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the contract in the year of his separa-
tion from the service, however, would
not receive capital gains treatment
since the balance to the credit of the
employee with respect to all amounts
under the plan did not become payable
at that time.

(3) If an employee retires and com-
mences to receive an annuity but sub-
sequently in some succeeding taxable
year, he is paid a lump sum in settle-
ment of all future annuity payments,
the capital gains treatment does not
apply to such lump sum settlement
paid during the lifetime of the em-
ployee since it is not a payment on ac-
count of separation from the service, or
death after separation, but is on ac-
count of the settlement of future annu-
ity payments.

(4) If the ‘“‘total amounts’ payable
under all annuity contracts under the
plan with respect to a particular em-
ployee are paid or includible in the
gross income of several payees within
one taxable year on account of the em-
ployee’s death or other separation from
the service or on account of his death
after separation from the service, the
capital gains treatment is applicable.
Thus, if the balance to the credit of a
deceased employee under all annuity
contracts provided under an annuity
plan becomes payable to two payees,
the capital gains treatment is applica-
ble provided the ‘‘total amounts’ pay-
able are received by or includible in
the gross income of both payees within
the same taxable year. However, if the
‘“total amounts” payable are made
available to each payee and one elects
to receive his share in cash while the
other makes a timely election under
section 72(h) to receive his share as an
annuity, the capital gains treatment
does not apply to either payee.

(6) For purposes of determining
whether the total amounts payable to
an employee have been paid within one
taxable year, the term “total
amounts” includes amounts under a
plan which are attributable to con-
tributions on behalf of an individual
while he was self-employed in the busi-
ness with respect to which the plan was
established. Thus, the ‘‘total amounts”
payable are not paid within one taxable
year if amounts remain payable which
are so attributable.
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(6) The term ‘‘total amounts’ does
not include any amount which has been
placed in a separate account for the
funding of benefits described in section
401(h). Thus, a distribution under a
qualified annuity plan may constitute
a distribution of the total amounts
payable with respect to an employee
even though amounts attributable to
the funding of section 401(h) medical
benefits as defined in paragraph (a) of
§1.401-14 are not so distributed.

(c) The provisions of this section are
not applicable to any amounts paid to
a payee to the extent such amounts are
attributable to contributions made on
behalf of an employee while he was a
self-employed individual in the busi-
ness with respect to which the plan was
established. For the taxation of such
amounts, see §1.72-18. For the rules for
determining the amount attributable
to contributions on behalf of an em-
ployee while he was self-employed, see
paragraphs (b)(4) and (c)(2) of such sec-
tion.

[T.D. 6500, 256 FR 11681, Nov. 26, 1960, as
amended by T.D. 6676, 28 FR 10143, Sept. 17,
1963; T.D. 6722, 29 FR 5073, Apr. 14, 1964]

§1.403(b)-1 Taxability of beneficiary
under annuity purchased by a sec-
tion 501(c)(3) organization or public
school.

(a) Amounts paid by employer during
taxable years beginning before January 1,
19586—(1) In general. If an amount is
paid during a taxable year of an em-
ployee (or a retired or former em-
ployee) beginning before January 1,
1958, toward the purchase for such em-
ployee of an annuity contract and such
purchase is not part of an annuity plan
which meets the requirements of sec-
tion 404(a)(2), then such amount is not
required to be included in the gross in-
come of such employee for such taxable
year—

(i) If such amount is paid by an em-
ployer which, at the time of the pay-
ment, is an organization described in
section 501(c)(3) and exempt from tax
under section 501(a), and

(ii) If the purchase of the annuity
contract is merely a supplement to the
past or current compensation of such
employee (within the meaning of sub-
paragraph (2) of this paragraph).
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For purposes of this paragraph, it is
immaterial whether or not the employ-
ee’s rights to the annuity contract are
forfeitable.

(2) Supplement to past or current com-
pensation. For purposes of this para-
graph, whether the purchase of an an-
nuity contract is merely a ‘‘supple-
ment to past or current compensation”
is to be determined by all the sur-
rounding facts and circumstances. One
of the pertinent facts to be taken into
consideration is the ratio of the consid-
eration paid by the employer for an
employee’s contract to the amount of
his past or current compensation. For
example, if the annual premium paid
for an employee’s contract is $1,000 and
his annual salary is $10,000, the ratio
indicates that the premium paid for
the contract is merely a supplement to
the employee’s current compensation.
If, however, an employee receives no
current compensation, or the annual
premiums paid for his annuity contract
approximate his annual salary, the
amount paid for his contract will be
considered to be current compensation
and taxable to the employee in the
year in which it is paid by the em-
ployer. Other pertinent considerations
are whether the annuity contract is
purchased as a result of an agreement
for a reduction of the employee’s an-
nual salary, or whether it is purchased
at his request in lieu of an increase in
current compensation to which he oth-
erwise might be entitled. In such cases,
the amount paid for the contract shall
also be considered to be current com-
pensation.

(b) Amounts paid by employer during
taxable years beginning after December
31, 1957—(1) In general. If amounts are
contributed by an employer during a
taxable year of an employee (or a re-
tired or former employee) beginning
after December 31, 1957, toward the
purchase for such employee of an annu-
ity contract and such purchase is not
part of an annuity plan which meets
the requirements of section 404(a)(2),
then, to the extent such amounts do
not exceed the exclusion allowance for
such taxable year, they are not re-
quired to be included in the gross in-
come of such employee for such taxable
year, if at the time of the contribu-
tion—
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(i) The employer is an organization
described in section 501(c)(3) and ex-
empt from tax under section 501(a), or

(ii) The employer is a State, a polit-
ical subdivision of a State, or an agen-
cy or instrumentality of any one or
more of the foregoing, and the em-
ployee is performing (or has performed)
services for an educational institution
(as defined in section 151(e)(4)), and

(iii) The employee’s rights under the
annuity contract are nonforfeitable ex-
cept for failure to pay future pre-
miums.

