
HOLDINGS

(1) The transfer of interests in non-
statutory stock options and nonqualified
deferred compensat ion from the
employee spouse to the nonemployee
spouse incident to divorce does not result
in a payment of wages for FICA and
FUTA tax purposes.

The nonstatutory stock options are
subject to FICA and FUTA taxes at the
time of exercise by the nonemployee
spouse to the same extent as if the options
had been retained by the employee spouse
and exercised by the employee spouse.
The nonqualified deferred compensation
also remains subject to FICA and FUTA
taxes to the same extent as if the rights to
the compensation had been retained by
the employee spouse. To the extent FICA
and FUTA taxation apply, the wages are
the wages of the employee spouse. The
employee portion of the FICA taxes is
deducted from the wages as and when the
wages are taken into account for FICA
tax purposes.

The income recognized by the nonem-
ployee spouse with respect to the exercise
of the nonqualified stock options is sub-
ject to withholding under section 3402.
The amounts distributed to the nonem-
ployee spouse from the nonqualified
deferred compensation plans are also sub-
ject to withholding under section 3402.
Pursuant to section 31, the nonemployee
spouse is entitled to the credit allowable
for the income tax withheld at the source
on these wages.

(2) The social security wages, Medi-
care wages, social security taxes with-
held, and Medicare taxes withheld, if
applicable, are reportable on a Form W–2
with the name, address, and social secu-
rity number of the employee spouse.
However, no amount is includible in Box
1 and Box 2 of the employee’s Form W–2
with respect to these payments. The
income with respect to the exercise of the
nonqualified stock option by the nonem-
ployee spouse and the distributions from
the nonqualified deferred compensation
plans to the nonemployee spouse are
reportable in Box 3 as other income on a
Form 1099–MISC with the name,
address, and social security number of the
nonemployee spouse. Income tax with-
holding with respect to these payments of

wages is included in Box 4, Federal
income tax withheld.

Income tax withholding on payments
to the nonemployee spouse is included on
a Form 945 filed by Y. The social security
tax and Medicare tax is reported on Y’s
Form 941, and the FUTA tax is reported
on Y’s Form 940.

III. Request for Comments

Comments are requested regarding the
proposed FICA, FUTA, income tax with-
holding, and reporting obligations with
respect to transfers of interests in non-
statutory stock options and nonqualified
deferred compensation incident to
divorce. All comments will be available
for public inspection and copying. Com-
ments must be submitted by July 15,
2002. Comments should reference Notice
2002–31, and be addressed to:

Associate Chief Counsel
(Tax Exempt and Government

Entities)
CC:TEGE
Attn: Employment Taxation of

Transfers Incident to Divorce
Room 5214
Internal Revenue Service
1111 Constitution Ave., N.W.
Washington, DC 20224

In addition, comments may be submitted
electronically via the Internet by sending
them in an e-mail to notice.comments@
irscounsel.treas.gov and specifying the
comments concern Notice 2002–31.

IV. Proposed Effective Date of Proposed
Revenue Ruling

It is proposed that the revenue ruling
described above be effective January 1 of
the calendar year beginning not less than
120 days after the publication of the con-
clusions proposed in this notice as a rev-
enue ruling or other document. For peri-
ods before the effective date, it is
expected that the revenue ruling will pro-
vide relief to employers for reasonable,
good faith interpretations, including the
interpretation in the proposed revenue
ruling. However, with respect to compen-
sation that is transferred to a spouse inci-
dent to divorce, it is expected that failure

to treat nonqualified stock option com-
pensation, or amounts deferred under a
nonqualified deferred compensation plan,
as subject to FICA will not be considered
a reasonable, good faith interpretation.

Drafting Information

The principal author of this notice is
A. G. Kelley of the Office of the Associ-
ate Chief Counsel (Tax Exempt and Gov-
ernment Entities). However, other person-
nel from Treasury and the Service
participated in its development. For fur-
ther information regarding this notice,
contact A. G. Kelley at (202) 622–6040
(not a toll-free call).

26 CFR 601.201: Rulings and determination letters
(Also, Part I, § 401; § 1.401(a)–2.)

Rev. Proc. 2002–21

SECTION 1. INTRODUCTION

.01 Introduction. This revenue proce-
dure describes steps that may be taken to
ensure the qualified status of defined con-
tribution retirement plans maintained by
professional employer organizations
(PEOs) for the benefit of Worksite
Employees. PEOs are also commonly
known as employee leasing organizations.

