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§ 1.403(b)-1 Taxability of beneficiary under annuity purchased by a section
501(c)(3) organi zation or public school

(a) Anpunts paid by enployer during taxable years begi nning before January
1, 1958--(1) In general. If an anmpunt is paid during a taxable year of an
enpl oyee (or a retired or former enpl oyee) beginning before January 1, 1958,
toward the purchase for such enpl oyee of an annuity contract and such purchase
is not part of an annuity plan which nmeets the requirenments of section
404(a)(2), then such anpbunt is not required to be included in the gross incone
of such enpl oyee for such taxable year--

(i) I'f such anpbunt is paid by an enployer which, at the tinme of the paynent,
is an organi zation described in section 501(c)(3) and exenpt fromtax under
section 501(a), and

(ii) If the purchase of the annuity contract is nerely a supplenment to the
past or current conpensation of such enployee (w thin the meaning of
subparagraph (2) of this paragraph).

For purposes of this paragraph, it is inmaterial whether or not the
enpl oyee's rights to the annuity contract are forfeitable.

(2) Supplenent to past or current conpensation. For purposes of this
par agr aph, whether the purchase of an annuity contract is nerely a "suppl enent
to past or current conpensation” is to be determ ned by all the surrounding
facts and circunmstances. One of the pertinent facts to be taken into
consideration is the ratio of the consideration paid by the enployer for an
enpl oyee's contract to the anpunt of his past or current conpensation. For
exanple, if the annual premumpaid for an enployee's contract is $ 1,000 and
his annual salary is $ 10,000, the ratio indicates that the premumpaid for the
contract is nerely a supplenment to the enployee's current compensation. If,
however, an enpl oyee receives no current conpensation, or the annual prem uns
paid for his annuity contract approximate his annual sal ary, the anmount paid for
his contract will be considered to be current conpensation and taxable to the
enpl oyee in the year in which it is paid by the enployer. Oher pertinent
consi derations are whether the annuity contract is purchased as a result of an
agreement for a reduction of the enployee's annual salary, or whether it is
purchased at his request in lieu of an increase in current conpensation to which
he ot herwi se night be entitled. In such cases, the anpbunt paid for the contract
shall al so be considered to be current compensati on.

(b) Anpunts paid by enployer during taxable years begi nning after Decenber
31, 1957--(1) In general. If anpbunts are contributed by an enployer during a



taxabl e year of an enployee (or a retired or forner enployee) beginning after
December 31, 1957, toward the purchase for such enpl oyee of an annuity contract
and such purchase is not part of an annuity plan which neets the requirenents of
section 404(a)(2), then, to the extent such anpbunts do not exceed the exclusion
al  owance for such taxable year, they are not required to be included in the
gross inconme of such enployee for such taxable year, if at the time of the
contribution--

(i) The enployer is an organi zati on described in section 501(c)(3) and
exenpt fromtax under section 501(a), or

(ii) The enployer is a State, a political subdivision of a State, or an
agency or instrumentality of any one or nore of the foregoing, and the enpl oyee
is performing (or has perforned) services for an educational institution (as
defined in section 151(e)(4)), and

(iii) The enployee's rights under the annuity contract are nonforfeitable
except for failure to pay future prem uns.

See paragraph (d) of this section for rules relating to the conputation of
an enpl oyee's exclusion allowance for a taxable year

(2) Forfeitable rights which change to nonforfeitable rights. If an
enpl oyee's rights under an annuity contract change fromforfeitable to
nonforfeitable rights, the anpunt which, under section 403(d), is includible in
the gross incone of such enpl oyee by reason of such change (computed wi thout
regard to subparagraph (1) of this paragraph) shall, for purposes of
subparagraph (1) of this paragraph, be considered an amount contributed by the
enpl oyer for such annuity contract as of the time the enployee's rights under
the contract change to nonforfeitable rights. Such amount will, therefore, be
excl udabl e fromthe enpl oyee's gross incone for the taxable year in which the
change occurs to the extent that it is so excludable under the rules contained
in this section. In determining the extent to which such amobunt is excl udabl e,
this section shall be applied in the same manner as in the case of current
enpl oyer contributions. Thus, no part of such amount is excludable if the
enpl oyer is not an enpl oyer described in subparagraph (1) of this paragraph at
the tine the enployee's rights under the annuity contract change from
forfeitable to nonforfeitable rights. In addition, such amount will be
excludable only to the extent it does not exceed the enpl oyee's excl usion
al  owance for the taxable year in which the change occurs. Since such an anopunt
is considered as an anount contributed by the enployer at the time the change
occurs, it is inmterial whether the enployer was an enpl oyer described in
subparagraph (1) of this paragraph at the time the actual contributions were
made.

(3) Agreenment to take a reduction in salary or to forego an increase in
salary. (i) There is no requirenment that the purchase of an annuity contract for
an enpl oyee nust be nerely a "supplenent to past or current conpensation” in
order for the exclusion provided by this paragraph to apply to enpl oyer
contributions for such annuity contract. Thus, the exclusion provided by this
par agraph is applicable to anbunts contributed by an enpl oyer for an annuity
contract as a result of an agreement with an enployee to take a reduction in
salary, or to forego an increase in salary, but only to the extent such amounts
are earned by the enployee after the agreenment becones effective. Such an
agreenment must be legally binding and irrevocable with respect to anounts earned
while the agreement is in effect. Except as provided in subdivision (ii) of this
subpar agraph, the enpl oyee nust not be permitted to make nore than one agreenent
with the sane enpl oyer during any taxable year of such enpl oyee begi nning after
December 31, 1963; the exclusion provided by this paragraph shall not apply to
any amounts which are contributed under any further agreement nmade by such
enpl oyee during the sane taxable year beginning after such date. However, the
enpl oyee may be permitted to termnate the entire agreement with respect to
amounts not yet earned

