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(2) Excluded employees—(i) Age and
service exclusion. All employees are ex-
cluded who are described in §1.414(q)-
1T, A-9(b)(1)({1) (relating to exclusions
based on age or service). For this pur-
pose, the rules in §1.414(q)-1T, A-9 (e)
and (f) (relating respectively to the
17%-hour rule and the 6-month rule)
apply. However, the election in
§1.414(q)-1T, A-9()(2)(i) (permitting
the employer to elect reduced min-
imum age or service requirements)
does not apply.

(i1) Nonresident alien exclusion. All
employees are excluded who are de-
scribed in §1.414(q)-1T, A-9(b)(1)(ii) (re-
lating to the exclusion of nonresident
aliens with no U.S.- source income
from the employer).

(iii) Inclusion of employees covered
under a collective bargaining agreement.
All employees are included who are de-
scribed in §1.414(q)-1T, A-9(b)(1)({ii)(A)
(relating to employees covered under a
collective bargaining agreement) and
who are not otherwise described in
paragraph (g)(2) (i) or (ii) of this A-9.
For this purpose, the exclusion in
§1.414(q)-1T, A- 9(b)(1)({ii)(B) and the
related election in §1.414(q)-1T, A-
9(b)(2)(ii) do not apply.

(3) Applicable period. The determina-
tion of which employees are excluded
employees is made on the basis of the
testing year specified in the regula-
tions under section 414(r) and not on
the basis of the determination year or
the look-back year under section
414(q).

(h) Effective date. The provisions of
this A-9 apply to plan years and testing
years beginning on or after January 1,
1994.

Q&A-10 through Q&A-15: [Reserved]
See §1.414(q)-1T, Q&A-10 through Q&A-
15 for further guidance.

[T.D. 8548, 59 FR 32915, June 27, 1994]

§1.414(q)-1T Highly compensated em-
ployee (temporary).

The following questions and answers
relate to the definition of ‘‘highly com-
pensated employee’ provided in sec-
tion 414(q). The definitions and rules
provided in these questions and an-
swers are provided solely for purposes
of determining the group of highly
compensated employees.
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Q-1: To what employee benefit plans
and statutory provisions is the defini-
tion of highly compensated employee
contained in section 414(q) applicable?

A-1: (a) In general. This definition is
applicable to statutory provisions that
incorporate the definition by reference.

(b) Qualified retirement plans—(1) In
general. Generally, this definition is in-
corporated in many of the non-
discrimination requirements applicable
to pension, profit-sharing, and stock
bonus plans qualified under section
401(a). See, e.g., the nondiscrimination
provisions of sections 401(a) (4) and (b),
401(k)(3), 401(1), 401(m), 406(b), 407(b),
408(k), 410(b) and 411(d)(1). The defini-
tion is also incorporated by certain
other provisions with respect to such
plans, including the aggregation rules
of section 414(m) and section 4975 (tax
on prohibited transactions).

(2) Not applicable where mnot incor-
porated by reference. This definition is
not applicable to qualified plan provi-
sions that do not incorporate it. See,
e.g., section 415 (limitations on con-
tributions and benefits), with the ex-
ception of section 415(c)(3)(C) and
415(c)(6) (special rules for permanent
and total disability and employee
stock ownership plans respectively).
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(c) Other employee benefit plans or ar-
rangements. This definition is incor-
porated by various sections relating to
employee benefit provisions. See, e.g.,
section 89 (certain other employee ben-
efit plans), section 106 (accident and
health plans), 117(d) (qualified tuition
reduction), section 125 (cafeteria
plans), section 129 (dependent care as-
sistance programs), section 132 (certain
fringe benefits), section 274 (certain en-
tertainment, etc. expenses), section
423(b) (employee stock purchase plan
provisions), section 501(c) (17) and (18)
(certain exempt trusts providing bene-
fits to employees), and section 505 (cer-
tain exempt organizations or trusts
providing benefits to individuals). See
the respective sections for the applica-
ble effective dates.

(d) ERISA. This definition is not de-
terminative with respect to any provi-
sions of Title I of the Employee Retire-
ment Income Security Act of 1974
(ERISA), unless it is explicitly incor-

porated by reference (e.g., section
408(b)(1)(B)).
Q-2: Who is a highly compensated
employee?

A-2: The group of employees (includ-
ing former employees) who are highly
compensated employees consists of
both highly compensated active em-
ployees (see A-3 of this §1.414(q)-1T)
and highly compensated former em-
ployees (see A—4 of this §1.414(q)-1T). In
many circumstances, highly com-
pensated active employees and highly
compensated former employees are
considered separately in applying the
provisions for which the definition of
highly compensated employees in sec-
tion 414(q) is applicable. Specific rules
with respect to the treatment of highly
compensated active employees and
highly compensated former employees
will be provided in the regulations with
respect to the sections to which the
definition of highly compensated em-
ployees is applicable.

Q-3: Who is a highly compensated ac-
tive employee?

A-3: (a) General rule. For purposes of
the year for which the determination is
being made (the determination year), a
highly compensated active employee is
any employee who, with respect to the
employer, performs services during the
determination year and is described in
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any one or more of the following
groups applicable with respect to the
look-back year calculation and/or de-
termination year calculation for such
determination year. See A-14 for rules
relating to the periods for which the
look-back year calculation and deter-
mination year calculation are to be
made.

(1) Look-back year calculation.

(i) 5-percent owner. The employee is a
5-percent owner at any time during the
look-back year (i.e., generally, the 12-
month period immediately preceding
the determination year; see A-14. (See
A-8 of this §1.414(q)-1T.)

(ii) Compensation above $75,000. The
employee receives compensation in ex-
cess of $75,000 during the look-back
year.

(iii) Compensation above $50,000 and
top-paid group. The employee receives
compensation in excess of $50,000 dur-
ing the look-back year and is a member
of the top-paid group for the look-back
year. (See A-9 of this §1.414(q)-1T.)

(iv) Officer. The employee is an ‘‘in-
cludible officer” during the look-back
year. (See A-10 of this §1.414(q)-1T.)

(2) Determination year calculation.

(i) 5-percent owner. The employee is a
5-percent owner at any time during the
determination year. (See A-8 of this
§1.414(q)-1T.)

(ii) Top-100 employees. The employee
is both (A) described in paragraph
(a)(1)(1), (ii) and/or (iv) of this A-3,
when such paragraphs are modified to
substitute the determination year for
the look-back year, and (B) one of the
100 employees who receive the most
compensation from the employer dur-
ing the determination year.