.02 Potential for plan disqualification.
The employment relationship between
workers and the employer maintaining a
plan is fundamental to whether a plan is
qualified under § 401(a) of the Internal
Revenue Code. The determination of
whether an employment relationship
exists depends on the facts and circum-
stances of each particular case. If a retire-
ment plan provides benefits for individu-
als who are not employees of the
employer maintaining the plan, the plan
does not satisfy the exclusive benefit rule
contained in § 401(a)(2), and therefore
could be disqualified.

03. Relief from disqualification of
plan. The Service recognizes the com-
plexity involved in the determination of
whether a Worksite Employee is the com-
mon law employee of the PEO or the cli-
ent organization (CO), as well as the need
of the PEO, the CO, Worksite Employees,
and plan administrators for certainty in
this area. Accordingly, this revenue proce-
dure provides a framework under which
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plans sponsored by PEOs will not be
treated as violating the exclusive benefit
rule solely because they provide benefits
to Worksite Employees. Under the
approach provided in this revenue proce-
dure, a PEO that maintains a defined con-
tribution retirement plan may establish a
multiple employer plan that benefits
Worksite Employees providing services
to COs. For PEOs that do not wish to
establish a multiple employer plan, the
revenue procedure provides transition
rules under which the existing PEO plan
will be treated as a qualified plan if it is
terminated by a specified date.

SECTION 2. PURPOSE

.01 In general. The purpose of this
revenue procedure is to provide relief
with respect to certain defined contribu-
tion retirement plans maintained by a
PEO (“PEO Retirement Plans”) that ben-
efit Worksite Employees.

.02 Scope of relief. With regard to PEO
Retirement Plans established prior to May
13, 2002, if the requirements of section 5
are met, the Service will not disqualify
the PEO Retirement Plan solely on
account of an exclusive benefit rule vio-
lation under § 401(a)(2) for a plan year
beginning before the Compliance Date if
that violation results from the PEO
Retirement Plan benefitting Worksite
Employees who are not the PEO’s
employees. Relief provided under this
revenue procedure applies only with
respect to the PEO Retirement Plan for
which relief is granted and not to other
plans maintained by a CO or the PEO.

.03 No effect on other law. The relief
provided under this revenue procedure
with respect to the provisions of § 401(a)
has no effect on the rights of any party
under any other law, including Title I of
the Employee Retirement Income Secu-
rity Act of 1974 and other provisions of
the Internal Revenue Code.

SECTION 3. BACKGROUND

.01 In general. An employee leasing
arrangement typically involves the inter-
action among three parties: the PEO, the
CO, and the Worksite Employees. In a
typical situation, a PEO enters into an
agreement with a CO whereby employees
become Worksite Employees and con-
tinue to provide services to the CO.

.02 Employment relationship. The
issue of whether a worker is an employee
of a particular entity for employment tax
purposes is determined by reference to
§ 3121(d), which incorporates the com-
mon law definition of employee. The
Supreme Court has also applied this com-
mon law definition of employee for pur-
poses of determining whether a worker is
an employee entitled to receive benefits
under a retirement plan. See Nationwide
Mutual Insurance Co. v. Darden, 503
U.S. 318 (1992). Courts have also found
that common law factors are applicable to
determine which of two entities is the
employer for purposes of retirement
plans. The critical issue in determining
who is the employer of an individual is
which entity has the right to direct and
control the individual performing the ser-
vices. If it is found that the CO, not the
PEO, is the employer, the plan main-
tained by a PEO that benefits Worksite
Employees of the CO would fail to satisfy
the exclusive benefit rule. See Profes-
sional and Executive Leasing, Inc. v.
Commissioner, 89 T.C. 225 (1987), aff’d,
862 F.2d 751 (9th Cir. 1988).

.03 Exclusive benefit rule. Section
401(a)(2) provides that a trust forming a
part of a qualified pension, profit-sharing,
or stock bonus plan must be a trust estab-
lished and maintained by an employer for
the exclusive benefit of that employer’s
employees and their beneficiaries
(“exclusive benefit rule”). Therefore, a
retirement plan that provides benefits for
individuals who are not employees of the
employer maintaining the plan (and who
are not otherwise treated as employees
under rules such as those under § 414)
violates the exclusive benefit rule and
does not satisfy the requirements of
§ 401(a).

