
Rev. Proc. 99–31

TABLE OF CONTENTS

SECTION 1.  PURPOSE AND
BACKGROUND

.01  Purpose

.02  Background

.03  Overview

.04  Request for Comments

SECTION 2.  EFFECT OF THIS
REVENUE PROCEDURE; 
RELIANCE

.01  Effect of this Revenue Procedure

.02  Revenue Procedure Not Applicable
to 403(b) Plans

.03  Reliance

.04  Effect of Future Guidance

SECTION 3.  GENERALLY
APPLICABLE PROVISIONS

.01  General

.02  Correction Should not Violate 
§ 401(a)

.03  Consistency Requirement

.04  Treatment of Excess Amounts 

.05  No Effect on Other Law

.06  Definitions

.07  Assumptions for Examples

SECTION 4.  CORRECTION
METHODS AND EXAMPLES

.01  ADP/ACP Failures

.02  Exclusion of Eligible Employees 
(1) Exclusion of Eligible Employees

in a 401(k) or (m) Plan
(2) Exclusion of Eligible Employees

in a Profit-Sharing Plan  
.03  Vesting Failures
.04  § 415 Failures

(1) Failures Relating to a § 415(b)
Excess

(2) Failures Relating to a § 415(c)
Excess

.05  Other Overpayment Failures 

.06  § 401(a)(17) Failures

.07  Correction by Amendment Under
Walk-in CAP

(1) § 401(a)(17) Failures
(2) Hardship Distribution Failures 

SECTION 5.  EARNINGS
ADJUSTMENT METHODS AND
EXAMPLES

.01  Earnings Adjustment Methods

.02  Examples

SECTION 6.  EFFECT ON OTHER
DOCUMENTS

SECTION 7.  EFFECTIVE DATE

SECTION 8.  PAPERWORK
REDUCTION ACT

DRAFTING INFORMATION

SECTION 1.  PURPOSE AND
BACKGROUND

.01 Purpose. (1) This revenue proce-
dure augments the Employee Plans Com-
pliance Resolution System (“EPCRS”).  It
describes and illustrates many of the cor-
rection methods sponsors of qualified
plans under Internal Revenue Code §
401(a) or 403(a) can use to correct fail-
ures to comply with the qualified plan
rules. Among the numerous favorable
comments on EPCRS, many suggested
that it would be helpful to provide addi-
tional guidance on acceptable means of
correction.

(2) This revenue procedure, together
with the standardized correction methods
described in Rev. Proc. 98–22, 1998–12
I.R.B. 11, gives plan sponsors methods
(and in many cases alternative methods)
they can use to correct the Operational
Failures typically encountered under
EPCRS.  Of course, other methods of cor-
recting the same Operational Failures
might also be reasonable and appropriate.
The methods described in this revenue
procedure will be particularly useful for
plan sponsors self-correcting Operational
Failures under APRSC.  The revenue pro-
cedure includes numerous examples illus-
trating these correction methods. 

(3) The correction methods described
in this revenue procedure include the fol-
lowing —
•  For § 401(k) and § 401(m) nondiscrimi-

nation failures, in addition to the SVP
correction method, a “one-to-one” cor-
rection method which combines distrib-

ution of excess contributions with an
equivalent corrective contribution that
typically will be less than the corrective
contribution under the SVP correction
method for the same failure;

•  If eligible employees have been ex-
cluded from receiving employer contri-
butions under a profit-sharing or stock
bonus plan, then, in addition to the SVP
correction method, improperly allo-
cated contributions can be reallocated
to the excluded eligible employees, in
accordance with specified require-
ments; 

•  If an amount has been improperly for-
feited under a defined contribution
plan, then either a corrective contribu-
tion can be made or, in accordance with
specified requirements, the improperly
forfeited amount can be reallocated;

•  If payments from a defined benefit plan
exceeded the § 415(b) limits, the excess
can be repaid to the plan or future pay-
ments can be reduced;

•  If annual additions under a defined con-
tribution plan exceeded the § 415(c)
limits, then in addition to the SVP cor-
rection method, the previously paid ex-
cess can be repaid to the plan or, in the
case of certain terminated employees
who have received a distribution of
elective deferrals, nonvested employer
contributions can be forfeited;

•  If amounts in excess of certain other
limits have been paid, then the excesses
can be repaid to the plan or, as an addi-
tional alternative in the case of a de-
fined benefit plan, future benefit pay-
ments can be reduced;

•  If contributions to a defined contribu-
tion plan have been allocated based on
compensation in excess of the 
§ 401(a)(17) limit, then the excess allo-
cation can be reallocated to other partic-
ipants or used to reduce future em-
ployer contributions or, as an additional
alternative, under the Walk-in Closing
Agreement Program (“Walk-in CAP”),
additional plan contributions can be
made for other employees; 

•  If hardship distributions that were not
permitted under plan terms have been
made, then, in accordance with speci-
fied requirements, a corrective plan
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amendment can be made under Walk-in
CAP; and

•  If corrective contributions or alloca-
tions are made under a defined contri-
bution plan, several alternative methods
are provided for adjustments to reflect
earnings.

This revenue procedure also expands the
SVP correction method for the exclusion
of eligible employees from elective defer-
rals, employee after-tax contributions,
and matching contributions for a full year
to include partial year exclusions, and
clarifies the SVP correction method for
exclusion of eligible employees from em-
ployer nonelective contributions under
profit-sharing and stock bonus plans. 

(4) The Service anticipates that the
methods and examples described in this
revenue procedure will be updated, and
the methods and examples may be supple-
mented or expanded.  In addition, the Ser-
vice will continue to monitor and improve
EPCRS as a whole, and accordingly, in-
tends to revise Rev. Proc. 98–22 to reflect
experience and public comments. 

.02  Background.(1) Rev. Proc. 98–22,
modified and consolidated into EPCRS
the various Internal Revenue Service pro-
grams relating to correction of certain
failures (“Qualification Failures”), which
affect the qualification of a plan intended
to be qualified under § 401(a) or 403(a)
(“Qualified Plans”), or § 403(b) (“403(b)
plans”).  The programs consolidated into
EPCRS include the Administrative Policy
Regarding Self-Correction (“APRSC”),
the Voluntary Compliance Resolution
(“VCR”) program, Walk-in CAP, and the
Audit Closing Agreement Program
(“Audit CAP”).  Rev. Proc. 99–13,
1999–5 I.R.B. 52, modified and amplified
Rev. Proc. 98–22 with respect to 403(b)
plans. 

(2) Section 6 of Rev. Proc. 98–22 sets
forth correction principles that apply to all
of the EPCRS programs. The standard-
ized correction methods permitted under
the Standardized VCR Procedure
(“SVP”) set forth in Appendix A of Rev.
Proc. 98–22 are deemed to be reasonable
and appropriate methods of correction for
certain Qualification Failures that arise
solely from failure to follow the terms of
a plan (“Operational Failures”).  Section
6.02(2) of Rev. Proc. 98–22 provides that
there may be more than one reasonable
and appropriate correction method for a

Qualification Failure.  Section 6.02(3) of
Rev. Proc. 98–22 provides that corrective
allocations under a defined contribution
plan should be adjusted for earnings and
forfeitures that would have been allocated
to a participant’s account if the failure had
not occurred.   

.03 Overview. (1) Section 2 of this rev-
enue procedure describes the effect of this
revenue procedure and taxpayers’ ability
to rely on it.

(2) Section 3 sets forth certain provi-
sions that generally apply with respect to
the correction methods and earnings ad-
justment methods under this revenue pro-
cedure, and assumptions that apply for
purposes of the examples in this revenue
procedure.

(3) Section 4 sets forth a number of rea-
sonable and appropriate correction meth-
ods (and examples) that may be used to
correct specific Operational Failures.
Section 4 also clarifies and expands on
certain correction methods under SVP.
Consistent with section 6.02(2) of Rev.
Proc. 98–22, other correction methods,
different from those illustrated in this rev-
enue procedure, may also be considered
reasonable and appropriate for the same
Operational Failure.

(4) Section 5 sets forth earnings adjust-
ment methods (and examples) that may be
used to adjust a corrective contribution or
allocation for earnings in a defined contri-
bution plan. Consequently, these earnings
adjustment methods may be used to deter-
mine the earnings adjustments for correc-
tive contributions or allocations under the
correction methods in section 4 and under
certain SVP correction methods.  Other
earnings adjustment methods, different
from those illustrated in this revenue pro-
cedure, may also be appropriate for ad-
justing corrective contributions or alloca-
tions to reflect earnings.

.04  Request for Comments. The Ser-
vice solicits comments and suggestions
relating to this revenue procedure.  In par-
ticular, the Service requests (1) comments
on the correction methods, earnings ad-
justment methods, and examples de-
scribed in this revenue procedure, (2) sug-
gestions for alternative methods of
correction for the Operational Failures ad-
dressed in this revenue procedure, and (3)
suggestions for methods of correction for
Qualification Failures not addressed in
this revenue procedure (including meth-

ods for correcting failures with respect to
403(b) plans).  It is requested that com-
ments and suggestions be submitted by
November 21, 1999, addressed to
CC:DOM:CORP:R (Rev. Proc. 99–31),
Room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044.  In the alternative,
comments may be hand-delivered be-
tween the hours of 8 a.m. and 5 p.m. to
CC:DOM:CORP:R (Rev. Proc. 99–31),
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue, NW,
Washington, DC.  Alternatively, taxpayers
may transmit comments electronically by
using the following site: cynthia.
grigsby@m1. irscounsel.treas.gov 

SECTION 2. EFFECT OF THIS
REVENUE PROCEDURE; RELIANCE

.01  Effect of this Revenue Procedure.
If an Operational Failure addressed in this
revenue procedure is corrected in the spe-
cific manner described in an applicable
correction method set forth in this rev-
enue procedure, the Service will treat the
correction as a reasonable and appropriate
correction for the Operational Failure
under section 6.02(2) of Rev. Proc.
98–22.  In addition, if an earnings adjust-
ment is made to a corrective contribution
or allocation under a defined contribution
plan in a specific manner described in
section 5 of this revenue procedure, the
Service will treat the earnings adjustment
as satisfying the requirement of section
6.02(3)(a) of Rev. Proc. 98–22 that cor-
rective allocations in a defined contribu-
tion plan be adjusted for earnings. 

.02  Revenue Procedure Not Applicable
to 403(b) Plans.This revenue procedure
does not apply to 403(b) plans.  Accord-
ingly, sponsors of 403(b) plans cannot
rely on the correction methods under sec-
tion 4 and the earnings adjustment meth-
ods under section 5.  For guidance relat-
ing to 403(b) plans, see Rev. Proc. 99–13.  

.03  Reliance. Taxpayers may rely on
Rev. Proc. 98–22, as supplemented by
this revenue procedure.  Accordingly, if
an Operational Failure addressed in this
revenue procedure is corrected in accor-
dance with the requirements of APRSC,
VCR, Walk-in CAP, or Audit CAP,
whichever is applicable; the eligibility re-
quirements set forth in section 4 of Rev.
Proc. 98–22 for the applicable program
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are satisfied; and the Operational Failure
is corrected using an applicable correction
method described in this revenue proce-
dure that otherwise satisfies section 6.02
of Rev. Proc. 98–22, then, in accordance
with section 3 of Rev. Proc. 98–22, the
plan will not be disqualified by reason of
the Operational Failure.

.04  Effect of Future Guidance.The
Service expects that the correction meth-
ods and earnings adjustment methods de-
scribed in this revenue procedure will be
updated periodically in light of experi-
ence gained and comments received.
However, taxpayers will be able to con-
tinue to rely on the correction methods
and earnings adjustment methods in this
revenue procedure for corrections prior to
the publication of future guidance. 

SECTION 3. GENERALLY
APPLICABLE PROVISIONS

.01  General. Unless otherwise speci-
fied, the provisions of this section 3 apply
for purposes of the correction methods in
section 4 and the earnings adjustment
methods in section 5 of this revenue pro-
cedure.

.02  Correction Should Not Violate
§401(a). As provided in Rev. Proc. 98–
22, section 6.02(2)(d), the correction
method used to correct an Operational
Failure should not violate § 401(a).  If an
additional Qualification Failure is created
as a result of the use of a correction
method in this revenue procedure, then
that Qualification Failure also must be
corrected in conjunction with the use of
that correction method and in accordance
with the requirements of EPCRS.

.03  Consistency Requirement. Gener-
ally, where more than one correction
method is available to correct a type of
Operational Failure for a plan year (or
where there are alternative ways to apply
a correction method), the correction
method (or alternative ways to apply the
correction method) should be applied
consistently in correcting all Operational
Failures of that type for that plan year.
Similarly, earnings adjustment methods
generally should be applied consistently
with respect to corrective contributions or
allocations for a particular type of Opera-
tional Failure for a plan year. 