(b) Rounding and tie-breaking rules. In
making the look-back year and deter-
mination year calculations for a deter-
mination year, it may be necessary for
an employer to adopt a rule for round-
ing calculations (e.g., in determining
the number of employees in the top-
paid group). In addition, it may be nec-
essary to adopt a rule breaking ties
among two or more employees (e.g., in
identifying those particular employees
who are in the top-paid group or who
are among the 100 most highly com-
pensated employees). In such cases, the
employer may adopt any rounding or
tie-breaking rules it desires, so long as
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such rules are reasonable, nondiscrim-
inatory, and uniformly and consist-
ently applied.

(c) Adjustments to dollar thresholds—(1)
Indexing of dollar thresholds. The dollar
amounts in paragraph (a)(1) (i) and (ii)
of this A-3 are indexed at the same
time and in the same manner as the
section 415(b)(1)(A) dollar limitation
for defined benefit plans.

(2) Applicable dollar threshold. The ap-
plicable dollar amount for a particular
determination year or look-back year
is the dollar amount for the calendar
year in which such determination year
or look-back year begins. Thus, the
dollar amount for purposes of deter-
mining the highly compensated active
employees for a particular look-back
year is based on the calendar year in
which such look-back year begins, not
the calendar year in which such look-
back year ends or in which the deter-
mination year with respect to such
look-back year begins.

(d) Employees described in more than
one group. An individual who is a high-
ly compensated active employee for a
determination year, by reason of being
described in one group in paragraph (a)
of this A-3, under either the look-back
year calculation or the determination
year calculation, is not disregarded in
determining whether another indi-
vidual is a highly compensated active
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employee by reason of being described
in another group under paragraph (a).
For example, an individual who is a
highly compensated active employee
for a determination year, by reason of
being a 5-percent owner during such
year, who receives compensation in ex-
cess of $50,000 during both the look-
back year and the determination year,
is taken into account in determining
the group of employees who are highly
compensated active employees for such
determination year by reason of receiv-
ing more than $50,000, and being in the
top-paid group under either or both the
look-back year calculation or deter-
mination year calculation for such de-
termination year.

(e) Examples. The following examples,
in which the determination year and
look-back year are the calendar year,
are illustrative of the rules in para-
graph (a) of this A-3. For purposes of
these examples, the threshold dollar
amounts in paragraph (a)(1) (ii) and
(iii) of this A-3 are not increased pursu-
ant to paragraph (c) of this A-3.

Example (1). Employee A, who is not at any
time a 5-percent owner, an officer, or a mem-
ber of the top-100 within the meaning of
paragraph (a)(1) (i), or (iv), or (a)(2) (i) or (ii),
but who was a member of the top-paid group
for each year, is included in or excluded from
the highly compensated groups as specified
below for the following years:

Year Compensation Status Comments

1986 ......... $45,000 N/A ........... Although prior to 414(q) effective date, 1986 constitutes the look-back year for
purposes of determining the highly compensated group for the 1987 determina-
tion year.

1987 ......... 80,000 Excl .......... Excluded because A was not an employee described in paragraph (a)(1) (ii) or
(iii) of this A=3 for the look-back year (1986).

1988 ......... 80,000 Incl ... Included because A was an employee described in paragraph (a)(1) (i) or (iii) of
this A-3 for the look-back year (1987).

1989 ......... 45,000 Incl ........... Included because A was an employee described in paragraph (a)(1) (ii) or (iii) of
this A-3 for the look-back year (1988).

1990 ......... 45,000 Excl .......... Excluded because A was not an employee described in paragraph (a)(1) (ii) or
(iii) of this A=3 for the look-back year (1989).

Example (2). Assuming the same facts as
those given in Example (1), except that A is a
member of the top-100 employees within the

meaning of paragraph (a)(2)(ii) of this A-3 for
the 1987 year and 1990 year, the results are as
follows:

Year Compensation Status Comments
1986 ......... $45,000 N/A ... Although prior to 414(q) effective date, 1986 constitutes the look-back year for
purposes of determining the highly compensated group for the 1987 determina-
tion year.
1987 ......... 80,000 Incl ..o Included because A was an employee described in paragraph (a)(1)(ii) or (iii) of
this A-3 for the determination year (1987) and was described in paragraph
(a)(2)(ii) of this A-3 in that year.
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Year Compensation Status Comments

1988 ......... 80,000 Incl ... Included because A was an employee described in paragraph (a)(1)(ii) or (iii) of
this A-3 for the look-back year (1987).

1989 ......... 45,000 Incl ... Included because A was an employee described in paragraph (a)(1)(ii) or (iii) of
this A-3 for the look-back year (1988).

1990 ......... 45,000 Excl .......... Excluded even though in top-100 employees during 1990 determination year be-
cause A was not an employee described in paragraph (a)(1)(ii) or (iii) of this A—
3 for the look-back year (1989) or for the determination year (1990).

A-4: Who is a highly compensated
former employee?

Q-4: (a) General rule. Except to the
extent provided in paragraph (d) of this
A-4, a highly compensated former em-
ployee for a determination year is any
former employee who, with respect to
the employer, had a separation year (as
defined in A-5 of this §1.414(q)-1T) prior
to the determination year and was a
highly compensated active employee as
defined in A-3 of this §1.414(q)-1T for
either such employee’s separation year
or any determination year ending on or
after the employee’s 556th birthday.
Thus, for example, an employee who is
a highly compensated active employee
for such employee’s separation year, by
reason of receiving over $75,000 during
the look-back year, is a highly com-
pensated former employee for deter-
mination years after such employee’s
separation year.

(b) Special rule for employees who per-
form mo services for the employer in the
determination year. For purposes of this
rule, employees who perform no serv-
ices for an employer during a deter-
mination year are treated as former
employees. Thus, for example, an em-
ployee who performed no services for
the employer during a determination
year, by reason of a leave of absence
during such year, is treated as a former
employee for such year.

(c) Dollar amounts for pre-1987 deter-
mination years. For determination
years beginning before January 1, 1987,
the dollar amounts in paragraph
(a)(1)(B) and (C) of A-2 of this §1.414(q)-
1T are $75,000 and $50,000 respectively.

