The unfunded nortality increase anmpunt is the anount
necessary to anortize an unfunded nortality increase

over 10 years fromthe date established.
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(8) Phase-in and transition rules. The phase-in rule of

I RC 412(1)(11) provides an alternative method of conputing
t he additional required funding charge, which may be el ected
by the enployer in any year up to the year 2001. Rev. Rul.
96- 21 provi des gui dance for enployers who want to elect to

phase-in the increase in the additional funding requirenent.

(9) Base maintenance rules. Rev. Rul. 96-20 provides

gui dance on the requirenents for the establishnment and

mai nt enance of certain anortization bases under |RC 412(1).
If the plan’s assets becone greater than the plan’s current
liability, then the old liability anount is considered fully

f unded.

(10) Asset value adjustnents. For purposes of determ ning

the unfunded current liability, the plan’s assets are
reduced by any credit balance in the funding standard

account.

(11) Disbursenents. For purposes of determ ning the

liquidity shortfall, disbursenents fromthe plan include al
di sbursenments fromthe trust including purchase of
annuities, paynents of single suns and other benefits, and

adm ni strative expenses.

Interest on Mssed Quarterlies
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(1) IRC 412(m provides that quarterly installments of the
contributions may be required for defined benefit plans
(other than multienployer plans). See section 1.7.1

Quarterly Contribution Requirenent.

(2) If the mninum paynents are not tinely, an additional
interest charge is payable using the greater of the plan

interest rate or 175% of the federal md-termrate.

(3) This additional interest charge is, generally, carried

forward each year for purposes of the bal ance equati on.

Exam nat i on Tip: Verify that, if the quarterly
contribution requirenment has not been net, the additional

i nterest charge has been correctly cal cul at ed.

1.5.6.5 Alternative Mninmm Standard and Sw t chbacks

(1) An alternative mninmum standard is avail abl e under I RC
412(g) to certain plans. This allows, in sone instances, a
| esser contribution wi thout inposing an excise tax. If a
plan elects to use this standard, a detail ed worksheet nust

be attached to the Schedul e B of Form 5500.

(2) Only a plan using the entry age normal fundi ng nethod

may use the alternative m ninum fundi ng standard account.
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Any other nethod would fail to neet the "in all years"

requi rement under | RC 412(g)(1).

(3) A plan that uses the frozen initial liability nethod
may not use the alternative funding standard account even if
t he met hod used to determne the initial unfunded accrued
liability was entry age normal. Frozen Initial Liability

with Entry Age Normal is not Entry Age Nornmal .

1.5.6.5.1 Mintenance of Funding Standard Account and Sw tchback

(1) A plan to which IRC 412 applies nust maintain a m ni mum
fundi ng standard account even during years when the m ni num
fundi ng standards are determ ned under an alternative

m ni mum fundi ng standard account.

(2) Wen the plan swtches fromthe alternative m ni mum
funding standard to the regular m ni mum fundi ng standard,
the excess (if any) of any debit balance in the regul ar
fundi ng standard account over any debit bal ance in the
alternative m nimum fundi ng standard account is credited in
t he regul ar fundi ng standard account and al so becones an
anortization charge base to be anortized over a period of 5

years at the plan valuation rate

(3) If a plan has an accumul ated fundi ng deficiency in

excess of the full funding limtation at the close of a plan
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year, the funding standard account is credited wth the

amount of such excess.

1.5.6.5.2 Alternative M ninmm Fundi ng Standard Account

1.5.7 Speci al

418A)

(1) The alternative mnimum fundi ng standard account is

charged with the sum of:

a. The | esser of normal cost under the funding nethod used
under the plan or normal cost determ ned under the unit

credit nethod;

b. The excess of the present value of accrued benefits
under the plan over the fair market value of the

assets; and

C. The excess of credits to the alternative m ni num
fundi ng standard account for all prior plan years over

charges to such account for all such years.
(2) The alternative mninmmfunding standard is credited
wi th the amobunt considered contributed by the enpl oyer to or

under the plan for the plan year.

Rul es for Multienployer Plans in Reorganization (I RC 418-
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(1) A nultienployer plan that is in serious financial
difficulty may be returned to financial health through
"reorgani zation" as described in IRC 418, and in | RC 418A

t hrough | RC 418E.