.04  Treatment of Excess Amounts.A
distribution of an Excess Amount is not

eligible for the favorable tax treatment ac-
corded to distributions from qualified
plans (such as eligibility for rollover
under § 402(c)).  To the extent that a cur-
rent or prior distribution was a distribu-
tion of an Excess Amount, that distribu-
tion is not an eligible rollover
distribution.  Thus, for example, if such a
distribution was contributed to an individ-
ual retirement arrangement (“IRA”), the
contribution is not a valid rollover contri-
bution for purposes of determining the
amount of excess contributions (within
the meaning of § 4973) to the individual’s
IRAs.  Where an Excess Amount has been
distributed in connection with an Opera-
tional Failure that is being corrected using
a correction method set forth in section 4,
the employer must notify the recipient
that (1) the Excess Amount was distrib-
uted and (2) the Excess Amount was not
eligible for favorable tax treatment ac-
corded to distributions from qualified
plans (and, specifically, was not eligible
for tax-free rollover).

.05  No Effect on Other Law.In accor-
dance with section 6.06 of Rev. Proc.
98–22, compliance under these programs
has no effect on the rights of any party
under any other law, including Title I of
the Employee Retirement Income Secu-
rity Act of 1974.

.06  Definitions. (1)  Definitions from
Rev. Proc. 98–22. The definitions set
forth in section 5 of Rev. Proc. 98–22
apply for purposes of this revenue proce-
dure.  

(2)  Excess Amount Defined.   For pur-
poses of this revenue procedure, an Ex-
cess Amount is (a) an Overpayment
(within the meaning of section 4.05(2)),
(b) an elective deferral or employee after-
tax contribution returned to satisfy § 415,
(c) an elective deferral in excess of the
limitation of § 402(g) that is distributed,
(d)  an excess contribution or excess ag-
gregate contribution that is distributed to
satisfy § 401(k) or § 401(m), or (e) any
similar amount required to be distributed
in order to maintain plan qualification.   

.07  Assumptions for Examples. Unless
otherwise specified, for ease of presenta-
tion, the examples assume that:

(1)  the plan year and the § 415 limita-
tion year are the calendar year;

(2)  the employer maintains a single
plan intended to satisfy § 401(a) and has
never maintained any other plan;

(3)  in a defined contribution plan, the
plan provides that forfeitures are used to
reduce future employer contributions; 

(4)  the Qualification Failures are Oper-
ational Failures and the eligibility and
other requirements for APRSC, VCR,
Walk-in CAP, or Audit CAP, whichever
applies, are satisfied; and

(5)  there are no Qualification Failures
other than the described Operational Fail-
ures, and if a corrective action would re-
sult in any additional Qualification Fail-
ure, appropriate corrective action is taken
for that additional Qualification Failure in
accordance with EPCRS. 

SECTION 4. CORRECTION
METHODS AND EXAMPLES

.01  ADP/ACP Failures. 
(1)  Correction Methods.  (a) SVP Cor-

rection Method.  Appendix A, section .03
of Rev. Proc. 98–22 sets forth the SVP cor-
rection method for a failure to satisfy the
actual deferral percentage (“ADP”), actual
contribution percentage (“ACP”), or multi-
ple use test set forth in §§ 401(k)(3),
401(m)(2), and 401(m)(9), respectively. 

(b)  One-to-One Correction Method.
(i) General.  In addition to the SVP cor-
rection method, a failure to satisfy the
ADP, ACP, or multiple use test may be
corrected using the one-to-one correction
method set forth in this section 4.01(1)(b).
Under the one-to-one correction method,
an excess contribution amount is deter-
mined and assigned to highly compen-
sated employees as provided in paragraph
(1)(b)(ii) below.  That excess contribution
amount (adjusted for earnings) is either
distributed to highly compensated em-
ployees or forfeited from highly compen-
sated employees’ accounts as provided in
paragraph (1)(b)(iii) below.  That same
dollar amount (i.e., the excess contribu-
tion amount, adjusted for earnings) is
contributed to the plan and allocated to
nonhighly compensated employees as
provided in paragraph (1)(b)(iv) below.

(ii)  Determination of the Excess Con-
tribution Amount.  The excess contribu-
tion amount for the year is equal to the 
excess of (A) the sum of the excess con-
tributions (as defined in § 401(k)(8)(B)),
the excess aggregate contributions (as de-
fined in § 401(m)(6)(B)), and the amount
treated as excess contributions or excess
aggregate contributions under the multi-
ple use test pursuant to § 401(m)(9) and 
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§ 1.401(m)–2(c) of the Income Tax Regu-
lations for the year, as assigned to each
highly compensated employee in accor-
dance with § 401(k)(8)(C) and (m)(6)(C),
over (B) previous corrections permitted
under § 401(k)(8), (m)(6), and (m)(9).
See Notice 97–2, 1997–1 C.B. 348. 

(iii)  Distributions and Forfeitures of
the Excess Contribution Amount. (A) The
portion of the excess contribution amount
assigned to a particular highly compen-
sated employee under paragraph (1)(b)(ii)
is adjusted for earnings through the date
of correction.  The amount assigned to a
particular highly compensated employee,
as adjusted, is distributed or, to the extent
the amount is forfeitable as of the close of
the plan year of the failure, is forfeited.  If
the amount is forfeited, it is used in accor-
dance with the plan provisions relating to
forfeitures that were in effect for the year
of the failure.  If the amount so assigned
to a particular highly compensated em-
ployee has been previously distributed,
the amount is an Excess Amount within
the meaning of section 3.06(2).  Thus,
pursuant to section 3.04, the employer
must notify the employee that the Excess
Amount was not eligible for favorable tax
treatment accorded to distributions from
qualified plans (and, specifically, was not
eligible for tax-free rollover). 

(B)  If any matching contributions (ad-
justed for earnings) are forfeited in accor-
dance with § 411(a)(3)(G), the forfeited
amount is used in accordance with the
plan provisions relating to forfeitures that
were in effect for the year of the failure.  

(C)  If a payment was made to an em-
ployee and that payment is a forfeitable
match described in either paragraph
4.01(b)(iii)(A) or (B), then it is an Over-
payment defined in section 4.05(2) that
must be corrected (see section 4.05(1)).

(iv)  Contribution and Allocation of
Equivalent Amount.  (A)  The employer
makes a contribution to the plan that is
equal to the aggregate amounts distrib-
uted and forfeited under paragraph
(1)(b)(iii)(A) (i.e., the excess contribution
amount adjusted for earnings, as provided
in paragraph (1)(b)(iii)(A), which does
not include any matching contributions
forfeited in accordance with § 411(a)-
(3)(G), as provided in paragraph (1)(b)-
(iii)(B)).  The contribution must satisfy
the vesting requirements and distribution
limitations of § 401(k)(2)(B) and (C).    

(B)(1) This paragraph (1)(b)(iv)(B)(1)
applies to a plan that uses the current year
testing method described in Notice 98-1,
1998–3 I.R.B. 42.  The contribution made
under paragraph (1)(b)(iv)(A) is allocated
to the account balances of those individu-
als who were either (I) the eligible em-
ployees for the year of the failure who
were not highly compensated employees
for that year or (II) the eligible employees
for the year of the failure who were not
highly compensated employees for that
year and who also are not highly compen-
sated employees for the year of correc-
tion.  Alternatively, the contribution is al-
located to account balances of eligible
employees described in (I) or (II) of the
preceding sentence, except that the allo-
cation is made only to the account bal-
ances of those employees who are em-
ployees on a date during the year of the
correction that is no later than the date of
correction.  Regardless of which of these
four options (described in the two preced-
ing sentences) the employer selects, the
contribution is allocated to each such em-
ployee either as the same percentage of
the employee’s compensation for the year
of the failure or as the same dollar amount
for each employee.  (See Examples 1, 2
and 3.)  Under the one-to-one correction
method, the amount allocated to the ac-
count balance of an employee (i.e., the
employee’s share of the total amount con-
tributed under paragraph (1)(b)(iv)(A)) is
not further adjusted for earnings and is
treated as an annual addition under § 415
for the year of the failure for the em-
ployee for whom it is allocated.

(2)  This paragraph (1)(b)(iv)(B)(2) ap-
plies to a plan that uses the prior year test-
ing method described in Notice 98–1.
Paragraph (1)(b)(iv)(B)(1) is applied by
substituting “the year prior to the year of
the failure” for “the year of the failure”.

(2) Examples.     

Example 1:
Employer A maintains a profit-sharing plan with
a cash or deferred arrangement that is intended to
satisfy § 401(k) (“401(k) plan”) using the current
year testing method described in Notice 98-1.
The plan does not provide for matching contribu-
tions or employee after-tax contributions.  In
1999, it was discovered that the ADP test for
1997 was not performed correctly.  When the
ADP test was performed correctly, the test was
not satisfied for 1997.  For 1997, the ADP for
highly compensated employees was 9% and the
ADP for nonhighly compensated employees was

4%.  Accordingly, the ADP for highly compen-
sated employees exceeded the ADP for non-
highly compensated employees by more than two
percentage points (in violation of § 401(k)(3)).
(The ADP for nonhighly compensated employees
for 1996 also was 4%, so the ADP test for 1997
would not have been satisfied even if the plan
had used the prior year testing method described
in Notice 98–1.)  There were two highly compen-
sated employees eligible under the 401(k) plan
during 1997, Employee P and Employee Q.  Em-
ployee P made elective deferrals of $8,000,
which is equal to 10% of Employee P’s compen-
sation of $80,000 for 1997.  Employee Q made
elective deferrals of $9,500, which is equal to 8%
of Employee Q’s compensation of $118,750 for
1997.
Correction:
On June 30, 1999, Employer A uses the one-to-
one correction method to correct the failure to
satisfy the ADP test for 1997.   Accordingly, Em-
ployer A calculates the dollar amount of the ex-
cess contributions for the two highly compen-
sated employees in the manner described in §
401(k)(8)(B).  The amount of the excess contri-
bution for Employee P is $3,200 (4% of $80,000)
and the amount of the excess contribution for
Employee Q is $2,375 (2% of $118,750), or a
total of $5,575. In accordance with § 401(k)-
(8)(C), $5,575, the excess contribution amount, is
assigned $2,037.50 to Employee P and $3,537.50
to Employee Q.  It is determined that the earnings
on the assigned amounts through June 30, 1999
are $407 and $707 for Employees P and Q, re-
spectively.  The assigned amounts and the earn-
ings are distributed to Employees P and Q.
Therefore, Employee P receives $2,444.50
($2,037.50 + $407) and Employee Q receives
$4,244.50 ($3,537.50 + $707).  In addition, on
the same date, a corrective contribution is made
to the 401(k) plan equal to $6,689 (the sum of the
$2,444.50 distributed to Employee P and the
$4,244.50 distributed to Employee Q).  The cor-
rective contribution is allocated to the account
balances of eligible nonhighly compensated em-
ployees for 1997, pro rata based on their compen-
sation for 1997 (subject to § 415 for 1997).

Example 2:
The facts are the same as in Example 1. 
Correction:
The correction is the same as in Example 1, ex-
cept that the corrective contribution of $6,689 is
allocated in an equal dollar amount to the account
balances of eligible nonhighly compensated em-
ployees for 1997 who are employees on June 30,
1999 and who are nonhighly compensated em-
ployees for 1999 (subject to § 415 for 1997).

Example 3: 
The facts are the same as in Example 1, except
that for 1997 the plan also provides (1) for em-
ployee after-tax contributions and (2) for match-
ing contributions equal to 50% of the sum of an
employee’s elective deferrals and employee
after-tax contributions that do not exceed 10% of
the employee’s compensation.  The plan provides
that matching contributions are subject to the
plan’s 5-year graded vesting schedule and that
matching contributions are forfeited and used to

1999–34  I.R.B. 283 August 23, 1999



reduce employer contributions if associated elec-
tive deferrals or employee after-tax contributions
are distributed to correct an ADP, ACP or multi-
ple use test failure.   For 1997, nonhighly com-
pensated employees made employee after-tax
contributions and no highly compensated em-
ployee made any employee after-tax contribu-
tions.  Employee P received a matching contribu-
tion of $4,000 (50% of $8,000) and Employee Q
received a matching contribution of $4,750 (50%
of $9,500).  Employees P and Q were 100%
vested in 1997.   It is determined that, for 1997,
the ACP for highly compensated employees was
not more than 125% of the ACP for nonhighly
compensated employees, so that the ACP and
multiple use tests would have been satisfied for
1997 without any corrective action. 
Correction:
The same corrective actions are taken as in Ex-
ample 1.  In addition, in accordance with the
plan’s terms, corrective action is taken to forfeit
Employee P’s and Employee Q’s matching con-
tributions associated with their distributed excess
contributions. Employee P’s distributed excess
contributions and associated matching contribu-
tions are $2,037.50 and $1,018.75, respectively.
Employee Q’s distributed excess contributions
and associated matching contributions are
$3,537.50 and $1,768.75, respectively.  Thus,
$1,018.75 is forfeited from Employee P’s ac-
count and $1,768.75 is forfeited from Employee
Q’s account.  In addition, the earnings on the for-
feited amounts are also forfeited.  It is deter-
mined that the respective earnings on the for-
feited amount for Employee P is $150 and for
Employee Q is $204.  The total amount of the
forfeitures of $3,141.50 (Employee P’s $1,018.75
+ $150 and Employee Q’s $1,768.75 + $204) is
used to reduce contributions for 1999 and subse-
quent years. 