(d) Special rule for employees who sepa-
rated from service before January 1,
1987—(1) Election of special rule. Em-
ployers may elect to apply paragraph
(d)(2) of this A-4 in lieu of paragraph
(a) of this A4 in determining whether
former employees who separated from
service prior to January 1, 1987, are
highly compensated former employees.

If this election is made with respect to
any qualified plan, it must be provided
for in the plan. If the employer makes
this election with respect to any em-
ployee benefit plan, such election must
be used uniformly for all purposes for
which the section 414(q) definition is
applicable. The election, once made,
cannot be changed without the consent
of the Commissioner.

(2) Special definition of highly com-
pensated former employee. A highly com-
pensated former employee includes any
former employee who separated from
service with the employer prior to Jan-
uary 1, 1987, and was described in any
one or more of the following groups
during either the employee’s separa-
tion year (or the year preceding such
separation year) or any year ending on
or after such individual’s 556th birthday
(or the last year ending before such
employee’s 55th birthday):

(i) 5-percent owner. The employee was
a b-percent owner of the employer at
any time during the year.

(ii) Compensation amount. The em-
ployee received compensation is excess
of $50,000 during the year.

The determinations provided for in
this paragraph (b)(2) may be made on
the basis of the calendar year, the plan
year, or any other twelve month period
selected by the employer and applied
on a reasonable and consistent basis.

(e) Rules with respect to former em-
ployees—(1) In general. For specific pro-
visions with respect to the treatment
of former employees and of highly com-
pensated former employees, refer to
the rules with respect to which the sec-
tion 414(q) definition of highly com-
pensated employee is applicable.

(2) Former employees excluded in deter-
mining top-paid group, top-100 employees
and includible officers. Former employ-
ees are not included in the top-paid
group, the group of the top-100 employ-
ees, or the group of includible officers
for purposes of applying section 414(q)
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to active employees. In addition,
former employees are not counted as
employees for purposes of determining
the number of employees in the top-
paid group.

Q-5: What is a separation year for
purposes of section 414(q)?

A-5: (a) Separation year—(1) In gen-
eral. The separation year generally is
the determination year during which
the employee separates from service
with the employer. For purposes of this
rule, an employee who performs no
services for the employer during a de-
termination year will be treated as
having separated from service with the
employer in the year in which such em-
ployee last performed services for the
employer. Thus, for example, an em-
ployee who performs no services for the
employer by reason of being on a leave
of absence throughout the determina-
tion year is considered to have sepa-
rated from service with the employer
in the year in which such employee
last performed services prior to begin-
ning the leave of absence.

(2) Deemed separation. An employee
who performs services for the employer
during a determination year may be
deemed to have separated from service
with the employer during such year
pursuant to the rules in paragraph
(a)(3) of this A-5. Such deemed separa-
tion year is relevant for purposes of de-
termining whether such employee is a
highly compensated former employee
after such employee actually separates
from service, not for purposes of identi-
fying such employee as either an active
or former employee. Because employ-
ees to whom the provisions of para-
graph (a)(2) of this A-5 apply are still
performing services for the employer
during the determination year, they
are treated as active employees. Thus,
for example, an employee who has a
deemed separation year in 1989, a year
during which he was a highly com-
pensated employee, who continues to
work for the employer until he retires
from employment in 1995, is an active
employee of the employer until 1995
and is either highly compensated or
not highly compensated for any deter-
mination year during such period based
on the rules with respect to highly
compensated active employees. For de-
termination years after the year of
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such employee’s retirement, such em-
ployee is a highly compensated former
employee because such employee was a
highly compensated active employee
for the deemed separation year.

(3) Deemed separation year. An em-
ployee will be deemed to have a separa-
tion year if, in a determination year
prior to attainment of age 55, the em-
ployee receives compensation in an
amount less than 50% of the employ-
ee’s average annual compensation for
the three consecutive calendar years
preceding such determination year dur-
ing which the employee received the
greatest amount of compensation from
the employer (or the total period of the
employee’s service with the employer,
if less).

(4) Leave of absence. The deemed sepa-
ration rules contained in paragraph
(a)(2) and (3) of this A-5 apply without
regard to whether the reduction in
compensation occurs on account of a
leave of absence.

(b) Deemed resumption of employment.
An employee who is treated as having
a deemed separation year by reason of
the provisions of paragraph (a) of this
A-5 will not be treated as a highly
compensated former employee (by rea-
son of such deemed separation year)
after such employee actually separates
from service with the employer if, after
such deemed separation year, and be-
fore the year of actual separation, such
employee’s services for and compensa-
tion from the employer for a deter-
mination year increase significantly so
that such employee is treated as hav-
ing a deemed resumption of employ-
ment. The determination of whether an
employee who has incurred a deemed
separation year has an increase in serv-
ices and compensation sufficient to re-
sult in a deemed resumption of employ-
ment will be made on the basis of all
the surrounding facts and cir-
cumstances pertaining to each indi-
vidual case. At a minimum, there must
be an increase in compensation from
the employer to the extent that such
compensation would not result in a
deemed separation year under the tests
in paragraph (a)(2) of this A-5 using the
same three-year period taken into ac-
count in such paragraph.
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(c) Examples. Paragraphs (a) and (b)
of this A-5 are illustrated by the fol-
lowing examples based on calendar
years. For purposes of these examples
the threshold dollar amounts in A-5(a)
of this §1.414(q)-1T have not been in-
creased pursuant to A-5(b) of this
§1.414(q)-1T.

Example (1). Assume that in 1990 A is a
highly compensated employee of X by reason
of having earned more than $75,000 during
the 1989 look-back year. In 1987, 1988 and 1989,
A’s years of greatest compensation received
from X, A received $76,000, $80,000 and $79,000
respectively. In February of 1990, A received
$30,000 in compensation. Because A’s com-
pensation during the 1990 determination year
is less than 50% of A’s average annual com-
pensation from X during A’s high three prior
determination years, A is deemed to have a
separation year during the 1990 determina-
tion year pursuant to the provisions of para-
graph (a) of this A-5. Since A is a highly
compensated employee for X in 1990, A’s
deemed separation year, A will be treated as
a highly compensated former employee after
A actually separates from service with the
employer unless A experiences a deemed re-
sumption of employment within the meaning
of paragraph (b) of this A-5.

