CHAPTER 1 NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Chapter 1

Nondiscrimination-detailed review of demonstrations
By Mark Retta (Cincinnati)
And
John Almaquist (Pacific Coast), and Al Reich Reviewers

INTERNAL REVENUE SERVICE
TAX EXEMPT AND GOVERNMENT ENTITIES

Introduction

Pur pose of Although there have been prior CPE chapters explaining the technical

chapter requirements of section 401(a)(4), these chapters did not go into any detail
with respect to the demonstrations. This chapter provides practical advice on
how to review a demonstration either for your own case or when reviewing
the demos for another agent.
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CHAPTER 1

NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Focus of chapter

Focus of this
chapter

IRC 401(a)(4) requiresthat a plan not discriminate in favor of Highly
Compensated Employees, as defined by IRC414(q), in terms of contributions
or benefits under the plan.

This chapter focuses on plans that use a Non-Design Based Safe Harbor or
General Test alocation formula or accrual formulain their plan. Schedule Q
requires certain demonstrations be submitted to demonstrate compliance with
IRC401(a)(4) and IRC410(b).

Definition of a plan and aggregation, disaggregation

I mportance of
testing group

Definition
under the
regulations

The best way to approach the demonstration is to think of each plan asasum
of partsto determine what "plans" and what benefits are involved in the tests.

Before the reviewer can test ademo 5 or 6, he or she must determine what
plans are included in the group considered for testing. For the general test,
thereis no real reference to testing group, but the concept still applies because
you have to determine what plans or portions of plans are considered in the
test. Treasury Regulations section 1.401(a)(4)-12 definition of "Plan™: a Plan
means a plan within the meaning of 1.410(b)-7(a) and (b), after application of
the mandatory disaggregation rules of 1.410(b)-7(c) and the permissive
aggregation rules of 1.410(b)-7(d).

In addition, Treasury Regulation 8§ 1.410(b)-7(e)(1) "Determination of plans
in the Testing Group for the Average Benefits Percentage Test" provides that
"al plansin the testing group must be taken into account for the Average
Benefit Percentage Test of Treasury Regulation 81.410(b)-5.

The plansin the testing group are the plan being tested and all other
plans of the employer that could be permissively aggregated under
Treas. Reg. §1.410(b)-7(d).

Section 1.410(b)-7(d)(2) states an employer may not aggregate any portion of
aplan that is required to be disaggregated under the rules of 1.410(b)-7(c).

Continued on next page
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Definition of a plan and aggregation, disaggregation, Continued

Identifyingthe  The following are considered separate plans under Income Tax Regulations
separateplans-  the 1.410(b)-7(c) disaggregation rules. The separate plans are the portion of

separateplans  the employer’s defined contribution plan that provides:
for defined

contribution » employer nonelective contributions.

» elective contributions under 401(k)
* matching contributions under 401(m).
» employee after tax contributions under 401(m).

* ESOP contributions.

Disaggregation A DB plan must be disaggregated with respect to the defined contribution
for DB plans portion of aplan described in section 414(k). In addition, a DB plan must
also be disaggregated with employee voluntary contributions under 401(m).

Other plans + Plans benefiting Collectively bargained and non-collectively
that are bargained plans
disaggr egated « Plans benefiting employees of one or more than Qualified Separate

Lines of Business

* Plans maintained by more than one employer

* Restructured component plans

» If an employer applies section 410(b)separate to the portion o aplan
that benefit employees who satisfy age and service conditions under
the plan that are lower than the greatest minimum age and service
conditions permissible under section 410(a), Plans that benefit
otherwise excludable employeesis to be disaggregated from the part
of the plan that benefits non-excludable employees.
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NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Demonstration 1-qualified separate lines of business

I ntroduction—
overview of
Separ ate line of
business

Qualified
separatelines
of business

Administrative
scrutiny under
section 414(r)

In the processing of determination letter applications, an employer can submit
aDemonstration 1 in order to receive aruling on a Qualified Separate Line of
Business.