See paragraph (d) of this section for
rules relating to the computation of an
employee’s exclusion allowance for a
taxable year.

(2) Forfeitable rights which change to
nonforfeitable rights. If an employee’s
rights under an annuity contract
change from forfeitable to nonforfeit-
able rights, the amount which, under
section 403(d), is includible in the gross
income of such employee by reason of
such change (computed without regard
to subparagraph (1) of this paragraph)
shall, for purposes of subparagraph (1)
of this paragraph, be considered an
amount contributed by the employer
for such annuity contract as of the
time the employee’s rights under the
contract change to nonforfeitable
rights. Such amount will, therefore, be
excludable from the employee’s gross
income for the taxable year in which
the change occurs to the extent that it
is so excludable under the rules con-
tained in this section. In determining
the extent to which such amount is ex-
cludable, this section shall be applied
in the same manner as in the case of
current employer contributions. Thus,
no part of such amount is excludable if
the employer is not an employer de-
scribed in subparagraph (1) of this
paragraph at the time the employee’s
rights under the annuity contract
change from forfeitable to nonforfeit-
able rights. In addition, such amount
will be excludable only to the extent it
does not exceed the employee’s exclu-
sion allowance for the taxable year in
which the change occurs. Since such an
amount is considered as an amount
contributed by the employer at the
time the change occurs, it is immate-
rial whether the employer was an em-
ployer described in subparagraph (1) of
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this paragraph at the time the actual
contributions were made.

(3) Agreement to take a reduction in sal-
ary or to forego an increase in salary. (i)
There is no requirement that the pur-
chase of an annuity contract for an em-
ployee must be merely a ‘‘supplement
to past or current compensation’ in
order for the exclusion provided by this
paragraph to apply to employer con-
tributions for such annuity contract.
Thus, the exclusion provided by this
paragraph is applicable to amounts
contributed by an employer for an an-
nuity contract as a result of an agree-
ment with an employee to take a re-
duction in salary, or to forego an in-
crease in salary, but only to the extent
such amounts are earned by the em-
ployee after the agreement becomes ef-
fective. Such an agreement must be le-
gally binding and irrevocable with re-
spect to amounts earned while the
agreement is in effect. Except as pro-
vided in subdivision (ii) of this sub-
paragraph, the employee must not be
permitted to make more than one
agreement with the same employer
during any taxable year of such em-
ployee beginning after December 31,
1963; the exclusion provided by this
paragraph shall not apply to any
amounts which are contributed under
any further agreement made by such
employee during the same taxable year
beginning after such date. However,
the employee may be permitted to ter-
minate the entire agreement with re-
spect to amounts not yet earned.

(ii) An individual who is employed by
an organization described in section
415(c)(4) may make a salary reduction
agreement for his taxable year begin-
ning in 1976 or 1977 at any time before
the end of the 1976 or 1977 taxable year,
respectively, without the agreement’s
being considered a new agreement
within the meaning of this subpara-
graph. The agreement for 1976 may be
made on or before June 15, 1977, and the
agreement for 1977 may be made on or
before April 17, 1978. This special rule
only applies if the individual makes a
statement of intention in accordance
with §11.415(c)(4)-1(b) electing, or de-
termines his income tax liability for
the taxable year in a way which is con-
sistent with, one of the alternative
limitations under section 415(c)(4) for
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1976 or 1977 (as the case may be). The
salary reduction agreement for 1976
may be made effective with respect to
any amount earned during the tax-
payer’s most recent one-year period of
service (as defined in paragraph (f) of
this section) ending not later than the
end of the 1976 taxable year, notwith-
standing subdivision (i) of this subpara-
graph. Similarly, the salary reduction
agreement for 1977 may be made effec-
tive with respect to such period of serv-
ice ending not later than the end of the
1977 taxable year. If the salary reduc-
tion agreement for 1976 is entered into
at any time after December 31, 1976, or
if the salary reduction agreement for
1977 is entered into at any time after
December 31, 1977, an amended Form
W-2 must be filed on behalf of the indi-
vidual.

(iii) The rules of subdivision (i) of
this subparagraph may be illustrated
by the following example:

Example. A is an employee of X Organiza-
tion (an employer described in section
501(c)(3) and exempt from tax under section
501(a)) for the entire calendar year 1964. A
uses the calendar year as a taxable year. A’s
annual salary as of January 1, 1964, is $12,000.
On February 1, 1964, A and his employer
enter a binding and irrevocable agreement
whereby A is to take a 10-percent reduction
in salary (from $1,000 per month to $900 per
month) and X Organization is to contribute
$100 per month for an annuity contract de-
scribed in section 403(b). The agreement also
provides that A may terminate the entire
agreement with respect to amounts not yet
earned. Since the agreement to reduce A’s
salary and invest the amount of such reduc-
tion in an annuity contract was made after
A earned his salary for January, A’s current
compensation for January is $1,000 even
though the agreement may provide that X
Organization shall contribute $100 with re-
spect to January for the benefit of A for an
annuity contract described in section 403(b).
For February and subsequent months ending
before July 1, 1964, X Organization contrib-
utes $100 per month for A’s annuity. Thus,
A’s current compensation for each of these
months is $900, and the $100 which is contrib-
uted during such months by X Organization
for an annuity contract for A is an employer
contribution to which the exclusion provided
in this paragraph applies. On July 1, 1964, A
becomes entitled to a salary increase of $200
per month and, pursuant to the agreement of
February 1, 1964, X Organization contributes
10 percent of such increase or an additional
$20 per month for a section 403(b) annuity.
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For July and subsequent months ending be-
fore October 1, 1964, X Organization contrib-
utes $120 per month for A’s annuity. Thus,
A’s current compensation for each of these
months is $1,080, and the $120 which is con-
tributed during such months by X Organiza-
tion for an annuity contract for A is an em-
ployer contribution to which the exclusion
provided in this paragraph applies. On No-
vember 1, 1964, A terminates the entire
agreement with respect to amounts not yet
earned. Since the termination occurred after
A earned his salary for the month of Octo-
ber, the contribution for October is an em-
ployer contribution to which the exclusion
provided in this paragraph applies. For the
months November and December, A’s full
salary of $1,200 per month is includible in his
gross income whether or not his employer
makes contributions for a section 403(b) an-
nuity.