Example (2). Assume that in 1990 A is a
highly compensated employee by reason of
having been an officer (with annual com-
pensation in excess of the section 415(c)(1)(A)
dollar limitation) during the 1989 look-back
year. A’s compensation from X during 1990 is
$37,000. A’s average compensation from X for
the three-year period ending with or within
January, 1990, was $60,000. A’s compensation
during the 1990 determination year is not
less than 50% of the compensation earned
during the test period. Therefore, A is not
deemed to have a separation year under
paragraph (a)(2)(i) of this A-5.

Example (3). Assume that in 1990 C is 35 and
a highly compensated employee of Z for the
reasons given in Example (1) with the same
compensation set forth in that example. Dur-
ing 1990, C leaves C’s 40 hour a week position
as director of the actuarial division of Z and
starts working as an actuary for the same di-
vision, producing actuarial reports approxi-
mately 15 to 20 hours a week, approximately
half of these hours at home. C contemplates
returning to full-time employment with Z
when C’s child enters school. During the 1990
determination year, C’s compensation is less
than 50% of C’s compensation during her
high three preceding determination years.
Therefore, C has a deemed separation year
during the 1990 determination year. In 1991 C
commences working 32 hours a week for X at
X’s place of business and receives compensa-
tion in an amount equal to 80 percent of her
average annual compensation during her
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high three prior determination years. The
C’s increased compensation, considered in
conjunction with the reasons for the reduc-
tion in service, the nature and extent of the
services performed before and after the re-
duction in services, and the lack of prox-
imity of C’s age to age 55 at the time of the
reduction are sufficient to establish that C
has a deemed resumption of employment
within the meaning of paragraph (b) of this
A-5. Therefore, when C separates from serv-
ice with the employer, C will not be treated
as a highly compensated former employee by
reason of C’s deemed separation year in 1990.

Q-6: Who is the employer?

A-6: (a) Aggregation of certain entities.
The employer is the entity employing
the employees and includes all other
entities aggregated with such employ-
ing entity under the aggregation re-
quirements of section 414(b), (c), (m)
and (o). Thus, the following entities
must be taken into account as a single
employer for purposes of determining
the employees who are ‘‘highly com-
pensated employees’” within the mean-
ing of section 414(q):

(1) All corporations that are members
of a controlled group of corporations
(as defined in section 414(b)) that in-
cludes the employing entity.

(2) All trades or businesses (whether
or not incorporated) that are under
common control (as defined in section
414(c)) which group includes the em-
ploying entity.

(3) All organizations (whether or not
incorporated) that are members of an
affiliated service group (as defined in
section 414(m)) that includes the em-
ploying entity.

(4) Any other entities required to be
aggregated with the employing entity
pursuant to section 414(o) and the regu-
lations thereunder.

(b) Priority of aggregation provisions.
The aggregation requirements of para-
graph (a) of this A-6 and of A-7(b) of
this section with respect to leased em-
ployees are applied before the applica-
tion of any of the other provisions of
section 414(q) and this section.

(c) Line of business rules. The section
414(r) rules with respect to separate
lines of business are not applicable in
determining the group of highly com-
pensated employees.

Q-7: Who is an employee for purposes
of section 414(q)?
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A-T: (a) General rule. Except as pro-
vided in paragraph (b) of this A-7, the
term ‘‘employee’ for purposes of sec-
tion 414(q) refers to individuals who
perform services for the employer and
are either common-law employees of
the employer or self-employed individ-
uals who are treated as employees pur-
suant to section 401(c)(1). This rule
with respect to the inclusion of certain
self-employed individuals in the group
of highly compensated employees is ap-
plicable whether or not such individ-
uals are eligible to participate in the
plan or benefit arrangement being test-
ed.

(b) Leased employees—(1) In general.
The term ‘‘employee’ includes a leased
employee who is treated as an em-
ployee of the recipient pursuant to the
provisions of section 414(n)(2) or
414(0)(2). Employees that an employer
treats as leased employees under sec-
tion 414(n), pursuant to the require-
ments of section 414(o), are considered
to be leased employees for purposes of
this rule.

(2) Safe-harbor exception. For purposes
of qualified retirement plans, if an em-
ployee who would be a leased employee
within the meaning of section 414(n)(2)
is covered in a safe-harbor plan de-
scribed in section 414(n)(5) (a qualified
money purchase pension plan main-
tained by the leasing organization),
and not otherwise covered under a
qualified retirement plan of the em-
ployer, then such employee is excluded
from the term ‘‘employee’ unless the
employer elects to include such em-
ployee pursuant to the provisions of
paragraph (4) of this paragraph (b).

(3) Other employee benefit plans. The
exception in paragraph (b)(2) of this A-
7 is not applicable to the determination
of the highly compensated employee
group for purposes of the sections enu-
merated in section 414(n)(3)(C). Thus,
for example, a leased employee covered
by a safe-harbor plan is considered to
be an employee in applying the non-
discrimination provisions of section 89
to statutory benefit plans. Con-
sequently, an employer with leased em-
ployees covered in a safe-harbor plan
may have 2 groups of highly com-
pensated employees, one with respect
to its retirement plans and another
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with respect to its statutory benefit
plans.

(4) Election with respect to leased em-
ployee exclusion. An employer may elect
to include the employees excepted
under the provisions of paragraph (b)(2)
of this A-7 in determining the highly
compensated group with respect to an
employer’s retirement plans. Thus, for
example, by electing to forego the ex-
ception in paragraph (b)(2) of this A-T,
an employer may achieve more uni-
form highly compensated employee
groups for purposes of its retirement
plans and welfare benefit plans. The
election to include such employees
must be made on a reasonable and con-
sistent basis and must be provided for
in the plan.

Q-8: Who is a 5-percent owner of the
employer?

A-8: An employee is a b-percent
owner of the employer for a particular
year if, at any time during such year,
such employee is a b-percent owner as
defined in section 416(i)(B)(i) and
§1.416-1 A T-17&18. Thus, if the em-
ployer is a corporation, a b-percent
owner is any employee who owns (or is
considered as owning within the mean-
ing of section 318) more than 5 percent
of the value of the outstanding stock of
the corporation or stock possessing
more than 5 percent of the total com-
bined voting power of all stock of the
corporation. If the employer is not a
corporation, a 5-percent owner is any
employee who owns more than 5 per-
cent of the capital or profits interest in
the employer. The rules of subsections
(b), (¢), and (m) of section 414 do not
apply for purposes of determining who
is a b-percent owner. Thus, for exam-
ple, an individual who is a 5-percent
owner of a subsidiary corporation that
is part of a controlled group of corpora-
tions within the meaning of section
414(b) is treated as a 5-percent owner
for purposes of these rules.