(ii) An individual who is enployed by an organi zati on described in section
415(c) (4) may nmke a salary reduction agreenent for his taxable year beginning



in 1976 or 1977 at any tinme before the end of the 1976 or 1977 taxabl e year
respectively, w thout the agreenent's being considered a new agreenment within

t he neani ng of this subparagraph. The agreenent for 1976 may be nade on or
before June 15, 1977, and the agreenent for 1977 nay be made on or before Apri
17, 1978. This special rule only applies if the individual makes a statenment of
intention in accordance with § 11.415(c)(4)-1(b) electing, or determnes his
income tax liability for the taxable year in a way which is consistent with, one
of the alternative limtations under section 415(c)(4) for 1976 or 1977 (as the
case may be). The salary reduction agreenment for 1976 may be made effective with
respect to any amount earned during the taxpayer's nobst recent one-year period
of service (as defined in paragraph (f) of this section) ending not |ater than
the end of the 1976 taxabl e year, notw thstandi ng subdivision (i) of this
subparagraph. Simlarly, the salary reduction agreement for 1977 may be nade
effective with respect to such period of service ending not |ater than the end
of the 1977 taxable year. If the salary reduction agreenment for 1976 is entered
into at any tinme after Decenber 31, 1976, or if the salary reduction agreenent
for 1977 is entered into at any time after December 31, 1977, an anended Form W
2 must be filed on behalf of the individual

(iii) The rules of subdivision (i) of this subparagraph may be illustrated
by the follow ng exanpl e:

Example. A is an enpl oyee of X Organization (an enpl oyer described in
section 501(c)(3) and exenpt fromtax under section 501(a)) for the entire
cal endar year 1964. A uses the cal endar year as a taxable year. A's annua
salary as of January 1, 1964, is $ 12,000. On February 1, 1964, A and his
enpl oyer enter a binding and irrevocabl e agreenent whereby Ais to take a 10-
percent reduction in salary (from$ 1,000 per month to $ 900 per npnth) and X
Organization is to contribute $ 100 per nonth for an annuity contract described
in section 403(b). The agreenent also provides that A may terninate the entire
agreement with respect to ampunts not yet earned. Since the agreenent to reduce
A's salary and invest the amount of such reduction in an annuity contract was
nmade after A earned his salary for January, A's current conpensation for January
is $ 1,000 even though the agreenent may provide that X Organization shal
contribute $ 100 with respect to January for the benefit of A for an annuity
contract described in section 403(b). For February and subsequent nonths endi ng
before July 1, 1964, X Organization contributes $ 100 per nonth for A's annuity.
Thus, A's current conpensation for each of these nonths is $ 900, and the $ 100
which is contributed during such nonths by X Organization for an annuity
contract for Ais an enployer contribution to which the exclusion provided in
this paragraph applies. On July 1, 1964, A becones entitled to a salary increase
of $ 200 per nonth and, pursuant to the agreenment of February 1, 1964, X
Organi zation contri butes 10 percent of such increase or an additional $ 20 per
month for a section 403(b) annuity. For July and subsequent nonths endi ng before
October 1, 1964, X Organization contributes $ 120 per nonth for A's annuity.
Thus, A's current conpensation for each of these nonths is $ 1,080, and the $
120 which is contributed during such nmonths by X Organization for an annuity
contract for A is an enployer contribution to which the exclusion provided in
this paragraph applies. On Novermber 1, 1964, A terminates the entire agreenent
with respect to ampunts not yet earned. Since the ternination occurred after A
earned his salary for the nmonth of October, the contribution for October is an
enpl oyer contribution to which the excl usi on provided in this paragraph applies.
For the nonths Novenber and Decenber, A's full salary of $ 1,200 per nonth is
includible in his gross incone whet her or not his enpl oyer makes contri butions
for a section 403(b) annuity.

(4) Two or nmore annuity contracts. If, during a taxable year of an enpl oyee,
t hi s paragraph applies to amounts contributed (including anbunts which are
considered to be contributed under subparagraph (2) of this paragraph) by his
enpl oyer for two or nore annuity contracts for such enpl oyee, such two or nore
annuity contracts shall, for such taxable year, be considered a single contract
for purposes of applying the rules contained in this paragraph.

(5) Enpl oyees perform ng services for public schools. For purposes of this
section, a person shall be considered an enpl oyee who perforns services for an



educational institution (as defined in section 151(e)(4)) if he is perform ng
services as an enployee directly or indirectly for such an institution. Thus,
for example, the principal, clerical enployees, custodial enployees, and
teachers at a public elenentary school are enpl oyees perform ng services
directly for such an educational institution. An enpl oyee who perfornms services
i nvol ving the operation or direction of a State's, or political subdivision's,
education programas carried on through educational institutions (as defined in
section 151(e)(4)) is an enpl oyee perform ng services indirectly for such
institutions. An enpl oyee participating in an "in-hone" teaching programis

i ncl uded since such programis nerely an extension of the activities carried on
by such educational institutions. On the other hand, a person occupying an

el ective or appointive public office is not an enpl oyee perforning services for
an educational institution unless such office is one to which an individual is
el ected or appointed only if he has received training, or is experienced, in the
field of education. The term "public office" includes any elective or appointive
office of a State, a political subdivision of a State, or an agency or
instrumentality of any one or nore of the foregoing. Thus, for exanple, a regent
or trustee of a State university or a nenber of a board of education is not an
enpl oyee perforning services for an educational institution. On the other hand,
a conmi ssioner or superintendent of education will generally be considered an
enpl oyee perform ng services for an educational institution.

