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to be furnished by this section, the dis-
trict director may require any further
information that he considers nec-
essary to determine allowable deduc-
tions under section 404 or qualification
under section 401.

(e) Records. Records substantiating
all data and information required by
this section to be filed must be kept at
all times available for inspection by in-
ternal revenue officers at the main of-
fice or place of business of the em-
ployer.

[T.D. 7165, 37 FR 5025, Mar. 9, 1972, as amend-
ed by T.D. 7223, 37 FR 24748, Nov. 21, 1972;
T.D. 7551, 43 FR 29292, July 7, 1978]

§1.404(a)-3 Contributions of an em-
ployer to or under an employees’
pension trust or annuity plan that
meets the requirements of section
401(a); application of section
404(a)(1).

(a) If contributions are paid by an
employer to or under a pension trust or
annuity plan for employees and the
general conditions and limitations ap-
plicable to deductions for such con-
tributions are satisfied (see §1.404(a)-1),
the contributions are deductible under
section 404(a) (1) or (2) if the further
conditions provided therein are also
satisfied. As used in this section, a
“pension trust’” means a trust forming
part of a pension plan and an ‘‘annuity
plan” means a pension plan under
which retirement benefits are provided
under annuity or insurance contracts
without a trust. This section is also ap-
plicable to contributions to a foreign
situs pension trust which could qualify
for exemption under section 501(a) ex-
cept that it is not created or organized
and maintained in the United States.
For the meaning of ‘‘pension plan’ as
used in this section, see paragraph
(b)(1)(i) of §1.401-1. Where disability
pensions, insurance, or survivorship
benefits incidental and directly related
to the retirement benefits under a pen-
sion or annuity plan are provided for
the employees or their beneficiaries by
contributions under the plan, deduc-
tions on account of such incidental
benefits are also covered under section
404(a) (1) or (2). See paragraph (b)(2) of
§1.72-16 as to taxability to employees
of cost of incidental life insurance pro-
tection. Similarly, where medical bene-
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fits described in section 401(h) as de-
fined in paragraph (a) of §1.401-14 are
provided for retired employees, their
spouses, or their dependents under the
plan, deductions on account of such
subordinate benefits are also covered
under section 404(a) (1) or (2). In order
to be deductible under section 404(a)(1),
contributions to a pension trust must
be paid in a taxable year of the em-
ployer which ends with or within a
year of the trust for which it is exempt
under section 501(a). Contributions paid
in such a taxable year of the employer
may be carried over and deducted in a
succeeding taxable year of the em-
ployer in accordance with section
404(a)(1)(D), whether or not such suc-
ceeding taxable year ends with or with-
in a taxable year of the trust for which
it is exempt under section 501(a). See
§1.404(a)-7 for rules relating to the lim-
itation on the amount deductible in
such a succeeding taxable year of the
employer. See §1.404(a)-8 as to condi-
tions for deductions under section
404(a)(2) in the case of an annuity plan.
In either case, the deductions are also
subject to further limitations provided
in section 404(a)(1). The limitations
provided in section 404(a)(1) are, with
an exception provided for certain years
under subparagraph (A) thereof (see
§1.404(a)-4), based on the actuarial
costs of the plan.

(b) In determining costs for the pur-
pose of Ilimitations under section
404(a)(1), the effects of expected mor-
tality and interest must be discounted
and the effects of expected with-
drawals, changes in compensation, re-
tirements at various ages, and other
pertinent factors may be discounted or
otherwise reasonably recognized. A
properly weighted retirement age based
on adequate analyses of representative
experience may be used as an assumed
retirement age. Different basic as-
sumptions or rates may be used for dif-
ferent classes of risks or different
groups where justified by conditions or
required by contract. In no event shall
costs for the purpose of section 404(a)(1)
exceed costs based on assumptions and
methods which are reasonable in view
of the provisions and coverage of the
plan, the funding medium, reasonable
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expectations as to the effects of mor-
tality and interest, reasonable and ade-
quate regard for other factors such as
withdrawal and deferred retirement
(whether or not discounted) which can
be expected to reduce costs materially,
reasonable expenses of operation, and
all other relevant conditions and cir-
cumstances. In any case, in deter-
mining the costs and limitations, an
adjustment shall be made on account
of any experience more favorable than
that assumed in the basis of limita-
tions for prior years. Unless such ad-
justments are consistently made every
year by reducing the limitations other-
wise determined by any decrease in li-
ability or cost arising from experience
in the next preceding taxable year
which was more favorable than the as-
sumptions on which the costs and limi-
tations were based, the adjustment
shall be made by some other method
approved by the Commissioner.

(c) The amount of a contribution to a
pension or annuity plan that is deduct-
ible under section 404(a) (1) or (2) de-
pends upon the methods, factors, and
assumptions which are used to com-
pute the costs of the plan and the limi-
tation of section 404(a)(1) which is ap-
plied. Since the amount that is deduct-
ible for one taxable year may affect the
amount that is deductible for other
taxable years, the methods, factors,
and assumptions used in determining
costs and the method of determining
the limitation which have been used
for determining the deduction for a
taxable year for which the return has
been filed shall not be changed for such
taxable year, except when the Commis-
sioner determines that the methods,
factors, assumptions, or limitations
were not proper, or except when a
change is necessitated by reason of the
use of different methods, factors, as-
sumptions, or limitations for another
taxable year. However, different meth-
ods, factors, and assumptions, or a dif-
ferent method of determining the limi-
tation, if they are proper, may be used
in determining the deduction for a sub-
sequent taxable year.

(d) Any expenses incurred by the em-
ployer in connection with the plan,
such as trustee’s and actuary’s fees,
which are not provided for by contribu-
tions under the plan are deductible by
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the employer under section 162 (relat-
ing to trade or business expenses), or
212 (relating to expenses for production
of income) to the extent that they are
ordinary and necessary.