.04 Leased employees. Section 414(n)
does not permit PEOs to maintain plans
for Worksite Employees who are not the
common law employees of the PEO. Sec-
tion 414(n) deals with individuals who
are not common law employees of the
entity for which they perform services
(“recipient”) but who might have to be
taken into account in determining
whether a retirement plan maintained by
the recipient satisfies the requirements of
§ 401(a). Notice 84–11 (1984–2 C.B.
469) provides questions and answers
relating to § 414(n). Section 414(n)

addresses the relationship between the
recipient and the leased workers, but it
does not apply to situations in which a
worker is the common law employee of
the recipient.

.05 Multiple employer plan. Section
413(c) provides rules for the qualification
of a plan maintained by more than one
employer (i.e., a “multiple employer
plan”). Under § 413(c)(2), in determining
whether a multiple employer plan com-
plies with the exclusive benefit rule, all
employees benefitting under the multiple
employer plan are treated as the employ-
ees of all employers who maintain the
plan. Additionally, an employee’s service
with all of the employers participating in
the plan is taken into account for pur-
poses of vesting under § 411 and plan
participation under § 410(a). See § 413
(c)(1) and (3). Similarly, for purposes of
the contribution and benefit limitations of
§ 415, an employee’s compensation from
all employers participating in the plan is
taken into account. See § 1.415–1(e)(1)
of the Income Tax Regulations. Other
rules apply separately to each participat-
ing employer and its employees. For
example, nondiscrimination testing under
§ 401(a)(4) and § 401(k), and coverage
testing under § 410(b), are performed
separately for each employer maintaining
the multiple employer plan. See
§ 1.401(a)(4)–1(c)(4), § 1.413–2(a)(3)(ii)
and § 1.401(k)–1(g)(11). Top-heavy
requirements under § 416 also apply
separately to each employer. See
§ 1.416–1, Q&A G–2.

SECTION 4. RELIEF AVAILABLE

.01 No disqualification of PEO Retire-
ment Plan. If a PEO has a PEO Retire-
ment Plan in existence on May 13, 2002,
that benefits Worksite Employees, section
5 provides the PEO with the option of
either converting the PEO Retirement
Plan to a multiple employer plan or termi-
nating the plan. If a PEO timely satisfies
the requirements of section 5, the Service
will not disqualify its PEO Retirement
Plan solely on the grounds that the plan
violates or has violated the exclusive ben-
efit rule for plan years beginning before
the Compliance Date by benefitting
Worksite Employees who are not the
PEO’s employees.

.02 Effective Dates. (1) Compliance
Date. Except as specifically provided, all
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remedial actions and other requirements
in section 5 must be completed by the
Compliance Date. The Compliance Date
is the last day of the first plan year of the
PEO Retirement Plan beginning on or
after January 1, 2003. For a calendar year
plan, the Compliance Date is December
31, 2003.

(2) PEO Decision Date. The PEO
Decision Date is the date by which the
PEO must take specified actions affirm-
ing its decision whether to terminate the
PEO Retirement Plan or maintain a mul-
tiple employer retirement plan that ben-
efits Worksite Employees. The PEO Deci-
sion Date is the date that is 120 days after
the first day of the plan year beginning on
or after January 1, 2003. For a calendar
year plan, the PEO Decision Date is May
2, 2003.

.03 Plan terminations. For the pur-
pose of determining whether a PEO
Retirement Plan or Spinoff Retirement
Plan satisfies the qualification require-
ments in § 401(a) upon plan termination
(as described in section 5.06), Worksite
Employees may be treated as if they were
employees of the PEO.

SECTION 5. REMEDIAL ACTION
REQUIRED

.01 In general. In order to obtain the
relief provided in section 4, the plan
sponsor of a PEO Retirement Plan must
either terminate the PEO Retirement Plan
in accordance with section 5.02, or con-
vert the PEO Retirement Plan into a mul-
tiple employer plan (“Multiple Employer
Retirement Plan”) in accordance with
section 5.03.