(c) Taxation of ampunts received under annuity contracts--(1) In general
The anmounts received by or nade avail able to any enpl oyee under an annuity
contract to which paragraph (a) or (b) of this section applies shall be included
in the gross inconme of the enployee for the taxable year in which received or
made avail able, as provided in section 72 (relating to annuities). For taxable
years begi nning before January 1, 1964, section 72(e)(3) (relating to the
treatment of certain lunp suns), as in effect before such date, shall not apply
to any amount received by or made available to any such enpl oyee under such an
annuity contract. For taxable years begi nning after Decenber 31, 1963, anobunts
recei ved or made avail able to any such enpl oyee under such annuity contract may
be taken into account in conmputations under sections 1301 through 1305 (relating
to i ncome averagi ng).

(2) Taxation of beneficiaries. If, upon the death of an enployee or of a
retired enpl oyee, the wi dow or other beneficiary of such enployee is paid, in
accordance with the ternms of the annuity contract relating to the deceased
enpl oyee, an annuity or other death benefit, the extent to which the anounts
recei ved by or nmade avail able to the beneficiary must be included in the
beneficiary's incone under subparagraph (1) of this paragraph shall be
determ ned in accordance with the rules presented in paragraph (a)(5) of §
1.402(a)- 1.

(3) Life insurance protection. An individual contract issued after Decemnber
31, 1962, or a group contract, which provides incidental Iife insurance
protection 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 Decenber 31, 1962, see 8 1.401-9. For the rules relating
to the taxation of the cost of the life insurance protection and the proceeds
thereunder, see § 1.72-16. Section 403(b) is not applicable to premiuns paid
after Cctober 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 enpl oyee's exclusion allowance for a taxable year is an anopunt
equal to the excess, if any, of--

(i) The anmount determ ned by multiplying (a) 20 percent of such enpl oyee's
i ncl udi bl e conpensation in respect of such taxable year, by (b) such enpl oyee's
total number of years of service as of the close of such taxable year, over

(ii) The aggregate of (a) the anpbunts whi ch have been contributed by the
enpl oyer for annuity contracts for such enployee and which were excludable from
the gross incone of the enployee for any taxable year prior to the taxable year
for which the exclusion allowance is being determ ned, and (b) the anmounts of



conpensati on excludabl e f
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romthe gross incone of the enpl oyee under section
ble State deferred conpensation plans) for any prior
n into account as a year of service under paragraph (f)

Conpensation deferred under an eligible State deferred conpensation plan
shal |l be taken into account as described in subdivision (ii) of this
subparagraph even if the entity sponsoring the eligible plan is not the enpl oyer
purchasing the annuity contract with respect to which the enpl oyee's excl usion
all owance is to be determined. See paragraph (e) of this section for the
definition of an enployee's includible conpensation in respect of a taxable year
and paragraph (f) of this section for rules for conmputing an enpl oyee's tota
nunber of years of service for an enpl oyer.

(2) More than one enployer. If, during a taxable year of an enpl oyee,
amounts are contributed for annuity contracts for such enpl oyee by two or nore
enpl oyers described in paragraph (b)(1) (i) or (ii) of this section, a separate
excl usion all owance shall be conmputed with respect to each enployer. In such a
case, therefore, there shall not be taken into account, in computing the
excl usion all owance with respect to one enployer, the "includible conmpensation”
recei ved by the enpl oyee fromany other enployer, the enpl oyee's years of
service with any other enployer, or ampunts which have been contributed by any
ot her enployer for annuity contracts for such enpl oyee.

(3) Anpunts previously contributed by the enpl oyer which were excl udabl e
fromthe enpl oyee's gross incone. In conmputing, for purposes of subparagraph
(1) (ii) of this paragraph, the aggregate of the anobunts whi ch have been
contributed by an enpl oyer for annuity contracts for an enpl oyee and which were
excl udabl e fromthe gross incone of the enployee for any taxable year prior to
the taxabl e year for which the exclusion allowance is being determned, there
shal |l be included all contributions nade by the enployer for the benefit of the

enpl oyee- -

(i) Which, under section 402(a) or section 403(a), were excludable fromthe
enpl oyee's gross incone for any such prior taxable year by reason of being
contributions to a trust described in section 401(a) and exenpt fromtax under
section 501(a) or contributions toward the purchase of an annuity contract under
a plan which neets the requirenents of section 404(a)(2) (whether forfeitable or
nonforfeitable); or

(ii) Wiich, under section 405(d), were excludable fromthe enpl oyee's gross
i ncome for any such prior taxable year by reason of being contributions toward
t he purchase of United States bonds under a plan which neets the requirements of
section 405(a)(1); or

(iii) Wiich were excludable fromthe enpl oyee's gross inconme for any such
prior taxable year by reason of being contributions described in paragraph (a)
or (b) of this section; or

(iv) (a) Wiich were excludable fromthe enpl oyee's gross incone for the
t axabl e year when nmade solely by reason of the fact that the enployee's rights
to such contributions were forfeitable at the tine they were nade (and not for
any of the reasons described in subdivisions (i), (ii), and (iii) of this
subpar agr aph) ;

(b) Wth respect to which the enployee's rights changed to nonforfeitable
rights prior to the taxable year for which the exclusion allowance is being
det er mi ned; and

(c) Which were not, under section 403(d) and wi thout regard to paragraph (b)
of this section, includible in the enployee's gross incone for the taxable year
in which his rights to such contributions changed fromforfeitable to
nonforfeitable rights.