(4) Two or more annuity contracts. If,
during a taxable year of an employee,
this paragraph applies to amounts con-
tributed (including amounts which are
considered to be contributed under sub-
paragraph (2) of this paragraph) by his
employer for two or more annuity con-
tracts for such employee, such two or
more annuity contracts shall, for such
taxable year, be considered a single
contract for purposes of applying the
rules contained in this paragraph.

(6) Employees performing services for
public schools. For purposes of this sec-
tion, a person shall be considered an
employee who performs services for an
educational institution (as defined in
section 151(e)(4)) if he is performing
services as an employee directly or in-
directly for such an institution. Thus,
for example, the principal, clerical em-
ployees, custodial employees, and
teachers at a public elementary school
are employees performing services di-
rectly for such an educational institu-
tion. An employee who performs serv-
ices involving the operation or direc-
tion of a State’s, or political subdivi-
sion’s, education program as carried on
through educational institutions (as
defined in section 151(e)(4)) is an em-
ployee performing services indirectly
for such institutions. An employee par-
ticipating in an ‘‘in-home’ teaching
program is included since such pro-
gram is merely an extension of the ac-
tivities carried on by such educational
institutions. On the other hand, a per-
son occupying an elective or appointive
public office is not an employee per-
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forming services for an educational in-
stitution unless such office is one to
which an individual is elected or ap-
pointed only if he has received train-
ing, or is experienced, in the field of
education. The term ‘“‘public office’’ in-
cludes any elective or appointive office
of a State, a political subdivision of a
State, or an agency or instrumentality
of any one or more of the foregoing.
Thus, for example, a regent or trustee
of a State university or a member of a
board of education is not an employee
performing services for an educational
institution. On the other hand, a com-
missioner or superintendent of edu-
cation will generally be considered an
employee performing services for an
educational institution.

(c) Taxation of amounts received under
annuity contracts—(1) In general. The
amounts received by or made available
to any employee under an annuity con-
tract to which paragraph (a) or (b) of
this section applies shall be included in
the gross income of the employee for
the taxable year in which received or
made available, as provided in section
72 (relating to annuities). For taxable
years beginning before January 1, 1964,
section 72(e)(3) (relating to the treat-
ment of certain lump sums), as in ef-
fect before such date, shall not apply to
any amount received by or made avail-
able to any such employee under such
an annuity contract. For taxable years
beginning after December 31, 1963,
amounts received or made available to
any such employee under such annuity
contract may be taken into account in
computations under sections 1301
through 1305 (relating to income aver-
aging).

(2) Taxation of beneficiaries. If, upon
the death of an employee or of a retired
employee, the widow or other bene-
ficiary of such employee is paid, in ac-
cordance with the terms of the annuity
contract relating to the deceased em-
ployee, an annuity or other death ben-
efit, the extent to which the amounts
received by or made available to the
beneficiary must be included in the
beneficiary’s income under subpara-
graph (1) of this paragraph shall be de-
termined in accordance with the rules
presented in paragraph (a)(5) of
§1.402(a)-1.
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(3) Life insurance protection. An indi-
vidual contract issued after December
31, 1962, or a group contract, which pro-
vides incidental life insurance protec-
tion may be purchased as an annuity
contract to which paragraph (a) or (b)
of this section applies. For the rules as
to nontransferability of such contracts
issued after December 31, 1962, see
§1.401-9. For the rules relating to the
taxation of the cost of the life insur-
ance protection and the proceeds there-
under, see §1.72-16. Section 403(b) is not
applicable to premiums paid after Oc-
tober 26, 1956, for individual contracts
which were issued prior to January 1,
1963, and which provide life insurance
protection.

(d) Exclusion allowance—(1) In general.
For purposes of paragraph (b) of this
section, an employee’s exclusion allow-
ance for a taxable year is an amount
equal to the excess, if any, of—

(i) The amount determined by multi-
plying (a) 20 percent of such employee’s
includible compensation in respect of
such taxable year, by (b) such employ-
ee’s total number of years of service as
of the close of such taxable year, over

(ii) The aggregate of (a) the amounts
which have been contributed by the
employer for annuity contracts for
such employee and which were exclud-
able from the gross income of the em-
ployee for any taxable year prior to the
taxable year for which the exclusion al-
lowance is being determined, and (b)
the amounts of compensation exclud-
able from the gross income of the em-
ployee under section 457(a) (relating to
eligible State deferred compensation
plans) for any prior taxable year that
is taken into account as a year of serv-
ice under paragraph (f) of this section.