(2) If aplanis in reorganization for a particular plan
year, its mninmum funding requirenent may be nodified under
| RC 418B. A nultienployer plan is in reorganization if the

plan’s "reorgani zation index" is greater than zero.

a. A plan’s reorgani zation index is the excess of the
vested benefits charge over the net charge to the

fundi ng standard account.

b. In general, the vested benefits charge is the anount
necessary to anortize the plan’s unfunded vested
benefits over 10 years for benefits attributable to
participants in pay status and over 25 years for
benefits attributable to other participants. Certain

adj ustments may al so be applicable.

C. The net charge to the funding standard account is the
excess of the regular charges over the credits

(i ncluding normal cost and anortization anmounts).

d. Thus, if the contribution required under the regular

fundi ng standard account is |less than the contribution
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required if unfunded vested benefits were paid over 10
years for persons in pay status and 25 years for al

ot her persons, the plan wll be in reorganization.

(3) Mdified mninmum funding standard: if a multienployer
plan is in reorgani zati on, an explanation of the basis for
t he determ nation should be included in the attachnents to
t he Schedul e B of Form 5500. |In addition, a worksheet

shoul d be included in the attachnments for review show ng:

a. The amounts consi dered contri buted by enpl oyers;

b. Any anount waived by the IRS
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C. The devel opment of the m ninmum contribution requirenent
(taking into account the applicable overburden credit,
cash-fl ow anount, contribution bases and limtation on
required increases on the rate of enpl oyer

contri butions); and

d. The resulting accumul ated fundi ng defici ency

Rules for Certain Miltiple Enployer Plans (1 RC 413(c))

(1) In general, if a planis a nultiple enployer plan
subject to the rules of IRC 413(c), the m ni mum fundi ng
standard requirenments under |IRC 412 are calculated as if
each enpl oyer were mai ntaining a separate plan. There are

two exceptions.

a. Pl ans established after 1988 that use a nethod for
determ ning required contributions which provides that
any enpl oyer contributes not |ess than the anmount which
woul d be required if such enpl oyer maintained a

separate pl an.

b. Pl ans established prior to 1989 are treated as if all
partici pants were enpl oyed by a single enployer unless
the plan admnistrator tinely elected (not |ater than
the close of the first plan year beginning after the

enact nent of the Technical and M scel | aneous Revenue
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Act of 1988 (TAVMRA '88)) to be treated as if each

enpl oyer were maintaining a separate pl an.

(2) |If each enployer is subject to the m ni num fundi ng
requi renments under | RC 412 separately, detailed cal cul ations
for each enployer should be included in the attachnents to

t he Schedul e B of Form 5500.

(3) It is possible for the Schedule B for mnultiple enployer
pl ans to show both a funding deficiency and a credit bal ance
in the sane year (attributable to different enployers).

Thi s coul d not happen for other plans.

Rul es for Collectively Bargai ned Pl ans

(1) Collectively bargained plans, whether single-enployer
or nultienployer, are subject to special rules under |IRC
413(b). In general, the m nimum fundi ng standard provi ded
by IRC 412 is determned as if all participants in the plan

were enpl oyed by a single enployer.

1.5.9.1 Shortfall Rules for Collectively Bargai ned Pl ans

(1) Collectively bargained plans, whether single-enployer
or nmultienployer, may use the shortfall method if
contributions are nmade at a rate specified under the terns

of a legally binding agreenent applicable to the plan.
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(2) The shortfall method is intended to "correct" for year-
to-year fluctuations in the hours of service (or units of
production) on which actual contributions are based. The
shortfall nethod is not intended to correct funding
shortfalls that may result if the bargai ned contribution
rate is set at too low a level to fund the benefit

[iabilities adequately.

(3) Under the shortfall nethod of funding, the normal cost
in the funding standard account is the charge per unit of
production (or per unit of service) multiplied by the actual
nunber of units of production (or units of service) that
occurred during the plan year. Each anortization install nent

in the funding standard account is simlarly cal cul at ed.

(4) The difference between the net anount charged or
credited under this nethod and the net anount that otherw se
woul d have been charged or credited under I RC 412 for the
sanme period is ternmed a "shortfall gain or loss" and is to

be anortized during certain subsequent plan years.

Exam nation Tip: If the plan is using the shortfal

met hod, review Reg. 1.412(c)(1)-2 before starting the audit,
and review the data used to conpute the estimated unit
charge and determ ne whether it was reasonable. The actual
nunber of units of service or production should al so be

verifi ed.
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1.5.9.2 Amendnents to Collectively Bargai ned Pl ans

(1) Collectively bargained benefit increases scheduled to
becone effective in future years under a currently effective
col | ective bargaining agreenent are recognized in

cal cul ating the regular charges and credits in the funding
standard account for years beginning in 1995 and | ater.
However, such increases are not included in the current
[iability or additional funding charge anounts until

effecti ve.