IRC414(r) and the Income Tax Regulations under 1.414(r) define qualified
Separate Lines of Business. A Separate Line of Business requires a

e separate workforce,

* separate management,

* sgparate accounting, and a

* sgparate organizationa unit.

A Separate Line of Business includes operating units in separate geographic
areas, or separate operations for a bona fide business purpose.

IRC414(r) requires that a separate line of business, in order to be a Qualified
Separate Line of Business, also:

* employ 50 employees;

» give Noticeto the Secretary, by the filing of Form 5310-A (prior to
the beginning of the QSLOB’ sfirst plan year), and

» satisfy Administrative Scrutiny as defined by IRC414(r) and Income
Tax Regulations 1.414(r).

Under IRC414(r), Administrative Scrutiny is satisfied by the separate line of
business having:

o atleast 10% of the HCESs of the employer performing services
only for the separate line of business, either in the current or prior
year; or

» the percentage of HCEs only performing services for the QSLOB
be between 50% and 200% of the percentage of all HCEs
employed by the employer as a percentage of the employer’s
workforce, either in the current or prior plan year.

Continued on next page
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Definition of a plan and aggregation, disaggregation, Continued

Administrative  Under the Income Tax Regulations section 1.414(r), administrative scrutiny
scrutiny under  can be satisfied by the following:
theregulations
o “Safe-Harbor” for separate lines of businessin different industries, (as
long as the line of businessisin adifferent industry from any other
separate line of business of the employer);

» certain acquisitions through mergers and acquisitions,

» Separate Lines of Business that are reported as industry segments by
the Securities and Exchange Commission;

» aSeparate Line of Business that provides the same average benefits as
other Separate Lines of Business; or

» Separate Lines of Business that provide certain designated minimum
or maximum benefits.

Qualified Qualified Separate Lines of Business must satisfy two IRC410(b) tests.
SLOBs must

satisfy two The “employer wide” test under Income Tax Regulations 1.414(r)-8(b)(2)
coverage requires that the QSLOB satisfy IRC410(b) on an employer wide basis.
tests—first test

:;izrgployer If the ratio percentage test is not satisfied, the employer can use the

average benefits test (without regard to the average benefits
percentage test of I.T. Reg. 1.410(b)-5).

Therefore, employer-wide, the QSLOB must have aratio percentage at or
above the Non-Safe Harbor found in 1.410(b)-4, based upon the Non-Highly
Compensated Employee Concentration Ratio. Thiswould satisfy the
IRC410(b) Nondiscriminatory Classification test.

Continued on next page
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NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Definition of a plan and aggregation, disaggregation, Continued

Second
coverage test-
each SLOB
must satisfy
410(b)

Explanation of
chart

The second IRC410(b) test requires that IRC410(b) must be passed on a
Qualified Separate Line of Business basis. Thistest can be passed using the
ratio percentage test or the average benefits test.

If the average benefitstest is used, both 1.410(b)-4 and 1.410(b)-5, using both
the Nondiscriminatory Classification Test and the Average Benefits Test,
must be satisfied under Treas. Reg. Section 1.414(r)-8(b)(3).

It isaso possible to test IRC410(b) and IRC401(a)(4) on an employer wide
basis aggregating all Qualified Separate Lines of Businesses of the employer
without regard to the disaggregation rules of 1.410(b)-7(c)(4), see 1.414(r)-
1(0)(2)(ii).

This chart applies to QSLOBs, and identifies which employees must be
covered under the plans alocation or accrual formula. If the formulaisa
genera test formula, the employees who work for the Qualified Separate Line
of Business would constitute the group considered for section 401(a)(4).

Generally, members of a QSLOB are excluded from the other QSLOBS.
However, under certain circumstances other QSLOBs may be

aggregated with the testing group for purposes of satisfying both
IRC410(b) and IRC401(a)(4).