Compensation deferred under an eligi-
ble State deferred compensation plan
shall be taken into account as de-
scribed in subdivision (ii) of this sub-
paragraph even if the entity sponsoring
the eligible plan is not the employer
purchasing the annuity contract with
respect to which the employee’s exclu-
sion allowance is to be determined. See
paragraph (e) of this section for the
definition of an employee’s includible
compensation in respect of a taxable
year and paragraph (f) of this section
for rules for computing an employee’s

§1.403(b)-1

total number of years of service for an
employer.

(2) More than one employer. If, during
a taxable year of an employee,
amounts are contributed for annuity
contracts for such employee by two or
more employers described in paragraph
(b)(1) (i) or (ii) of this section, a sepa-
rate exclusion allowance shall be com-
puted with respect to each employer.
In such a case, therefore, there shall
not be taken into account, in com-
puting the exclusion allowance with re-
spect to one employer, the ‘“‘includible
compensation” received by the em-
ployee from any other employer, the
employee’s years of service with any
other employer, or amounts which
have been contributed by any other
employer for annuity contracts for
such employee.

(38) Amounts previously contributed by
the employer which were excludable from
the employee’s gross income. In com-
puting, for purposes of subparagraph
(1)(ii) of this paragraph, the aggregate
of the amounts which have been con-
tributed by an employer for annuity
contracts for an employee and which
were excludable from the gross income
of the employee for any taxable year
prior to the taxable year for which the
exclusion allowance is being deter-
mined, there shall be included all con-
tributions made by the employer for
the benefit of the employee—

(i) Which, under section 402(a) or sec-
tion 403(a), were excludable from the
employee’s gross income for any such
prior taxable year by reason of being
contributions to a trust described in
section 401(a) and exempt from tax
under section 501(a) or contributions
toward the purchase of an annuity con-
tract under a plan which meets the re-
quirements of section 404(a)(2) (whether
forfeitable or nonforfeitable); or

(ii) Which, under section 405(d), were
excludable from the employee’s gross
income for any such prior taxable year
by reason of being contributions to-
ward the purchase of United States
bonds under a plan which meets the re-
quirements of section 405(a)(1); or

(iii) Which were excludable from the
employee’s gross income for any such
prior taxable year by reason of being
contributions described in paragraph
(a) or (b) of this section; or
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(iv) (a) Which were excludable from
the employee’s gross income for the
taxable year when made solely by rea-
son of the fact that the employee’s
rights to such contributions were for-
feitable at the time they were made
(and not for any of the reasons de-
scribed in subdivisions (i), (ii), and (iii)
of this subparagraph);

(b) With respect to which the employ-
ee’s rights changed to nonforfeitable
rights prior to the taxable year for
which the exclusion allowance is being
determined; and

(c) Which were not, under section
403(d) and without regard to paragraph
(b) of this section, includible in the em-
ployee’s gross income for the taxable
year in which his rights to such con-
tributions changed from forfeitable to
nonforfeitable rights.

For purposes of subdivisions (i) and
(iii) of this subparagraph, all references
to provisions of the Internal Revenue
Code of 1954 and to provisions of the
regulations under such Code shall also
be considered references to the cor-
responding provisions of prior law and
regulations. See subparagraph (4) of
this paragraph for rules relating to the
allocation of employer contributions to
an employee where the actual con-
tributions are not allocated among in-
dividual employees; or

(v) Which were contributions to a
section 403(b) annuity contract for a
prior taxable year and which exceeded
the limitations of section 415(c)(1) ap-
plicable to the employee. See §1.415—
6(e)(1)(ii) for a more detailed discussion
of this rule. See also §1.415-9(c) for
rules relating to the treatment of cer-
tain contributions to a section 403(b)
annuity contract which are excess con-
tributions because of the aggregation
of the annuity contract with a quali-
fied plan.

4) Determination of  excludable
amounts by allocation of contributions. If,
for any employee, the actual amounts
of employer contributions to a defined
benefit plan described in subparagraph
(3) of this paragraph are not known,
such amounts shall be determined
under the formula described in this
subparagraph or under any other meth-
od utilizing recognized actuarial prin-
ciples which are consistent with the
provisions of the plan under which such
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contributions are made and the method
adopted by the employer for funding
the benefits under the plan. If the for-
mula described in this subparagraph is
to be used, the contributions made by
the employer for the benefit of the em-
ployee as of the end of any taxable year
shall be deemed to be the product of
the quantities described in subdivisions
(i), (di), (iii), and (iv) of this subpara-
graph. Such quantities are—

(i) The projected annual amount of
the employee’s pension (as of the end of
the taxable year) to be provided at nor-
mal retirement age from employer con-
tributions, based upon the provisions of
the plan in effect at such time and
upon the assumption of the employee’s
continued employment with his
present employer at his then current
salary rate.

(ii) The value, from Table I below, at
normal retirement age of an annuity of
$1.00 per annum payable in equal
monthly installments during the life of
the employee, based upon the normal
retirement age as defined in the plan.

(iii) The amount from Table II below
(representing the level annual con-
tribution which will accumulate to
$1.00 at normal retirement age) for the
sum of (a) the number of years remain-
ing from the end of the taxable year to
normal retirement age and (b) the less-
er of the number of years of service
credited through the end of the taxable
year or the number of years that the
plan has been in existence at such
time.

(iv) The lesser of the number of years
of service credited through the end of
the taxable year or the number of
yvears that the plan has been in exist-
ence at such time.

TABLE |I—VALUE AT NORMAL RETIREMENT AGES
OF ANNUITY OF $1.00 PER ANNUM PAYABLE IN
EQUAL MONTHLY INSTALLMENTS DURING THE
LIFE OF THE EMPLOYEE

[For taxable years beginning after July 1, 1986]

Ages Values

40 ...
41
42
43
44

45
46
a7
48 ...