Q-9: How is the ‘‘top-paid group’ de-
termined?

A-9: (a) General rule. An employee is
in the top-paid group of employees for
a particular year if such employee is in
the group consisting of the top 20 per-
cent of the employer’s employees when
ranked on the basis of compensation
received from the employer during
such year. The identification of the
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particular employees who are in the
top-paid group for a year involves a
two-step procedure:

(1) The determination of the number
of employees that corresponds to 20
percent of the employer’s employees,
and

(2) The identification of the par-
ticular employees who are among the
number of employees who receive the
most compensation during this year.

Employees who perform no services for
the employer during a year are not in-
cluded in making either of these deter-
minations for such year.

(b) Number of employees in the top-paid
group—(1) Exclusions. [Reserved] See
§1.414(q)-1, Q&A-9(b)(1) for further in-
formation.

(i) Age and service exclusion. The fol-
lowing employees are excluded on the
basis of age or service absent an elec-
tion by the employer pursuant to the
rules in paragraph (b)(2) of this A-9:

(A) Employees who have not com-
pleted 6 months of service by the end of
such year. For purposes of this para-
graph (A), an employee’s service in the
immediately preceding year is added to
service in the current year in deter-
mining whether the exclusion is appli-
cable with respect to a particular em-
ployee in the current year. For exam-
ple, given a plan with a calendar deter-
mination year, if employee A com-
mences work August 1, 1989, and termi-
nates employment May 31, 1990, A may
be excluded under this paragraph
(b)(1)(A)(A) in 1989 because A completed
only 5 months of service by December
31, 1989. However, A cannot be excluded
pursuant to this rule in 1990 because A
has completed 10 months of service, for
purposes of this rule, by the end of 1990.

(B) Employees who normally work
less than 17% hours per week as defined
in paragraph (d) of this A-9 for such
year.

(C) Employees who normally work
during less than 6 months during any
yvear as defined in paragraph (e) of this
A-9 for such year.

(D) Employees who have not had
their 21st birthdays by the end of such
year.

(i1) Nonresident alien exclusion. Em-
ployees who are nonresident aliens and
who receive no earned income (within
the meaning of section 911(d)(2)) from
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the employer that constitutes income
from sources within the United States
(within the meaning of section
861(a)(3)) are excluded.

(iii) Collective bargaining exclusion—
(A) In general. Except as provided in
paragraph (B) of this paragraph
(b)(1)(iii), employees who are included
in a unit of employees covered by an
agreement that the Secretary of Labor
finds to be a collective bargaining
agreement between employee rep-
resentatives and the employer, which
agreement satisfies section 7701(a)(46)
and §301.7701-17T (Temporary), are in-
cluded in determining the number of
employees in the top-paid group.

(B) Percentage exclusion provision. If 90
percent or more of the employees of
the employer are covered under collec-
tive bargaining agreements that the
Secretary of Labor finds to be collec-
tive bargaining agreements between
employee representatives and the em-
ployer, which agreements satisfy sec-
tion 7701(a)(46) and §301.7701-17T (Tem-
porary), and the plan being tested cov-
ers only employees who are not covered
under such agreements, then the em-
ployees who are covered under such
collective bargaining agreements are
not counted in determining the number
of noncollective bargaining employees
who will be included in the top-paid
group for purposes of testing such plan.
In addition, such employees are not in-
cluded in the top-paid group for such
purposes. Thus, if the conditions of this
paragraph (b)(1)(iii)(B) are satisfied, a
separate calculation is required to de-
termine the number and identity of
noncollective bargaining employees
who will be highly compensated em-
ployees by reason of receiving over
$50,000 and being in the top-paid group
of employees for purposes of testing
those plans that cover only noncollec-
tive bargaining employees.

(2) Alternative exclusion provisions—(i)
Age and service exclusion election. An
employer may elect, on a consistent
and uniform basis, to modify the per-
missible exclusions set forth in para-
graph (b)(1)(H) (A), (B), (C), and (D) of
this A-9 by substituting any shorter
period of service or lower age than that
specified in such paragraph. These ex-
clusions may be modified to substitute
a zero service or age requirement.
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(ii) Election not to apply percentage ex-
clusion provision. An employer may
elect not to exclude employees under
the rules in paragraph (b)(1)({ii)(B) of
this A-9.

(iii) Method of election. [Reserved] See
§1.414(q)-1, Q&A-9(b)(2)(iii) for further
information.

(c) Identification of top-paid group
members. With the exception of the
paragraph (b)(1)(iii) of this A-9 exclu-
sion for certain employees covered by
collective bargaining agreements, the
exclusions in paragraph (b)(1) of this A—
9 are not applicable for purposes of
identifying the particular employees in
the top-paid group. Thus, for example,
even if an employee who normally
works for less than 17%2 hours is ex-
cluded in determining the number of
employees in the top-paid group such
employee may be a member of the top-
paid group. Similarly, if during a de-
termination year, employee A receives
over $75,000 and is one of the top-100
employees ranked by compensation,
then employee A is a highly com-
pensated active employee for such de-
termination year. This is true even
though employee A has worked less
than six months and thus may be ex-
cluded in determining the number of
persons in the top-paid group for the
determination year.

(d) Example. Paragraphs (b) and (c) of
this A-9 are illustrated by the fol-
lowing example:

Example. Employer X has 200 active em-
ployees during the 1989 determination year,
100 of whom normally work less than 17%
hours per week during such year and 80 of
whom normally work less than 15 hours per
week during such year. X elects to exclude
all employees who normally work less than
15 hours per week in determining the number
of employees in the top-paid group. Thus, X
excludes 80 employees in determining the
number of employees in the top-paid group.
X’s top-paid group for the 1989 determination
year consists of 20% of 120 or 24 employees.
All 200 of X’s employees must then be ranked
in order by compensation received during the
year, and the 24 employees X paid the great-
est amount of compensation during the year
are top-paid employees with respect to X for
the 1989 determination year.