.02 Termination Option. (1) Termina-
tion of PEO Retirement Plan. If a PEO
chooses to terminate a PEO Retirement
Plan in accordance with this section, the
PEO must adopt a resolution of its board
of directors (or, if the PEO is not a corpo-
ration, it must take comparable binding
action, such as a partnership vote) on or
before the PEO Decision Date, providing
that the plan will be terminated on or
before the Compliance Date. After the
date of termination, all assets in the
plan’s related trust must be distributed as
soon as administratively feasible. See
Rev. Rul. 89–87 (1989–2 C.B. 81). Con-
sequently, the mere discontinuance of
contributions under the PEO Retirement

Plan is not a termination of the plan and
will not satisfy the requirements of this
section.

(2) Notification of COs. The PEO must
provide notice of the options set forth in
section 5.02(3) to each CO that has Work-
site Employees with accrued benefits in
the PEO Retirement Plan. The PEO must
specify in the notice the date by which
each CO must notify the PEO of the
option it selects. This notice must be sent
on or before the PEO Decision Date.

(3) CO Options. The PEO must pro-
vide each CO with all of the following
options:

(a) Transfer of assets and liabilities to
CO plans. The CO may choose to have
the assets and liabilities of the PEO Plan
that are attributable to Worksite Employ-
ees performing services for the CO trans-
ferred to a retirement plan of the CO as
provided in section 5.04(1). The transfer
of assets and liabilities attributable to
Worksite Employees performing services
for the CO to the CO’s plan must be com-
pleted on or before the Compliance Date.

(b) Spinoff of assets and liabilities to a
separate plan and termination of that
plan. The CO may choose to have the
assets and liabilities of the PEO Retire-
ment Plan that are attributable to its
Worksite Employees spun off to a Spinoff
Retirement Plan, which is then termi-
nated, as provided in section 5.04(2). The
spinoff and termination must be com-
pleted on or before the Compliance Date.
Plan assets must be distributed as soon as
administratively feasible after the plan
termination date.

(4) CO Decision and Implementation.
The CO must provide notice of the
selected option to the PEO by a date
specified by the PEO. If a CO fails to
timely inform the PEO of the option it
selected, the PEO must treat the CO as
having selected option 5.02(3)(b) (Spinoff
and Termination). The PEO must imple-
ment the choice made or deemed made by
each CO on or before the Compliance
Date.

(5) Determination Letter request. The
PEO must request determination letters
on the termination of the PEO Retirement
Plan and the Spinoff Retirement Plan. See
section 5.06 of this revenue procedure for
further information on determination let-
ters on plan terminations.

.03 Conversion Option. (1) Conversion
to Multiple Employer Retirement Plan. A
PEO may choose to convert the PEO
Retirement Plan to a Multiple Employer
Retirement Plan, effective the first day of
the first plan year beginning after the
Compliance Date. If the PEO chooses this
option, the PEO must satisfy the require-
ments of section 5.03(2) through (6). In
addition, the Multiple Employer Retire-
ment Plan must be adopted by those COs
that wish to have Worksite Employees
participate in the plan. To the extent that
a PEO Retirement Plan is converted into
a Multiple Employer Retirement Plan,
assets and liabilities will remain in the
plan and not be distributed to participants.

(2) Adoption of Plan Amendments. The
PEO must adopt plan amendments neces-
sary to convert the PEO Retirement Plan
to a Multiple Employer Retirement Plan
on or before the PEO Decision Date. The
effective date of the plan amendments
adopted by the PEO must be no later than
the first day of the first plan year begin-
ning after the Compliance Date.

(3) Notification of COs. The PEO must
provide notice of the options set forth in
section 5.03(4) to each CO that has Work-
site Employees with accrued benefits in
the PEO Retirement Plan. The PEO must
specify in the notice the date by which
each CO must notify the PEO of the
option it selects. This notice must be sent
on or before the PEO Decision Date.

