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(3) For taxable years beginning be-
fore January 1, 1958, the provisions 
contained in section 403(c) prior to the 
amendment made thereto by the Tax 
Reform Act of 1969 were included in 
section 403(b) of the Internal Revenue 
Code of 1954. Therefore, the regulations 
contained in this paragraph shall, for 
such taxable years, be considered as 
the regulations under section 403(b) as 
in effect for such taxable years. For the 
rules with respect to contributions 
paid after August 1, 1969, see para-
graphs (a), (b), and (c) of this section. 

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 7554, 43 FR 31924, July 24, 1978]

§ 1.403(d)–1 Taxability of employee 
when rights under contracts pur-
chased by exempt organizations 
change from forfeitable to non-
forfeitable. 

(a) In general. The provisions of sec-
tion 403(d), repealed by section 321(b) of 
the Tax Reform Act of 1969 (83 Stat. 
571), applied for taxable years begin-
ning after December 31, 1957, only with 
respect to amounts paid for an annuity 
contract— 

(1) On or before August 1, 1969, or 
(2) After such date, if pursuant to a 

binding written contract (as defined in 
§ 1.83–8(b)(2)) entered into before April 
22, 1969, or 

(3) After August 1, 1969, pursuant to a 
written plan in which the employee 
participated on April 22, 1969, and 
under which the obligation of the em-
ployer is essentially the same as under 
a binding written contract. 
If, during a taxable year of an em-
ployee beginning after December 31, 
1957, the rights of such employee under 
an annuity contract purchased for him 
by an employer which is exempt from 
tax under section 501(a) or 521(a) 
change from forfeitable to nonforfeit-
able rights, then (except in the case of 
contracts to which § 1.403(c)—1(b) ap-
plies for taxable years ending after Au-
gust 1, 1969) the value of such annuity 
contract on the date of such change 
shall be included in the employee’s 
gross income for such taxable year, to 
the extent provided in paragraph (b) of 
this section. However, the preceding 
sentence does not apply to an annuity 

contract purchased and held as part of 
a plan that at the time of such pur-
chase and at all times thereafter meets 
the requirements of section 404(a)(2). 
For purposes of this section, the value 
of an annuity contract on the date the 
employee’s rights change from forfeit-
able to nonforfeitable rights means the 
cash surrender value of such contract 
on such date. As to what constitutes 
nonforfeitable rights of an employee, 
see § 1.402(b)–1(d)(2). For the rules with 
respect to amounts paid after August 1, 
1969, under an annuity contract pur-
chased for an employee by an employer 
which is exempt from tax under section 
501(a) or 521(a), see generally section 
403(c) and the regulations thereunder. 

(b) Extent to which value of annuity 
contract is includible in employee’s gross 
income. For purposes of paragraph (a) of 
this section, there shall be included in 
the gross income of an employee for his 
taxable year in which his rights under 
an annuity contract change from for-
feitable to nonforfeitable rights only 
an amount equal to the portion of the 
value of such contract on the date of 
such change (1) that is attributable to 
contributions: 

(i) Which were made by the employer 
while it was exempt from tax under 
section 501(a) or 521(a); 

(ii) Which were made after December 
31, 1957; and 

(iii) Which were not, at the time they 
were made, excludable from the em-
ployee’s gross income under paragraph 
(a) of § 1.403(b)–1; 
and (2) that is not excludable from the 
employee’s gross income under para-
graph (b) of § 1.403(b)–1. Thus, although 
amounts are contributed by an em-
ployer after December 31, 1957, toward 
the purchase for an employee of an an-
nuity contract and, at the time of the 
contribution, such employer is an orga-
nization described in section 501(c)(3) 
and exempt from tax under section 
501(a), the value of such annuity con-
tract attributable to such contribu-
tions would not be includible in the 
employee’s gross income for the tax-
able year in which his rights under the 
contract change to nonforfeitable 
rights if such amounts were contrib-
uted during a taxable year of the em-
ployee beginning before January 1, 
1958, and were, therefore, excludable 
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from the employee’s gross income 
under paragraph (a) of § 1.403(b)–1. 
Similarly, the value of such an annuity 
contract is not includible in the gross 
income of the employee for the year in 
which the change occurs to the extent 
that it is excludable under paragraph 
(b) of § 1.403(b)–1. See paragraph (b)(2) of 
§ 1.403(b)–1 which provides that the 
amount otherwise includible in gross 
income under section 403(d) is consid-
ered to be a contribution by the em-
ployer for purposes of the exclusion 
provided in paragraph (b) of § 1.403(b)–1. 
In addition, the portion of the value of 
an annuity contract attributable to 
contributions made by the employer 
while it was not exempt from tax under 
either section 501(a) or 521(a) is not in-
cludible in the gross income of the em-
ployee at the time his rights under the 
contract change to nonforfeitable 
rights even though the employer is ex-
empt from tax under section 501(a) or 
521(a) at the time of such change. On 
the other hand, the value of the annu-
ity contract purchased by an organiza-
tion exempt from tax under section 
501(a) or 521(a) may be includible in the 
gross income of an employee for the 
year during which his rights under the 
contract change to nonforfeitable 
rights even though such organization is 
not exempt on the date of such change. 