(e) 17%2 hour rule—(1) In general. The
determination of whether an employee
normally works less than 174 hours per
week is made independently for each
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year based on the rules in paragraph
(e)(2) and (3) of this A-9. In making this
determination, weeks during which the
employee did not work for the em-
ployer are not considered. Thus, for ex-
ample, if an employee normally works
twenty hours a week for twenty-five
weeks during the fall and winter school
quarters, 10 hours a week for the 12
week spring quarter, and does not work
for the employer during the three-
month summer quarter, such employee
is treated as normally working more
than 1742 hours per week under the rule
of this paragraph (e).

(2) Deemed above 17%>:. An employee
who works 17% hours a week or more,
for more than fifty percent of the total
weeks worked by such employee during
the year, is deemed to normally work
more than 17%2 hours a week for pur-
poses of this rule.

(38) Deemed below 17%2. An employee
who works less than 17% hours a week
for fifty percent or more of the total
weeks worked by such employee during
the year is deemed to normally work
less than 17% hours a week for purposes
of this rule.

(4) Application. The determination
provided for in paragraph (e)(1), (2), and
(3) of this A-9 may be made separately
with respect to each employee, or on
the basis of groups of employees who
fall within particular job categories as
established by the employer on a rea-
sonable basis. For example, under the
rule of this paragraph (e)(4) an em-
ployer may exclude all office cleaning
personnel if, for the year in question,
the employees performing this function
normally work less than 17% hours a
week. This is true even though one or
more employees within this group nor-
mally work in excess of 17% hours. The
election to make this determination on
the basis of individuals or groups is
operational and does not require a plan
provision.

(5) Application based on groups. (i)
Groups of employees who perform the
same job are not required to be consid-
ered as one category for purposes of the
rule in paragraph (e)(4) of this A-9.
Thus, for example, an employer super-
market may determine its highly com-
pensated employees by excluding part-
time grocery checkers if such per-
sonnel normally work less than 17%
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hours a week while continuing to in-
clude full-time personnel performing
this function. In general, 80 percent of
the positions within a particular job
category must be filled by employees
who normally work less than 174 hours
a week before any employees may be
excluded under this rule on the basis of
their membership in that job category.

(ii) Alternatively, an employer may
exclude employees who are members of
a particular job category if the median
number of hours of service credited to
employees in that category during a
determination or look-back year is 500
or less.

(f) 6-month rule—(1) In general. The
determination of whether employees
normally work during not more than 6
months in any year is made on the
basis of the facts and circumstances of
the particular employer as evidenced
by the employer’s customary experi-
ence in the years preceding the deter-
mination year. An employee who works
on one day during a month is deemed
to have worked during that month.

(2) Application of prior year experience.
In making the determination under
this paragraph (f), the experience for
years immediately preceding the deter-
mination year will generally be
weighed more heavily than that of ear-
lier years. However, this emphasis on
more recent years is not appropriate if
the data for a particular year reflects
unusual circumstances. For example, if
fishermen working for employer X
worked 9 months in 1987 and 1988, 8
months in 1989, and then, because of
abnormal ice conditions, worked only 5
months in 1990, such fishermen could
not be excluded under this rule in 1990.
Furthermore, the data with respect to
1990 would not be weighed more heavily
in making a determination with re-
spect to subsequent years.

(3) Individual or group basis. This de-
termination may be made separately
with respect to each employee or on
the basis of groups of employees who
fall within particular job categories in
the manner set forth in paragraph
(e)(4) of this A-8.

Q-10. For purposes of determining the
group of highly compensated employ-
ees, which employees are officers and
which officers must be included in the
highly compensated group?
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A-10: (a) In general. Subject to the
limitations set forth in paragraph (b)
of this A-10 and the top-100 employee
rule set forth in A-2, an employee is an
includible officer for purposes of this
section and is a member of the group of
highly compensated employees if such
employee is an officer of the employer
(within the meaning of section 416(i)
and §1.416-1 A-T 13 & A-T 15) at any
time during the determination year or
look-back year and receives compensa-
tion during such year that is greater
than 150 percent of the dollar limita-
tion in effect under section 415(c)(1)(A)
for the calendar year in which the de-
termination or look-back year begins.
In addition, an officer who does not
meet the 415(c)(1)(A) dollar limitation
requirement may be an includible offi-
cer based on the minimum inclusion
rules set forth in paragraph (c) of this
A-10.

(b) Maximum limitation—(1) In general.
Nor more than 50 employees (or, if less-
er, the greater of 3 employees or 10 per-
cent of the employees without regard
to any exclusions) shall be treated as
officers for purposes of this provision
in determining the group of highly
compensated employees for any deter-
mination year or look-back year.

(2) Total mumber of employees. The
total number of employees for purposes
of the limitation in this paragraph (b)
is the number of employees the em-
ployer has during the particular deter-
mination year or look-back year. For
purposes of this A-10, employees in-
clude only those individuals who per-
form services for the employer during
the determination or look-back year.
The exclusions applicable for purposes
of determining the number of employ-
ees in the top-paid group are not appli-
cable for purposes of the limitations in
this paragraph (b).

(3) Inclusion ranking. If the number of
the employer’s officers who satisfy
paragraph (a) of this A-10 during either
the determination year or the look-
back year exceeds the limitation under
this paragraph (b), then the officers
who will be considered as includible of-
ficers for purposes of this rule are
those who receive the greatest com-
pensation from the employer during
such determination or look-back year.
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The definition of compensation in A-13
is to be used for this purpose.

(¢c) Minimum inclusion rule. This para-
graph (c) is applicable when no officer
of the employer satisfies the compensa-
tion requirements of paragraph (a) of
this A-10 during either a determination
year or look-back year. In such case,
the highest paid officer of the employer
for such year is treated as a highly
compensated employee by reason of
being an officer, without regard to the
amount of compensation paid to such
officer in relation to the section
415(c)(1)(A) dollar amount for the year.
This is true whether or not such em-
ployee is also a highly compensated
employee on any other basis. Thus, for
example, if no officer of employer X
meets the compensation requirements
of paragraph (a) of this A-10 during the
1989 look-back year, and employee A is
both the highest paid officer during
such year and a 5-percent owner, em-
ployee A is treated as an includible of-
ficer satisfying the minimum inclusion
rules of this paragraph.

