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|. PURPOSE

This notice provides guidance relating to the daéin of highly compensated employee
(“HCE”) under 8414(q) of the Internal Revenue C@&ode”), as amended by 81431 of the
Small Business Job Protection Act of 1996, Puld.04-188 (“SBJPA”"). The 8414(q) definition
of HCE is incorporated by certain provisions of @ade that apply nondiscrimination
requirements to various employee benefit planstiesitor arrangements (“plans”).

Specifically, this notice provides:

» Guidance on making the top-paid group electiomitéed by 8414(q)(1)(B)(ii), under which
an employee (other than a 5-percent owner) withpmareation in excess of the dollar
threshold is an HCE only if the employee is amdrghighest paid 20 percent of an
employer’s workforce.

* A new calendar year data election under whickraployer that maintains one or more plans
on a fiscal year basis has the option to use cateywhr data to simplify the determination of
whether an employee is an HCE on account of congpemsunder 8414(q)(1)(B).

« Transition relief from certain requirements o tiop-paid group election and the calendar
year data election.

» Guidance on plan amendments to reflect the rdwdedinition of HCE, including the
application of the remedial amendment period ugo401(b), and certain other matters
relating to the determination of HCE status.

II. BACKGROUND
(1) Section 414(q) prior to SBIPArior to amendment by SBJPA, 8§ 414(q)(1) generall
provided that an employee was an HCE if, at any tituring the year or the preceding year, the
employee:
(A) was a 5-percent owner,

(B) received more than $100,000 (for 1996) in ahoampensation from the employer,

(C) received more than $66,000 (for 1996) in ancoahpensation from the employer and
was in the top-paid group of employees during #raesyear, or



(D) was an officer of the employer who received pemsation in excess of $60,000 (for
1996).

(2) Guidance under § 414(q) prior to SBJR#nder §81.414(q)-1T, A—14(b) of the temporary
Income Tax Regulations, employers were allowed akeara calendar year calculation election,
under which the preceding year’s calculations negatto HCE determinations were made on the
basis of the calendar year ending with or withia ¢larrent year. Under section 4 of Rev. Proc.
93-42, 1993-2 C.B. 540, as modified by Rev. Prée34, 1995-2 C.B. 385, an employer was
permitted to use a simplified method for determgnhCES. Rev. Proc. 95-34 also provided
model plan language for employers to use the sfraglmethod.

(3) SBJPA amendments to § 414 @ction 414(q)(1), as amended by SBJPA, providas th
the term “highly compensated employee” means argl@ree who:

(A) was a 5-percent owner at any time during ther ye the preceding year, or

(B) for the preceding year had compensation froenetimployer in excess of $80,000 and, if
the employer so elects, was in the top-paid grouphfe preceding year.

The $80,000 amount is adjusted at the same timénatheé same manner as under § 415(d),
except that the base period is the calendar quemtiing September 30, 1996.

Pursuant to 8§ 414(q)(3), an employee is in thepaip-group for any year if the employee is in
the group consisting of the top 20 percent of tnpleyees of the employer when ranked on the
basis of compensation paid to employees during gaah An election pursuant to §
414(qg)(2)(B)(ii), under which an employee (who &t a 5-percent owner) who has
compensation in excess of $80,000 is not an HGEeiEmployee is not a member of the top-
paid group, is referred to in this notice as a “papd group election.”

The amendments made by § 1431 of SBJPA generglly &apyears beginning after
December 31, 1996.

lll. EFFECT OF STATUTORY CHANGES ON PRIOR GUIDANCE

(1) Prior guidance Because of the amendments made to § 414(q) by SR:#PtIn portions
of 8§ 1.414(q)-1T do not reflect current law. Excaptprovided in section 111(2), the calendar
year calculation election under A-14(b) of 8 1.404({T does not apply for years beginning
after December 31, 1996. In addition, the guidgroeided under section 4 of Rev. Proc. 93-42
and under Rev. Proc. 95-34 does not apply for yeegsining after December 31, 1996. The
Service intends to publish guidance in the futhet will make appropriate modifications to
these items of guidance.

