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[*1]

Deduction for contributions of an enployer. Quidance is issued concerning
the application of section 404(a)(6) of the Code to contributions to a cash or
deferred arrangenment under section 401(k) or to a defined contribution plan as
mat chi ng contributions, where such contributions are attributable to
conpensation earned by plan participants after the end of the taxable year

| SSUE

Whet her contributions to a qualified cash or deferred arrangenent within the
nmeani ng of section 401(k) or to a defined contribution plan as natching
contributions within the neaning of section 401(m are deductible by an enpl oyer
for a taxable year, if the contributions are attributable to conpensati on earned
by plan participants after the end of that taxable year

FACTS

Corporation M maintains Plan X, which consists of a qualified cash or
deferred arrangenment within the meaning of section 401(k), and which al so
provi des for matching contributions within the neaning of section 401(n). Ms
taxabl e year is the fiscal year ending June 30. Plan X has a cal endar plan
year. By the last day of Plan X's 1989 cal endar plan year, M had contri buted
amounts to Plan X in accordance with the terns of the plan. [*2] These anounts
consisted of (a) the elective deferral and matching contributions attributable
to conpensati on earned by plan participants before the end of Ms taxable year
endi ng June 30, 1989 (Pre-Year End Contributions), and (b) the elective deferra
and matching contributions attributable to conpensati on earned by plan
participants after the end of Ms taxable year ending June 30, 1989 (Post- Year
End Contri butions).

M received an extension of tine to March 15, 1990, to file the inconme tax
return for its taxable year ending June 30, 1989 (1989 Taxable Year). On the
income tax return for its 1989 Taxable Year, which was tinely filed on March 1,
1990, Mclained a deduction for the entire ambunt of the elective deferral and
mat chi ng contributions nade to Plan X during Plan X s 1989 cal endar plan year
Approxi mately one-half of the clainmed deduction related to the Pre-Year End
Contributions, while the remaining portion of the clained deduction related to
t he Post-Year End Contributions. The total anpunt contributed and clai med by M
as a deduction did not exceed 15 percent of the total conpensation otherw se
paid or accrued during Ms 1989 Taxable Year to participants under Plan [*3] X,
in accordance with the percentage linmtation under section 404(a)(3)(A) (i).

LAW

Section 404(a) provides in relevant part that if contributions are paid to a
profit-sharing or stock bonus plan and are ot herw se deducti bl e under chapter 1
of the Code, those contributions are deductible under section 404 (subject to



certain limtations) in the taxable year of the enployer when paid, and are not
deducti bl e under any other section of chapter 1 of the Code. 1In the case of a
contribution that is otherw se deducti bl e under section 162 or 212, section
1.404(a)-1(b) of the Income Tax Regul ations provides that in order to be
deducti bl e under section 404(a), the contribution rmust be an ordinary and
necessary expense during the taxable year in carrying on a trade or business or
for the production of income and nust be conpensation for services actually
render ed.

Section 1.404(a)-1T, QA-1, of the Regulations provides that in order to be
deducti bl e under section 404(a), a contribution otherw se deducti bl e under
section 162 or 212 nmust be paid or incurred for purposes of those sections, in
addition to satisfying the other requirenents for deductibility under those
sections. Section 7701(a)(25) [*4] states that the term"paid or incurred"
shal | be construed according to the nethod of accounting used by the taxpayer to
conpute its taxable income. Section 301.7701-16 of the Regul ati ons adopts the
sane definition for purposes of the Regul ations.

Section 461(a), in conjunction with section 1.461-1(a)(2) of the Regul ati ons,
provides that, for a taxpayer using an accrual nethod of accounting, an expense
is deductible for the taxable year in which all the events have occurred which
determne the fact of liability and the anobunt thereof can be deternined with
reasonabl e accuracy. Section 1.461-1(a)(2) specifically states that "no accrua
shall be nmade in any case in which all of the events have not occurred which fix
the liability . . ."

Section 404(a)(6) provides in relevant part that, for purposes of section
404(a)(3), "a taxpayer shall be deened to have made a paynent on the |ast day of
the preceding taxable year if the paynent is on account of such taxable year and
is made not later than the time prescribed by law for filing the return for such
taxabl e year (including extensions thereof)." The sole effect of section
404(a)(6) is to deema paynment to have been made on the last [*5] day of the
precedi ng taxabl e year. Section 404(a)(6) does not nake a contribution
deductible in a taxable year where the contribution could not otherw se have
been deducted in that taxable year if it had actually been paid on the |ast day
of the taxable year. See S. Rep. No. 1622, 83d Cong., 2d Sess. 55 (1954)
(section 404(a)(6) nerely provides to accrual basis taxpayers a grace period to
conpute the anmount of the contribution due to the difficulty of gathering
i nformati on about the taxable year by the close of the taxable year); H R Rep.
No. 1280, 93d Cong., 2d. Sess. 347 (1974) (extending the sane grace period to
cash basis taxpayers); Don E. WIllians Co. v. Comnissioner, 429 U S. 569, 575 n6
(1977).