Continued on next page
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Definition of a plan and aggregation, disaggregation, Continued

15410 being applied where the

emplover has OSLOBs under 414(r)? No This flowchart
does not apply.
END
Yes

Does the plan satisfy the percentage

test (i.e. 70% of NHCE benefiting) on

an employer-wi d? basis? Yeg This plan of employer
satisfies 410(b) No need to
l test Plan on QSLOB basis—
No,begin gateway test if 401(a)(4) requiresABT
Does the QSLOB portion pass this plan isincluded with
the ratio % test on in employer any test of the employer.
wide basis. 1.410(b)-7(€)(2) END
No
Doesthe QSLOB have at least a
ratio percentage of at least 90
percent on a QSLOB basis?
Y es Gateway test passed
No yes
No change n unsafe Subtract five points
harbor % from the unsafe Therefore, QSLOB
harbor percentage. can test 410(b) on a
\ / QSLOB bass.
GotoBox A Goto BOX B
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Box A

Continue l

Does the QSLOB pass the
discriminatory classification
test (>unsafe harbor % on
an employer wide basis— no

No

No

v

Plan does not pass
410(b) on aQSLOB
basis— can try on an
employer wide basis
under normal rules
Plan on employer

Box B

Continue l

Y es Gateway test passed
>

QSLOB may
pass 410(b) on
aQSLOB basis

Does the QSLOB pass the reasonable
classification test of the
Nondiscriminatory classification test?

Yes
Does QSLOB pass 410(b) on
No aQSLOB basis?
4—
Yes
Plan passes
410(b) END
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Definition of a plan and aggregation, disaggregation, Continued

QSLOB Table

Introduction This table provides the same essential information as the information above,

but in table format.

Next Action or conclusion

" Details

Outcome

Does this employer Yes If yes, this chart applies.
have QSLOBS? No If No, this chart does not apply.
Isthisa plan that has All QSLOBs of the employer | Yes The plan must pass atest. See #3 of
QSLOBsbut wantsto | are aggregated for purposes of this chart.
test aplan on an 401(a)(4) and 401(b) suchas | No Go to #4 of this chart
employer-wide basis? | the rate groups. See 1.414(r)-
1(c)(2)(ii) - “Special rule for
employer-wide plans’
Does the plan satisfy Ratio of number of NHCEs No The planis not satisfying 410(b) and
410(b)(1)(A) onan benefiting under the QSLOB IRC401(a)(4) on an employer-wide
employer wide basis? to the number of NHCEs of basis. Go to #4 of the chart
the employer asawhole Yes For this plan, the tests of both 410(b)
and 401(a)(4) can be tested on an
employer-wide basis, but remember if
you have rates groups under 401(a)(4),
each rate group must satisfy the 70%
testi.e. no ABT.
When running the The nonhighly compensated Yes The unsafe harbor can be reduced by 5
IRC410(b) test employee concentration ratio percentage points which can help the
employer wide, isthe | under I.T. Regs. 1.410(b)-4, is QSL OB to satisfy the
ratio percentage of the | the number of NHCEs divided nondiscriminatory classification test,
QSLOB eqgual to or by all employees of the using the ratio percentage that was
greater than 90%7? employer to determine the calculated on an employer wide basis.
safe and unsafe harbor under See 1.414(r)-8(b)(2)(iii)
1.410(b)-4. No The unsafe harbor is not adjusted under
1.414(r)-8(b)(2)(iii)
Doesthe QSLOB pass | That is, doestheratio Yes Now, IRC410(b) can test the QSLOB
the nondiscriminatory | percentage on a employer on a separate line of business basis. Go
classification test on wide basis exceed the unsafe to #6.
an employer-wide harbor percentage?
basis?
Does the QSLOB pass Yes Plan passes 410(b)
410(b) on a separate No Plan fails to satisfy 410(b) for that
line of business basis? year.
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Definition of a plan and aggregation, disaggregation, Continued

Brief In the determination letter process, aruling can be made on a Qualified
description of  Separate Line of Business if a Demonstration One is provided pursuant to
determination  Schedule Q.

letter process
The Demonstration 1 must demonstrate that :
» the Qualified Separate Line of Business has 50 employees,
* satisfies IRC410(b) both on an employer wide basis,

However, thisinformation is not required if all QSOLBSs of the employer are
aggregated and tested on an employer wide basis.
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Demonstration 4

Overview of
requirements

Requirements
for Demo 4

Common
requestsfor
information
from the
taxpayer

Under the old Schedule Q instructions, (last revised July 1998) if thereis
mandatory or permissive aggregation, a demonstration 4 must be provided.