.02 Exclusion of Eligible Employees.
(1)  Exclusion of Eligible Employees in

a 401(k) or (m) Plan.  (a) Correction
Method.  (i)  SVP Correction Method for
Full Year Exclusion.  Appendix A, section
.05 of Rev. Proc. 98–22 sets forth the SVP
correction method for the exclusion of an
eligible employee from all contributions
under a 401(k) or (m) plan for one or
more full plan years. (See Example 4.)  In
section 4.02(1)(a)(ii) below, the SVP cor-
rection method for the exclusion of an eli-
gible employee from all contributions
under a 401(k) or (m) plan for a full year
is expanded to include correction for the
exclusion of an eligible employee from all
contributions under a 401(k) or (m) plan
for a partial plan year.  This correction for
a partial year exclusion may be used in
conjunction with the correction for a full
year exclusion.   

(ii)  Expansion of SVP Correction
Method to Partial Year Exclusion.  (A) In
General.  The correction method in Ap-

pendix A, section .05 of Rev. Proc. 98–22
is expanded to cover an employee who
was improperly excluded from making
elective deferrals or employee after-tax
contributions for a portion of a plan year
or from receiving matching contributions
(on either elective deferrals or employee
after-tax contributions) for a portion of a
plan year.  In such case, the permitted cor-
rection method under SVP for the failure
is for the employer to satisfy this section
4.02(1)(a)(ii).  The employer makes a cor-
rective contribution on behalf of the ex-
cluded employee that satisfies the vesting
requirements and distribution limitations
of § 401(k)(2)(B) and (C).  

(B) Elective Deferral Failures.  The ap-
propriate corrective contribution for the
failure to allow employees to make elec-
tive deferrals for a portion of the plan year
is equal to the ADP of the employee’s
group (either highly or nonhighly com-
pensated), determined prior to correction
under this section 4.02(1)(a)(ii), multi-
plied by the employee’s plan compensa-
tion for the portion of the year during
which the employee was improperly ex-
cluded.  The corrective contribution for
the portion of the plan year during which
the employee was improperly excluded
from being eligible to make elective de-
ferrals is reduced to the extent that (1) the
sum of that contribution and any elective
deferrals actually made by the employee
for that year would exceed (2) the maxi-
mum elective deferrals permitted under
the plan for the employee for that plan
year (including the § 402(g) limit).  The
corrective contribution is adjusted for
earnings.  (See Examples 5 and 6.)

(C)  Employee After-Tax and Match-
ing Contribution Failures.  The appropri-
ate corrective contribution for the failure
to allow employees to make employee
after-tax contributions or to receive
matching contributions because the em-
ployee was precluded from making em-
ployee after-tax contributions or elective
deferrals for a portion of the plan year is
equal to the ACP of the employee’s group
(either highly or nonhighly compen-
sated), determined prior to correction
under this section 4.02(1)(a)(ii), multi-
plied by the employee’s plan compensa-
tion for the portion of the year during
which the employee was improperly ex-
cluded.  The corrective contribution is re-
duced to the extent that (1) the sum of

that contribution and the actual total em-
ployee after-tax and matching contribu-
tions made by and for the employee for
the plan year would exceed (2) the sum
of the maximum employee after-tax con-
tributions permitted under the plan for
the employee for the plan year and the
matching contributions that would have
been made if the employee had made the
maximum matchable contributions per-
mitted under the plan for the employee
for that plan year.  The corrective contri-
bution is adjusted for earnings.

(D) Use of Prorated Compensation.
For purposes of this paragraph (1)(a)(ii),
for administrative convenience, in lieu of
using the employee’s actual plan compen-
sation for the portion of the year during
which the employee was improperly ex-
cluded, a pro rata portion of the em-
ployee’s plan compensation that would
have been taken into account for the plan
year, if the employee had not been im-
properly excluded, may be used.  

(E)  Special Rule for Brief Exclusion
from Elective Deferrals.  An employer is
not required to make a corrective contri-
bution with respect to elective deferrals,
as provided in section 4.02(1)(a)(ii)(B),
(but is required to make a corrective con-
tribution with respect to any employee
after-tax and matching contributions, as
provided in section 4.02(1)(a)(ii)(C)) for
an employee for a plan year if the em-
ployee has been provided the opportunity
to make elective deferrals under the plan
for a period of at least the last 9 months in
that plan year and during that period the
employee had the opportunity to make
elective deferrals in an amount not less
than the maximum amount that would
have been permitted if no failure had oc-
curred.  (See Example 7.)

(b) Examples.

Example 4: 
Employer B maintains a 401(k) plan.  The plan
provides for matching contributions for eligible
employees equal to 100% of elective deferrals
that do not exceed 3% of an employee’s compen-
sation.  The plan provides that employees who
complete one year of service are eligible to par-
ticipate in the plan on the next January 1 or July 1
entry date.  Twelve employees (8 nonhighly com-
pensated employees and 4 highly compensated
employees) who had met the one year eligibility
requirement after July 1, 1995 and before Janu-
ary 1, 1996 were inadvertently excluded from
participating in the plan beginning on January 1,
1996.  These employees were offered the oppor-
tunity to begin participating in the plan on Janu-
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ary 1, 1997.  For 1996, the ADP for the highly
compensated employees was 8% and the ADP for
the nonhighly compensated employees was 6%.
In addition, for 1996, the ACP for the highly
compensated employees was 2.5% and the ACP
for the nonhighly compensated employees was
2%.  The failure to include the 12 employees was
discovered during 1998.
Correction:
Employer B uses the SVP correction method for
full year exclusions to correct the failure to in-
clude the 12 eligible employees in the plan for
the full plan year beginning January 1, 1996.
Thus, Employer B makes a corrective contribu-
tion (that satisfies the vesting requirements and
distribution limitations of § 401(k)(2)(B) and
(C)) for each of the excluded employees.  The
contribution for each of the improperly excluded
highly compensated employees is 10.5% (the
highly compensated employees’ ADP of 8% plus
ACP of 2.5%) of the employee’s plan compensa-
tion for the 1996 plan year (adjusted for earn-
ings).  The contribution for each of the improp-
erly excluded nonhighly compensated employees
is 8% (the nonhighly compensated employees’
ADP of 6% plus ACP of 2%) of the employee’s
plan compensation for the 1996 plan year (ad-
justed for earnings).    

Example 5:
Employer C maintains a 401(k) plan.  The plan
provides for matching contributions for each pay-
roll period that are equal to 100% of an em-
ployee’s elective deferrals that do not exceed 2%
of the eligible employee’s plan compensation
during the payroll period.  The plan does not pro-
vide for employee after-tax contributions.  The
plan provides that employees who complete one
year of service are eligible to participate in the
plan on the next January 1 or July 1 entry date.  A
nonhighly compensated employee who met the
eligibility requirements and should have entered
the plan on January 1, 1996 was not offered the
opportunity to participate in the plan.  In August
of 1996, the error was discovered and Employer
C offered the employee an election opportunity
as of September 1, 1996.  The employee made
elective deferrals equal to 4% of the employee’s
plan compensation for each payroll period from
September 1, 1996 through December 31, 1996
(resulting in elective deferrals of $500).  The em-
ployee’s plan compensation for 1996 was
$36,000 ($23,500 for the first eight months and
$12,500 for the last four months).  Employer C
made matching contributions equal to $250 for
the excluded employee, which is 2% of the em-
ployee’s plan compensation for each payroll pe-
riod from September 1, 1996 through December
31, 1996 ($12,500).  The ADP for nonhighly
compensated employees for 1996 was 3% and
the ACP for nonhighly compensated employees
for 1996 was 1.8%.

Correction:
Employer C uses the SVP correction method for
partial year exclusions to correct the failure to in-
clude the eligible employee in the plan.  Thus,
Employer C makes a corrective contribution (that
satisfies the vesting requirements and distribution
limitations of § 401(k)(2)(B) and (C)) for the ex-
cluded employee.  In determining the amount of

corrective contributions (both for the elective de-
ferral and for the matching contribution), for ad-
ministrative convenience, in lieu of using actual
plan compensation of $23,500 for the period the
employee was excluded, the employee’s annual
plan compensation is pro rated for the eight-
month period that the employee was excluded
from participating in the plan.   The failure to
provide the excluded employee the right to make
elective deferrals is corrected by the employer
making a corrective contribution on behalf of the
employee that is equal to $720 (the 3% ADP per-
centage for nonhighly compensated employees
multiplied by $24,000, which is 8/12ths of the
employee’s 1996 plan compensation of $36,000),
adjusted for earnings.  In addition, to correct for
the failure to receive the plan’s matching contri-
bution, a corrective contribution is made on be-
half of the employee that is equal to $432 (the
1.8% ACP for the nonhighly compensated group
multiplied by $24,000, which is 8/12ths of the
employee’s 1996 plan compensation of $36,000),
adjusted for earnings.  Employer C determines
that $682, the sum of the actual matching contri-
bution received by the employee for the plan year
($250) and the corrective contribution to correct
the matching contribution failure ($432), does
not exceed $720, the maximum matching contri-
bution available to the employee under the plan
(2% of $36,000) determined as if the employee
had made the maximum matchable contributions.
In addition to correcting the failure to include the
eligible employee in the plan, Employer C reruns
the ADP and ACP tests for 1996 (taking into ac-
count the corrective contribution and plan com-
pensation for 1996 for the excluded employee)
and determines that the tests were satisfied. 

Example 6:
The facts are the same as in Example 5, except
that the plan provides for matching contributions
that are equal to 100% of an eligible employee’s
elective deferrals that do not exceed 2% of the
employee’s plan compensation for the plan year.
Accordingly, the actual matching contribution
made by Employer C for the excluded employee
for the last four months of 1996 is $500 (which is
equal to 100% of the $500 of elective deferrals
made by the employee for the last four months of
1996).
Correction:
The correction is the same as in Example 5, ex-
cept that the corrective contribution made for the
first 8 months of 1996 to correct the failure to
make matching contributions is equal to $220
(adjusted for earnings), instead of the $432 (ad-
justed for earnings) in Example 5, because the
corrective contribution is limited to the maxi-
mum matching contributions available under the
plan for the employee for the plan year, $720 (2%
of $36,000), reduced by the actual matching con-
tributions made for the employee for the plan
year, $500.  

Example 7:
The facts are the same as in Example 5, except
that the error is discovered in March of 1996 and
the employee was given the opportunity to make
elective deferrals beginning on April 1, 1996.
The amount of elective deferrals that the em-
ployee was given the opportunity to make during

1996 was not less than the maximum elective de-
ferrals that the employee could have made if the
employee had been given the opportunity to
make elective deferrals beginning on January 1,
1996.   The employee made elective deferrals
equal to 4% of the employee’s plan compensation
for each payroll period from April 1, 1996
through December 31, 1996 of $28,000 (resulting
in elective deferrals of $1,120).  Employer C
made a matching contribution equal to $560,
which is 2% of the employee’s plan compensa-
tion for each payroll period from April 1, 1996
through December 31, 1996 ($28,000).  The em-
ployee’s plan compensation for 1996 was
$36,000 ($8,000 for the first three months and
$28,000 for the last nine months).
Correction:
Employer C uses the SVP correction method for
partial year exclusions to correct the failure to in-
clude an eligible employee in the plan.  Because
the employee was given an opportunity to make
elective deferrals to the plan for at least the last 9
months of the plan year (and the amount of the
elective deferrals that the employee had the op-
portunity to make was not less than the maximum
elective deferrals that the employee could have
made if the employee had been given the oppor-
tunity to make elective deferrals beginning on
January 1, 1996), under the special rule set forth
in section 4.02(1)(a)(ii)(E), Employer C is not re-
quired to make a corrective contribution for the
failure to allow the employee to make elective
deferrals.  In determining the amount of correc-
tive contribution with respect to the failure to
allow the employee to receive matching contribu-
tions, in lieu of using actual plan compensation
of $8,000 for the period the employee was ex-
cluded, the employee’s annual plan compensa-
tion is pro rated for the three-month period that
the employee was excluded from participating in
the plan.  Accordingly, a corrective contribution
is made on behalf of the employee that is equal to
$160, which is the lesser of (i) $162 (a matching
contribution of 1.8% of $9,000, which is 3/12ths
of the employee’s 1996 plan compensation of
$36,000), and (ii) $160 (the excess of the maxi-
mum matching contribution for the entire plan
year, which is equal to 2% of $36,000, or $720,
over the matching contributions made after
March 31, 1996, $560).  The contribution is ad-
justed for earnings.  