..... 11.49
..... 11.40
..... 11.31
..... 11.22
..... 11.12

..... 11.01
..... 10.91
..... 10.79
..... 10.68
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TABLE |—VALUE AT NORMAL RETIREMENT AGES
OF ANNUITY OF $1.00 PER ANNUM PAYABLE IN
EQUAL MONTHLY INSTALLMENTS DURING THE
LIFE OF THE EMPLOYEE—Continued

[For taxable years beginning after July 1, 1986]

Ages Values

10.56

10.43
10.30
10.18
10.04

9.89

9.75
9.60
9.44
9.28
9.13

8.96
8.79
8.62
8.44
8.25

8.08
7.88
7.70
7.50
7.29

7.10
6.88
6.68
6.46
6.25

6.03
5.82
5.61
5.40
5.20
4.99

NoTE: If the normal form of retirement
benefit under the plan is other than a
straight life annuity, the value from Table I
above should be divided by the figure set
forth below opposite the normal form of re-
tirement benefit provided by the plan:

Annuity for 5 years certain and life

thereafter ........cocovvviiiiiiiiiiininnn. 0.97
Annuity for 10 years certain and life
thereafter ........c.covviiiiiiiiiiiiininninn, 0.90
Annuity for 15 years certain and life
thereafter 0.80
Annuity for 20 years certain and lifi
thereafter .... 0.70
Life annuity with installment refund 0.80
Life annuity with cash refund? ......... 0.75

1The term ‘‘cash refund” refers to refund of accu-
mulated employer contributions, and does not refer
to refund of employee contributions only, often re-
ferred to as ‘‘modified cash refund”.

§1.403(b)-1

TABLE Il—LEVEL ANNUAL CONTRIBUTION WHICH
WILL ACCUMULATE To $1.00 AT END OF
NUMBER OF YEARS

[For taxable years beginning after July 1, 1986]

Number of years Amounts

$1.0000
.4808
.3080
.2219
.1705

.1363
1121
.0940
.0801
.0690

.0601
.0527
.0465
.0413
.0368

.0330
.0296
.0267
.0241
.0219

.0198
.0180
.0164
.0150
.0137

.0125
.0114
.0105
.0096
.0088

.0081
.0075
.0069
.0063
.0058

.0053
.0049
.0045
.0042
.0039

.0036
.0033
.0030
.0028
.0026

.0024
.0022
.0020
.0019
.0017

WoO~N R WNE

(5) Election to have allowance deter-
mined under section 415 rules. Under sec-
tion 415(c)(4)(D), an employee may
elect to have the provisions of section
415(c)(4)(C) (relating to special limita-
tions for annuity contracts purchased
by educational organizations, hospitals
and home health service agencies)
apply for a taxable year. If the em-
ployee so elects, his exclusion allow-
ance is the maximum amount under
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section 415 that could be contributed
by the employer for the benefit of the
employee if the annuity contract for
the benefit of the employee were treat-
ed as a defined contribution plan main-
tained by the employer. Thus, the ex-
clusion allowance for the taxable year
of an employee who makes the election
may not exceed the limitation on con-
tributions and other additions (as de-
scribed in §1.415-6) applicable to the
employee for that taxable year. See
§1.415-7 for provisions applicable in the
event an employer maintains a defined
benefit plan and a defined contribution
plan for the same employee. See §1.415—
8 for provisions applicable in the event
an employer maintains more than one
defined contribution plan covering the
same employee.

(e) Includible compensation—(1) In gen-
eral. For purposes of computing, under
paragraph (d) of this section, an em-
ployee’s exclusion allowance for a tax-
able year, such employee’s includible
compensation in respect of such tax-
able year means the amount of com-
pensation from the employer—

(i) Which was earned during the most
recent period (ending not later than
the close of the employee’s taxable
year for which the exclusion allowance
is being determined) that, under para-
graph (f) of this section, may be count-
ed as one-year of service,

(ii) Which is includible in the em-
ployee’s gross income, and

(iii) In the case of an employee of an

employer described in paragraph
(b)(1)(i1) of this section, which is at-
tributable to services performed for an
educational institution (as defined in
section 151(e)(4)).
See subparagraph (2) of this paragraph
for special rules for determining the
amount of compensation which is in-
cludible in the employee’s gross in-
come.

(2) Special rules for determining the
amount of compensation includible in the
employee’s gross income. For purposes of
subparagraph (1) of this paragraph, the
amount of compensation which is in-
cludible in the employee’s gross in-
come shall be computed without regard
to the exclusions allowed by section
105(d) (relating to wage continuation
plans) and section 911 (relating to
earned income from sources without
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the United States). Therefore, although
amounts received by the employee
from the employer while he is absent
from work on account of personal inju-
ries or sickness may be excludable
from his gross income under section
105(d), such amounts are, nevertheless,
considered as includible in his gross in-
come for purposes of computing his in-
cludible compensation. On the other
hand, in computing the amount which
is includible in the gross income of the
employee for purposes of subparagraph
(1) of this paragraph, there shall not be
included any amount which is contrib-
uted by the employer for an annuity
contract to which paragraph (b) of this
section applies. Thus, although the
amount of any employer contributions
for an annuity contract to which para-
graph (b) of this section applies is, to
the extent it exceeds in any taxable
year the employee’s exclusion allow-
ance for such year, includible in the
employee’s gross income for that year,
such amount is not considered as in-
cludible in the employee’s gross in-
come for purposes of computing his in-
cludible compensation for that year.