Mandatory disaggregation and permissive aggregation defines the population
of employees who are tested for nondiscrimination. A plan using a Genera
Test Formula may aggregate several plans by use of Permissive Aggregation,
permitted by 1.T. Regs. 1.410(b)-7, to satisfy the general test. Thus, for a
determination letter application, the employer can provide both a
Demonstration 4, for purposes of aruling on the permissively aggregated
plansunder |.T. Regs. 1.410(b)-7, and a Demonstration 6 to show that the
aggregated plans satisfy the General Test under 1.T. Regs. 1.401(a)(4)-2(c) or
3(c).

A determination letter application, pursuant to Schedule Q, may request a
ruling on either aggregation or disaggregation of plans or benefit structures.
This applies where mandatory aggregation is required or permissive
aggregation is allowed pursuant to Income Tax Regulations 1.410(b)-7.

Under the new Schedule Q, ademonstration 4 is required if:

(1) the employer wants reliance on whether the permissive aggregation or
mandatory disaggregation is done properly.

(2) The application is a termination, which requires a demonstration that uses
mandatory or permissive aggregation.

Thus avoluntarily provided demonstration 6, for example, does not need to
provide ademonstration 4 even if the demonstration 6 indicates that the test is
permissively aggregating two plans.

A demonstration 4 is needed if the taxpayer wants aruling on permissively
aggregated plans. This allows the plans to aggregate for purposes of 410(b)
or 401(a)(4) testing.
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Demonstration 7

Overview of If aplan amendment grants participants pre-participation or imputed service

requirements credits pursuant to 1.401(a)(4)-5(a)(3) and 1.401(a)(4)-11(d), for prior periods
of service for the employer during which the employee was not a participant,
the employer can request a ruling when applying for a determination letter.

Under 1.401(a)(4)-5(a)(3), a“ Safe-Harbor” is provided if the grant of prior
service credit for past periods does not exceed five years, immediately
preceding the year in which the amendment first becomes effective, e.g. for
purposes of increasing benefits, etc..

Requirements  Demonstration 7 is submitted for a ruling on whether the pre-participation or

for demo 7 imputed service satisfies IRC401(a)(4). However, for purposes of cross-
testing a defined contribution plan, only years in which the employee
benefited under the plan may be taken into account in determining the
equivalent accrua rate.

Demo 7 should include the following information:

* A description of the nature of the grant of past service or pre-
participation or imputed service,

» Thelocation of the various plan provisions that provide for the
granting of past service, and

* Inthe case of pre-participation or imputed service, state if the service
is being taken into account in determining if the plan satisfies the
Regulations section 1.401(a)(4)-1(b)(2).

Common The demonstration 7 must be detailed enough to determine whether the pre-
request for participation service granted does not favor the highly compensated
information employees. What employees received what service and who were they?

from taxpayer
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Demonstration 9

safe harbor If the plan uses a* safe harbor” definition of compensation that satisfies

definition of |.T.Regs. section 1.414(s)-1(c), Demonstration 9 is not needed.
compensation

These “Safe-Harbor” definitions are based on the definition of compensation
found in IRC415(c), and I.T.Regs. 1.415-2(d)(1). The definition can elect to
include or exclude all of the following items: (Section 1.414(s)-1(c)(4))

» elective employee deferrals under IRC402(e)(3), IRC402(h),
IRC403(b),

* |RC 457 contributions,

* |RC125 cafeteria contributions,

* |RC132(f) transportation fringes, and

» contributions made under IRC408(k) and IRC408(p).

In addition, compensation can be reduced by al of the following: (section
1.414(s)-1(c)(3))

» reimbursements or other expense allowances,
» fringe benefits, (cash and non-cash),

* moving expenses,

» deferred compensation, and

» welfare benefits.