(2)  Exclusion of Eligible Employees In
a Profit-Sharing Plan.

(a) Correction Methods.  (i) SVP Cor-
rection Method.  Appendix A, section .05
of Rev. Proc. 98–22 sets forth the SVP
correction method for correcting the ex-
clusion of an eligible employee.  In the
case of a defined contribution plan, the
SVP correction method is to make a con-
tribution on behalf of the excluded em-
ployee.  Section 4.02(2)(a)(ii) below clar-
ifies the SVP correction method in the
case of a profit-sharing or stock bonus
plan that provides for nonelective contri-
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butions (within the meaning of 
§ 1.401(k)–1(g)(10)).

(ii) Clarification of SVP Correction
Method for Profit-Sharing  Plans.  To cor-
rect for the exclusion of an eligible em-
ployee from nonelective contributions in
a profit-sharing or stock bonus plan under
the SVP correction method, an allocation
amount is determined for each excluded
employee on the same basis as the alloca-
tion amounts were determined for the
other employees under the plan’s alloca-
tion formula (e.g., the same ratio of allo-
cation to compensation), taking into ac-
count all of the employee’s relevant
factors (e.g., compensation) under that
formula for that year.  The employer
makes a corrective contribution on behalf
of the excluded employee that is equal to
the allocation amount for the excluded
employee.  The corrective contribution is
adjusted for earnings.  If, as a result of ex-
cluding an employee, an amount was im-
properly allocated to the account balance
of an eligible employee who shared in the
original allocation of the nonelective con-
tribution, no reduction is made to the ac-
count balance of the employee who
shared in the original allocation on ac-
count of the improper allocation.  (See
Example 8.) 

(iii) Reallocation Correction Method.
(A) In General.  Subject to the limitations
set forth in section 4.02(2)(a)(iii)(F)
below, in addition to the SVP correction
method, the exclusion of an eligible em-
ployee for a plan year from a profit-shar-
ing or stock bonus plan that provides for
nonelective contributions may be cor-
rected using the reallocation correction
method set forth in this section
4.02(2)(a)(iii).  Under the reallocation
correction method, the account balance of
the excluded employee is increased as
provided in paragraph (2)(a)(iii)(B)
below, the account balances of other em-
ployees are reduced as provided in para-
graph (2)(a)(iii)(C) below, and the in-
creases and reductions are reconciled, as
necessary, as provided in paragraph
(2)(a)(iii)(D) below.  (See Examples 9
and 10.)

(B)  Increase in Account Balance of
Excluded Employee.  The account bal-
ance of the excluded employee is in-
creased by an amount that is equal to the
allocation the employee would have re-
ceived had the employee shared in the al-

location of the nonelective contribution.
The amount is adjusted for earnings.  

(C)  Reduction in Account Balances of
Other Employees.  (1)  The account bal-
ance of each employee who was an eligi-
ble employee who shared in the original
allocation of the nonelective contribution
is reduced by the excess, if any, of (I) the
employee’s allocation of that contribution
over (II) the amount that would have been
allocated to that employee had the failure
not occurred.  This amount is adjusted for
earnings taking into account the rules set
forth in section 4.02(2)(a)(iii)(C)(2) and
(3) below.  The amount after adjustment
for earnings is limited in accordance with
section 4.02(2)(a)(iii)(C)(4) below.   

(2) This paragraph (2)(a)(iii)(C)(2) ap-
plies if most of the employees with ac-
count balances that are being reduced are
nonhighly compensated employees.  If
there has been an overall gain for the pe-
riod from the date of the original alloca-
tion of the contribution through the date of
correction, no adjustment for earnings is
required to the amount determined under
section 4.02(2)(a)(iii)(C)(1) for the em-
ployee.  If the amount for the employee is
being adjusted for earnings and the plan
permits investment of account balances in
more than one investment fund, for ad-
ministrative convenience, the reduction to
the employee’s account balance may be
adjusted by the lowest earnings rate of any
fund for the period from the date of the
original allocation of the contribution
through the date of correction.   

(3)   If an employee’s account balance
is reduced and the original allocation was
made to more than one investment fund or
there was a subsequent distribution or
transfer from the fund receiving the origi-
nal allocation, then, reasonable, consis-
tent assumptions are used to determine
the earnings adjustment.

(4)  The amount determined in section
4.02(2)(a)(iii)(C)(1) for an employee after
the application of section 4.02(2)(a)(iii)-
(C)(2) and (3) may not exceed the account
balance of the employee on the date of
correction, and the employee is permitted
to retain any distribution made prior to the
date of correction. 

(D)  Reconciliation of Increases and
Reductions.  If the aggregate amount of
the increases under section 4.02(2)(a)-
(iii)(B) exceeds the aggregate amount of
the reductions under section 4.02(2)(a)-

(iii)(C), the employer makes a corrective
contribution to the plan for the amount of
the excess.  If the aggregate amount of the
reductions under section 4.02(2)(a)-
(iii)(C) exceeds the aggregate amount of
the increases under section 4.02(2)(a)-
(iii)(B), then the amount by which each
employee’s account balance is reduced
under section 4.02(2)(a)(iii)(C) is de-
creased on a pro rata basis. 

(E) Reductions Among Multiple In-
vestment Funds.  If an employee’s ac-
count balance is reduced and the em-
ployee’s account balance is invested in
more than one investment fund, then the
reduction may be made from the invest-
ment funds selected in any reasonable
manner.

(F)  Limitations on Use of Reallocation
Correction Method.  If any employee
would be permitted to retain any distribu-
tion pursuant to section 4.02(2)(a)-
(iii)(C)(4), then the reallocation correc-
tion method may not be used unless most
of the employees who would be permitted
to retain a distribution are nonhighly com-
pensated employees.

(b) Examples.

Example 8:
Employer D maintains a profit-sharing plan that
provides for  discretionary nonelective employer
contributions.  The plan provides that the em-
ployer’s contributions are allocated to account
balances in the ratio that each eligible employee’s
compensation for the plan year bears to the com-
pensation of all eligible employees for the plan
year and, therefore, the only relevant factor for
determining an allocation is the employee’s com-
pensation.  The plan provides for self-directed in-
vestments among four investment funds and
daily valuations of account balances.  For the
1997 plan year, Employer D made a contribution
to the plan of a fixed dollar amount.  However,
five employees who met the eligibility require-
ments were inadvertently excluded from partici-
pating in the plan.   The contribution resulted in
an allocation on behalf of each of the eligible em-
ployees, other than the excluded employees,
equal to 10% of compensation.  Most of the em-
ployees who received allocations under the plan
for the year of the failure were nonhighly com-
pensated employees. No distributions have been
made from the plan since 1997.  If the five ex-
cluded employees had shared in the original allo-
cation, the allocation made on behalf of each em-
ployee would have equaled 9% of compensation.
The excluded employees began participating in
the plan in the 1998 plan year.   
Correction: 
Employer D uses the SVP correction method to
correct the failure to include the five eligible em-
ployees.  Thus, Employer D makes a corrective
contribution to the plan.  The amount of the cor-
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rective contribution on behalf of the five ex-
cluded employees for the 1997 plan year is equal
to 10% of compensation of each excluded em-
ployee, the same allocation that was made for
other eligible employees, adjusted for earnings.
The excluded employees receive an allocation
equal to 10% of compensation (adjusted for earn-
ings) even though, had the excluded employees
originally shared in the allocation for the 1997
contribution, their account balances, as well as
those of the other eligible employees, would have
received an allocation equal to only 9% of com-
pensation. 

Example 9:
The facts are the same as in Example 8. 
Correction:
Employer D uses the reallocation correction
method to correct the failure to include the five
eligible employees.  Thus, the account balances
are adjusted to reflect what would have resulted
from the correct allocation of the employer con-
tribution for the 1997 plan year among all eligi-
ble employees, including the five excluded em-
ployees.  The inclusion of the excluded
employees in the allocation of that contribution
would have resulted in each eligible employee,
including each excluded employee, receiving an
allocation equal to 9% of compensation.  Accord-
ingly, the account balance of each excluded em-
ployee is increased by 9% of the employee’s
1997 compensation, adjusted for earnings.  The
account balance of each of the eligible employees
other than the excluded employees is reduced by
1% of the employee’s 1997 compensation, ad-
justed for earnings. Employer D determines the
adjustment for earnings using the earnings rate of
each eligible employee’s excess allocation (using
reasonable, consistent assumptions).  Accord-
ingly, for an employee who shared in the original
allocation and directed the investment of the allo-
cation into more than one investment fund or
who subsequently transferred a portion of a fund
that had been credited with a portion of the 1997
allocation to another fund, reasonable, consistent
assumptions are followed to determine the ad-
justment for earnings.  It is determined that the
total of the initially determined reductions in ac-
count balances exceeds the total of the required
increases in account balances.  Accordingly,
these initially determined reductions are de-
creased pro rata so that the total of the actual re-
ductions in account balances equals the total of
the increases in the account balances, and Em-
ployer D does not make any corrective contribu-
tion.  The reduction from the account balances
are made on a pro rata basis among all of the
funds in which each employee’s account balance
is invested.

Example 10:
The facts are the same as in Example 8.
Correction:
The correction is the same as in Example 9, ex-
cept that, because most of the employees whose
account balances are being reduced are non-
highly compensated employees, for administra-
tive convenience, Employer D uses the earnings
rate of the fund with the lowest earnings rate for
the period of the failure to adjust the reduction to
each account balance.  It is determined that the
aggregate amount (adjusted for earnings) by

which the account balances of the excluded em-
ployees is increased exceeds the aggregate
amount (adjusted for earnings) by which the
other employees’ account balances are reduced.
Accordingly, Employer D makes a contribution
to the plan in an amount equal to the excess.  The
reduction from account balances is made on a pro
rata basis among all of the funds in which each
employee’s account balance is invested.

.03  Vesting Failures.
(1)  Correction Methods.  (a) Contribu-

tion Correction Method.  A failure in a de-
fined contribution plan to apply the
proper vesting percentage to an em-
ployee’s account balance that results in
forfeiture of too large a portion of the em-
ployee’s account balance may be cor-
rected using the contribution correction
method set forth in this paragraph.  The
employer makes a corrective contribution
on behalf of the employee whose account
balance was improperly forfeited in an
amount equal to the improper forfeiture.
The corrective contribution is adjusted for
earnings.  If, as a result of the improper
forfeiture, an amount was improperly al-
located to the account balance of another
employee, no reduction is made to the ac-
count balance of that employee.  (See Ex-
ample 11.)

(b)  Reallocation Correction Method.
In addition to the contribution correction
method, in a defined contribution plan
under which forfeitures of account bal-
ances are reallocated among the account
balances of the other eligible employees
in the plan, a failure to apply the proper
vesting percentage to an employee’s ac-
count balance which results in forfeiture
of too large a portion of the employee’s
account balance may be corrected under
the reallocation correction method set
forth in this paragraph.  A corrective real-
location is made in accordance with the
reallocation correction method set forth in
section 4.02(2)(a)(iii), subject to the limi-
tations set forth in section 4.02(2)(a)-
(iii)(F).  In applying section 4.02(2)(a)-
(ii i)(B), the account balance of the
employee who incurred the improper for-
feiture is increased by an amount equal to
the amount of the improper forfeiture and
the amount is adjusted for earnings.  In
applying section 4.02(2)(a)(iii)(C)(1), the
account balance of each employee who
shared in the allocation of the improper
forfeiture is reduced by the amount of the
improper forfeiture that was allocated to
that employee’s account.  The earnings

adjustments for the account balances that
are being reduced are determined in ac-
cordance with sections 4.02(2)(a)(iii)-
(C)(2) and (3) and the reductions after ad-
justments for earnings are limited in
accordance with section 4.02(2)(a)(iii)-
(C)(4).  In accordance with section
4.02(2)(a)(iii)(D), if the aggregate amount
of the increases exceeds the aggregate
amount of the reductions, the employer
makes a corrective contribution to the
plan for the amount of the excess.  In ac-
cordance with section 4.02(2)(a)(iii)(D),
if the aggregate amount of the reductions
exceeds the aggregate amount of the in-
creases, then the amount by which each
employee’s account balance is reduced is
decreased on a pro rata basis.  (See Exam-
ple 12.)   

(2) Examples.