1.6 Mney Purchase Rul es

(1) Mney purchase plans are subject to m ni mum fundi ng
standards since they require fixed, nondiscretionary
contribution levels. A target benefit plan is a noney
purchase plan, and is subject to the m ni mrum fundi ng
requi renents. For noney purchase plans, assets nust be

valued at fair market val ue.

1.6.1 "Normal Cost"

(1) The "normal cost" for a noney purchase plan is the

amount required for the plan year under the plan fornmula.
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Considerations if Waiver in Effect

(1) Rev. Rul. 78-223 contains guidance on speci al
requi renents for noney purchase plans if a waiver is in

ef fect.

a. Adj ust ed account bal ances: Affected participants nust
be restored to the position in which they would have
been had the wai ved anount been contributed (to the
extent possible); and acceptabl e methods include using
the actual yield of the trust or using a fixed rate of

interest not |l ess than 5%

b. Wai ver paynents: The plan nust specify how the anmounts
necessary to anortize the waived funding deficiency

(the wai ver paynents) are to be determ ned.

C. Experience gains or |osses: Experience gains or |osses
nmust be anortized under the m ni mum fundi ng standards,
except to the extent that a plan is fully funded,

rather than imediately and totally applied.

d. Interimbenefits/allocation: The plan nust specify
what benefit paynents are available to participants
under an interimbenefit nethod. Possible nethods
include: inmmediate allocation nethod, suspense account

met hod, or unrestricted distribution method.



e. Interest rate of 0% on accunul ated fundi ng deficiency:
If a noney purchase plan has an accunul ated fundi ng
deficiency, the applicable interest charge is based on

an assuned interest rate of 0%

(2) Normally, the need to create an anortization base does
not exi st under a noney purchase plan. However, such a base
woul d be created, for exanple, with the issuance of a waiver
of the m ninmum fundi ng standard for a plan, or if a plan
amendnent is adopted that provides contribution credits for

prior years of service.

(3) If a waiver has been granted, a funding standard
account nust be maintained and a Schedul e B of Form 5500
must be filed. However, the Schedule B need not be signed

by an enroll ed actuary.

1.7 Tineliness of Contributions to Satisfy M ninmum Fundi ng Requi renents

(1) Contributions must be made by 8% months after the end

of the plan year.

Exam nation Tip: Verify the amounts and dates of all
employer contributions made for the plan year. Such
contributions are also credits to the funding standard

account. If the contributions credited to the funding
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standard account do not equal the enpl oyer contributions

listed, request an explanation.

(2) Acontribution is not considered to be tinely nade
unless it is paid to the proper recipient as opposed to sone

intermedi ary.

a. In a trusteed plan, this nmeans to the trustee.

b. In a wholly insured plan, this nmeans to the insurance
conpany.

C. Prom ssory notes do not constitute paynent until the

noney is actually put into the trust. Therefore,
paynments by prom ssory note are not considered tinely

pai d.

(3) Contributions should be paid within 2%2 months after the
close of the plan year. However, IRC 412(c)(10) provides an
extension for 6 months for purposes of IRC 412 (but not for

IRC 404).

Exam nation Tip: If the timely contributions are
insufficient to meet the minimum funding standard, including
any late quarterly contribution interest charge and all

other applicable special charges, an accumulated funding



- 86 -

deficiency results and the m ni mrum fundi ng penalties should

be appli ed.

1.7.1 Quarterly Contribution Requirenent

(1) IRC 412(m provides that quarterly installments of the

contributions may be required for defined benefit plans.

Quarterly installnments are not required for:

a. Mul ti enpl oyer pl ans

b. Plans with no unfunded current liability in the prior
pl an year
C. Money purchase pl ans

(2) For affected plans, the required installnents are due
on the 15th day of the nonth followi ng the end of a quarter.
For cal endar year plans, the due dates are April 15, July

15, Cctober 15 and January 15 of the follow ng year.

1.7.1.1 Required Installnments Not Tinely

(1) If arequired installment is not nade on tine, a late

interest charge is calculated and charged to the funding

standard account. See section 1.8.4.