If compensation The definition of compensation used must be nondiscriminatory, and thus

definition does satisfy IRC 414(s).

not satisfy the

safe harbor 1.414(s)-1(d)(2) requires that a definition of compensation be reasonable, any

g:f:lrgtéon and  ompensation outside the normal hours of work such as overtime, premiums
for shift differential, call-in premiums, bonuses, etc. may be excluded.

If the definition of compensation does not satisfy 1.414(s)-1(c), then it
must be tested under 1.414(s)-1(d)(2) and 1.414(s)-1(d)(3), to ensure
that the definition of compensation used is non-discriminatory.

Continued on next page
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CHAPTER 1 NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Demonstration 9, Continued

Demo 9 An employer may submit a demonstration 9, during the determination letter
description process and request a ruling that the definition of compensation used by the
plan is nondiscriminatory.

1.414(s)-1(d)(3) requires that a demonstration 9 compare the plan definition
of compensation, as applied to Highly Compensated Employees, to determine
percentage of their IRC415(c) compensation. An averageinclusion
percentage of compensation is determined with respect to the HCEs. The
same calculation is performed with respect to non-highly compensated
employees.

Demo 9 must show that the average percentage cannot be greater, by more
than a de minimis amount, than the average percentage of the Non-Highly
Compensated Employees plan compensation.

Page 1-19



CHAPTER 1

NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Average benefits test

When average
benefitstest is
applicable

Nondiscriminat
ory
classification
test

Average
benefits

per centage test-
overview

If aplan does not satisfy the ratio percentage test, the plan must satisfy the
average benefitstest. There are two parts to the average benefits test:

* The nondiscriminatory classification test, and

» The average benefits percentage test.

Nondiscriminatory classification is comprised of two tests:
Thereasonable classification test:

Thisisafacts and circumstances anaysis, whether the classification
satisfies "reasonable business criteria’.

The nondiscriminatory classification test:

Thisisanumerical test which requires a couple of steps. This
involves comparing the plan’ s ratio percentage to the safe and unsafe
harbor percentages. For more details on this topic, please see page
chapter 7, page 7-16 of CPE 2002.

The second part of the average benefitstest is the average benefits percentage
test. Thistest requires an average of the “employee benefit percentages’ of
both the highly compensated employees and the non-highly compensated
employees.

The employee benefit percentages are determined by using similar
methodology that was used in determining the allocation or accrual rates for
the general test. However, thereisamajor difference in determining the
employee benefit percentages, which is the types of plansthat areincluded in
calculating the employee benefit percentages.

Continued on next page
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NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Average benefits test, Continued

Testing group
for the average
benefits

per centage test

General rule
for permissive
aggregation

Testing group
for average
benefits

per centage test
includes plans
that are
required to be
disaggr egated

Demos use
annual addition
when
describing the
allocations

The testing group for purposes of the average benefits percentage test is the
group of plansthat are included when determining the employee benefit
percentages.

Under Treas. Reg. Section 1.410(b)-7(e), the testing group is the plan and all
other plans that can be permissively aggregated with that plan. The average
benefit test has a very broad definition of which plans are included in the
testing group.

Under the general rule for permissive aggregation, the employer may
designate two separate plans as a single plan under Treas. Reg. Section
1.410(b)-7(d). However, certain plans cannot be aggregated under section
1.410(b)-7(c). Some of these plansinclude a 401(k)/(m) plan and an ESOP.

For purposes of the average benefit percentage test, the testing group includes
the plan and all plans that can be permissively aggregated with that plan.

Section 1.410(b)-7(e) also provides that the mandatory disaggregation rules
with respect to ESOPs and 401(k)/(m) plans are inapplicable. Thus,
allocations under those plans would be included in determining the employee
benefit percentages for purposes of the average benefits test.

Some Demo 5s use the term “annual additions” to describe the all ocations
included in the rate group test or the average benefits percentage test.