For purposes of subdivisions (i) and (iii) of this subparagraph, al
references to provisions of the Internal Revenue Code of 1954 and to provisions
of the regul ati ons under such Code shall al so be considered references to the
correspondi ng provisions of prior |aw and regul ati ons. See subparagraph (4) of



this paragraph for rules relating to the allocation of enployer contributions to
an enpl oyee where the actual contributions are not allocated anong individua
enpl oyees; or

(v) Which were contributions to a section 403(b) annuity contract for a
prior taxable year and which exceeded the Iimtations of section 415(c) (1)
applicable to the enmpl oyee. See § 1.415-6(e)(1)(ii) for a nore detailed
di scussion of this rule. See also 8§ 1.415-9(c) for rules relating to the
treatment of certain contributions to a section 403(b) annuity contract which
are excess contributions because of the aggregation of the annuity contract with
a qualified plan.

(4) Determination of excludable amunts by allocation of contributions. If,
for any enpl oyee, the actual anmpbunts of enployer contributions to a defined
benefit plan described in subparagraph (3) of this paragraph are not known, such
amounts shall be determ ned under the fornula described in this subparagraph or
under any other method utilizing recognized actuarial principles which are
consistent with the provisions of the plan under which such contributions are
made and the nethod adopted by the enployer for funding the benefits under the
plan. If the formula described in this subparagraph is to be used, the
contributions made by the enployer for the benefit of the enployee as of the end
of any taxable year shall be deermed to be the product of the quantities
described in subdivisions (i), (ii), (iii), and (iv) of this subparagraph. Such
gquantities are--

(i) The projected annual anpbunt of the enpl oyee's pension (as of the end of
the taxable year) to be provided at normal retirement age from enpl oyer
contributions, based upon the provisions of the plan in effect at such tine and
upon the assunption of the enployee's continued enployment with his present
enpl oyer at his then current salary rate.

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

(iii) The ampunt from Table Il bel ow (representing the | evel annua
contribution which will accunulate to $ 1.00 at nornal retirenent age) for the
sum of (a) the nunmber of years remmining fromthe end of the taxable year to
normal retirenent age and (b) the | esser of the nunber of years of service
credited through the end of the taxable year or the nunber of years that the
pl an has been in exi stence at such tinmne.

[ For taxable years beginning after July 1, 1986]

Ages Val ues
40 11.49
41 11. 40
42 11.31
43 11. 22
44 11.12
45 11.01
46 10.91
47 10. 79
48 10. 68
49 10. 56
50 10. 43
51 10. 30
52 10. 18
53 10. 04
54 9. 89
55 9.75
56 9. 60
57 9.44
58 9.28
59 9.13



60 8. 96
61 8.79
62 8.62
63 8.44
64 8.25
65 8.08
66 7.88
67 7.70
68 7.50
69 7.29
70 7.10
71 6. 88
72 6. 68
73 6. 46
74 6. 25
75 6. 03
76 5.82
77 5.61
78 5.40
79 5.20
80 4.99

Note: If the normal formof retirenent benefit under the plan is other than
a straight life annuity, the value from Table | above should be divided by the
figure set forth bel ow opposite the normal form of retirenment benefit provided
by the plan:

Annuity for 5 years certain and life thereafter 0.97
Annuity for 10 years certain and life thereafter 0. 90
Annuity for 15 years certain and life thereafter 0. 80
Annuity for 20 years certain and life thereafter 0.70
Life annuity with install ment refund 0. 80
Life annuity with cash refund nl 0.75

nl The term "cash refund" refers to refund of accunul ated enpl oyer
contributions, and does not refer to refund of enployee contributions only,
often referred to as "nodified cash refund". TABLE Il -- LEVEL ANNUAL
CONTRI BUTI ON VWHI CH W LL ACCUMULATE TO $1. 00 AT END OF NUMBER OF YEARS [ For
t axabl e years begi nning after July 1, 1986]

Number of years Amount s
1 $1. 0000
2 . 4808
3 . 3080
4 . 2219
5 . 1705
6 . 1363
7 L1121
8 . 0940
9 . 0801
10 . 0690
11 . 0601
12 . 0527
13 . 0465
14 . 0413
15 . 0368
16 . 0330
17 . 0296
18 . 0267
19 . 0241
20 . 0219

21 . 0198



22 . 0180

23 . 0164
24 . 0150
25 . 0137
26 . 0125
27 . 0114
28 . 0105
29 . 0096
30 . 0088
31 . 0081
32 . 0075
33 . 0069
34 . 0063
35 . 0058
36 . 0053
37 . 0049
38 . 0045
39 . 0042
40 . 0039
41 . 0036
42 . 0033
43 . 0030
44 0028
45 . 0026
46 . 0024
47 . 0022
48 . 0020
49 . 0019
50 . 0017

(5) Election to have all owance determ ned under section 415 rul es. Under
section 415(c)(4) (D), an enployee may elect to have the provisions of section
415(c)(4) (O (relating to special limtations for annuity contracts purchased by
educational organizations, hospitals and hone health service agencies) apply for
a taxable year. If the enployee so elects, his exclusion allowance is the
maxi mum anmount under section 415 that could be contributed by the enpl oyer for
the benefit of the enployee if the annuity contract for the benefit of the
enpl oyee were treated as a defined contribution plan maintained by the enployer.
Thus, the exclusion allowance for the taxable year of an enpl oyee who makes the
el ection may not exceed the Iimtation on contributions and other additions (as
described in 8 1.415-6) applicable to the enployee for that taxable year. See §
1.415-7 for provisions applicable in the event an enpl oyer maintains a defined
benefit plan and a defined contribution plan for the same enpl oyee. See §
1.415-8 for provisions applicable in the event an enpl oyer maintains nore than
one defined contribution plan covering the same enpl oyee.