Rev. Rul. 76-28, 1976-1 C. B. 106, provides that a contribution nade after the
cl ose of an enployer's taxable year will be deened to have been nade on account
of the precedi ng taxabl e year under section 404(a)(6) if, anobng other
conditions, the paynment is treated by the plan in the sane nanner as the plan
woul d treat a paynent actually received on the |ast day of such precedi ng
t axabl e year of the enployer.

ANALYSI S

Under section 404(a)(6), as interpreted by Rev. Rul. 76-28, [*6] the
paynment of Ms Post-Year End Contributions to Plan X could be deened to have
been nade on the last day of Ms 1989 Taxable Year, if Plan X treated the
paynment of those contributions at the time they were actually received in the
sanme nmanner that the plan would have treated a payment of those sane
contributions had they instead been received on the | ast day of Ms 1989 Taxabl e
Year. However, Plan X could not have done so. Conpensation cannot be deferred
and contributed to a plan as elective deferrals, and matching contributions
cannot be made to a plan with respect to such elective deferrals, until the
under | yi ng conpensati on has actually been earned. At the tine Plan X actually
recei ved the paynment of Ms Post-Year End Contributions, Plan X could properly
treat the payment as consisting of elective deferral and nmatching contributions,
because the underlying conpensati on had al ready been earned. |If Plan X had



i nstead received a payment of the Post-Year End Contributions on the |ast day of
Ms 1989 Taxable Year, Plan X could not at that tine have properly treated the
paynment as consisting of elective deferral and matching contributions, because

t he underlying conpensation had [*7] not been earned. It would have been
necessary to wait for six nonths to determ ne the amobunt of conpensation
actually earned by plan participants after the end of Ms 1989 Taxabl e Year and
t herefore what portion of the payment could properly be treated as consisting of
el ective deferral and matching contributions. Accordingly, Mdid not satisfy
section 404(a)(6) with respect to the Post-Year End Contributions. This is true
regardl ess of whether M uses the cash or an accrual nethod of accounting.

Even i f M could have satisfied section 404(a)(6) with respect to the Post-
Year End Contributions, section 404(a)(6) does not provide that the Post- Year
End Contri butions would therefore be deductible for Ms 1989 Taxabl e Year
Section 404(a)(6) merely would have deened the contributions to have been paid
on the last day of that year.

In order for the Post-Year End Contributions to be deductible for Ms 1989
Taxabl e Year, M would have been required to show that the contri buti ons woul d
have been deducti bl e under section 404(a), and in turn would have been otherw se
deducti bl e under chapter 1 of the Code, for Ms 1989 Taxable Year, if the
contributions had actually been paid on the last [*8] day of that taxable year
However, the contributions are attributable to conpensati on earned by plan
participants after the end of Ms 1989 Taxable Year, so that as of the |last day
of that taxable year the paynent of the contributions could not have been
conpensation for services actually rendered. Under section 1.404(a)-1(b) of the
Regul ations, the Post-Year End Contributions therefore could not have been
deducted for Ms 1989 Taxable Year. This conclusion applies regardl ess of
whet her M uses the cash or an accrual nethod of accounting.

In addition, if Muses an accrual nethod of accounting, the application of
section 461(a) al so woul d have precluded the Post-Year End Contributions from
bei ng deductible for Ms 1989 Taxabl e Year, because all events fixing the fact
of Ms liability to nake the contributions had not occurred as of the end of Ms
1989 Taxabl e Year. Because the Post-Year End Contributions are attributable to
conpensation earned by plan participants after the end of that taxable year, the
conpensation could not have been actually deferred as of that date, so that Ms
liability to nake el ective deferral and nmatching contributions with respect to
t hat conpensation [*9] would not have been fixed.