However, this may be an inappropriate designation is some cases.
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Overview of general test

Overview-safe
harbor vs.
general test

The plan automatically satisfies IRC401(a)(4) if the plan:

» allocates contributions pursuant to a Design Based Safe-Harbor Defined
Contribution Plan Formulafound in I.T. Regs. 1.401(a)(4)-2(b)(2), or

* accrues benefits pursuant to a Designed Based Safe-Harbor Defined Benefit
accrual formulafoundinI.T. Regs. 1.401(a)(4)-3(b)(2), (3), (4) and (5).

If the plan uses a Non-Design Based Safe-Harbor allocation or accrual
formulaor asfound in I.T. Regs. 1.401(a)(4)-2(b)(3), or 1.401(a)(4)-
3(b)(4)(I)(C)(3), or if the plan uses a Genera Test alocation or accrual
formula, asfound in I.T.Regs. 1.401(a)(4)-2(c) and 1.401(a)(4)-3(c), then,
during an audit, or to receive aruling with respect to the nondiscrimination
requirements, the employer would have to provide a Demonstration 6.
Demonstration 6 is used to demonstrate compliance with IRC401(a)(4) for the
plan year.

For purposes of a determination letter ruling, for a Non-Design Based Safe-
Harbor or a Genera Test Formula, the employer must submit a
Demonstration 6 pursuant to Schedule Q if the employer wants reliance on
nondi scrimination.

Thus, Demo 6 is discretionary for ongoing plans but is required for
terminating plans that have not received a ruling on a Demonstration 6
in the preceding 3 years.

Continued on next page
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CHAPTER 1 NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Overview of the general test, continued

Nondesign A non-Design-Based Safe-Harbor utilizes a Demonstration 6 to test the Non-
based safe Design Based Safe-Harbor for 401(a)(4). However, a non-design based safe
har bor harbor does not utilize Rate Groups.

Instead, for aDC plan, the average of all NHCEs individual allocations, as a
percentage of their individual compensation, are compared to the average of
all HCEsindividual allocations as a percentage of their individual
compensation under the plan.

The average allocation percentage of NHCESs cannot be less than the
average allocation percentage to the HCEs.

In aDB Non-Design Based Safe-Harbor plan, the average accrual increases
for the NHCESs as a percentage of their individual average annual
compensation must be at least 70% of the average accrual increases for the
HCEs as a percentage of their individual average annual compensation for a
plan year.

Continued on next page
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Overview of the general test, continued

Major stepsfor
running general
test

Overview of
rate groups

Definitions of
Normal and
most valuable
accrual rate

There are three steps:
1. Theallocation or accrual rates for each participant are determined.

2. Oncethe allocation or accrual rates are determined, they are used to
form rate groups.

3. Once the rate groups are determined, each rate group must satisfy the
IRC section 410(b) coverage requirements.

In order to determine whether a plan satisfies the general test, the planis
broken down into rate groups, or “mini plans’ in which thereisat least 1

HCE and every other participant who have an equal or greater allocation rate
or accrual rates. Thisinformation is to be provided on a Demonstration 6 for a
determination letter application or when the plan is being examined.

InaDC plan, arate group consists of an HCE and every other participant who
has an equal or greater allocation rate.

A DB plan tests both the Normal Accrual Rate and the Most Vauable
Accrua Rate, as a percentage of their average annual compensation. InaDB
plan the rate group consists of the HCE and every other participant whose
Normal Accrua Rate and Most Vauable Accrual Rate are at least as great as
the Normal Accrual Rate and Most Vauable Accrua Rate of the HCE
forming the rate group.

The Normal Accrua Rateisthe participant’s accrual increase for the
measurement period based upon the participant’s normal form of benefit,
under the plan, as a percentage of average annual compensation.

The Most Vauable Accrua Rate is based upon Optional Forms of Benefit,
under the plan that is more valuable than the Normal Form of Benefit. These
benefits include subsidized forms of benefits, e.g. certain Early Retirement
Benefits that are not reduced or are only partially reduced, a fully subsidized
100% JSA, etc.