(e) Includible compensation--(1) In general. For purposes of conputing,
under paragraph (d) of this section, an enployee's exclusion allowance for a
t axabl e year, such enpl oyee's includible conpensation in respect of such taxable
year neans the anobunt of conpensation fromthe enpl oyer--

(i) Which was earned during the nmobst recent period (ending not |ater than
the close of the enpl oyee's taxable year for which the exclusion allowance is
bei ng deterni ned) that, under paragraph (f) of this section, nmay be counted as
one-year of service

(ii) Which is includible in the enployee's gross income, and

(iii) I'n the case of an enpl oyee of an enpl oyer described in paragraph
(b)(1)(ii) of this section, which is attributable to services performed for an
educational institution (as defined in section 151(e)(4)).

See subparagraph (2) of this paragraph for special rules for determning the
amount of conpensation which is includible in the enpl oyee's gross incone.



(2) Special rules for determning the anbunt of conpensation includible in
t he enpl oyee's gross incone. For purposes of subparagraph (1) of this paragraph
t he amount of conpensation which is includible in the enployee's gross income
shal | be conputed wi thout regard to the exclusions allowed by section 105(d)
(relating to wage continuation plans) and section 911 (relating to earned incone
fromsources without the United States). Therefore, although amounts received by
t he enpl oyee fromthe enployer while he is absent fromwork on account of
personal injuries or sickness may be excludable fromhis gross incone under
section 105(d), such anpbunts are, neverthel ess, considered as includible in his
gross income for purposes of conputing his includible conpensation. On the other
hand, in computing the amount which is includible in the gross income of the
enpl oyee for purposes of subparagraph (1) of this paragraph, there shall not be
i ncl uded any anount which is contributed by the enployer for an annuity contract
to which paragraph (b) of this section applies. Thus, although the anmount of any
enpl oyer contributions for an annuity contract to which paragraph (b) of this
section applies is, to the extent it exceeds in any taxable year the enpl oyee's
excl usion all owance for such year, includible in the enployee's gross income for
that year, such anmpbunt is not considered as includible in the enpl oyee's gross
i ncomre for purposes of conputing his includible conpensation for that year

(3) Period during which conpensation nmust be earned. For purposes of
conputing an enpl oyee's exclusion allowance for a taxable year, there nay not be
taken into account, as includible conpensation, any conpensation which was
earned by the enpl oyee during a taxable year ending after the taxable year for
whi ch the exclusion allowance is being determ ned. On the other hand, an
enpl oyee' s includi ble conpensation may include all or part of his conpensation
earned during a taxable year prior to the taxable year for which the excl usion
al | owance is being determ ned. Such a situation can occur, for exanple, when an
enpl oyer purchases an annuity contract for a retired enpl oyee, or when an
enpl oyer purchases an annuity contract for a part-time enpl oyee whose npst
recent one-year period of service (within the nmeaning of paragraph (f) of this
section) extends over nore than one taxable year of such enpl oyee. For purposes
of this subparagraph, it is immterial when the conpensation is actually
recei ved by the enployee or for what taxable year it is includible in his gross
i ncomne.

(4) Status of enployer. In computing an enpl oyee's excl usion all owance for a
taxabl e year, there is not taken into account, as includible conpensation, any
conpensati on which was earned during a period when the enployer was not an
enpl oyer described in paragraph (b)(1) (i) or (ii) of this section since under
paragraph (f)(2) of this section an enployee is not considered to be in the
service of the enployer for any such period. On the other hand, it is immteria
whet her the enployer is an enpl oyer described in paragraph (b)(1) (i) or (ii) of
this section at the tine the conpensation is actually received by the enpl oyee.
Thus, if an enpl oyee receives conpensation during his 1961 taxable year for
services performed during his 1960 taxable year, such conpensation can qualify
as includible conpensation if his enployer was an enpl oyer described in
paragraph (b)(1) (i) or (ii) of this section during 1960, even though such
enpl oyer was not such an enpl oyer during 1961. See, al so, paragraph (b) of this
section which provides that the exclusion allowance is only applicable with
respect to contributions which are nade by an enployer at a tine when such
enpl oyer is an enpl oyer described in paragraph (b)(1) (i) or (ii) of this
secti on.

(f) Years of service--(1) In general. In conputing an enpl oyee's excl usion
al l owance for a taxable year, it is necessary to detern ne such enpl oyee's
nunber of years of service for the enployer as of the close of such taxable
year. For this purpose, the nunber of years of service of an enployee for an
enpl oyer shall be determined in accordance with the rules set forth in this
paragraph. In addition, such rules are applicable in determ ning, for purposes
of paragraph (e) of this section, an enployee's nost recent one-year period of
servi ce.