(d) Separate application. The max-
imum and minimum officer inclusion
rules of paragraphs (b) and (c¢) of this
A-10 apply separately with respect to
the determination year calculation and
the look-back year calculation. Thus,
for example, if no officer of employer X
receives compensation above the
threshold amount in paragraph (a) of
this A-10 during either the determina-
tion year or look-back year, applica-
tion of the minimum inclusion rule
would result in the officer of employer
X who received the greatest compensa-
tion during the look-back year being
treated as a highly compensated em-
ployee and, in addition, the officer of
employer X who receives the most
compensation during the determina-
tion year would be included in the
highly compensated group if such offi-
cer is also in the top-100 employees of
employer X for such year. Thus, two of-
ficers may be treated as highly com-
pensated active employees for a deter-
mination year by reason of the provi-
sions of the minimum inclusion rule.

Q-11: To what extent must family
members who are employed by the
same employer be aggregated for pur-
poses of section 414(q)?
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A-11: (a) Family aggregation—(1) In
general. Aggregation is required with
respect to an employee who is, during a
particular determination year or look-
back year, a family member (as defined
in A-12) of either (i) a 5-percent owner
who is an active or former employee or
(ii) a highly compensated employee
who is one of the ten most highly com-
pensated employees ranked on the
basis of compensation paid by the em-
ployer during such year.

(2) Aggregation of contributions or ben-
efits. As prescribed in regulations under
the provisions to which section 414(q) is
applicable, a family member and a 5-
percent owner or top-10 highly com-
pensated employee aggregated under
this rule are generally treated as a sin-
gle employee receiving an amount of
compensation and a plan contribution
or benefit that is based on the com-
pensation, contributions, and benefits
of such family member and 5-percent
owner or top-10 highly compensated
employee.

(b) Exclusion status irrelevant. Family
members are subject to this aggrega-
tion rule whether or not they fall with-
in the categories of employees that
may be excluded for purposes of deter-
mining the number of employees in the
top-paid group and whether or not they
are highly compensated employees
when considered separately.

(c) Order of determination—(1) Deter-
mination of highly compensated employ-
ees. The determination of which em-
ployees are highly compensated em-
ployees and which highly compensated
employees are among the ten most
highly compensated employees in mak-
ing the look-back year calculation or
the determination year calculation for
a determination year will be made
prior to the application of the rules in
paragraph (a) of this A-11.

(2) Determination of top-paid group and
top-100 employees. The determination of
the number and identity of employees
in the top-paid group under the look-
back year calculation or the deter-
mination year calculation for a deter-
mination year and the identity of indi-
viduals in the top-100 employees under
the determination year calculation for
a determination year is made prior to
application of the rules in paragraph
(a) of this A-11.
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(d) Determination period. The rules
under paragraph (a) of this A-11 apply
separately to the determination year
and the look-back year. Thus, assum-
ing there are no b-percent owners, if
employees A, B, C, D, E, F, G, H, I and
J are the top 10 highly compensated
employees in the 1988 look-back year,
and employees F, G, H, I, J, K, L, M, N
and O are the top 10 highly com-
pensated employees in the 1989 deter-
mination year, then family aggrega-
tion would be required with respect to
all fifteen of such employees (i.e. em-
ployees A, B, C, D, E, F, G, H, I, J, K,
L, M, N, and O).

Q-12: Which individuals are family
members for purposes of the aggrega-
tion rules in section 414(a)(6)(A) and A—
11?

A-12: (a) Definition of family member.
Individuals who are family members
for purposes of these provisions in-
clude, with respect to any employee or
former employee, such employee’s or
former employee’s spouse and lineal
ascendants or descendants and the
spouses of such lineal ascendants and
descendants. In determining whether
an individual is a family member with
respect to an employee or former em-
ployee, legal adoptions shall be taken
into account.

(b) Test period. If an individual is a
family member with respect to an em-
ployee or former employee on any day
during the year, such individual is
treated as a family member for the en-
tire year. Thus, for example, if an indi-
vidual is a family member with respect
to an employee on the first day of a
year, such individual continues to be a
family member with respect to such
employee throughout the year even
though their relationship changes as a
result of death or divorce.

Q-13: How is ‘‘compensation’ deter-
mined for purposes of determining the
group of ‘“‘highly compensated employ-
ees.”

A-13: (a) In general. For purposes of
section 414(q), the term ‘‘compensa-
tion”” means compensation within the
meaning of section 415(c)(3) without re-
gard to sections 125, 402(a)(8), and
402(h)(1)(B) and, in the case of em-
ployer contributions made pursuant to
a salary reduction agreement, without
regard to section 403(b). Thus, com-
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pensation includes elective or salary
reduction contributions to a cafeteria
plan, cash or deferred arrangement or
tax-sheltered annuity.

(b) Determination period. For purposes
of determining the group of highly
compensated employees, compensation
must be calculated on the basis of the
applicable period for the determination
year and look-back year respectively.

(c) Compensation taken into account.
Only compensation received by an em-
ployee during the determination year
or during the look-back year is consid-
ered in determining whether such em-
ployee is a highly compensated active
employee under either the look-back
year calculation or determination year
calculation for such determination
year. Thus, compensation is not
annualized for purposes of determining
an employee’ compensation in the de-
termination year or the look-back year
in applying the rules of paragraph (a)
of this A-13.

Q-14: What periods must be used for
determining who is a highly com-
pensated employee for a determination
year?

A-14: (a) Determination year and look-
back year—(1) In general. For purposes
of determining the group of highly
compensated employees for a deter-
mination year, the determination year
calculation is made on the basis of the
applicable year of the plan or other en-
tity for which a determination is being
made and the look-back year calcula-
tion is made on the basis of the twelve
month period immediately preceding
such year. Thus, in testing plans X and
Y of an employer, if plan X has a cal-
endar year plan year and plan Y has a
July 1 to June 30 plan year, the deter-
mination year calculation and look-
back year calculation for plan X must
be made on the basis of the calendar
year. Similarly, the determination
year calculation and look-back year
calculation for plan Y must be made on
the basis of the July 1 to June 30 year.

(2) Applicable year. For purposes of
this A-14, the applicable year is the
plan year of the qualified plan or other
employee benefit arrangement to
which the definition of highly com-
pensated employees is applicable as de-
fined in the written plan document or
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otherwise identified in regulations pur-
suant to sections to which the defini-
tion of highly compensated employees
is applicable. To the extent that the
definition of highly compensated em-
ployees is applicable to entities of
other arrangements that do not have
an otherwise identified plan year, then
either the calendar year of the employ-
er’s fiscal year may be treated as the
plan year.

(38) Look-back year. The look-back
year is never less than a twelve month
period.