(4) CO Options. The PEO must pro-
vide each CO with all of the following
options:

(a) Adoption of Multiple Employer
Retirement Plan. The CO may adopt the
Multiple Employer Retirement Plan. The
CO must adopt the Multiple Employer
Retirement Plan by the first day of the
first plan year beginning after the Com-
pliance Date (or any earlier date as may
be specified by the PEO). If a CO
chooses this option, the Worksite
Employees performing services for the
CO may participate in the Multiple
Employer Retirement Plan after its adop-
tion by the CO without causing the plan
to fail to satisfy the exclusive benefit rule.
If a CO has not adopted the Multiple
Employer Retirement Plan by the first
day of the first plan year beginning after
the Compliance Date (or any earlier date
as may be specified by the PEO), the
Multiple Employer Retirement Plan may
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not accept contributions after the Compli-
ance Date on behalf of the Worksite
Employees performing services for the
CO. In that event, the assets and liabilities
attributable to the COs must be spun off
as soon as administratively feasible to a
Spinoff Retirement Plan.

(b) Transfer of assets and liabilities to
CO plans. The CO may choose to have
the assets and liabilities of the PEO
Retirement Plan that are attributable to its
Worksite Employees transferred to a
retirement plan of the CO as provided in
section 5.04(1). The transfer must be
completed on or before the Compliance
Date.

(c) Spinoff of assets and liabilities to a
separate plan and termination of that
plan. The CO may choose to have the
assets and liabilities of the PEO Retire-
ment Plan that are attributable to its
Worksite Employees spun off to a Spinoff
Retirement Plan that is then terminated,
as provided for in section 5.04(2). The
spinoff and termination must occur on or
before the Compliance Date. Plan assets
must be distributed as soon as administra-
tively feasible after the plan termination
date

(5) CO Decision and Implementation.
The CO must provide notice of the
selected option to the PEO by a date
specified by the PEO. If a CO fails to
timely inform the PEO of the option it
selected, the PEO must treat the CO as
having selected option 5.03(4)(c) (Spinoff
of assets and liabilities). The PEO must
implement the choice made or deemed
made by each CO on or before the Com-
pliance Date.

(6) Determination Letter request. The
PEO must request determination letters
on the Multiple Employer Retirement
Plan and the Spinoff Retirement Plan. See
section 7.02 of this revenue procedure for
further information on an application for
a determination letter on the qualified sta-
tus of a Multiple Employer Retirement
Plan. See section 5.06 of this revenue
procedure for further information on
determination letters on plan termina-
tions.

.04 Transfers to CO’s plan or Spinoff
of CO’s assets and liabilities. This section
5.04 applies if the PEO decides to termi-
nate the PEO Retirement Plan; if a CO
chooses to terminate its participation in
the PEO Retirement Plan and transfer its

attributable assets and liabilities to the
CO’s plan; or if a CO’s attributable assets
and liabilities are spun off to a Spinoff
Retirement Plan and distributed in con-
nection with the termination of the
Spinoff Retirement Plan.

(1) Transfers to CO’s plan. (a) Docu-
mentation of qualified status of plan
maintained by the CO. If a CO chooses to
transfer its attributable assets and liabili-
ties in a PEO’s Retirement Plan to the
CO’s plan, the CO must provide the PEO,
on or before a date specified by the PEO,
with documentation that the plan to which
assets are transferred is a qualified plan
established and maintained by the CO. If
such documentation is provided, the PEO
must transfer the assets and liabilities
attributable to the Worksite Employees
from the PEO Retirement Plan to the
CO’s plan before the Compliance Date. If
the CO fails to provide the PEO with this
documentation, or any other information
required by the PEO to effect transfer, on
or before the date specified by the PEO,
the PEO must utilize the procedures in
section 5.04(2).

(b) Qualified Plan Determination. For
purposes of determining whether a CO
maintains a qualified plan, a “qualified
plan” is a retirement plan that on or
before the Compliance Date either (i) had
received a favorable determination, notifi-
cation, or opinion letter that considered
GUST (GUST is an acronym for the Uru-
guay Round Agreements Act (GATT), the
Uniformed Services Employment and
Reemployment Rights Act of 1994
(USERRA), the Small Business Job Pro-
tection Act of 1996 (SBJPA), the Tax-
payer Relief Act of 1997 (TRA’97), the
Internal Revenue Service Restructuring
and Reform Act of 1998 (RRA’98) and
the Community Renewal Tax Relief Act
of 2000) or (ii) had submitted a request to
the Service for a determination letter that
considers GUST.