(3) Period during which compensation
must be earned. For purposes of com-
puting an employee’s exclusion allow-
ance for a taxable year, there may not
be taken into account, as includible
compensation, any compensation
which was earned by the employee dur-
ing a taxable year ending after the tax-
able year for which the exclusion al-
lowance is being determined. On the
other hand, an employee’s includible
compensation may include all or part
of his compensation earned during a
taxable year prior to the taxable year
for which the exclusion allowance is
being determined. Such a situation can
occur, for example, when an employer
purchases an annuity contract for a re-
tired employee, or when an employer
purchases an annuity contract for a
part-time employee whose most recent
one-year period of service (within the
meaning of paragraph (f) of this sec-
tion) extends over more than one tax-
able year of such employee. For pur-
poses of this subparagraph, it is imma-
terial when the compensation is actu-
ally received by the employee or for
what taxable year it is includible in his
gross income.
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(4) Status of employer. In computing
an employee’s exclusion allowance for
a taxable year, there is not taken into
account, as includible compensation,
any compensation which was earned
during a period when the employer was
not an employer described in paragraph
(b)(1) (i) or (ii) of this section since
under paragraph (f)(2) of this section an
employee is not considered to be in the
service of the employer for any such
period. On the other hand, it is imma-
terial whether the employer is an em-
ployer described in paragraph (b)(1) (i)
or (ii) of this section at the time the
compensation is actually received by
the employee. Thus, if an employee re-
ceives compensation during his 1961
taxable year for services performed
during his 1960 taxable year, such com-
pensation can qualify as includible
compensation if his employer was an
employer described in paragraph (b)(1)
(i) or (ii) of this section during 1960,
even though such employer was not
such an employer during 1961. See,
also, paragraph (b) of this section
which provides that the exclusion al-
lowance is only applicable with respect
to contributions which are made by an
employer at a time when such em-
ployer is an employer described in
paragraph (b)(1) (i) or (ii) of this sec-
tion.

(f) Years of service—(1) In general. In
computing an employee’s exclusion al-
lowance for a taxable year, it is nec-
essary to determine such employee’s
number of years of service for the em-
ployer as of the close of such taxable
year. For this purpose, the number of
years of service of an employee for an
employer shall be determined in ac-
cordance with the rules set forth in
this paragraph. In addition, such rules
are applicable in determining, for pur-
poses of paragraph (e) of this section,
an employee’s most recent one-year pe-
riod of service.

(2) Exempt status requirement. For pur-
poses of determining an employee’s
number of years of service for an em-
ployer and his most recent one-year pe-
riod of service for such employer, an
employee shall not be considered to be
employed by the employer, or to be in
the service of the employer, during any
period that the employer is not an em-
ployer described in paragraph (b)(1) (i)
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or (ii) of this section, or, in the case of
an employee of an employer described
in paragraph (b)(1)(ii) of this section,
during any period when the employee
is not performing services for an edu-
cational institution (as defined in sec-
tion 151(e)(4)). The rule in this subpara-
graph may be illustrated by the fol-
lowing example: A was employed on a
full-time basis by the X scientific orga-
nization during the whole of 1959 and
1960 and during half of 1961. Both A and
the X Organization use the calendar
year as their taxable year. The X Orga-
nization was an organization described
in section 501(c)(3) and exempt from tax
under section 501(a) during the years
1959 and 1961, but not during the year
1960. For purposes of determining A’s
exclusion allowance for 1961, he is con-
sidered to have 1% years of service (his
service during 1959 and 1961) and his
most recent one-year period of service
ending not later than the close of 1961
consists of his service during 1961
(which is equal to %2 year of service)
and his service during the last half of
1959 (which is equal to another 12 year
of service).

(3) Service included. For purposes of
computing an employee’s exclusion al-
lowance for a taxable year, there may
be taken into account, in determining
his number of years of service, all serv-
ice performed by him as of the close of
such taxable year. Therefore, whenever
possible, service performed during each
of the employee’s taxable years should
be considered separately in arriving at
his total number of years of service.
For example, if an employee who re-
ports his income on a calendar year
basis is employed on a full-time basis
on July 1, 1959, and continues on a full-
time basis through December 31, 1960,
his number of years of service as of the
close of his 1960 taxable year should, if
possible, be computed as follows:

(a) Number of years of service performed during 1959
taxable Year ...

(b) Number of years of service performed during 1960
taxable year ..........ccccoeeee.

(c) Total number of years of servi
1960 taxable year ((a)+(b)) ......

12

However, in determining what con-
stitutes a full year of service, the em-
ployer’s annual work period, and not
the employee’s taxable year, is the
standard of measurement. For exam-
ple, in determining whether a professor
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is employed full time, the number of
months in the school’s academic year
shall be the standard of measurement.

(4) Full-time employee for full year. (1)
Each full year during which an indi-
vidual was employed full time shall be
considered as one year of service. In de-
termining whether an individual is em-
ployed full-time, the amount of work
which he is required to perform shall
be compared with the amount of work
which is normally required of individ-
uals holding the same position with the
same employer and who generally de-
rive the major portion of their personal
service income from such position.

(ii)(a) In measuring the amount of
work required of individuals holding a
particular position, any method that
reasonably and accurately reflects such
amount may be used. For example, the
number of hours of classroom instruc-
tion is only an indication of the
amount of work required, but it may be
used as a measure.

(b) In determining whether positions
with the same employer are the same,
all of the facts and circumstances con-
cerning the positions shall be consid-
ered, including the work performed,
the methods by which compensation is
computed, and the descriptions (or ti-
tles) of the positions. For example, an
assistant professor employed in the
English department of a university will
be considered a full-time employee if
the amount of work that he is required
to perform is the same as the amount
of work normally required of assistant
professors of English at that university
who derive the main portion of their
personal service income from such po-
sition.