Continued on next page
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Overview of general test, Continued

Oncetherate
groupsare
determined,
each rate group
must satisfy
coverage

If therate

group does not
satisfy theratio
per centage test

How arate
group satisfies
the
nondiscriminat
ory
classification
test

How arate
group satisfies
the average
benefits

per centage test

Therate group istreated asif it were a separate plan that benefits only the
employees included in the rate group for the plan year. To satisfy the general
test, each rate group must satisfy section 410(b). Whether the rate group
satisfies 410(b), take into account all nonexcludable employees regardless of
whether they benefit under the plan or the rate group.

Under section 401(a)(4), if the rate group does not satisfy the ratio percentage
test of IRC410(b)(1)(B), then the rate group, and the plan, can attempt to
satisfy the average benefit test of IRC410(b)(1)(C) under Income Tax
Regulations 1.410(b)-4 and 1.410(b)-5. Thistest is modified under the
401(a)(4) regulations.

Under coverage, if the rate group does not satisfy the ratio percentage test, the
rate group must satisfy both the nondiscriminatory classification test and the
average benefits percentage test.

Under Section 1.401(a)(4)-2(c)(3)(ii), arate group satisfies the
nondiscriminatory classification test of 1.410(b)-4 (including the reasonable
classification requirement of 1.410(b)-4(b)) if and only if the ratio percentage
of the rate group is greater than or equal to the lesser of:

(A) the midpoint between the safe and the unsafe harbor percentages
applicable to the plan, and

(B) The ratio percentage of the plan.

Remember, arate group has both HCEs and NHCEs who have an equal or
higher allocation/accrual rate of the HCEs. Thus, since the average of all of
the allocation or accrual rates of the NHCES would be equal or higher to the
HCEs, arate group would automatically pass the average benefits percentage
test.

Thus, the regulations require that for arate group to pass the average benefits
percentage test, the plan of which it is a part must satisfy the average benefit
percentage test of 1.410(b)-5. Thisisthe same test that would be required for
coverage if the plan asawhole failed the ratio percentage test.

Continued on next page
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CHAPTER 1 NONDISCRIMINATION-DETAILED REVIEW OF DEMONSTRATIONS

Overview of general test, Continued

Ensureproper  If the Demo 6 indicates that one rate group fails the ratio percentage test, the
informationis  determination application must include Demo 5 or sufficient information to

submitted for  ghow that the plan satisfies the average benefits test.
average

benefits test Although the allocation or normal accrual rates can be used for the employee

benefit percentages, the employee benefit percentages must include all
allocations or accruals in the testing group.

Thus, as stated above, elective deferrals under 401(k) plans or
alocations under ESOPs must be included when applying the average
benefits percentage test.

Optional Rules to adjust the accrual rates

Introduction There are four optional rules:
* Fresh Start
» Grouping
* Imputing permitted disparity

* Cross testing
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Fresh start

Brief As noted above, a DB plan may choose a measurement period that includes

explanation (in addition to the current year) all prior years. If the plan benefit was
changed at some point in the past, the plan may want to test over a period that
includes some past years, but excludes the period before the change.

Under certain circumstances, to perform the genera test, the plan can ignore
accruals before a given date.

A DB plan using the general test may limit the measurement period to
the period after afresh start date with respect to a fresh start-group if
the consistency requirement is satisfied (See Treas. Reg. section
1.401(a)(4)-3(d)(3)(iii)). The plan need not freeze the benefits nor use
afresh start formula

If the plan, however, wants to ignore increases in accrued benefits prior to the
fresh start date due to compensation increases taking place after the fresh start
date, the plan must satisfy additional requirements.
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GROUPING

Introduction Grouping of accrual rates and the imputing permitted disparity adjust the
accrual rates for testing purposes. Under grouping, an employer may treat
certain accrual rates as equal if theserates fall within a certain range. The
employer would choose a midpoint rate. Grouping can be used when the
participants have allocation or accrual ratesthat are fairly close to each other,
Grouping enables the employer to “deem” that all allocations/accrualsin a
narrow range have the same allocation or accrual rate.

All employees who have accrual rates within a specified range above and
below the chosen midpoint rate would be treated as having an accrual rate
equal to that rate. Accrual rates may not be grouped if the accrual rates of
HCEs within the range are significantly higher than the accrual rates of
NHCEs in therange.