Example 11:
Employer E maintains a profit-sharing plan that
provides for nonelective contributions.  The plan
provides for self-directed investments among
four investment funds and daily valuation of ac-
count balances.  The plan provides that forfei-
tures of account balances are reallocated among
the account balances of other eligible employees
on the basis of compensation.  During the 1997
plan year, Employee R terminated employment
with Employer E and elected and received a sin-
gle-sum distribution of the vested portion of his
account balance.  No other distributions have
been made since 1997.  However, an incorrect
determination of Employee R’s vested percent-
age was made resulting in Employee R receiving
a distribution of less than the amount to which he
was entitled under the plan.  The remaining por-
tion of Employee R’s account balance was for-
feited and reallocated (and these reallocations
were not affected by the limitations of § 415).
Most of the employees who received allocations
of the improper forfeiture were nonhighly com-
pensated employees.
Correction:
Employer E uses the contribution correction
method to correct the improper forfeiture.  Thus,
Employer E makes a contribution on behalf of
Employee R equal to the incorrectly forfeited
amount (adjusted for earnings) and Employee R’s
account balance is increased accordingly.  No re-
duction is made from the account balances of the
employees who received an allocation of the im-
proper forfeiture.

Example 12:
The facts are the same as in Example 11.
Correction:
Employer E uses the reallocation correction
method to correct the improper forfeiture.  Thus,
Employee R’s account balance is increased by
the amount that was improperly forfeited (ad-
justed for earnings).  The account of each em-
ployee who shared in the allocation of the im-
proper forfeiture is reduced by the amount of the
improper forfeiture that was allocated to that em-
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ployee’s account (adjusted for earnings).  Be-
cause most of the employees whose account bal-
ances are being reduced are nonhighly compen-
sated employees, for administrative convenience,
Employer E uses the earnings rate of the fund
with the lowest earnings rate for the period of the
failure to adjust the reduction to each account
balance.  It is determined that the amount (ad-
justed for earnings) by which the account balance
of Employee R is increased exceeds the aggre-
gate amount (adjusted for earnings) by which the
other employees’ account balances are reduced.
Accordingly, Employer E makes a contribution
to the plan in an amount equal to the excess.  The
reduction from the account balances is made on a
pro rata basis among all of the funds in which
each employee’s account balance is invested.  

.04  § 415 Failures.
(1)  Failures Relating to a § 415(b) Ex-

cess.  
(a) Correction Methods.  (i) Return of

Overpayment Correction Method.  Over-
payments as a result of amounts being
paid in excess of the limits of § 415(b)
may be corrected using the return of over-
payment correction method set forth in
this paragraph (1)(a)(i).  The employer
takes reasonable steps to have the Over-
payment (with appropriate interest) re-
turned by the recipient to the plan and re-
duces future benefit payments (if any) due
to the employee to reflect § 415(b).  To
the extent the amount returned by the re-
cipient is less than the Overpayment, ad-
justed for earnings at the plan’s earnings
rate, then the employer or another person
contributes the difference to the plan.  In
addition, in accordance with section 3.04,
the employer must notify the recipient
that the Overpayment was not eligible for
favorable tax treatment accorded to distri-
butions from qualified plans (and, specifi-
cally, was not eligible for tax-free
rollover).  (See Examples 15 and 16.) 

(ii) Adjustment of Future Payments
Correction Method. (A)  In General.  In
addition to the return of overpayment cor-
rection method, in the case of plan bene-
fits that are being distributed in the form
of periodic payments, Overpayments as a
result of amounts being paid in excess of
the limits in § 415(b) may be corrected by
using the adjustment of future payments
correction method set forth in this para-
graph (1)(a)(ii).   Future payments to the
recipient are reduced so that they do not
exceed the § 415(b) maximum limit and
an additional reduction is made to recoup
the Overpayment (over a period not
longer than the remaining payment pe-

riod) so that the actuarial present value of
the additional reduction is equal to the
Overpayment plus interest at the interest
rate used by the plan to determine actuar-
ial equivalence.  (See Examples 13 and
14.)  

(B)  Joint and Survivor Annuity Pay-
ments.  If the employee is receiving pay-
ments in the form of a joint and survivor
annuity, with the employee’s spouse to re-
ceive a life annuity upon the employee’s
death equal to a percentage (e.g., 75%) of
the amount being paid to the employee,
the reduction of future annuity payments
to reflect § 415(b) reduces the amount of
benefits payable during the lives of both
the employee and spouse, but any reduc-
tion to recoup Overpayments made to the
employee does not reduce the amount of
the spouse’s survivor benefit.  Thus, the
spouse’s benefit will be based on the pre-
vious specified percentage (e.g., 75%) of
the maximum permitted under § 415(b),
instead of the reduced annual periodic
amount payable to the employee.

(C)  Overpayment Not Treated as an
Excess Amount.  An Overpayment cor-
rected under this adjustment of future
payment correction method, is not treated
as an Excess Amount as defined in section
3.06(2).

(b) Examples.

Example 13:
Employer F maintains a defined benefit plan
funded solely through employer contributions.
The plan provides that the benefits of employees
are limited to the maximum amount permitted
under § 415(b), disregarding cost-of-living ad-
justments under § 415(d) after benefit payments
have commenced.  At the beginning of the 1998
plan year, Employee S retired and started receiv-
ing an annual straight life annuity of $140,000
from the plan.  Due to an administrative error, the
annual amount received by Employee S for 1998
included an Overpayment of $10,000 (because
the § 415(b)(1)(A) limit for 1998 was $130,000).
This error was discovered at the beginning of
1999. 
Correction:
Employer F uses the adjustment of future pay-
ments correction method to correct the failure to
satisfy the limit in § 415(b).  Future annuity ben-
efit payments to Employee S are reduced so that
they do not exceed the § 415(b) maximum limit,
and, in addition, Employee S’s future benefit
payments from the plan are actuarially reduced to
recoup the Overpayment.  Accordingly, Em-
ployee S’s future benefit payments from the plan
are reduced to $130,000 and further reduced by
$1,000 annually for life, beginning in 1999.  The
annual benefit amount is reduced by $1,000 an-
nually for life because, for Employee S, the actu-

arial present value of a benefit of $1,000 annually
for life commencing in 1999 is equal to the sum
of $10,000 and interest at the rate used by the
plan to determine actuarial equivalence begin-
ning with the date of the first Overpayment and
ending with the date the reduced annuity pay-
ment begins.  Thus, Employee S’s remaining
benefit payments are reduced so that Employee S
receives $129,000 for 1999, and for each year
thereafter.

Example 14:  
The facts are the same as in Example 13. 
Correction:
Employer F uses the adjustments of future pay-
ments correction method to correct the § 415(b)
failure, by recouping the entire excess payment
made in 1998 from Employee S’s remaining ben-
efit payments for 1999.  Thus, Employee S’s an-
nual annuity benefit for 1999 is reduced to
$119,400 to reflect the excess benefit amounts
(increased by interest) that were paid from the
plan to Employee S during the 1998 plan year.
Beginning in 2000, Employee S begins to receive
annual benefit payments of $130,000.

Example 15:
The facts are the same as in Example 13, except
that the benefit was paid to Employee S in the
form of a single-sum distribution in 1998, which
exceeded the maximum § 415(b) limits by
$110,000.  
Correction:
Employer F uses the return of overpayment cor-
rection method to correct the § 415(b) failure.
Thus, Employer F notifies Employee S of the
$110,000 Overpayment and that the Overpay-
ment was not eligible for favorable tax treatment
accorded to distributions from qualified plans
(and, specifically, was not eligible for tax-free
rollover).  The notice also informs Employee S
that the Overpayment (with interest at the rate
used by the plan to calculate the single-sum pay-
ment) is owed to the plan.  Employer F takes rea-
sonable steps to have the Overpayment (with in-
terest at the rate used by the plan to calculate the
single-sum payment) paid to the plan.  Employee
S pays the $110,000 (plus the requested interest)
to the plan.  It is determined that the plan’s earn-
ings rate for the relevant period was 2 percentage
points more than the rate used by the plan to cal-
culate the single-sum payment.  Accordingly,
Employer F contributes the difference to the plan.

Example 16:   
The facts are the same as in Example 15. 
Correction:
Employer F uses the return of overpayment cor-
rection  method to correct the § 415(b) failure.
Thus, Employer F notifies Employee S of the
$110,000 Overpayment and that the Overpay-
ment was not eligible for favorable tax treatment
accorded to distributions from qualified plans
(and, specifically, was not eligible for tax-free
rollover).   The notice also informs Employee S
that the Overpayment (with interest at the rate
used by the plan to calculate the single-sum pay-
ment) is owed to the plan.  Employer F takes rea-
sonable steps to have the Overpayment (with in-
terest at the rate used by the plan to calculate the
single-sum payment) paid to the plan.  As a result
of Employer F’s recovery efforts, some, but not
all, of the Overpayment (with interest) is recov-
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ered from Employee S.  It is determined that the
amount returned by Employee S to the plan is
less than the Overpayment adjusted for earnings
at the plan’s earnings rate.  Accordingly, Em-
ployer F contributes the difference to the plan.

(2)  Failures Relating to a § 415(c) Ex-
cess.

(a) Correction Methods.  (i)  SVP Cor-
rection Method.  Appendix A, section .08
of Rev. Proc. 98–22 sets forth the SVP
correction method for correcting the fail-
ure to satisfy the § 415(c) limits on annual
additions. 

(ii)  Forfeiture Correction Method.  In
addition to the SVP correction method,
the failure to satisfy § 415(c) with respect
to a nonhighly compensated employee
(A) who in the limitation year of the fail-
ure had annual additions consisting of
both (I) either elective deferrals or em-
ployee after-tax contributions and (II) ei-
ther matching or nonelective contribu-
tions, (B) for whom the matching and
nonelective contributions equal or exceed
the portion of the employee’s annual addi-
tion that exceeds the limits under § 415(c)
(“§ 415(c) excess”) for the limitation
year, and (C) who has terminated with no
vested interest in the matching and non-
elective contributions (and has not been
reemployed at the time of the correction),
may be corrected by using the forfeiture
correction method set forth in this para-
graph.  The § 415(c) excess is deemed to
consist solely of the matching and non-
elective contributions.  If the employee’s
§ 415(c) excess (adjusted for earnings)
has previously been forfeited, the §
415(c) failure is deemed to be corrected.
If the § 415(c) excess (adjusted for earn-
ings) has not been forfeited, that amount
is placed in an unallocated account, simi-
lar to the suspense account described in §
1.415–6(b)(6)(iii), to be used to reduce
employer contributions in succeeding
year(s) (or if the amount would have been
allocated to other employees who were in
the plan for the year of the failure if the
failure had not occurred, then that amount
is reallocated to the other employees in
accordance with the plan’s allocation for-
mula).  Note that while this correction
method will permit more favorable tax
treatment of elective deferrals for the em-
ployee than the SVP correction method,
this correction method could be less fa-
vorable to the employee in certain cases,
for example, if the employee is subse-

quently reemployed and becomes vested.
(See Examples 17 and 18.)    

(iii)  Return of Overpayment Correc-
tion Method.  A failure to satisfy § 415(c)
that includes a distribution of the § 415(c)
excess attributable to nonelective contri-
butions and matching contributions may
be corrected using the return of overpay-
ment correction method set forth in this
paragraph.  The employer takes reason-
able steps to have the Overpayment (i.e.,
the distribution of the 415(c) excess ad-
justed for earnings to the date of the dis-
tribution), plus appropriate interest from
the date of the distribution to the date of
the repayment, returned by the employee
to the plan.  To the extent the amount re-
turned by the employee is less than the
Overpayment adjusted for earnings at the
plan’s earnings rate, then the employer or
another person contributes the difference
to the plan.  The Overpayment, adjusted
for earnings at the plan’s earnings rate to
the date of the repayment, is to be placed
in an unallocated account, similar to the
suspense account described in § 1.415–
6(b)(6)(iii), to be used to reduce employer
contributions in succeeding year(s) (or if
the amount would have been allocated to
other eligible employees who were in the
plan for the year of the failure if the fail-
ure had not occurred, then that amount is
reallocated to the other eligible employ-
ees in accordance with the plan’s alloca-
tion formula).  In addition, the employer
must notify the employee that the Over-
payment was not eligible for favorable tax
treatment accorded to distributions from
qualified plans (and, specifically, was not
eligible for tax-free rollover).

(b) Examples.