1.7.1.2 Conputation of Quarterly Anount
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(1) Rev. Rul. 95-31, 1995-1 C.B. 76, and Notice 89-52,
1989-1 C. B. 692, provide guidance regarding the cal cul ation
of the quarterly requirenment. The required installnent is
25% of the required annual paynent. The required annual

paynment is the | esser of:

a. 90% of the anount required to be contributed for the
current year, determ ned as of the beginning of the

pl an year; or

b. 100% of the amount so required for the prior year,

determ ned as of the end of the prior plan year.

(2) The amount required to be contributed is determ ned

wi thout regard to any waiver in effect.

(3) Special rules apply to plans which have any

unpredi ctabl e conti ngent event benefit liabilities. Such
liabilities are not taken into account in determ ning the
requi red annual payment. However, the required installnents

are increased by the greatest of a, b, or c bel ow

a. The unfunded percentage (i.e. 100% FCLY% tines the
amount of such benefits paid during the three nonth

period (see section 1.5.6.3.2);
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b. 25% of the unpredictable contingent event benefit

l[iabilities anortized over 7 years; or

C. 25% of the additional unfunded new liability anmount
t hat woul d have been determned if the unpredictable
contingent event benefit liabilities were included in

unfunded new liability.

NOTE: The unpredictabl e conti ngent anpbunt is not nore than

t he outstandi ng anount of the liability being anortized.

(4) The credit balance may be applied against the quarterly

contributions that woul d ot herw se have been required.

(5) |If a plan does not neet the liquidity requirenent of
| RC 412(m (5), it is treated as failing to pay the required

installment. See 1.8.5, Liquidity Shortfall Under IRC
412(m (5).

Failure to Satisfy M ninmum Fundi ng Requirenent

ed G oups

(1) If the enployer maintaining the plan is a nenber of a

controll ed group, then each nmenber of such group is jointly

and severally liable for paynment of any contributions
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requi red under the m ni num fundi ng standard or for any

required installnments to the plan. See IRC 412(c)(11).

(2) "Controlled group"” is any group treated as a single
enpl oyer under the controlled group, common control, or

affiliated service provisions of |RC 414(b),(c),(m, or (o).
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1.8.2 Excise Taxes Due to Failure to Satisfy M ni mum Fundi ng

(1) Failure to satisfy the m ninum funding requirenents
will result in the inposition of an excise tax on the
enpl oyer of 10% of the accunul ated fundi ng deficiency as of

the end of the plan year. See |IRC 4971(a).

a. For mul ti enpl oyer plans and plan years begi nning before
1989, the tax inposed is 5% of the accunul ated fundi ng

defici ency.

b. The accunul ated fundi ng deficiency is determ ned by
reference to the Schedule B of Form 5500. Form 5330 is
the return for the excise tax (10% or 5% as

appl i cabl e).

(2) The tax is due for the enployer’s tax year which
coincides with the plan year, or the tax year in which the

pl an year ends.

(3) Cenerally, failure to satisfy the m ni mum fundi ng

requirenments will not disqualify the plan.

(4) If the enployer maintaining the plan is a nenber of a
control |l ed group, each nmenber of such group is jointly and

severally liable for the tax under | RC 4971(a).
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1.8.3 Result of Failure to Correct an Accumnul ated Fundi ng Defi ci ency

(1) An accunul ated fundi ng deficiency nust be corrected by

the earlier of:

a. the date of mailing of a notice of deficiency with

respect to the first-tier tax under |IRC 4971(a), or

b. the date on which the first-tier tax i s assessed.

(2) To correct an accunul ated fundi ng deficiency for a plan
year, a contribution nmust be made to the plan that reduces
t he accunul ated fundi ng deficiency, as of the end of the

pl an year, to zero. See Prop. Reg. 54.4971-2(a)(1).

(3) Certain retroactive plan anendnents that neet the
requirenments of IRC 412(c)(8) may reduce an accunul at ed

funding deficiency to zero. See Prop. Reg. 54.4971-2(a)(2).

(4) To the extent the accunul ated fundi ng deficiency is not
corrected tinely, a second-tier tax of 100%is inposed under
| RC 4971(b). This tax may be abated if the deficiency is
corrected wthin 90 days after the mailing of a notice of
deficiency with respect to the second-tier tax. This period
may be extended under | RC 4961 & 4963(e) by the Secretary of

t he Treasury.
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(5) An accunul ated funding deficiency cannot be corrected

by wai ver of a key enpl oyee’s benefit.

(6) If a plan maintains both the regular funding standard
account and the alternative m ninum fundi ng standard
account, the taxes are based on the |ower of the two

anount s.