(2) Exenpt status requirement. For purposes of determ ning an enpl oyee's
nunber of years of service for an enployer and his nobst recent one-year period



of service for such enpl oyer, an enpl oyee shall not be considered to be enpl oyed
by the enployer, or to be in the service of the enployer, during any period that
t he enpl oyer is not an enpl oyer described in paragraph (b)(1) (i) or (ii) of
this section, or, in the case of an enployee of an enpl oyer described in
paragraph (b)(1)(ii) of this section, during any period when the enpl oyee is not
perform ng services for an educational institution (as defined in section
151(e)(4)). The rule in this subparagraph nay be illustrated by the follow ng
exanpl e: A was enployed on a full-tine basis by the X scientific organization
during the whole of 1959 and 1960 and during half of 1961. Both A and the X
Organi zation use the cal endar year as their taxable year. The X Organi zati on was
an organi zation described in section 501(c)(3) and exenpt fromtax under section
501(a) during the years 1959 and 1961, but not during the year 1960. For
purposes of determning A's exclusion allowance for 1961, he is considered to
have 1 1/2 years of service (his service during 1959 and 1961) and his npst
recent one-year period of service ending not |later than the close of 1961
consists of his service during 1961 (which is equal to 1/2 year of service) and
his service during the last half of 1959 (which is equal to another 1/2 year of
service).

(3) Service included. For purposes of conputing an enpl oyee's excl usion
al l owance for a taxable year, there may be taken into account, in determning
hi s number of years of service, all service performed by himas of the close of
such taxabl e year. Therefore, whenever possible, service performed during each
of the enpl oyee's taxable years should be considered separately in arriving at
his total number of years of service. For exanple, if an enpl oyee who reports
his income on a cal endar year basis is enployed on a full-time basis on July 1,
1959, and continues on a full-time basis through December 31, 1960, his numnber
of years of service as of the close of his 1960 taxable year should, if
possi bl e, be conputed as foll ows:

(a) Number of years of service performed during 1959 taxabl e year 1/2
(b) Nunmber of years of service performed during 1960 taxabl e year 1
(c) Total number of years of service as of close of 1960 taxable year 11/2
((a)+(b))

However, in determ ning what constitutes a full year of service, the
enpl oyer's annual work period, and not the enployee's taxable year, is the
standard of measurenent. For exanple, in determ ning whether a professor is
enpl oyed full time, the nunmber of months in the school's academ c year shall be
t he standard of neasurenent.

(4) Full-time enployee for full year. (i) Each full year during which an
i ndi vi dual was enployed full tine shall be considered as one year of service. In
det ermi ni ng whet her an individual is enployed full-time, the anount of work
which he is required to performshall be conpared with the anpbunt of work which
is normally required of individuals holding the same position with the sane
enpl oyer and who generally derive the nmajor portion of their personal service
i ncomre from such position

(ii)(a) In measuring the anpbunt of work required of individuals holding a
particul ar position, any method that reasonably and accurately reflects such
amount nay be used. For exanple, the nunber of hours of classroominstruction is
only an indication of the amount of work required, but it may be used as a
nmeasure.

(b) I'n determ ning whether positions with the same enpl oyer are the sane,
all of the facts and circunstances concerning the positions shall be considered,
i ncluding the work performed, the nethods by which conmpensation is conmputed, and
the descriptions (or titles) of the positions. For exanple, an assistant
prof essor enmployed in the English departnment of a university will be considered
a full-tinme employee if the amount of work that he is required to performis the
sane as the amount of work nornally required of assistant professors of English
at that university who derive the main portion of their personal service incone
from such position.



(c) In case an individual's position is not the same as another with his
enpl oyer, the rules of this paragraph shall be applied by considering the same
position with simlar enployers or simlar positions with the same enpl oyer.

(iii) Afull year of service for a particular position nmeans the usua
annual work period of individuals enployed full-time in that general type of
enpl oyment at the place of enploynent. For exanple, if a doctor enployed by a
hospital works throughout the 12 nonths of a year except for a one-nonth
vacation, such doctor will be considered as being enployed for a full year, if
the other doctors at that hospital work 11 nonths of the year with a one-nonth
vacation. Simlarly, if the usual annual work period at a university consists of
the fall and spring senesters, an instructor at that university who teaches
t hose semesters will be considered as working a full year

(5) O her enployees. (i) An individual shall be treated as having a fraction
of a year of service for each year during which he was a full-tinme enpl oyee for
part of the year or for each year during which he was a part-tine enpl oyee for
the entire year or for a part of the year

(ii) In deternmining the fraction which represents the fractional year of
service for an individual enployed full time for part of a year, the nunerator
shal | be the nunber of weeks (or nmonths) during which the individual was a full-
time enployee in a position during that year, and the denom nator shall be the
nunber of weeks (or nonths) which is considered under subparagraph (4)(iii) of
this paragraph as the usual annual work period for that position. For exanple,
if an instructor is enployed full tine by a university for the 1959 spring
semester (which lasts from February 1959 through May 1959), and the academic
year of the university is 8 nmonths |ong, beginning in October 1958, and endi ng
in May 1959, then he is considered as having conpleted 4/ 8 of a year of service.

(iii) I'n determning the fraction which represents the fractional year of
service of an individual who is enployed part tine for a full year, the
nunerator shall be the amount of work required to be performed by the
i ndi vidual, and the denom nator shall be the ambunt of work normally required of
i ndi vidual s who hold the sane position. The anmount of work required to be
performed by the individual and the ampunt of work normally required of
i ndi vi dual s hol ding the sane position shall be deternmined in accordance with the
principl es of subparagraph (4) of this paragraph. Thus, if a practicing
physi ci an teaches one course at a | ocal nedical school 3 hours per week for two
semesters and other faculty menbers at that medical school teach 9 hours per
week for two senmesters, then the practicing physician is considered as having
conpleted 3/9 of a year of service.