(c) In case an individual’s position is
not the same as another with his em-
ployer, the rules of this paragraph
shall be applied by considering the
same position with similar employers
or similar positions with the same em-
ployer.

(iii) A full year of service for a par-
ticular position means the usual an-
nual work period of individuals em-
ployed full-time in that general type of
employment at the place of employ-
ment. For example, if a doctor em-
ployed by a hospital works throughout
the 12 months of a year except for a
one-month vacation, such doctor will
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be considered as being employed for a
full year, if the other doctors at that
hospital work 11 months of the year
with a one-month vacation. Similarly,
if the usual annual work period at a
university consists of the fall and
spring semesters, an instructor at that
university who teaches those semesters
will be considered as working a full
year.

(5) Other employees. (i) An individual
shall be treated as having a fraction of
a year of service for each year during
which he was a full-time employee for
part of the year or for each year during
which he was a part-time employee for
the entire year or for a part of the
year.

(ii) In determining the fraction which
represents the fractional year of serv-
ice for an individual employed full
time for part of a year, the numerator
shall be the number of weeks (or
months) during which the individual
was a full-time employee in a position
during that year, and the denominator
shall be the number of weeks (or
months) which is considered under sub-
paragraph (4)(iii) of this paragraph as
the usual annual work period for that
position. For example, if an instructor
is employed full time by a university
for the 1959 spring semester (which
lasts from February 1959 through May
1959), and the academic year of the uni-
versity is 8 months long, beginning in
October 1958, and ending in May 1959,
then he is considered as having com-
pleted % of a year of service.

(iii) In determining the fraction
which represents the fractional year of
service of an individual who is em-
ployed part time for a full year, the nu-
merator shall be the amount of work
required to be performed by the indi-
vidual, and the denominator shall be
the amount of work normally required
of individuals who hold the same posi-
tion. The amount of work required to
be performed by the individual and the
amount of work normally required of
individuals holding the same position
shall be determined in accordance with
the principles of subparagraph (4) of
this paragraph. Thus, if a practicing
physician teaches one course at a local
medical school 3 hours per week for
two semesters and other faculty mem-
bers at that medical school teach 9
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hours per week for two semesters, then
the practicing physician is considered
as having completed 3% of a year of
service.

(iv) In determining the fraction rep-
resenting the fractional year of service
of an individual who is employed part
time for part of a year, it is necessary
to compute the fractional year of serv-
ice if the individual were a part-time
employee for a full year, and the frac-
tional year of service if the individual
were a full-time employee for the part
of a year. The two fractions shall be
multiplied and the product is the frac-
tional year of service of such indi-
vidual who is employed part time for
part of a year. For example, if an attor-
ney who is a specialist in a subject
teaches a course in that subject for 3
hours per week for one semester at a
nearby law school, and the full-time in-
structors at that law school teach 12
hours per week for two semesters, then
the fractional part of a year of service
for such part-time instructor is com-
puted as follows: The fractional year of
service if the instructor were a part-
time employee for a full year is 342
(number of hours employed divided by
the usual number of hours of work re-
quired for that position); the fractional
year of service if the instructor were a
full-time employee for part of a year is
1 (period worked or one semester, di-
vided by usual work period, or 2 semes-
ters). These fractions are multiplied to
obtain the fractional year of service:
312 times 12, or 324 (Vs).

(6) Less than one year of service consid-
ered as one year. If, at the close of a
taxable year, an employee has, under
the rules in this paragraph, a period of
service of less than one year, such em-
ployee shall, nevertheless, be consid-
ered to have one year of service for
purposes of computing his exclusion al-
lowance for that taxable year. Such pe-
riod of service of less than one year
shall also be considered to be such em-
ployee’s most recent one-year period of
service for purposes of determining his
includible compensation.

() Most recent one-year period of serv-
ice. (i) In determining, for purposes of
paragraph (e) of this section (relating
to includible compensation), an em-
ployee’s most recent one-year period of
service, there is first taken into ac-
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count all service performed by the em-
ployee during the taxable year for
which the exclusion allowance is being
determined. For this purpose, there-
fore, an employee’s most recent one-
year period of service may not be the
same as his employer’s most recent an-
nual work period. The rule in this sub-
division may be illustrated by the fol-
lowing example: A, a professor who re-
ports his income on a calendar year
basis, is employed by a university on a
full-time basis during the university’s
1959-1960 and 1960-1961 academic years
(October through May). For purposes of
computing A’s exclusion allowance for
his 1960 taxable year, his most recent
one-year period of service consists of
his service performed during January
through May, 1960 (which is part of the
1959-1960 academic year) and his service
performed during October through De-
cember 1960 (which is part of the 1960—
1961 academic year).

(ii) In the case of a part-time em-
ployee or a full-time employee who is
employed for only part of a year, it will
be necessary to aggregate his most re-
cent periods of service to determine his
most recent one-year period of service.
In such a case, there is first taken into
account his service during the taxable
year for which the exclusion allowance
is being determined; then there is
taken into account his service during
his next preceding taxable year and so
forth until his service equals, in the ag-
gregate, one year of service. For exam-
ple, if an employee, who reports his in-
come on the calendar year basis, is em-
ployed on a full-time basis during the
months July through December 1959 (Y2
year of service), July through Decem-
ber 1960 (Y2 year of service), and Octo-
ber through December 1961 (¥4 year of
service), his most recent one-year pe-
riod of service for purposes of com-
puting his exclusion allowance for 1961
consists of his service during 1961 (Y4
year of service), his service during 1960
(Y2 year of service), and his service dur-
ing the months October through De-
cember 1959 (V4 year of service).