(7) No deduction is allowed for a tax inposed under |IRC

4971(a) or (b). See IRC 275(a)(6).

(8) Under section 3002(b) of ERISA, the Conmm ssioner may
wai ve the inposition of the second-tier tax under |IRC
4971(b) in appropriate circunstances. This authority does
not extend to the inposition of the first-tier tax under |IRC
4971(a). The procedure for requesting such a waiver is
established in Rev. Proc. 81-44, 1981-2, C. B. 618. The plan
sponsor nust denonstrate that inposition of the tax under

| RC 4971(b) would be adverse to the interests of plan

participants.

(9) Taxes inposed under | RC 4971(a) and (b) do not apply to
years after the end of the plan year in which the plan

termnates. See Rev. Rul. 79-237, 1979-2 C. B. 190.

(10) If a plan is maintai ned pursuant to a collectively

bar gai ned agreenent or by nore than one enpl oyer, the
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[Tability of each enployer for tax inposed under |RC 4971(a)
and (b) is allocated on the basis of the enployer’s
respective liabilities for contributions. See IRC

413(b)(6), IRC 413(c)(5), and Prop. Reg. 54.4971-3(Db).

(11) An enployer that wthdraws froma plan remains |iable
for tax inposed under |IRC 4971(a) and (b) wth respect to
t he portion of the accunul ated fundi ng deficiency
attributable to that enployer for plan years before the

wi t hdr awal .

1.8.4 Additional Interest Charge Due to Late Quarterly Contributions

(1) Failure to pay the full anmount of a required quarterly
installnment results in an additional interest charge to the
fundi ng standard account. Required quarterly installnments
are due no |ater than 15 days after the end of each plan

quarter.

a. The interest rate charged is the greater of 175% of the
federal md-termrate (as in effect under section 1274
for the first nonth of the plan year), or the interest

rate used to determne the current liability. See IRC

412(m (1).
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b. Interest is charged fromthe due date of the
install ment until the date such installnment is actually

pai d.
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(2) Overpaynent of a quarterly installnment may be used to
reduce the paynents necessary to satisfy subsequent
quarterly installnments. A credit bal ance which exists as of
t he begi nning of the plan year may be treated as a paynent

of a quarterly installnment.

(3) The additional interest charge applies to non-
mul ti enpl oyer defined benefit plans for plan years begi nning
after 12/31/88. (Quarterly installnents are not required for

the first plan year to which I RC 412 appli es.

Exanple 3: The plan year is the 1995 cal endar year. A
quarterly installment of $10,000 is due April 15, 1995.
175% of the federal md-termrate in effect on January 1,
1995 is 14.06% The interest rate under |IRC 412(b)(5) is

7%

The $10,000 installnment is paid on June 30, 1995. The

additional interest charge is:

[$10,000 ((1.1406)2512-1)] - [$10,000 ((1.07)25 12 1)]
= $278 - $142 = $136.

NOTE: Additional exanples are given in Notice 89-52, 1989-1

C. B. 692, &A-2, 12, and 14.
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Exami nation Tip: For assistance with the cal cul ati on of
the additional interest charge, agents should contact their

| ocal district actuary.

1.8.5 Liquidity Shortfall Under IRC 412(m(5)

(1) Plans subject to the quarterly contribution requirenent
of IRC 412(nm) which have a liquidity shortfall (as defined
in IRC 412(m (5)(E)) are subject to the liquidity

requi rement of IRC 412(m)(5). See also Rev. Rul. 95-31
1995-1 C.B. 76, for details regarding liquidity shortfal

requirenments.

a. Under this requirenent, a plan is treated as failing to
pay the full anmpbunt of any required installnment to the
extent that the amount paid (in liquid assets) is |less
than the liquidity shortfall, and this is the case
whet her or not the liquidity shortfall exceeds the

anount of the required quarterly installnment.

b. Thus, for plans subject to I RC 412(m which have a
l[iquidity shortfall, the quarterly paynent requirenent
is treated as not satisfied for a quarter unless the
quarterly paynent satisfies both the quarterly
contribution requirenent and is at |east equal to any

liquidity shortfall under the plan for that quarter.
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(2) However, IRC 412(m (5)(D) limts the increase resulting
in the quarterly paynent as a result of IRC 412(m (5)(A) to
t he amount whi ch, when added to prior installnments for the
pl an year, is necessary to increase the funded current
liability percentage (taking into account the expected
increase in current liability due to benefits accruing

during the plan year) to 100%

(3) Were the anobunt contributed by the due date for a
quarter is less than the liquidity shortfall for the
quarter, the difference between the liquidity shortfall and
t he amount paid (but not nore than the anmount determ ned
under 1RC 412(m (5)(D)) is treated as an underpaynent of the

quarterly contribution.