(iv) In deternmining the fraction representing the fractional year of service
of an individual who is enployed part time for part of a year, it is necessary
to conmpute the fractional year of service if the individual were a part-tine
enpl oyee for a full year, and the fractional year of service if the individua
were a full-time enployee for the part of a year. The two fractions shall be
mul tiplied and the product is the fractional year of service of such individua
who is enployed part time for part of a year. For exanple, if an attorney who is
a specialist in a subject teaches a course in that subject for 3 hours per week
for one senmester at a nearby |aw school, and the full-tine instructors at that
| aw school teach 12 hours per week for two semesters, then the fractional part
of a year of service for such part-tinme instructor is conputed as follows: The
fractional year of service if the instructor were a part-tine enployee for a
full year is 3/12 (nunmber of hours enpl oyed divided by the usual number of hours
of work required for that position); the fractional year of service if the
instructor were a full-time enployee for part of a year is 1/2 (period worked or
one semnester, divided by usual work period, or 2 senesters). These fractions are
nmultiplied to obtain the fractional year of service: 3/12 tines 1/2 , or 3/24 (
1/8).

(6) Less than one year of service considered as one year. If, at the close
of a taxable year, an enployee has, under the rules in this paragraph, a period
of service of |less than one year, such enployee shall, neverthel ess, be
consi dered to have one year of service for purposes of conputing his excl usion



al  owance for that taxable year. Such period of service of |ess than one year
shall al so be considered to be such enpl oyee's nost recent one-year period of
service for purposes of determ ning his includible conpensation.

(7) Most recent one-year period of service. (i) In determning, for purposes
of paragraph (e) of this section (relating to includible conpensation), an
enpl oyee' s nost recent one-year period of service, there is first taken into
account all service perforned by the enployee during the taxable year for which
t he exclusion allowance is being determ ned. For this purpose, therefore, an
enpl oyee' s nost recent one-year period of service may not be the sane as his
enpl oyer's nost recent annual work period. The rule in this subdivision my be
illustrated by the follow ng exanple: A a professor who reports his incone on a
cal endar year basis, is enployed by a university on a full-time basis during the
university's 1959-1960 and 1960- 1961 acadenic years (CQctober through May). For
pur poses of computing A s exclusion allowance for his 1960 taxable year, his
nost recent one-year period of service consists of his service performed during
January through May, 1960 (which is part of the 1959-1960 academ ¢ year) and his
service perforned during October through Decenber 1960 (which is part of the
1960- 1961 acadeni c year).

(ii) I'n the case of a part-time enployee or a full-tinme enployee who is
enpl oyed for only part of a year, it wll be necessary to aggregate his nost
recent periods of service to deternmine his nost recent one-year period of
service. In such a case, there is first taken into account his service during
t he taxabl e year for which the exclusion allowance is being determ ned; then
there is taken into account his service during his next precedi ng taxable year
and so forth until his service equals, in the aggregate, one year of service.
For exanple, if an enployee, who reports his incone on the cal endar year basis,
is employed on a full-time basis during the nonths July through Decenber 1959 (
1/2 year of service), July through Decenber 1960 ( 1/2 year of service), and
Cct ober through Decenber 1961 ( 1/4 year of service), his nost recent one-year
peri od of service for purposes of conputing his exclusion allowance for 1961
consists of his service during 1961 ( 1/4 year of service), his service during
1960 ( 1/2 year of service), and his service during the nmonths October through
December 1959 ( 1/4 year of service).

(g) Illustration of conputation of exclusion allowance. The excl usion
provi ded under paragraph (b) of this section may be illustrated by the follow ng
exanpl e: A a professor who reports his income on the cal endar year basis,
became a full-time enployee of X University on Cctober 1, 1958 (begi nning of X
Uni versity's 1958-1959 academi c year) and continued as a full-time enpl oyee for
t he acadeni c years 1958-1959, 1959-1960, and 1960-1961. X University was, during
all such academ c years, an organization described in section 501(c)(3) and
exenpt fromtax under section 501(a). X University's academ c year runs for a
peri od of 8 months: COctober through May. A received an annual salary, all of
whi ch was includible in his gross income, of $ 8,000 for the 1958-1959 acadenic
year, $ 8,800 for the 1959-1960 acadenic year, and $ 9,600 for the 1960-1961
academ c year. Starting in 1958, X University contributed anpbunts toward the
purchase of annuity contracts for A and such purchase was not part of a
qualified annuity plan. X University paid, as prem uns for such contracts, $
1,000 in 1958, $ 2,000 in 1959, $ 2,400 in 1960, and $ 1,400 in 1961. The anpunt
of such prem unms which is excludable fromA s gross incone for the year in which
paid is conputed as foll ows:

1958
(1) Anpunt contributed by enployer for annuity contracts in 1958 $1, 000. 00
(2) Includible compensation for nmost recent one-year period of $3, 000. 00

service (since A was enployed for only 3/8 of a year at the close

of 1958, this period is counted as nost recent one-year period of

service) 3/8 $8, 000

(3) 20% i ncl udi bl e conpensati on $600. 00
(4) Number of years of service (although A was enpl oyed for |ess 1
than a year, he is considered to have one-year of service)

(5) Item (4) item (3) $600. 00
(6) Contributions excludable in prior taxable years of A None



(7) Ampbunt excludable from A s gross income for 1958 ((5) -- (6)) $600. 00
(

8) Ampunt includible in A's gross incone for 1958 ((1) - (7)) $400. 00
1959

(9) Anpunt contributed by enployer for annuity contracts in 1959 $2, 000. 00

(10) Includible conpensation for nobst recent one-year period of $8, 800. 00

service. ( 3/8 $8,800+ 5/8 $8, 000)