Example 17:
Employer G maintains a 401(k) plan.  The plan

provides for nonelective employer contributions,
elective deferrals, and employee after-tax contribu-
tions.  The plan provides that the nonelective contri-
butions vest under a 5-year cliff vesting schedule.
The plan provides that when an employee terminates
employment, the employee’s nonvested account bal-
ance is forfeited five years after a distribution of the
employee’s vested account balance and that forfei-
tures are used to reduce employer contributions. For
the 1998 limitation year, the annual additions made
on behalf of two nonhighly compensated employees
in the plan, Employees T and U, exceeded the limit
in  § 415(c).   For the 1998 limitation year, Em-
ployee T had § 415 compensation of $60,000, and,
accordingly, a § 415(c)(1)(B) limit of $15,000.  Em-
ployee T made elective deferrals and employee
after-tax contributions.  For the 1998 limitation year,
Employee U had § 415 compensation of $40,000,

and, accordingly, a § 415(c)(1)(B) limit of $10,000.
Employee U made elective deferrals.   Also, on Jan-
uary 1, 1999, Employee U, who had three years of
service with Employer G, terminated his employ-
ment and received his entire vested account balance
(which consisted of his elective deferrals). The an-
nual additions for Employees T and U consisted of:

T U

Nonelective $7,500 $4,500
Contributions     
Elective 10,000 5,800
Deferrals
After-tax 500 0 
Contributions ______ _______
Total Contributions $18,000 $10,300
§ 415(c) Limit $15,000 $10,000
§ 415(c) Excess $3,000 $300

Correction:
Employer G uses the SVP correction method to
correct the § 415(c) excess with respect to Em-
ployee T (i.e., $3,000).  Thus, a distribution of
plan assets (and corresponding reduction of the
account balance) consisting of $500 (adjusted for
earnings) of employee after-tax contributions and
$2,500 (adjusted for earnings) of elective defer-
rals is made to Employee T.  Employer G uses the
forfeiture correction method to correct the §
415(c) excess with respect to Employee U.  Thus,
the § 415(c) excess is deemed to consist solely of
the nonelective contributions.  Accordingly, Em-
ployee U’s nonvested account balance is reduced
by $300 (adjusted for earnings) which is placed in
an unallocated account, similar to the suspense
account described in § 1.415-6(b)(6)(iii), to be
used to reduce employer contributions in succeed-
ing year(s).  After correction, it is determined that
the ADP and ACP tests for 1998 were satisfied.   

Example 18:
Employer H maintains a 401(k) plan.  The plan
provides for nonelective employer contributions,
matching contributions and elective deferrals.
The plan provides for matching contributions that
are equal to 100% of an employee’s elective de-
ferrals that do not exceed 8% of the employee’s
plan compensation for the plan year.  For the
1998 limitation year, Employee V had § 415
compensation of $50,000, and, accordingly, a §
415(c)(1)(B) limit of $12,500.  During that limi-
tation year, the annual additions for Employee V
totaled $15,000, consisting of $5,000 in elective
deferrals, a $4,000 matching contribution (8% of
$50,000), and a $6,000 nonelective employer
contribution.  Thus, the annual additions for Em-
ployee V exceeded the § 415(c) limit by $2,500.  
Correction:
Employer H uses the SVP correction method to
correct the § 415(c) excess with respect to Em-
ployee V (i.e., $2,500).  Accordingly, $1,000 of
the unmatched elective deferrals (adjusted for
earnings) are distributed to Employee V.  The re-
maining $1,500 excess is apportioned equally be-
tween the elective deferrals and the associated
matching employer contributions, so Employee
V’s account balance is further reduced by distrib-
uting to Employee V $750 (adjusted for earnings)
of the elective deferrals and forfeiting $750 (ad-
justed for earnings) of the associated employer
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matching contributions.  The forfeited matching
contributions are placed in an unallocated ac-
count, similar to the suspense account described
in § 1.415–6(b)(6)(iii), to be used to reduce em-
ployer contributions in succeeding year(s).  After
correction, it is determined that the ADP and
ACP tests for 1998 were satisfied. 

.05 Other Overpayment Failures.  
(1) Correction of Overpayment.  An

Overpayment, other than one described in
section 4.04(1) (relating to a § 415(b) ex-
cess) or section 4.04(2) (relating to a §
415(c) excess), may be corrected in ac-
cordance with this section 4.05.  An Over-
payment from a defined benefit plan is
corrected in accordance with the rules in
section 4.04(1).  An Overpayment from a
defined contribution plan is corrected in
accordance with the rules in section
4.04(2)(a)(iii).    

(2) Overpayment Defined.  For pur-
poses of this revenue procedure, an Over-
payment is defined as a distribution to an
employee or beneficiary that exceeds the
employee’s or beneficiary’s benefit under
the terms of the plan because of a failure
to comply with plan terms that implement
§ 401(a)(17), 401(m) (but only with re-
spect to the forfeiture of nonvested match-
ing contributions that are excess aggregate
contributions), 411(a)(3)(G), or 415.  An
Overpayment does not include a distribu-
tion of an Excess Amount described in
section 3.06(2) (b), (c), (d), or (e). 

.06  § 401(a)(17) Failures.
(1) Reduction of Account Balance Cor-

rection Method.  The allocation of contri-
butions or forfeitures under a defined con-
tribution plan for a plan year on the basis
of compensation in excess of the limit
under § 401(a)(17) for the plan year may
be corrected using the reduction of ac-
count balance correction method set forth
in this paragraph.  The account balance of
an employee who received an allocation
on the basis of compensation in excess of
the § 401(a)(17) limit is reduced by this
improperly allocated amount (adjusted for
earnings).  If the improperly allocated
amount would have been allocated to
other employees in the year of the failure
if the failure had not occurred, then that
amount (adjusted for earnings) is reallo-
cated to those employees in accordance
with the plan’s allocation formula.  If the
improperly allocated amount would not
have been allocated to other employees
absent the failure, that amount (adjusted

for earnings) is placed in an unallocated
account, similar to the suspense account
described in § 1.415–6(b)(6)(iii), to be
used to reduce employer contributions in
succeeding year(s).  For example, if a
plan provides for a fixed level of em-
ployer contributions for each eligible em-
ployee, and the plan provides that forfei-
tures are used to reduce future employer
contributions, the improperly allocated
amount (adjusted for earnings) would be
used to reduce future employer contribu-
tions.  (See Example 19.)  If a payment
was made to an employee and that pay-
ment was attributable to an improperly al-
located amount, then it is an Overpay-
ment defined in section 4.05(2) that must
be corrected (see section 4.05(1)).

(2) Example.

Example 19:
Employer J maintains a money purchase pension
plan. Under the plan, an eligible employee is en-
titled to an employer contribution of 8% of the
employee’s compensation up to the § 401(a)(17)
limit ($160,000 for 1998).  During the 1998 plan
year, an eligible employee, Employee W, inad-
vertently was credited with a contribution based
on compensation above the § 401(a)(17) limit.
Employee W’s compensation for 1998 was
$220,000.  Employee W received a contribution
of $17,600 for 1998 (8% of $220,000), rather
than the contribution of $12,800 (8% of
$160,000) provided by the plan for that year, re-
sulting in an improper allocation of $4,800.
Correction:
The § 401(a)(17) failure is corrected using the re-
duction of account balance method by reducing
Employee W’s account balance by $4,800 (ad-
justed for earnings) and crediting that amount to
an unallocated account, similar to the suspense
account described in § 1.415–6(b)(6)(iii), to be
used to reduce employer contributions in suc-
ceeding year(s).  

.07 Correction by Amendment Under
Walk-in CAP.

(1) § 401(a)(17) Failures.  (a) Contribu-
tion Correction Method.  In addition to
the reduction of account balance correc-
tion method under section 4.06, an em-
ployer may correct a § 401(a)(17) failure
for a plan year under a defined contribu-
tion plan under the Walk-in Closing
Agreement Program (“Walk-in CAP”) (in
accordance with the requirements of sec-
tion 11 of Rev. Proc. 98–22) by using the
contribution correction method set forth
in this paragraph.  The employer con-
tributes an additional amount on behalf of
each of the other employees (excluding
each employee for whom there was a 

§ 401(a)(17) failure) who received an al-
location for the year of the failure,
amending the plan (as necessary) to pro-
vide for the additional allocation.  The
amount contributed for an employee is
equal to the employee’s plan compensa-
tion for the year of the failure multiplied
by a fraction, the numerator of which is
the improperly allocated amount made on
behalf of the employee with the largest
improperly allocated amount, and the de-
nominator of which is the limit under §
401(a)(17) applicable to the year of the
failure.  The resulting additional amount
for each of the other employees is ad-
justed for earnings. (See Example 20.) 

(b)  Examples.

Example 20:
The facts are the same as in Example 19.
Correction:
Employer J corrects the failure under Walk-in
CAP using the contribution correction method by
(1) amending the plan to increase the contribu-
tion percentage for all eligible employees (other
than Employee W) for the 1998 plan year and (2)
contributing an additional amount (adjusted for
earnings) for those employees for that plan year.
To determine the increase in the plan’s contribu-
tion percentage (and the additional amount con-
tributed on behalf of each eligible employee), the
improperly allocated amount  ($4,800) is divided
by the § 401(a)(17) limit for 1998 ($160,000).
Accordingly, the plan is amended to increase the
contribution percentage by 3 percentage points
($4,800/$160,000) from 8% to 11%. In addition,
each eligible employee for the 1998 plan year
(other than Employee W) receives an additional
contribution of 3% multiplied by that employee’s
plan compensation for 1998.  This additional
contribution is adjusted for earnings. 

(2) Hardship Distribution Failures.  (a)
Plan Amendment Correction Method.
The Operational Failure of making hard-
ship distributions to employees under a
plan that does not provide for hardship
distributions may be corrected under
Walk-in CAP (in accordance with the re-
quirements of section 11 of Rev. Proc. 98-
22) using the plan amendment correction
method set forth in this paragraph.  The
plan is amended retroactively to provide
for the hardship distributions that were
made available.  This paragraph does not
apply unless (i) the amendment satisfies 
§ 401(a), and (ii) the plan as amended
would have satisfied the qualification re-
quirements of § 401(a) (including the re-
quirements applicable to hardship distrib-
utions under § 401(k), if applicable) had
the amendment been adopted when hard-
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ship distributions were first made avail-
able.  (See Example 21.)

(b)  Example.

Example 21:
Employer K, a for-profit corporation, maintains a
401(k) plan.  Although plan provisions in 1998
did not provide for hardship distributions, begin-
ning in 1998 hardship distributions of amounts
allowed to be distributed under § 401(k) were
made currently and effectively available to 
all employees (within the meaning of 
§ l.401(a)(4)–4).  The standard used to determine
hardship satisfied the deemed hardship distribu-
tion standards in § 1.401(k)–1(d)(2).  Hardship
distributions were made to a number of employ-
ees during the 1998 and 1999 plan years, creating
an Operational Failure.  The failure was discov-
ered in 2000.
Correction:
Employer K corrects the failure through Walk-in
CAP by adopting a plan amendment, effective
January 1, 1998, to provide a hardship distribu-
tion option that satisfies the rules applicable to
hardship distributions in § 1.401(k)–1(d)(2).  The
amendment provides that the hardship distribu-
tion option is available to all employees.  Thus,
the amendment satisfies § 401(a), and the plan as
amended in 2000 would have satisfied § 401(a)
(including § 1.401(a)(4)–4 and the requirements
applicable to hardship distributions under §
401(k)) if the amendment had been adopted in
1998.

SECTION 5. EARNINGS
ADJUSTMENT METHODS AND
EXAMPLES

.01  Earnings Adjustment Methods.
(1) In general. (a) Under section
6.02(3)(a) of Rev. Proc. 98–22, whenever
the appropriate correction method for an
Operational Failure in a defined contribu-
tion plan includes a corrective contribu-
tion or allocation that increases one or
more employees’ account balance (now or
in the future), the contribution or alloca-
tion is adjusted for earnings and forfei-
tures. This section 5 provides earnings ad-
justment methods (but not forfeiture
adjustment methods) that may be used by
an employer to adjust a corrective contri-
bution or allocation for earnings in a de-
fined contribution plan.  Consequently,
these earnings adjustment methods may
be used to determine the earnings adjust-
ments for corrective contributions or allo-
cations made under the correction meth-
ods in section 4 and under the SVP
correction methods in Appendix A, in
Rev. Proc. 98–22.  If an earnings adjust-
ment method in this section 5 is used to
adjust a corrective contribution or alloca-
tion, that adjustment is treated as satisfy-

ing the earnings adjustment requirement
of section 6.02(3)(a) of Rev. Proc. 98–22.
Other earnings adjustment methods, dif-
ferent from those illustrated in this section
5, may also be appropriate for adjusting
corrective contributions or allocations to
reflect earnings.

(b) Under the earnings adjustment
methods of this section 5, a corrective
contribution or allocation that increases
an employee’s account balance is adjusted
to reflect an “earnings amount” that is
based on the earnings rate(s) (determined
under section 5.01(3)) for the period of
the failure (determined under section
5.01(2)).  The earnings amount is allo-
cated in accordance with section 5.01(4).