(c) Partial vesting—(1) General rule. If, 
during any taxable year of an em-
ployee, only part of his beneficial in-
terest in an annuity contract changes 
from a forfeitable to a nonforfeitable 
interest, then only the corresponding 
part of the value of the annuity con-
tract on the date of such change is in-
cludible in the employee’s gross in-
come for such taxable year. In such a 
case, it is first necessary to compute, 
under the rules in paragraphs (a) and 
(b) of this section but without regard 
to any exclusion allowable under para-
graph (b) of § 1.403(b)–1, the amount 
which would be includible in the em-
ployee’s gross income for the taxable 
year if his entire beneficial interest in 
the annuity contract had changed to a 
nonforfeitable interest during such 
year. The amount that is includible 
(without regard to any exclusion al-
lowed by paragraph (b) of § 1.403(b)–1) in 
the gross income of the employee for 
the taxable year in which the change 

occurs is an amount equal to the 
amount determined under the pre-
ceding sentence multiplied by the per-
cent of the employee’s beneficial inter-
est which changed to a nonforfeitable 
interest during the taxable year. If at 
the time the employee’s interest 
changes to a nonforfeitable interest, 
the employer is an organization de-
scribed in section 501(a)(3) and exempt 
from tax under section 501(a), then the 
amount that is includible in the em-
ployee’s gross income under this sub-
paragraph is considered as an employer 
contribution to which the exclusion 
provided in paragraph (b) of § 1.403(b)–1 
applies (see paragraph (b)(2) of 
§ 1.403(b)–1). 

(2) Example. The provisions in para-
graph (c)(1) of this section may be il-
lustrated by the following example:

Example. X organization purchased an an-
nuity contract for A, one of its employees 
who reports his income on a calendar year 
basis. X contributed 1⁄3 of of amount nec-
essary to purchase the contract before Janu-
ary 1, 1958, and the remaining 2⁄3 after De-
cember 31, 1957. At the time of the contribu-
tions, X was an organization exempt from 
tax under section 501(a) and A’s rights under 
the contract were forfeitable. The annuity 
contract was not purchased as part of a 
qualified plan and A made no contributions 
toward the purchase of the contract. On De-
cember 31, 1965, 50 percent of A’s interest in 
the contract changed from a forfeitable to a 
nonforfeitable interest, and on December 31, 
1968, the remaining 50 percent of A’s interest 
in the contract changed to a nonforfeitable 
interest. The cash surrender value of the 
contract was $9,900 on December 31, 1965, and 
$12,000 on December 31, 1968. The amount in-
cludible in A’s gross income for 1965 and 1968 
is computed as follows— 

1965 

(i) Amount which would have been includ-
ible if A’s entire interest had changed to a 
nonforfeitable interest (cash surrender value 
of contract on December 31, 1965, attrib-
utable to contributions made after December 
31, 1957), 2⁄3 × $9,900, $6,600. 

(ii) Percent of A’s interest that changed to 
a nonforfeitable interest on December 31, 
1965, 50 percent. 

(iii) Amount includible in A’s gross income 
for 1965 ((ii) × (i)), $3,300. 

1968 

(iv) Amount which would have been includ-
ible if A’s entire interest had changed to a 
nonforfeitable interest (cash surrender value 
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of contract on December 31, 1968, attrib-
utable to contributions made after December 
31, 1957), 2⁄3 $12,000, $8,000. 