HOLDI NG

Contributions to a qualified cash or deferred arrangement within the neaning
of section 401(k) or to a defined contribution plan as matching contributions
wi thin the neani ng of section 401(n) are not deductible by the enployer for a
taxabl e year, if the contributions are attributable to conpensati on earned by
pl an participants after the end of that taxable year. This holding applies
regardl ess of whether section 404(a)(6) deenms the contributions to have been
paid on the |ast day of that taxable year, and regardl ess of whether the
enpl oyer uses the cash or an accrual nethod of accounting.

APPLI CATI ON
Taxpayers using a method of accounting inconsistent with this revenue ruling
are required to change their nmethod of accounting. |f a taxpayer nakes the

change in accordance with this revenue ruling, the change is to be effective for
pur poses of claim ng deductions under section 404(a) for all elective deferral
and matching contributions actually paid after Decenber 31, 1989, except to the
extent such contributions were deducted on a return filed before Decenber 7,
1989 (the Rel ease Date). Because this change is to be inplenented on a "cut-
off" [*10] basis, it is nade without a section 481(a) adjustnent.

In order to make the change in accordance with this revenue ruling, the
t axpayer nust account for all contributions actually paid after Decenber 31
1989, consistently with the holding of this revenue ruling, except to the extent



t hese contributions were deducted on a return filed before the Rel ease Date.

Any contribution for which a deduction was clainmed on a return filed before the
Rel ease Date may not again be deducted on a return filed on or after the Rel ease
Date, even though that contribution would, under the holding of this revenue
ruling, otherwi se be deductible on a return filed after the Rel ease Date. In
addition, the taxpayer must type or legibly print on the first return filed
after the Release Date the follow ng notation: "Change in Method of Accounting
under Rev. Rul. 90-105." If a taxpayer changes its nmethod in accordance with
this revenue ruling, the Service will not apply the holding in this revenue
ruling to contributions actually paid before January 1, 1990, or to
contributions actually paid on or after that date for which a deduction was
clained on a return filed before the Rel ease Date (even if the Service [*11]

has rai sed the issue of the deductibility of such a contribution upon

exam nation). A taxpayer who anends a return filed before the Rel ease Date is
not required to make the change on that anended return. No taxpayer is
permtted to file an amended return on or after the Release Date in order to
claima deduction that is inconsistent with the holding in this revenue ruling,
even though such deduction relates to contributions actually paid before January
1, 1990.

Thus, assuming that Mhas not filed before the Rel ease Date the return for
its taxable year ending June 30, 1990 (1990 Return), Mis pernmitted on its 1990
Return to deduct el ective deferral and matching contributions actually paid
after Decenber 31, 1989, only to the extent those contributions are attributable
to conpensati on earned by plan participants between January 1, 1990, and June
30, 1990. Mis not permtted to deduct on its 1990 Return el ective deferral and
mat chi ng contributions attributable to conpensation earned by plan participants
between July 1, 1989, and December 31, 1989, because those anpunts previously
were deducted on a return filed before the Release Date (i.e., Ms return for
its 1989 Taxable Year). [*12] |In addition, Mis not pernitted on its 1990
Return to deduct el ective deferral and matching contributions attributable to
conpensation earned by plan participants on or after July 1, 1990, because
deducting those contributions on that return would be inconsistent with the
holding in this revenue ruling. If Mconplies with the requirenents set forth
in the preceding paragraph, Mis not required to amend the return for its 1989
Taxabl e Year, nor will the Service apply the holding in this revenue ruling to
that return (or to a return for any previous year), even though the return my
claima deduction for contributions attributable to conpensation earned by plan
participants after the |ast day of the taxable year for which the return was
filed.

If a taxpayer, however, fails to change its nethod of accounting in
accordance with this revenue ruling, the Service may require the taxpayer to
change its method of accounting in the earliest open taxable year on a cut-off
basi s, notw thstanding the provisions of Rev. Proc. 84-74, 1984-2 C.B. 736.

DRAFTI NG | NFORMATI ON

The principal author of this revenue ruling is Gretchen Young of the Enpl oyee
Pl ans Techni cal and Actuarial Division. [*13] For further infornmation
regarding this revenue ruling, contact the Enployee Plans Techni cal and
Actuarial tel ephone assistance service between the hours of 1:30 and 4:00 p.m,
Eastern Time, Monday through Friday, on (202) 566-6783/6784 (not a toll-free
call). M. Young's tel ephone number is (202) 343-0729 (not a toll-free call).

ADDI TI ONAL | NFORVATI ON

This revenue ruling does not address simlar issues that may arise under
section 404 with respect to plans that are not subject to section 401(k) or (m.
The Service anticipates issuing further guidance on these issues.