(4) The rate of interest charged to the funding standard
account under IRC 412(b)(5) with respect to such
under paynent anount for the period of the underpaynent is

equal to the greater of:

a. 175% of the federal md-termrate (as in effect under

| RC 1274 for the 1st nonth of such plan year); or

b. The rate used to determne RPA '94 current liability
(stated in IRC 412(m (1) (B) as the rate of interest
used under the plan in determ ning costs, including

adj ustments under | RC 412(b)(5)(B)).
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(5) The liquidity requirenment of IRC 412(m)(5) is not a
"charge" that is applied to the plan’s fundi ng standard
account. Therefore, the liquidity requirenment does not

i ncrease the m nimum fundi ng requirenent of the plan. If
the enployer fails to nmake a required liquidity paynent,
such failure by itself does not create an accunul at ed

fundi ng defi ci ency.

(6) If the liquidity shortfall is not corrected within the

allowed tine-frane, there are two mai n consequences.

a. First, there are excise taxes that are inposed under
| RC 4971(f). There is a 10%first tier tax that is
i nposed on the anount of the uncorrected liquidity
shortfall for each quarter, and there is a 100% second
tier tax that is inposed if the liquidity shortfall for
a quarter is not corrected within the next five plan

quarters.

b. Secondly, if the liquidity shortfall is not corrected
within the time allowed, section 206(e) of ERI SA
prohibits the plan fiduciaries frommaking certain
paynments fromthe plan. In such a case, the plan
fiduciary is prohibited from maki ng singl e-sum
di stributions, any paynent in excess of the nonthly
amount paid under a single life annuity, or any

purchase of annuity benefits froman insurer.



1.8.6 Liens

C. Menbers of the enployer’s controlled group are jointly
and severally liable for excise taxes inposed under |RC
4971(f). |1 RC 4971(f)(4), (added by the SBIPA),
authorizes the Secretary to waive the liquidity
shortfall excise taxes if the liquidity shortfall is
due to "reasonabl e cause and not willful neglect”, and
"reasonabl e steps have been taken to renedy such

liquidity shortfall™".

(1) IRC 412(n) applies to defined benefit plans (other than
mul ti enpl oyer plans) for any plan year for which the funded
current liability percentage (within the neaning of |IRC
412(1)(8)(B)) of such plan is less than 100% See IRC

412(n) (2).

(2) Were the unpaid balance (including interest) of a

m ssed quarterly installnment under I RC 412(m or any other
paynment required under IRC 412 (liquidity shortfall,

accumnul ated fundi ng deficiencies), when added to the
aggregat e unpai d bal ance of all preceding such installnents
or other paynents for which paynment was not made before the

due date (including interest), exceeds $1, 000,000, IRC

412(n) (1) provides that a lien results in favor of the plan

in the amount determ ned under |IRC 412(n)(3).
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a. A lien established under IRC 412(n)(1) is upon al
property and rights to property, whether real or
personal , belonging to such person and any ot her person
who is a nenber of the same controlled group of which

such person is a nenber.

b. The amount of the lien is equal to the aggregate unpaid
bal ance of required installnents and ot her paynents
requi red under I RC 412 (including interest) for plan
years beginning after 1987, and for which paynment has

not been nmade before the due date. See IRC 412(n)(3).

C. The period of the lien arises on the due date for the
required install nent or other paynent and conti nues
until the last day of the first plan year in which the
pl an ceases to be described in IRC 412(n)(1)(B). The
lien continues to run without regard to whether the
pl an continues to be described in IRC 412(n)(2) during
the period of the lien. See IRC 412(n)(1) and (3).

(3) Persons who commt the failure described in IRC
412(n)(1) (i.e., have aggregate unpaid amounts under |RC 412
exceedi ng $1, 000, 000) nust notify PBGC of such failure
within 10 days of the due date for the required install ment

or other paynent.
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(4) Any lien created under I RC 412(n)(1) may be perfected
and enforced only by the PBGC or, at the direction of the
PBGC, by the contributing sponsor (or any nenber of the

controll ed group of the contributing sponsor).