(v) Percent of A’s interest that changed to 
a nonforfeitable interest on December 31, 
1968, 50 percent. 

(vi) Amount includible in A’s gross income 
for 1968 ((v) × (iv)), $4,500. 

If, on December 31, 1965, X is an organiza-
tion described in section 501(c)(3) and exempt 
from tax under section 501(a), then only so 
much of the $3,300 as is not excludable under 
paragraph (b) of § 1.403(b)–1 is includible in 
A’s gross income for 1965. Similarly, if, on 
December 31, 1968, X is an organization de-
scribed in section 501(c)(3) and exempt from 
tax under section 501(a), then only so much 
of the $4,000 as is not excludable under para-
graph (b) of § 1.403(b)–1 is includible in A’s 
gross income for 1968.

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 6783, 29 FR 18365, Dec. 24, 1964, as 
amended by T.D. 7554, 43 FR 31925, July 24, 
1978]

§ 1.404(a)–1 Contributions of an em-
ployer to an employees’ trust or an-
nuity plan and compensation under 
a deferred payment plan; general 
rule. 

(a)(1) Section 404(a) prescribes limita-
tions upon deductions for amounts con-
tributed by an employer under a pen-
sion, annuity, stock bonus, or profit-
sharing plan, or under any plan of de-
ferred compensation. It is immaterial 
whether the plan covers present em-
ployees only, or present and former 
employees, or only former employees. 
Section 404(a) also governs the deduct-
ibility of unfunded pensions and death 
benefits paid directly to former em-
ployees or their beneficiaries (see 
§ 1.404(a)–12). For taxable years begin-
ning after 1962, certain self-employed 
individuals may be covered by pension, 
annuity, or profit-sharing plans. For 
the rules relating to the deduction of 
contributions on behalf of such individ-
uals, see paragraph (a)(2) of § 1.404(a)–8 
and § 1.404(e)–1. 

(2) Section 404(a) does not apply to a 
plan which does not defer the receipt of 
compensation. Furthermore, section 
404(a) does not apply to deductions for 
contributions under a plan which is 
solely a dismissal wage or unemploy-
ment benefit plan, or a sickness, acci-
dent, hospitalization, medical expense, 

recreation, welfare, or similar benefit 
plan, or a combination thereof. For ex-
ample, if under a plan an employer con-
tributes 5 percent of each employee’s 
compensation per month to a fund out 
of which employees who are laid off 
will be paid benefits for temporary pe-
riods, but employees who are not laid 
off have no rights to the funds, such a 
plan is an unemployment benefit plan, 
and the deductibility of the contribu-
tions to it is determined under section 
162. As to the deductibility of such con-
tributions, see § 1.162–9. 

(3) If, however, the contributions to a 
pension, profit-sharing, stock bonus, or 
other plan of deferred compensation 
can be used to provide any of the bene-
fits referred to in subparagraph (2) of 
this paragraph, then, except as pro-
vided in section 404(c), section 404(a) 
applies to the entire contribution to 
the plan. Thus, if in the example de-
scribed in subparagraph (2) of this 
paragraph, the employer’s contribution 
on behalf of each employee is set up as 
a separate account, and if any amount 
which remains in an employee’s ac-
count at the time of retirement is paid 
to him at such time, the deductibility 
of the contributions to the plan is de-
termined under section 404(a). For the 
regulations for determining whether 
the benefits referred to in subpara-
graph (2) of this paragraph can be in-
cluded in a qualified pension or profit-
sharing plan, see § 1.401–1(b). 

(4) As to inclusion of full-time life in-
surance salesmen within the class of 
persons considered to be employees, see 
section 7701(a)(20). 

(b) In order to be deductible under 
section 404(a), contributions must be 
expenses which would be deductible 
under section 162 (relating to trade or 
business expenses) or 212 (relating to 
expenses for production of income) if it 
were not for the provision in section 
404(a) that they are deductible, if at 
all, only under section 404(a). Contribu-
tions may therefore be deducted under 
section 404(a) only to the extent that 
they are ordinary and necessary ex-
penses during the taxable year in car-
rying on the trade or business or for 
the production of income and are com-
pensation for personal services actu-
ally rendered. In no case is a deduction 
allowable under section 404(a) for the 
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