Thus, if most of the HCES' accrual rates are substantially above the
midpoint rate, and most of the NHCES' accrual rates are substantially
below the midpoint rate, these accrual rates may not be grouped.

Size of the The sizes of the range are asfollows.
rangesfor
grouping For normal accrual rates, the lowest and highest accrual rates in the range

must be within five percent (not five percentage points) of the midpoint rate.

For most valuable accrual rates, the lowest and highest accrual ratesin the
range must be within 15 percent (not 15 percentage points) of the midpoint
rate.

If accrual rates are determined as a percentage of average annual
compensation, the lowest and highest accrual rates can be below or above the
midpoint rate by one twentieth of a percentage point (.05% or .0005).

Continued on next page
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GROUPING, continued

Example-- The employees of the McManus Co. have the following normal accrual rates
grouping (determined as a percentage of average annual compensation): .8%, .83%,
9%, 1.9%, 2.0% and 2.1%.

For thefirst three rates, the employer chooses a midpoint rate of .85%. Note
that within this range of rates, the accrual rates of the HCEs cannot be
significantly higher than the accrual rates of the NHCEs.

Since these accrual rates fall within .05 percentage points (.0005) of the
midpoint rate, these rates are treated as being .85%. Note that using the
alternative range of .05 percentage points within the midpoint rate produces a
greater range than using the range of 5% within the midpoint rate (.0085 x 5%
isless than .0005).

For the last three rates, the employer chooses a midpoint rate of 2.0%. Again,
note that within this ranges of rates, the accrual rates of the HCEs cannot be
significantly higher than the accrual rates of the NHCES. Since these rates are
no more than 5 percent of the rate above or below thisrate, these rates are
treated as being 2.0%.

Cross testing

Theory of cross  Section 401(a)(4) requires that the contributions or benefits provided under

testing the plan do not discriminate in favor of highly compensated employees
(within the meaning of section 414(q)). This statutory language does not
require that a defined contribution plan provide contributions that do not
discriminate in favor of highly compensated employees or that a defined
benefit plan provides benefits that do not discriminate in favor of highly
compensated employees.

Thus, this statutory language permits a defined contribution plan to
satisfy section 401(a)(4) on the basis of benefits. Crosstesting isthe
method by which contributions to a defined contribution plan are
converted to “equivalent benefits’ to determine whether the defined
contribution plan satisfies section 401(a)(4).

This optional ruleis covered later.
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Imputing permitted disparity

Theory of
per mitted
disparity

Theory of
imputing
permitted
disparity

Section 401(]) of the Code permits a plan to provide a higher allocation or
accrual rate to participants with compensation above a certain level, known as
the integration level.

This higher allocation or accrua rate isto take into account the benefit
provided under Social Security. Under socia security, the benefit provided as
a percentage of compensation decreases as compensation increases. Thus,
section 401(l) allows employers to take into account this disparity in the rates,
by providing a higher percentage of compensation to those participants with
higher compensation.

A plan is allowed to provide for permitted disparity under section 401(l) and
still satisfy the safe harbor requirements under section 1.401(a)(4). A plan
that does not satisfy the safe harbor requirementsis still permitted provide for
permitted disparity under Treas. Reg. section 1.401(a)(4)-7.

In determining whether a plan satisfies the general test, the differencein the
accrual or allocation rates attributed to section 401(l) must be taken out before
the plan istested under the general test.

For example, imputing permitted disparity for aDB plan is accomplished by
adjusting al employees accrual rate asif they were receiving an accrual rate
equal to the excess benefit percentage.

For DB plans, imputing permitted disparity adjusts both the normal
and the most valuable accrual rate.

The affect of imputing permitted disparity is that resulting differences (after
imputation) in those rates do not reflect permitted disparity. Thus, any
differencesin the accrual or allocation rates will not be due to permitted
disparity, even if the plan does not provide for disparity.

Remember, the purpose is to enable the general test plans to take
advantage of permitted disparity. General test plans take advantage of
permitted disparity by taking the effect of permitted disparity out of
the rates.
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