Part I11.—-Adm nistrative, Procedural and M scell aneous

Revi ew of |ssues Raised By “New Conparability” Plans

Noti ce 2000- 14

. PURPCSE

The Internal Revenue Service and the Treasury Departnent are
undertaking a review of issues posed by “new conparability” plans and
invite public comments. The Service and Treasury believe it is
appropriate at this time to review the effect of these rapidly
evol ving plan designs with the benefit of coments from pl an
sponsors, plan participants, and other interested parties.

New conparability plans (and simlar plan designs such as
“super-integrated” plans) are defined contribution plans that
generally restrict higher rates of enployer contributions to highly
conpensat ed enpl oyees. The focus of this reviewis the
nondi scrim nation requirenents applicable to these pl ans.

Section 401(a)(4) of the Internal Revenue Code provides that a
plan is a qualified plan only if the contributions or the benefits
provi ded under the plan do not discrimnate in favor of highly
conpensat ed enpl oyees. For purposes of determ ning whether
nonel ective enpl oyer contributions under a defined contribution plan
discrimnate in favor of highly conpensated enpl oyees, the
regul ati ons under 8 401(a)(4) permt such contributions either to be
tested on a present value basis or to be “cross-tested” on a future
val ue basis. Under this cross-testing nethod, contributions are
converted to and tested as equival ent benefits payable at norma
retirement age; the conversion is done by naking an actuari al
projection of the benefits payable at normal retirenent age that are
attributable to such contributions. Thus, this cross-testing nethod
effectively permts nonel ective enployer contributions under a
defined contribution plan to be tested as the equival ent of enployer-
provi ded benefits under a defined benefit plan.

Not wi t hst andi ng the anal yti cal underpinnings of cross-testing,
the Service and Treasury are concerned whet her cross-tested plan
designs that provide for built-in disparities in contribution rates
bet ween hi ghly conpensated and nonhi ghly conpensat ed enpl oyees can be
reconciled with the basic purpose of the nondiscrimnation rules as
applied to defined contribution plans. In this regard, the Service
and Treasury are review ng whether it is appropriate in all cases,
wi thout regard to the particular structure of a cross-tested defined
contribution plan, to allow the projected future value of enployer
contributions to be tested as the equival ent of enpl oyer-provided
benefits under a defined benefit plan.

For exanmple, in a typical new conparability plan, highly
conpensat ed enpl oyees (who tend to be older than a majority of
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nonhi ghly conpensat ed enpl oyees) receive high allocation rates (often
18% to 20% of conpensation), while nonhighly conpensated enpl oyees,
regardl ess of their age or years of service, receive conparatively
low allocation rates (e.g., 3% of conpensation). |In the typical
case, there is a sufficient nunber of young nonhi ghly conpensated
enpl oyees to enable the enployer to denpbnstrate conpliance with the
nondi scri m nati on standards by conparing the actuarially projected
val ue of the snmall allocations for those young nonhi ghly conpensated
enpl oyees with the actuarially projected value of the substantially
| arger allocations for older highly conpensated enpl oyees. The
Service and Treasury are concerned that, by plan design, nonhighly
conpensat ed enpl oyees never have an opportunity to earn the higher
allocation rates as they work additional years for the enployer and
grow ol der. Further, when a sponsor replaces its existing defined
contribution plan with a new conparability plan, rank-and-file

enpl oyees may suffer significant reductions in their allocation
rates, while owners and executives may benefit froma significant
increase in their allocation rates.

1. POSSI BLE APPROACHES

In their review of new conparability plans, the Service and
Treasury are considering what nodifications to the existing rules
applicable to these plans m ght be appropriate. It is anticipated
that any such nodifications would be applied to plans, including
exi sting plans, on a prospective basis only.

One possi bl e approach to address the issues raised by new
conparability plans would be to provide that, for purposes of
determ ni ng whether a defined contribution plan satisfies
8§ 1.401(a)(4)-8(b)(1) of the Income Tax Regul ations (i.e., the rules
governing the cross-testing of defined contribution plans), the right
to receive each rate of nonel ective enployer contributions nust be
currently and effectively avail able on a nondiscrimnatory basis,
determined in a manner generally patterned after the approach under
§ 1.401(a)(4)-4 of the regulations. These regul ations al ready
contain a requirenent that rates of the other three basic types of
contributions -- elective contributions, after-tax enpl oyee
contributions, and enployer matching contributions -- be nmade
currently and effectively available in a nondiscrimnatory manner.

If such an approach were adopted, however, it is anticipated
that, subject to certain conditions, a plan would be permtted to
disregard differences in rates of nonel ective contributions that
result fromdifferences in attained age or service for purposes of
det erm ni ng whether contribution rates are currently available in a
nondi scri m natory manner. Accordingly, under such an approach, the
Service and Treasury anticipate that cross-testing would continue to
be a perm ssible testing alternative for generic age-weighted or
servi ce-based defined contribution plans (plans under which younger
and shorter-service participants becone entitled to higher allocation
rates as they age and accunul ate nore service) and certain other



appropriate plan designs.

Comments are invited on this and other possible approaches
(i ncludi ng appropriate exceptions) to address the issues raised by
new conparability plans. It is requested that coments be submtted
by May 15, 2000, and that they refer to Notice 2000-14. Conments can
be addressed to CC. DOM CORP: R (Noti ce 2000-14), room 5226, |nternal
Revenue Service, POB 7604, Ben Franklin Station, Washi ngton, DC
20044. In the alternative, coments nay be hand delivered between
the hours of 8 aam and 5 p.m to CC DOM CORP: R (Notice 2000-14),
Courier’s Desk, Internal Revenue Service, 1111 Constitution Avenue
NW Washington, DC. Alternatively, taxpayers may transmt conments
electronically via the IRS Internet site at:
http://ww.irs.gov/tax_regs/regslist.htm.

DRAFTI NG | NFORVATI ON

The principal author of this notice is Janmes Flannery of the Tax
Exenpt and Governnent Entities Division. For further information
regarding this notice, please contact the Enployee Plans’ taxpayer
assi stance tel ephone service at (202) 622-6074/ 6075 (not toll-free
nunmbers) between the hours of 1:30 and 3:30 p.m Eastern Tine, Monday
t hrough Thur sday.