(c) The rule in section 6.02(4)(a) of
Rev. Proc. 98–22 permitting reasonable
estimates in certain circumstances applies
for purposes of this section 5.  For this
purpose, a determination of earnings
made in accordance with the rules of ad-
ministrative convenience set forth in this
section 5 is treated as a precise determina-
tion of earnings.  Thus, if the probable
difference between an approximate deter-
mination of earnings and a determination
of earnings under this section 5 is in-
significant and the administrative cost of
a precise determination would signifi-
cantly exceed the probable difference,
reasonable estimates may be used in cal-
culating the appropriate earnings. 

(d) This section 5 does not apply to cor-
rective distributions or corrective reduc-
tions in account balances.  Thus, for ex-
ample, while this section 5 applies in
increasing the account balance of an im-
properly excluded employee to correct the
exclusion of the employee under the real-
location correction method described in
section 4.02(2)(a)(iii)(B), this section 5
does not apply in reducing the account
balances of other employees under the re-
allocation correction method.  (See sec-
tion 4.02(2)(a)(iii)(C) for rules that apply
to the earnings adjustments for such re-
ductions.)  In addition, this section 5 does
not apply in determining earnings adjust-
ments under the one-to-one correction
method described in section 4.01(1)-
(b)(iii). 

(2) Period of the Failure.  (a) General
Rule.  For purposes of this section 5, the
“period of the failure” is the period from
the date that the failure began through the
date of correction.  For example, in the

case of an improper forfeiture of an em-
ployee’s account balance, the beginning
of the period of the failure is the date as of
which the account balance was improp-
erly reduced.

(b) Special Rules for Beginning Date
for Exclusion of Eligible Employees from
Plan.   (i) General Rule.  In the case of an
exclusion of an eligible employee from a
plan contribution, the beginning of the pe-
riod of the failure is the date on which
contributions of the same type (e.g., elec-
tive deferrals, matching contributions, or
discretionary nonelective employer contri-
butions) were made for other employees
for the year of the failure.  In the case of
an exclusion of an eligible employee from
an allocation of a forfeiture, the beginning
of the period of the failure is the date on
which forfeitures were allocated to other
employees for the year of the failure.

(ii) Exclusion from a 401(k) or (m)
Plan.  For administrative convenience, for
purposes of calculating the earnings rate
for corrective contributions for a plan
year (or the portion of the plan year) dur-
ing which an employee was improperly
excluded from making periodic elective
deferrals or employee after-tax contribu-
tions, or from receiving periodic match-
ing contributions, the employer may treat
the date on which the contributions would
have been made as the midpoint of the
plan year (or the midpoint of the portion
of the plan year) for which the failure oc-
curred.  Alternatively, in this case, the em-
ployer may treat the date on which the
contributions would have been made as
the first date of the plan year (or the por-
tion of the plan year) during which an em-
ployee was excluded, provided that the
earnings rate used is one half of the earn-
ings rate applicable under section 5.01(3)
for the plan year (or the portion of the
plan year) for which the failure occurred.

(3) Earnings Rate.  (a) General Rule.
For purposes of this section 5, the earn-
ings rate generally is based on the invest-
ment results that would have applied to
the corrective contribution or allocation if
the failure had not occurred.  

(b) Multiple Investment Funds.  If a
plan permits employees to direct the in-
vestment of account balances into more
than one investment fund, the earnings
rate is based on the rate applicable to the
employee’s investment choices for the pe-
riod of the failure.  In accordance with
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section 6.03(3)(a) of Rev. Proc. 98–22,
for administrative convenience, if most of
the employees for whom the corrective
contribution or allocation is made are
nonhighly compensated employees, the
rate of return of the fund with the highest
earnings rate under the plan for the period
of the failure may be used to determine
the earnings rate for all corrective contri-
butions or allocations.  If the employee
had not made any applicable investment
choices, the earnings rate may be based
on the earnings rate under the plan as a
whole (i.e., the average of the rates earned
by all of the funds in the valuation periods
during the period of the failure weighted
by the portion of the plan assets invested
in the various funds during the period of
the failure).

(c) Other Simplifying Assumptions.
For administrative convenience, the earn-
ings rate applicable to the corrective con-
tribution or allocation for a valuation pe-
riod with respect to any investment fund
may be assumed to be the actual earnings
rate for the plan’s investments in that fund
during that valuation period.  For exam-
ple, the earnings rate may be determined
without regard to any special investment
provisions that vary according to the size
of the fund.  Further, the earnings rate ap-
plicable to the corrective contribution or
allocation for a portion of a valuation pe-
riod may be a pro rata portion of the earn-
ings rate for the entire valuation period,
unless the application of this rule would
result in either a significant understate-
ment or overstatement of the actual earn-
ings during that portion of the valuation
period.

(4) Allocation Methods.  (a) In General.
For purposes of this section 5, the earn-
ings amount generally may be allocated in
accordance with any of the methods set
forth in this paragraph (4).  The methods
under paragraph (4)(c), (d), and (e) are in-
tended to be particularly helpful where
corrective contributions are made at dates
between the plan’s valuation dates.  

(b) Plan Allocation Method.  Under the
plan allocation method, the earnings
amount is allocated to account balances
under the plan in accordance with the
plan’s method for allocating earnings as if
the failure had not occurred.  (See Exam-
ple 22.)

(c) Specific Employee Allocation
Method.  Under the specific employee al-

location method, the entire earnings
amount is allocated solely to the account
balance of the employee on whose behalf
the corrective contribution or allocation is
made (regardless of whether the plan’s al-
location method would have allocated the
earnings solely to that employee).  In de-
termining the allocation of plan earnings
for the valuation period during which the
corrective contribution or allocation is
made, the corrective contribution or allo-
cation (including the earnings amount) is
treated in the same manner as any other
contribution under the plan on behalf of
the employee during that valuation pe-
riod.  Alternatively, where the plan’s allo-
cation method does not allocate plan earn-
ings for a valuation period to a
contribution made during that valuation
period, plan earnings for the valuation pe-
riod during which the corrective contribu-
tion or allocation is made may be allo-
cated as if that employee’s account
balance had been increased as of the last
day of the prior valuation period by the
corrective contribution or allocation, in-
cluding only that portion of the earnings
amount attributable to earnings through
the last day of the prior valuation period.
The employee’s account balance is then
further increased as of the last day of the
valuation period during which the correc-
tive contribution or allocation is made by
that portion of the earnings amount attrib-
utable to earnings after the last day of the
prior valuation period.  (See Example 23.)

(d) Bifurcated Allocation Method.
Under the bifurcated allocation method,
the entire earnings amount for the valua-
tion periods ending before the date the
corrective contribution or allocation is
made is allocated solely to the account
balance of the employee on whose behalf
the corrective contribution or allocation is
made.  The earnings amount for the valua-
tion period during which the corrective
contribution or allocation is made is allo-
cated in accordance with the plan’s
method for allocating other earnings for
that valuation period in accordance with
section 5.01(4)(b).  (See Example 24.) 

(e)  Current Period Allocation Method.
Under the current period allocation
method, the portion of the earnings
amount attributable to the valuation pe-
riod during which the period of the failure
begins (“first partial valuation period”) is
allocated in the same manner as earnings

for the valuation period during which the
corrective contribution or allocation is
made in accordance section 5.01(4)(b).
The earnings for the subsequent full valu-
ation periods ending before the beginning
of the valuation period during which the
corrective contribution or allocation is
made are allocated solely to the employee
for whom the required contribution
should have been made.  The earnings
amount for the valuation period during
which the corrective contribution or allo-
cation is made (“second partial valuation
period”) is allocated in accordance with
the plan’s method for allocating other
earnings for that valuation period in ac-
cordance with section 5.01(4)(b).  (See
Example 25.)

.02 Examples.

Example 22:
Employer L maintains a profit-sharing plan that
provides only for nonelective contributions.  The
plan has a single investment fund.  Under the
plan, assets are valued annually (the last day of
the plan year) and earnings for the year are allo-
cated in proportion to account balances as of the
last day of the prior year, after reduction for dis-
tributions during the current year but without re-
gard to contributions received during the current
year (the “prior year account balance”).  Plan
contributions for 1997 were made on March 31,
1998.  On April 20, 2000 Employer L determines
that an Operational Failure occurred for 1997 be-
cause Employee X was improperly excluded
from the plan.  Employer L decides to correct the
failure by using the SVP correction method for
the exclusion of an eligible employee from non-
elective contributions in a profit-sharing plan.
Under this method, Employer L determines that
this failure is corrected by making a contribution
on behalf of Employee X of $5,000 (adjusted for
earnings).  The earnings rate under the plan for
1998 was +20%.  The earnings rate under the
plan for 1999 was +10%.  On May 15, 2000,
when Employer L determines that a contribution
to correct for the failure will be made on June 1,
2000, a reasonable estimate of the earnings rate
under the plan from January 1, 2000 to June 1,
2000 is +12%. 

Earnings Adjustment on the Corrective Contribu-
tion:
The $5,000 corrective contribution on behalf of

Employee X is adjusted to reflect an earnings
amount based on the earnings rates for the period of
the failure (March 31, 1998 through June 1, 2000)
and the earnings amount is allocated using the plan
allocation method.  Employer L determines that a
pro rata simplifying assumption may be used to de-
termine the earnings rate for the period from March
31, 1998 to December 31, 1998, because that rate
does not significantly understate or overstate the ac-
tual earnings for that period.  Accordingly, Em-
ployer L determines that the earnings rate for that
period is 15% (9/12 of the plan’s 20% earnings rate
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for the year).  Thus, applicable earnings rates under
the plan during the period of the failure are:

Earnings 
Time Periods Rate
3/31/98 – 12/31/98 (First 
Partial Valuation Period) +15%
1/1/99 – 12/31/99 +10%
1/1/00 – 6/1/00 (Second 
Partial Valuation Period) +12%

If the $5,000 corrective contribution had been con-
tributed for Employee X on March 31, 1998, (1)
earnings for 1998 would have been increased by the
amount of the earnings on the additional $5,000 con-
tribution from March 31, 1998 through December
31, 1998 and would have been allocated as 1998
earnings in proportion to the prior year (December
31, 1997) account balances, (2) Employee X’s ac-
count balance as of December 31, 1998 would have
been increased by the additional $5,000 contribu-
tion, (3) earnings for 1999 would have been in-
creased by the 1999 earnings on the additional
$5,000 contribution (including 1998 earnings

thereon) allocated in proportion to the prior year
(December 31, 1998) account balances along with
other 1999 earnings, and (4) earnings for 2000
would have been increased by the earnings on the
additional $5,000 (including 1998 and 1999 earn-
ings thereon) from January 1 to June 1, 2000 and
would be allocated in proportion to the prior year
(December 31, 1999) account balances along with
other 2000 earnings.  Accordingly, the $5,000 cor-
rective contribution is adjusted to reflect an earnings
amount of $2,084 ($5,000[(1.15)(1.10)(1.12)–1])
and the earnings amount is allocated to the account
balances under the plan allocation method as fol-
lows: 

(a) Each account balance that shared in the allo-
cation of earnings for 1998 is increased, as of De-
cember 31, 1998, by its appropriate share of the
earnings amount for 1998, $750 ($5,000(.15)).

(b) Employee X’s account balance is increased,
as of December 31, 1998, by $5,000.

(c) The resulting December 31, 1998 account bal-
ances will share in the 1999 earnings, including the
$575 for 1999 earnings included in the corrective

contribution ($5,750(.10)), to determine the account
balances as of December 31, 1999.  However, each
account balance other than Employee X’s account
balance has already shared in the 1999 earnings, ex-
cluding the $575.  Accordingly, Employee X’s ac-
count balance as of December 31, 1999 will include
$500 of the 1999 portion of the earnings amount
based on the $5,000 corrective contribution allo-
cated to Employee X’s account balance as of De-
cember 31, 1998 ($5,000(.10)).  Then each account
balance that originally  shared in the allocation of
earnings for 1999 (i.e., excluding the $5,500 addi-
tions to Employee X’s account balance)  is increased
by its appropriate share of the remaining 1999 por-
tion of the earnings amount, $75.  

(d) The resulting December 31, 1999 account bal-
ances (including the $5,500 additions to Employee
X’s account balance) will share in the 2000 portion
of the earnings amount based on the estimated Janu-
ary 1, 2000 to June 1, 2000 earnings included in the
corrective contribution equal to $759 ($6,325(.12)).
(See Table 1.)
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TABLE 1
CALCULATION AND ALLOCATION OF THE 

CORRECTIVE AMOUNT ADJUSTED FOR EARNINGS

Earnings Rate Amount Allocated to:

Corrective Contribution $5,000 Employee X

First Partial Valuation Period Earnings 15% 7501 All 12/31/1997 Account Balances4

1999 Earnings 10% 5752 Employee X ($500)/ All 12/31/1998 Account Balances
($75)4

Second Partial Valuation Period Earnings 12% 7593 All 12/31/1999 Account Balances (including Employee
X’s $5,500)4

Total Amount Contributed $7,084

1 $5,000 3 15%
2 $5,750($5,000 + 750) 3 10%  
3 $6,325($5,000 + 750 + 575) 3 12%
4 After reduction for distributions during the year for which earning are being determined but without regard to contributions received during the year for which earn-
ings are being determined.