(2) Spinoff and termination. If a CO
chooses a spinoff, or fails to timely notify
the PEO of its selection, the PEO must
implement a spinoff of the assets and
liabilities of the PEO’s Retirement Plan
that are attributable to the CO’s Worksite
Employees to a Spinoff Retirement Plan.
The Spinoff Retirement Plan may receive
and hold assets and liabilities attributable
to Worksite Employees of all of the COs
that selected the spinoff option or failed

to timely notify the PEO of a selection.
The PEO must then terminate the Spinoff
Retirement Plan on or before the Compli-
ance Date and distribute benefits to the
Worksite Employees performing services
for the COs as soon as administratively
feasible after the termination date. For
purposes of this revenue procedure, a
spinoff means a spinoff of plan assets and
liabilities attributable to the Worksite
Employees performing services for the
COs selecting the spinoff option (or fail-
ing to timely select an option) from the
PEO Retirement Plan to a Spinoff Retire-
ment Plan that satisfies the transfer
requirements of § 414(l).

.05 Methods of providing notice. Any
notice required to be provided under this
revenue procedure may be sent by any
method, including an electronic medium,
that reasonably ensures that the intended
recipient will receive timely and adequate
notice. For purposes of this revenue pro-
cedure, notice sent by United States mail
is considered sent as of the date of the
United States postmark stamped on the
cover in which the notice is mailed.

.06 Plan terminations. (1) Request for
determination letter on plan termination.
In choosing any of the options relating to
plan terminations, a PEO must request a
determination letter on the plan termina-
tion. Section 12 of Rev. Proc. 2002–6
(2002–1 I.R.B. 203) explains the proce-
dures for requesting determination letters
involving qualification of a plan upon
plan termination. The permanency
requirement described in § 1.401–1(b)(2)
will not be raised as a disqualifying
defect for plans being terminated pursu-
ant to this revenue procedure. The request
for a determination letter must be made
within one year of the date of termination
using the applicable provisions of Rev.
Proc. 2002–6.

(2) Distribution treated as being from
a qualified plan. Distributions made to
Worksite Employees upon the termination
of the PEO Retirement Plan or Spinoff
Retirement Plan in accordance with this
section will not fail to be eligible for
favorable tax treatment accorded distribu-
tions from qualified plans (including eli-
gibility for tax-free rollovers) solely
because the plan violated the exclusive
benefit rule of § 401(a)(2).

.07 Example. (i) A PEO maintains a
PEO Retirement Plan established in 1994,
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and the PEO uses the calendar year for its
plan year. The PEO Retirement Plan
treats all Worksite Employees performing
services for COs as employees of the
PEO. There are 75 COs with Worksite
Employees benefiting under the PEO
Retirement Plan.

(ii) After reviewing the options set
forth in section 5, the PEO decides to
convert the PEO Retirement Plan to a
Multiple Employer Retirement Plan. In
accordance with the requirements of sec-
tion 5.03, on January 31, 2003, the PEO
adopts amendments to the PEO Retire-
ment Plan converting the plan to a Mul-
tiple Employer Retirement Plan, effective
January 1, 2004. On February 14, 2003,
the PEO mails notification to each CO
that it has decided to convert the PEO
Retirement Plan to a Multiple Employer
Retirement Plan and explains the options
available to the CO as described in sec-
tion 5.03(4). In its letter to the COs, the
PEO explains that each CO has until
August 15, 2003, to notify the PEO, in
writing, of its choice. The letter explains
that if the CO does not notify the PEO of
its selected option on or before August
15, 2003, the PEO will treat the CO as
having selected the spinoff and termina-
tion option. The letter further explains
that if a CO elects to adopt the Multiple
Employer Retirement Plan, the Plan must
be adopted on or before December 1,
2003.

(iii) By August 15, 2003, fifty of the
COs with Worksite Employees benefitting
under the PEO Retirement Plan notify the
PEO of their decision to adopt and main-
tain the Multiple Employer Retirement
Plan for the Worksite Employees. By
December 1, 2003, forty-nine of the fifty
COs adopted the Multiple Employer
Retirement Plan, effective January 1,
2004. In accordance with section
5.03(4)(a) of this revenue procedure, on
December 10, 2003, the PEO spins off
the assets and liabilities attributable to the
one CO that did not timely adopt the
Multiple Employer Retirement Plan to a
Spinoff Retirement Plan.