(e) In case deductions are allowable
under section 404(a)(3), as well as under
section 404(a) (1) or (2), the limitations
under section 404(a) (1) and (3) are de-
termined and applied without giving
effect to the provisions of section
404(a)(7) but the amounts allowable as
deductions are subject to the further
limitations provided in section
404(a)(7). See §1.404(a)-13.

(f)(1) Amounts contributed by an em-
ployer under the plan for the funding of
medical benefits described in section
401(h) as defined in paragraph (a) of
§1.401-14 must satisfy the general re-
quirements which are applicable to de-
ductions allowable under section 404
and which are set forth in §1.404(a)-1
including, for example, the require-
ments described in paragraph (b) of
such section. Accordingly, such
amounts must constitute an ordinary
and necessary expense relating to ei-
ther the trade or business or the pro-
duction of income and must not, when
added to all other compensation paid
by the employer to the employee on
whose behalf such a contribution is
made, constitute more than reasonable
compensation. However, in deter-
mining the amount which is deductible
with respect to contributions to pro-
vide retirement benefits under the
plan, amounts contributed for the
funding of medical benefits described
in section 401(h) shall not be taken into
consideration.

(2) The amounts deductible with re-
spect to employer contributions to
fund medical benefits described in sec-
tion 401(h) shall not exceed the total
cost of providing such benefits. The
total cost of providing such benefits
shall be determined in accordance with
any generally accepted actuarial meth-
od which is reasonable in view of the
provisions and coverage of the plan,
the funding medium, and other applica-
ble considerations. The amount deduct-
ible for any taxable year with respect
to such cost shall not exceed the great-
er of—

(i) An amount determined by distrib-
uting the remaining unfunded costs of
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past and current service credits as a
level amount, or as a level percentage
of compensation, over the remaining
future service of each employee, or

(ii) 10 percent of the cost which
would be required to completely fund
or purchase such medical benefits.

In determining the amount deductible,
an employer must apply either subdivi-
sion (i) of this subparagraph for all em-
ployees or subdivision (ii) of this sub-
paragraph for all employees. If con-
tributions paid by an employer in a
taxable year to fund such medical ben-
efits under a pension or annuity plan
exceed the limitations of this subpara-
graph but otherwise satisfy the condi-
tions for deduction under section 404,
then the excess contributions are car-
ried over and are deductible in suc-
ceeding taxable years of the employer
which end with or within taxable years
of the trust for which it is exempt
under section 501(a) in order of time to
the extent of the difference between
the amount paid and deductible in each
succeeding year and the limitation ap-
plicable to such year under this sub-
paragraph. For purposes of subdivision
(i) of this subparagraph, if the remain-
ing future service of an employee is one
year or less, it shall be treated as one
year.

[T.D. 6500, 25 FR 11685, Nov. 26, 1960, as
amended by T.D. 6722, 29 FR 5073, Apr. 14,
1964; T.D. 7165, 37 FR 5025, Mar. 9, 1972]

§1.404(a)-4 Pension and annuity
plans; limitations wunder section
404(a)(1)(A).

(a) Subject to the applicable general
conditions and limitations (see
§1.404(a)-3), the initial limitation under
section 404(a)(1)(A) is 5 percent of the
compensation otherwise paid or ac-
crued during the taxable year to all
employees under the pension or annu-
ity plan. This initial 5-percent limita-
tion applies to the first taxable year
for which a deduction is allowed for
contributions to or under such a plan
and also applies to any subsequent year
(other than one described in paragraph
(d) of this section) for which the 5-per-
cent figure is not reduced as provided
in this section. For years to which the
initial 5-percent limitation applies, no
adjustment on account of prior experi-
ence is required. If the contributions do
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not exceed the initial 5-percent limita-
tion in the first taxable year to which
this limitation applies, the taxpayer
need not submit actuarial data for such
year.

(b) For the first taxable year fol-
lowing the first year to which the ini-
tial 5-percent limitation applies, and
for every fifth year thereafter, or more
frequently where preferable to the tax-
payer, the taxpayer shall submit with
his return an actuarial certification of
the amount reasonably necessary to
provide the remaining unfunded cost of
past and current service credits of all
employees under the plan with a state-
ment explaining all the methods, fac-
tors, and assumptions used in deter-
mining such amount. This amount may
be determined as the sum of (1) the un-
funded past service cost as of the be-
ginning of the year, and (2) the normal
cost for the year. Such costs shall be
determined by methods, factors, and
assumptions appropriate as a basis of
limitations under section 404(a)(1)(C).
Whenever requested by the district di-
rector, a similar certification and
statement shall be submitted for the
year or years specified in such request.
The district director will make peri-
odical examinations of such data at not
less than 5-year intervals. Based upon
such examinations the Commissioner
will reduce the limitation under sec-
tion 404(a)(1)(A) below the 5-percent
limitation for the years with respect to
which he finds that the 5-percent limi-
tation exceeds the amount reasonably
necessary to provide the remaining un-
funded cost of past and current service
credits of all employees under the plan.
Where the limitation is so reduced, the
reduced limitation shall apply until
the Commissioner finds that a subse-
quent actuarial valuation shows a
change to be necessary. Such subse-
quent valuation may be made by the
taxpayer at any time and submitted to
the district director with a request for
a change in the limitation. See, how-
ever, paragraph (d) of this section with
respect to taxable years to which the
limitation under section 404(a)(1)(A)
does not apply.

(c) For the purpose of limitations
under section 404(a)(1)(A), ‘‘compensa-
tion otherwise paid or accrued’ means
all of the compensation paid or accrued
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