(b) Calendar year calculation election—
(1) In general. An employer may elect
to make the look-back year calcula-
tion for a determination year on the
basis of the calendar year ending with
or within the applicable determination
year (or, in the case of a determination
year that is shorter than twelve
months, the calendar year ending with
or within the twelve-month period end-
ing with the end of the applicable de-
termination year). In such case, the
employer must make the determina-
tion year calculation for the deter-
mination year on the basis of the pe-
riod (if any) by which the applicable
determination year extends beyond
such calendar year (i.e., the lag period).
If the applicable year for which the de-
termination is being made is the cal-
endar year, the employer still may
elect to make the calendar year cal-
culation election under this A-14(b). In
such case, the look-back year calcula-
tion is made on the basis of the cal-
endar year determination year and, be-
cause there is no lag period, a separate
determination year calculation under
A-3(a)(2) of this §1.414(q)-1 is not re-
quired.

(2) Lag period calculation. In making
the determination year calculation
under A-3(a)(2) of this §1.414(q)-1 on the
basis of the lag period, the dollar
amounts applicable under A-3(a)(1) (B)
and (C) of this §1.414(q)-1 are to be ad-
justed by multiplying such dollar
amounts by a fraction, the numerator
of which is the number of calendar
months that are included in the lag pe-
riod and the denominator of which is
twelve.

(3) Determination of active employees.
An employee will be considered an ac-
tive employee for purposes of a deter-
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mination year for which the calendar
year calculation election is in effect so
long as such employee performs serv-
ices for the employer during the appli-
cable year for which the determination
is being made. This is the case even if
such employee does not perform serv-
ices for the employer during the lag-pe-
riod for such determination year.

(4) Election requirement. If the em-
ployer elects to make the calendar
year calculation election with respect
to one plan, entity, or arrangement,
such election must apply with respect
to all plans, entities, and arrangements
of the employer. In addition, such elec-
tion must be provided for in the plan.

(c) Change in applicable years. Where
there is a change in the applicable year
for which a determination is being
made with respect to a plan entity, or
other arrangement that is not subject
to the calendar year calculation elec-
tion, the look-back year calculation
for the short applicable year is to be
made on the basis of the twelve month
period preceding the short applicable
year (i.e., generally, the old applicable
year) and the determination year cal-
culation for the short applicable year
is to be made on the basis of the short
applicable year. In addition, the dollar
amounts under A-3(a)(1) (B) and (C) are
to be adjusted for such determination
year calculation as if the short applica-
ble year were a lag period under para-
graph (b)(2) of this A-14.

(d) Example. The following examples
illustrates the rules of this A-14:

Example 1. Employer X has a single plan
(Plan A) with an April 1 to March 31 plan
year. Employer X makes no election to use
the calendar year for the determination pe-
riod. Therefore, in determining the group of
highly compensated employees for the April
1, 1989 to March 31, 1990 plan year, the deter-
mination year is the plan year ending March
31, 1990 and the look-back year is the plan
year ending March 31, 1989.

Example 2. Assume the same facts given
above. With respect to the plan year begin-
ning in 1990, employer X elects to use the
calendar year for the determination period.
Therefore, in determining the group of high-
ly compensated employees for the April 1,
1990 to March 31, 1991 plan year, the lag-pe-
riod determination year is the period from
January 1, 1991, through March 31, 1991, and
the applicable look-back year is the 1990 cal-
endar year.
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Example 3. Employer Y has a single plan
(Plan B) with a calendar plan year. With re-
spect to the plan year beginning in 1990, em-
ployer Y elects to make the look-back year
calculation for the 1990 determination year
on the basis of the calendar year ending with
or within the 1990 determination year. Be-
cause employer Y’s determination year is
the 1990 calendar year there is no lag period
and employer Y determines the group of
highly compensated employees for purposes
of the 1990 calendar plan year on the basis of
such plan year alone.

Q-15: Is there any transition rule in
determining the group of highly com-
pensated employees for 1987 and 1988?

A-15: (a) In general. Solely for pur-
poses of section 401(k)(3) and (m)(2) and
solely for twelve-month plan years be-
ginning in 1987 and 1988, an eligible em-
ployer may elect to define the group of
highly compensated employees as the
group consisting of 5-percent owners of
the employer at any time during the
plan year and employees who receive
compensation in excess of $50,000 dur-
ing the plan year. This rule would
apply in lieu of the look-back year cal-
culation and determination year cal-
culation otherwise applicable under A-
3(a) of this §1.44(q)-1. In addition, an el-
igible employer may elect to make the
determinations permitted under this
transition rule on the basis of the cal-
endar year ending in the plan year and
the period by which such plan year ex-
tends beyond such calendar year, in ac-
cordance with the rules of A-14(b), in
lieu of making the determinations
under this transition rule on the basis
of the plan year for which the deter-
minations are being made.

(b) Eligible employers. An employer is
an eligible employer under this A-15 if
such employer satisfies both of the fol-
lowing requirements:

(1) The employer does not maintain
any top-heavy plan within the meaning
of section 416 at any time during 1987
and 1988; and

(2) Under each plan of the employer
to which section 401(k)(3) or 401(m)(2) is
applicable, the group of eligible em-
ployees that comprises the highest 25%
of eligible employees ranked on the
basis of compensation includes at least
one employee whose compensation is
$50,000 or below. This requirement
must be met separately with respect to
each such plan of the employer.
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(c) Uniformity requirement. An eligible
employer may not make the election
under paragraph (a) of this A-15 unless
the election applies to all of the plans
maintained by the employer to which
section 401(k)(3) or 401(m)(2) applies.

(d) Election requirements. This election
is operational and does not require a
plan provision.

[T.D. 8173, 563 FR 4967, Feb. 19, 1988, as amend-
ed by T.D. 8334, 56 FR 3977, Feb. 1, 1991; T.D.
8548, 59 FR 32916, June 27, 1994]
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(a) In general. Sections 1.414(r)-1
through 1.414(r)-11 provide rules for de-
termining whether an employer is
treated as operating qualified separate
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added to the Code by section 1115(a) of
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requirements of sections 410(b),
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fied separate line of business of an em-
ployer. Paragraph (b) of this section
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§§1.414(r)-1 through 1.414(r)-11. Para-
graph (c) of this section provides a
flowchart showing how the major pro-
visions of §§1.414(r)-1 through 1.414(r)-6
are applied.
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through 1.414(r)-11.
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