(iv) Ten COs timely elect a transfer, in
which the assets and liabilities attribut-
able to each CO’s Worksite Employees
are transferred to a qualified retirement
plan established and maintained by each
CO, and that satisfy the requirements

described in section 5.04(1). The ten COs
timely provide all information required to
effect the transfer, including documenta-
tion of the plans’ qualified status. The
transfers to each of the CO plans are
completed by December 31, 2003.

(v) Ten COs affirmatively elect the
spinoff and termination option. The PEO
spins off plan assets and liabilities attrib-
utable to the Worksite Employees per-
forming services for those COs to the
Spinoff Retirement Plan on December 10,
2003.

(vi) The remaining five COs failed to
notify the PEO of their choice by August
15, 2003. Therefore, in accordance with
requirements in section 5.03(5), each of
those COs is treated as having selected
the spinoff and termination option as its
choice. The PEO spins off the assets and
liabilities of these COs to the Spinoff
Retirement Plan on December 10, 2003.

(vii) On December 11, 2003, the PEO
terminates the Spinoff Retirement Plan.
On February 5, 2004, the PEO submits an
application for a determination letter on
the termination of the Spinoff Retirement
Plan. The PEO receives a favorable deter-
mination letter on the termination of the
plan. As soon as administratively feasible
following the termination, distributions
are made to the Worksite Employees per-
forming services for the sixteen COs (the
one CO that failed to timely adopt the
Multiple Employer Retirement Plan, the
ten COs that selected the spinoff and ter-
mination option, and the five COs that
failed to timely notify the PEO of their
choice) with assets in the Spinoff Retire-
ment Plan.

(viii) On February 5, 2004, the PEO
submits an application for a determina-
tion letter on the qualified status of the
Multiple Employer Retirement Plan, and
subsequently receives such a determina-
tion letter from the Service. Because the
PEO took all of the steps required in sec-
tion 5 of the revenue procedure, the PEO
Retirement Plan is entitled to the relief set
forth in section 4 of the revenue proce-
dure.

.08 PEOs not electing to take advan-
tage of relief under this revenue proce-
dure. If a PEO does not, as of the Com-
pliance Date, either terminate the PEO
Retirement Plan it maintains for Worksite
Employees performing services for COs

(as provided for in section 5.02) or con-
vert the PEO Retirement Plan to a Mul-
tiple Employer Retirement Plan (as pro-
vided for in section 5.03), the relief in
this revenue procedure is not available for
any violations of the qualification
requirements, including violations of the
exclusive benefit rule, by PEO Retire-
ment Plan.

.09 No Reliance on Determination Let-
ters for PEO Retirement Plans. After the
Compliance Date, a PEO may not rely on
a determination letter for a PEO Retire-
ment Plan that benefits Worksite Employ-
ees performing services for COs, regard-
less of when the determination letter was
issued.

SECTION 6. DEFINITIONS

.01 PEO Retirement Plan. The term
“PEO Retirement Plan” means a defined
contribution plan (including a plan that
includes a cash or deferred arrangement
described in § 401(k)) intended to satisfy
the requirements of § 401(a) or § 403
(a). The definition of a PEO Retirement
Plan does not include a plan maintained
as a multiple employer plan that has been
adopted by a PEO and one or more COs.

.02 Multiple Employer Retirement
Plan. The term “Multiple Employer
Retirement Plan” means a defined contri-
bution plan (including a plan that includes
a cash or deferred arrangement described
in § 401(k)) intended to satisfy the
requirements of § 401(a) or § 403(a), and
§ 413(c), under which each CO is treated
as an employer.

.03 Spinoff Retirement Plan. The term
“Spinoff Retirement Plan” means a sepa-
rate plan established by a PEO for the
specific purpose of a spinoff and termina-
tion as provided for in section 5.04(2).

.04 Worksite Employees. The term
“Worksite Employees” means employees
who receive amounts from a PEO for pro-
viding services to a CO pursuant to a ser-
vice agreement between the PEO and the
CO.