Example 23:
The facts are the same as in Example 22.

Earnings Adjustment on the Corrective Contribu-
tion:
The earnings amount on the corrective contribu-

tion is the same as in Example 22, but the earnings
amount is allocated using the specific employee al-

location method.  Thus, the entire earnings amount
for all periods through June 1, 2000 (i.e., $750 for
March 31, 1998 to December 31, 1998, $575 for
1999, and $759 for January 1, 2000 to June 1, 2000)
is allocated to Employee X.  Accordingly, Employer
L makes a contribution on June 1, 2000 to the plan
of $7,084 ($5,000(1.15) (1.10)(1.12)).  Employee

X’s account balance as of December 31, 2000 is in-
creased by $7,084.  Alternatively, Employee X’s ac-
count balance as of December 31, 1999 is increased
by $6,325 ($5,000(1.15)(1.10)), which shares in the
allocation of earnings for 2000, and Employee X’s
account balance as of December 31, 2000 is in-
creased by the remaining $759.  (See Table 2.)   
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TABLE 2
CALCULATION AND ALLOCATION OF THE 

CORRECTIVE AMOUNT ADJUSTED FOR EARNINGS

Earnings Rate Amount Allocated to:

Corrective Contribution $5,000 Employee X

First Partial Valuation Period Earnings 15% 7501 Employee X

1999 Earnings 10% 5752 Employee X

Second Partial Valuation Period Earnings 12% 7593 Employee X

Total Amount Contributed $7,084

1 $5,000 3 15%
2 $5,750 ($5,000 + 750) 3 10%  
3 $6,325 ($5,000 + 750 + 575) 3 12%

Example 24:
The facts are the same as in Example 22.

Earnings Adjustment on the Corrective Contribu-
tion:
The earnings amount on the corrective contribu-

tion is the same as in Example 22, but the earnings
amount is allocated using the bifurcated allocation

method.  Thus, the earnings for the first partial valu-
ation period (March 31, 1998 to December 31,
1998) and the earnings for 1999 are allocated to Em-
ployee X.  Accordingly, Employer L makes a contri-
bution on June 1, 2000 to the plan of $7,084
($5,000(1.15)(1.10)(1.12)).  Employee X’s account
balance as of December 31, 1999 is increased by

$6,325 ($5,000 (1.15)(1.10)); and the December 31,
1999 account balances of employees (including Em-
ployee X’s increased account balance) will share in
estimated January 1, 2000 to June 1, 2000 earnings
on the corrective contribution equal to $759
($6,325(.12)).  (See Table 3.) 

TABLE 3
CALCULATION AND ALLOCATION OF THE 

CORRECTIVE AMOUNT ADJUSTED FOR EARNINGS

Earnings Rate Amount Allocated to:

Corrective Contribution $5,000 Employee X

First Partial Valuation Period Earnings 15% 7501 Employee X

1999 Earnings 10% 5752 Employee X

Second Partial Valuation Period Earnings 12% 7593 12/31/99 Account Balances (including Em-
ployee X’s $6,325)4

Total Amount Contributed $7,084

1 $5,000 3 15%
2 $5,750 ($5,000 + 750) 3 10%  
3 $6,325 ($5,000 +750 + 575) 3 12%
4 After reduction for distributions during the 2000 year but without regard to contributions received during the 2000  year .



Example 25:
The facts are the same as in Example 22.

Earnings Adjustment on the Corrective Contribu-
tion:
The earnings amount on the corrective contribu-

tion is the same as in Example 22, but the earnings
amount is allocated using the current period alloca-
tion method. Thus, the earnings for the first partial
valuation period (March 31, 1998 to December 31,
1998) are allocated as 2000 earnings.  Accordingly,

Employer L makes a contribution on June 1, 2000 to
the plan of $7,084 ($5,000 (1.15)(1.10) (1.12)).  Em-
ployee X’s account balance as of December 31,
1999 is increased by the sum of $5,500
($5,000(1.10)) and the remaining 1999 earnings on
the corrective contribution equal to $75 ($5,000(.15)
(.10)). Further, both (1) the estimated March 31,
1998 to December 31, 1998 earnings on the correc-
tive contribution equal to $750 ($5,000(.15)) and (2)
the estimated January 1, 2000 to June 1, 2000 earn-

ings on the corrective contribution equal to $759
($6,325(.12)) are treated in the same manner as 2000
earnings by allocating these amounts to the Decem-
ber 31, 2000 account balances of employees in pro-
portion to account balances as of December 31,
1999 (including Employee X’s increased account
balance).  (See Table 4.)  Thus, Employee X is allo-
cated the earnings for the full valuation period dur-
ing the period of the failure.
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TABLE 4
CALCULATION AND ALLOCATION OF THE 

CORRECTIVE AMOUNT ADJUSTED FOR EARNINGS

Earnings Rate Amount Allocated to:

Corrective Contribution $5,000 Employee X

First Partial Valuation Period Earnings 15% 7501 12/31/99 Account Balances (including 
Employee X’s $5,575)4

1999 Earnings 10% 5752 Employee X

Second Partial Valuation Period Earnings 12% 7593 12/31/99 Account Balances (including 
Employee X’s $5,575)4

Total Amount Contributed $7,084

1 $5,000 3 15%
2 $5,750($5,000 + 750) 3 10%  
3 $6,325($5,000 + 750 + 575) 3 12%
4 After reduction for distributions during the  year for which earnings are being determined  but without regard to contributions received during the year for which
earnings are being determined.

SECTION 6.  EFFECT ON OTHER
DOCUMENTS

Rev. Proc. 98–22 clarified and supple-
mented.Rev. Proc. 98–22 is clarified and
supplemented by this revenue procedure.

SECTION 7.  EFFECTIVE DATE

The effective date of this revenue pro-
cedure is January 1, 2000.  In addition,
employers are permitted, at their option,
to apply the provisions of this revenue
procedure on or after March 9, 1998 (the
release date of Rev. Proc. 98–22).  Unless
a plan sponsor applies the provisions of
this revenue procedure earlier, this rev-
enue procedure is effective:

(1) with respect to VCR and Walk-in
CAP, for applications submitted on or
after January 1, 2000;

(2) with respect to Audit CAP, for ex-
aminations begun on or after January 1,
2000; and

(3) with respect to APRSC, for failures
for which correction is not complete be-
fore  May 1, 2000.

SECTION 8.  PAPERWORK
REDUCTION ACT

The collection of information con-
tained in this revenue procedure has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number
1545–1656. 

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-

lection of information displays a valid
OMB control number.

The collections of information in this
revenue procedure are in sections 3.04
and 4.01–4.07.  This information is re-
quired to enable the Office of Assistant
Commissioner (Employee Plans and Ex-
empt Organizations) of the Internal Rev-
enue Service to make determinations re-
garding the issuance of certain closing
agreements and to ascertain if plan partic-
ipants have been notified of certain ac-
tions.  This information can allow indi-
vidual plans to continue to maintain their
tax qualified status.  As a result, favorable
tax treatment of the benefits of the eligi-
ble employees is retained.  The likely re-
spondents are individuals, state or local
governments, business or other for- profit



institutions, nonprofit institutions, and
small businesses or organizations.

The estimated total annual reporting
and/or recordkeeping burden is 10,800
hours.  

The estimated annual burden per re-
spondent/recordkeeper varies from 2 to
12 hours, depending on individual cir-
cumstances, with an estimated average of
10.8 hours.  The estimated number of re-
spondents and/or recordkeepers is 1,000.

The estimated annual frequency of re-
sponses is occasionally.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

DRAFTING INFORMATION

The principal authors of this revenue
procedure are Jeanne Royal Singley and
Maxine Terry of the Employee Plans Di-
vision.  For more information concerning
this revenue procedure, call the Employee
Plans Division’s taxpayer assistance tele-
phone service at (202) 622-6074/6075
(not toll-free numbers) between the hours
of 1:30 and 3:30 p.m. Eastern Time, Mon-
day through Thursday.  Ms. Singley and
Ms. Terry may be reached at (202) 622-
6214 (also not a toll-free number).

Rev. Proc. 99–32

SUMMARY:  This document contains a
new revenue procedure that sets forth the
Service’s position regarding adjustments
that may be made to conform the accounts
of taxpayers to reflect allocations made
under section 482 of the Internal Revenue
Code.

SUPPLEMENTARY INFORMATION:

Background

In Announcement 99–1, 1999–2 I.R.B.
11, the Internal Revenue Service invited
comment on a revision of Rev. Proc.
65–17, 1965–1 C.B. 833, on conforming a
taxpayer’s accounts to reflect a primary
adjustment under section 482 of the Inter-
nal Revenue Code.  The comments re-
ceived and changes finally adopted in this
revenue procedure are summarized below.

Explanation of Provisions

A.  Taxpayer-Initiated Primary
Adjustments

In furtherance of the overall goal of
promoting upfront compliance with the
arm’s length standard, Announcement
99–1 proposed providing a mechanism
for taxpayers to conform their accounts in
connection with taxpayer-initiated (as
well as Service-initiated) primary adjust-
ments, without the Federal income tax
consequences of the secondary adjust-
ments that would otherwise result under
section 482.  Commentators welcomed
this proposal and it is finally adopted in
this revenue procedure.  Accordingly, tax-
payers may elect, by filing a statement
with their Federal income their tax re-
turns, to apply revenue procedure treat-
ment for taxpayer-initiated upward and
downward adjustments of taxable income
pursuant to section 1.482–1(a)(3) of the
Treasury regulations, in connection with
inbound, outbound, and certain foreign-
to-foreign controlled transactions.  Elec-
tion of revenue procedure treatment
through such a statement shall be binding
on the taxpayer.

B. Offsets

Announcement 99–1 proposed elimi-
nating dividend offsets and making ac-
count treatment the sole means to repatri-
ate the cash attributable to a primary
adjustment, without the Federal income
tax consequences of secondary adjust-
ments.  Some commentators supported
this proposal on the ground that dividend
paying policies are independent of transfer
pricing.  Other commentators, however,
expressed the view that elimination of div-
idend offsets would discourage current
repatriation of earnings, prolong transfer
pricing disputes, and pose problems when
payment of a form of income is restricted
under foreign law.  Others suggested that
permitting offsets in connection with tax-
payer-initiated adjustments would be con-
sistent with upfront compliance with the
arm’s length standard.

In response to these comments, this
revenue procedure allows taxpayers to
offset accounts by distributions, including
those that would otherwise be dividends,
in the same year as that to which a tax-
payer-initiated primary adjustment re-

lates, provided the offset treatment is
claimed on a timely-filed income tax re-
turn (including extensions).  In addition,
offsets may be claimed for distributions in
the year in which a return is filed report-
ing a taxpayer-initiated adjustment or in
the year a closing agreement is entered
into in connection with a Service-initiated
adjustment.  Offsets are also permitted by
means of entries offsetting bona fide
debts and capital contributions.  No off-
sets are allowed with respect to a year for
which an income tax return has already
been filed, except for pre-effective date
years as described below.  Offsets are
treated as prepayments of the interest and
principal of an account established under
the revenue procedure for all Federal in-
come tax purposes, regardless of their
characterization under foreign law.

In the Service’s view, these changes are
consistent with the overall goal of upfront
compliance with the arm’s length stan-
dard and reduce any disincentive to repa-
triate earnings.  Moreover, they improve
administrability by dispensing with the
need to reverse tax effects reported on
prior income tax returns, as was required
with the dividend offset pursuant to Rev.
Proc. 65–17.

The Service recognizes that a domestic
subsidiary of a foreign parent may claim
an offset pursuant to this revenue proce-
dure by reason of a distribution as to
which the subsidiary withheld tax in ac-
cordance with its obligations pursuant to
section 1442 of the Code.  In such a case,
the Service anticipates that the foreign
parent will be able to file an income tax
return to obtain a refund of such with-
holding tax.

The Service intends that offset treat-
ment pursuant to this revenue procedure
shall be the exclusive means of addressing
the situations in which payments of cer-
tain forms of income are restricted under
foreign law that are described in Example
2 and Example 3 of section 1.482–
1(h)(2)(v) of the Treasury regulations.

C.  Effective Date and Transitional
Treatment

Announcement 99–1 proposed that the
revised revenue procedure be prospec-
tively effective for taxable years begin-
ning after its publication.  Commentators
suggested that liberal transitional rules be
provided for application of revenue pro-
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