(11) 20% i ncl udi bl e conmpensati on $1, 660. 00

(12) Nunber of years of service 13/8

(13) Item (12) item (11) $2, 282. 50

(14) Contributions excludable in prior taxable years of A (item $600. 00

7))

(15) Amount excludable fromA' s gross inconme for 1959 ((13) - $1, 682. 50

(14))

(16) Armpunt includible in A's gross inconme for 1959 ((9) - (15)) $317.50
1960

(17) Amount contributed by enployer for annuity contracts in 1960 $2, 400. 00

(18) Includible conpensation for nost recent one-year period of $9, 100. 00

service ( 3/8 $9, 600+ 5/8 $8, 800)

(19) 20% i ncl udi bl e conmpensati on $1, 820. 00

(20) Nunmber of years of service 2 3/8

(21) Item (20) item (19) $4,322. 50

(22) Contributions excludable in prior taxable years ((7) + (15)) $2,282. 50

(23) Amount excludable fromA' s gross inconme for 1960 ((21) - $2, 040. 00

(22))

(24) Amount includible in A's gross incone for 1960 ((17) - (23)) $360. 00
1961

(25) Amount contributed by enployer for annuity contracts in 1961 $1, 400. 00

(26) Includible conpensation for nobst recent one-year period of $9, 600. 00

service ( 5/8 $9, 600+ 3/8 $9, 600)

(27) 20% i ncl udi bl e conmpensati on $1, 920. 00

(28) Nunmber of years of service 3

(29) Item (28) item (27) $5, 760. 00

(30) Contributions excludable in prior taxable years ((7) + (15) + $4,322. 50
(23))

(31) Amount excludable fromA' s gross incone for 1961 (item (25) $1, 400. 00
since it is less than (29) - (30))
(32) Anpunt includable in A's gross incone for 1961 ((25) - (31)) None
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NOTES: NOTES APPLI CABLE TO ENTI RE CHAPTER

EDI TORI AL NOTE: I RS published a docunent at 45 FR 6088, Jan. 25, 1980, deleting
statutory sections fromtheir regulations. In Chapter |, cross references to the
del eted nmateri al have been changed to the correspondi ng sections of the IRS Code
of 1954 or to the appropriate regulations sections. Wen either such change
produced a redundancy, the cross reference has been del eted. For further

expl anati on, see 45 FR 20795, March 31, 1980.

[ The OMB control numnbers for title 26 appear in § § 601.9000 and 602. 101 of
this chapter.]



NOTES APPLI CABLE TO ENTI RE SUBCHAPTER

Suppl ementary Publications: Internal Revenue Service Loosel eaf Regul ations
System Al cohol and Tobacco Tax Regul ati ons, and Regul ati ons Under Tax
Conventi ons.

EDI TORI AL NOTE: Treasury Decision 6091, 19 FR 5167, Aug. 17, 1954, provides in
part as foll ows:

PARAGRAPH 1. All regulations (including all Treasury decisions) prescribed by,
or under authority duly del egated by, the Secretary of the Treasury, or jointly
by the Secretary and the Conm ssioner of Internal Revenue, or by the
Conmi ssi oner of Internal Revenue with the approval of the Secretary of the
Treasury, or jointly by the Conmi ssioner of Internal Revenue and the
Conmi ssi oner of Custons or the Conm ssioner of Narcotics with the approval of
the Secretary of the Treasury, applicable under any provision of law in effect
on the date of enactnent of the Code, to the extent such provision of lawis
repeal ed by the Code, are hereby prescribed under and nmade applicable to the
provi sions of the Code corresponding to the provision of |aw so repeal ed insof ar
as any such regulation is not inconsistent with the Code. Such regul ati ons shal
beconme effective as regul ati ons under the various provisions of the Code as of
the dates the correspondi ng provisions of |law are repeal ed by the Code, unti
superseded by regul ations issued under the Code.

PAR. 2. Wth respect to any provision of the Code which depends for its
application upon the promul gati on of regulations or which is to be applied in
such manner as may be prescribed by regulations, all instructions or rules in
effect i Mmediately prior to the enactrment of the Code, to the extent such
instructions or rules could be prescribed as regul ati ons under authority of such
provi sion of the Code, shall be applied as regul ati ons under such provision

i nsofar as such instructions or rules are not inconsistent with the Code. Such
instructions or rules shall be applied as regul ati ons under the applicable

provi sion of the Code as of the date such provision takes effect.

PAR. 3. If any election made or other act done pursuant to any provision of the
I nternal Revenue Code of 1939 or prior internal revenue |aws woul d (except for

t he enactnment of the Code ) be effective for any period subsequent to such
enactmment, and if correspondi ng provi sions are contained in the Code, such

el ection or other act shall be given the sane effect under the corresponding
provi sions of the Code to the extent not inconsistent therewith. The term"act"
includes, but is not Iimted to, an allocation, identification, declaration
agreenment, option, waiver, relinquishnment, or renunciation

PAR. 4. The linmits of the various internal revenue districts have not been
changed by the enactmment of the Code. Furthernore, del egations of authority made
pursuant to the provisions of Reorganization Plan No. 26 of 1950 and
Reor gani zati on Plan No. 1 of 1952 (as well as redel egation thereunder),

i ncl udi ng those governing the authority of the Commi ssioner of Internal Revenue,
t he Regi onal Commi ssioners of Internal Revenue, or the District Directors of
Internal Revenue, are applicable to the provisions of the Code to the extent
consi stent therew th.