(g) Illustration of computation of exclu-
sion allowance. The exclusion provided
under paragraph (b) of this section may
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be illustrated by the following exam-
ple: A, a professor who reports his in-
come on the calendar year basis, be-
came a full-time employee of X Univer-
sity on October 1, 1958 (beginning of X
University’s 1958-1959 academic year)
and continued as a full-time employee
for the academic years 1958-1959, 1959-
1960, and 1960-1961. X University was,
during all such academic years, an or-
ganization described in section 501(c)(3)
and exempt from tax under section
501(a). X University’s academic year
runs for a period of 8 months: October
through May. A received an annual sal-
ary, all of which was includible in his
gross income, of $8,000 for the 1958-1959
academic year, $8,800 for the 1959-1960
academic year, and $9,600 for the 1960-
1961 academic year. Starting in 1958, X
University contributed amounts to-
ward the purchase of annuity contracts
for A and such purchase was not part of
a qualified annuity plan. X University
paid, as premiums for such contracts,
$1,000 in 1958, $2,000 in 1959, $2,400 in
1960, and $1,400 in 1961. The amount of
such premiums which is excludable
from A’s gross income for the year in
which paid is computed as follows:
1958

(1) Amount contributed by employer for annuity

CONracts iN 1958 .......ccvevvuveeieeieecieccee e $1,000.00
(2) Includible compensation for most recent one-

year period of service (since A was employed

for only ¥s of a year at the close of 1958, this

period is counted as most recent one-year pe-

riod of service) ¥s x $8,000 $3,000.00
(3) 20% x includible compensation .. $600.00
(4) Number of years of service (although A was

employed for less than a year, he is consid-

ered to have one-year of service) . 1
(5) Item (4) x item (3) $600.00
(6) Contributions excludable in prior taxable

years Of A ..o None
(7) Amount excludable from A’s gross income

for 1958 ((5)—(6)) $600.00
(8) Amount includible in

1958 ((1) = (7)) wveerrririiiisiseeee e $400.00

1959

(9) Amount contributed by employer for annuity

CONracts iN 1959 .......oeveevvereeiinecieseneeiens $2,000.00
(10) Includible compensation for most recent

one-year period of service. (¥ x

$8,800+%8x$8,000) ... . $8,800.00
(11) 20% x includible comp $1,660.00
(12) Number of years of service ... 1%s
(13) Item (12) x item (11) $2,282.50
(14) Contributions excludable in prior taxable

years of A (itemM 7)) ..oocovveiiiiiieieeee s $600.00
(15) Amount excludable from A’s gross income

for 1959 ((13) = (14)) eevevveeirericcreeeeceeiae $1,682.50
(16) Amount includible in A’s gross income for

1959 ((9) = (15)) eeverririiiiiieieee e $317.50
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1960

(17) Amount contributed by employer for annuity

CONracts in 1960 .......ccoovvveveeeieeie e $2,400.00
(18) Includible compensation for most recent

one-year period of service

(¥8%x$9,600+%5x$8,800) $9,100.00
(19) 20% x includible compensation $1,820.00
(20) Number of years of service ... 2¥s
(21) Item (20) x item (19) . $4,322.50
(22) Contributions excludable in prior taxable

years ((7) + (15)) .. $2,282.50
(23) Amount excludabl

for 1960 ((21) — (22)) $2,040.00
(24) Amount includible in A’s gross income for

1960 ((17) = (23)) cverreeereiisisisisieeeie s $360.00

1961

(25) Amount contributed by employer for annuity

contracts in 1961 ... $1,400.00
(26) Includible compensation for most recent

one-year period of service (Y8 @ x

$9,600+%5x$9,600) ... $9,600.00
(27) 20% x includible compensation $1,920.00
(28) Number of years of service ... 3
(29) Item (28) x item (27) ...... $5,760.00
(30) Contributions excludable p

years ((7) + (15) + (23)) weovvvvrvrrrrereiceiieennns $4,322.50
(31) Amount excludable from A’s gross income

for 1961 (item (25) since it is less than (29) —

(30)) oo $1,400.00
(32) Amount includable in A’'s gross income for

1961 ((25) — (31)) .. None

[T.D. 6783, 29 FR 18360, Dec. 24, 1964, as
amended by T.D. 6885, 31 FR 7802, June 2,
1966; T.D. 7748, 46 FR 1696, Jan. 7, 1981; T.D.
7836, 47 FR 42337, Sept. 27, 1982; T.D. 8115, 51
FR 45736, Dec. 19, 1986]

§1.403(b)-2 Eligible rollover distribu-
tions; questions and answers.

The following questions and answers
relate to eligible rollover distributions
from annuities, custodial accounts, and
retirement income accounts described
in section 403(b) of the Internal Rev-
enue Code of 1986, as amended by sec-
tions 521 and 522 of the Unemployment
Compensation Amendments of 1992
(Public Law 102-318, 106 Stat. 290)
(UCA). For additional UCA guidance
under sections 401(a)(31), 402(c), 402(f),
and 3405(c), see §§1.401(a)(31)-1, 1.402(c)-
2, 1.402(f)-1, and §31.3405(c)-1 of this
chapter, respectively.

LIST OF QUESTIONS

Q-1: What is the rule regarding distribu-
tions that may be rolled over to an eligible
retirement plan from annuities, custodial ac-
counts, and retirement income accounts de-
scribed in section 403(b)?

Q-2: Is a section 403(b) annuity required to
provide the direct rollover option described
in section 401(a)(31) as a distribution option?
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