.05 Client Organization. The term
“Client Organization” (CO) means an
organization that enters into a service
agreement with a PEO under which
Worksite Employees provide services to
the organization.
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SECTION 7. PROCEDURES AND
TRANSITIONAL RULE

.01 Other qualification issues. (1) Use
of EPCRS. Plan qualification issues, other
than the exclusive benefit issue for which
relief is provided under this revenue pro-
cedure, may be resolved under the
Employee Plans Compliance Resolution
System (EPCRS). See Rev. Proc.
2001–17 (2001–1 C.B. 589).

(2) Transitional relief for PEOs. For
purposes of determining whether a retire-
ment plan maintained by a PEO for the
benefit of Worksite Employees of COs
satisfies the requirements of § 401(a)(2)
prior to the Compliance Date, a PEO may
treat Worksite Employees as its employ-
ees.

(3) Transitional Rule for Code section
416. For purposes of determining whether
the Multiple Employer Retirement Plan is
top heavy (as defined in § 416(g)
(1)(A)(ii)) in its first plan year, the deter-
mination date with respect to the first
plan year of such plan shall be the last
day of such plan year. See § 416(g)
(4)(C)(ii).

.02 Determination letters. (1) Determi-
nation letter application. Any application
for a determination letter on the qualified
status of any Multiple Employer Retire-
ment Plan adopted and maintained by
PEOs and COs that are seeking relief
under this revenue procedure shall be
made under the relevant provisions of
Rev. Proc. 2002–6.

(2) Time of disqualification provision.
For purposes of § 1.401(b)–1(b) the Ser-
vice will treat the requirement that the
PEO adopt a Multiple Employer Retire-
ment Plan by the Compliance Date as a
disqualifying provision.

.03 Pending examinations no bar to
relief. A PEO Retirement Plan under
examination by the Service is eligible for
the relief provided by this revenue proce-
dure.

SECTION 8. EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 2002–6 is modified.

SECTION 9. EFFECTIVE DATE

This revenue procedure is effective on
May 13, 2002.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Jeanne Royal Singley of the
Employee Plans, Tax Exempt and Gov-
ernment Entities Division. For further
information regarding this revenue proce-
dure, please contact the Employee Plans
taxpayer assistance telephone service at
1–877–829–5500 (a toll-free number),
between the hours of 8:00 a.m. and 6:30
p.m. Eastern time, Monday through Fri-
day. Ms. Singley may be reached at
1–202–283–9888 (not a toll-free number).

of an issue any portion of the proceeds of
which are to be used directly or
indirectly—

(1) to acquire higher yielding invest-
ments, or

(2) to replace funds which were used
directly or indirectly to acquire
higher yielding investments.

04. Section 148(c)(1) provides that a
bond will not be treated as an arbitrage
bond solely by reason of the fact that the
proceeds of the issue of which such bond
is a part may be invested in higher yield-
ing investments for a reasonable tempo-
rary period until such proceeds are
needed for the purpose for which such
issue was issued.

05. Section 1.148–2(e)(3)(i) of the
Income Tax Regulations provides that the
proceeds of an issue that are reasonably
expected to be allocated to restricted
working capital expenditures within 13
months after the issue date qualify for a
temporary period of 13 months beginning
on the issue date.

06. Section 1.148–2(e)(3)(ii) provides
that if an issuer reasonably expects to use
tax revenues arising from tax levies for a
single fiscal year to redeem or retire an
issue, and the issue matures by the earlier
of 2 years after the issue date or 60 days
after the last date for payment of those
taxes without interest or penalty, the tem-
porary period under § 1.148–2(e)(3)(i) is
extended until the maturity date of the
issue.

07. Section 1.148–1(b) provides that
restricted working capital expenditures
are working capital expenditures that are
subject to the proceeds-spent-last rule in
§ 1.148–6(d)(3)(i) and are ineligible for
any exception to that rule.

08. Section 1.148–10(a)(1) provides
that bonds of an issue are arbitrage bonds
if an abusive arbitrage device under
§ 1.148–10(a)(2) is used in connection
with the issue.

09. Section 1.148–10(a)(2) provides
that any action is an abusive arbitrage
device if the action has the effect of (i)
enabling the issuer to exploit the differ-
ence between tax-exempt and taxable
interest rates to obtain a material financial
advantage and (ii) overburdening the tax-
exempt bond market.

10. Section 1.148–10(a)(4) provides
that an action overburdens the tax-exempt
bond market if it results in issuing more
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