(2) Transition relief for 1997For any year beginning on or after January 1, I8¥before
January 1, 1998, employers may continue to uttheecalendar year calculation election, taking
into account the statutory amendments to 8§ 414Yd);Land the elimination of § 414(q)(1)(C)
and (D), by SBJPA.



IV. PERIODS FOR DETERMINING HCE STATUS

(1) Determination years and look-back yed#CE status is determined on the basis of the
applicable year (as defined below) of the plantbeopentity for which a determination is being
made (“determination year”) and the preceding teehonth period (“look-back year”) in
accordance with 8§ 414(q). Thus, under § 414(ganasnded by SBJPA, an employee is an HCE
for a determination year if, (a) at any time durthg determination year or the look-back year,
the employee was a 5-percent owner or (b) fordb&-back year, the employee had
compensation from the employer in excess of $80(88@&djusted) and, if the employer so
elects, was in the top-paid group.

(2) Applicable year.

(a) Retirement plansThe applicable year for a retirement plan is tlaplear. For purposes
of this notice, a retirement plan is a plan thajualified under § 401(a) or 403(a) or described in
8 403(b) or 408(Kk).

(b) Nonretirement plansThe applicable year for a nonretirement plan ispila@ year, as
defined in the written plan document or otherwidentified in the Code and regulations. If a
nonretirement plan does not have an identified pkar, then the employer may treat either the
calendar year or the employer’s fiscal year asafffdicable year. For purposes of this notice, a
nonretirement plan is any employee benefit arraregeerio which the definition of HCE is
applicable under a provision of the Code, othen thaetirement plan.

V. IMPLEMENTATION OF ELECTIONS

(1) Top-paid group electiorAn employer may make a top-paid group electiorafor
determination year. The effect of the top-paid grelection is that an employee (who is not a 5-
percent owner at any time during the determinagar or the look-back year) with
compensation in excess of $80,000 (as adjustedhédiook-back year is an HCE only if the
employee was in the top-paid group for the lookkyaear. A top-paid group election, once
made, applies for all subsequent determinationsyealess changed by the employer.

(2) Calendar year data election.

(a) This notice provides a new calendar year dataien which an employer may make for a
determination year. The effect of the calendar geda election is that the calendar year
beginning with or within the look-back year is treé as the employer’s look-back year for
purposes of determining whether an employee is@BR Bn account of the employee’s
compensation for a look-back year under 8§ 414(@(1)A calendar year data election, once
made, applies for all subsequent determinationsyealess changed by the employer.

(b) A calendar year data election made by an engpldges not apply in determining
whether the employer’'s employees are HCEs undéaf(1)(A) on account of being 5-
percent owners. Accordingly, if an employee is@ebteent owner in either the look-back year or



the determination year, then the employee is an H@Rout regard to whether the employee’s
employer makes a calendar year data election.

(c) If a plan has a calendar year as its determimgear, then the immediately preceding
calendar year is the look-back year for the pldnsTs the case whether or not a calendar year
data election is made. Thus, a calendar year tiettan would have no effect on the HCE
determination for a calendar year plan.

(3) No separate notification requiremenlotification or filing with the Internal Revenue
Service of a top-paid group election or a caleryagar data election is not required in order for
the election to be valid. However, under certarownstances, plan amendments may be
required to reflect the election. See section Ylihis notice.

(4) Cross-referencessection VI of this notice provides a consistenaureement that applies
if an employer maintains more than one plan. Sed¥ild of this notice describes circumstances
under which a top-paid group election or calendsaryata election, or changes to such
elections, may have to be reflected in plan documen

VI. CONSISTENCY REQUIREMENT FOR ELECTIONS

(1) Consistency requirement — in geneicept as provided in section VI(3) and (4), in
order to be effective, a top-paid group electiordenay an employer must apply consistently to
the determination years of all plans of the empidiat begin with or within the same calendar
year. Similarly, except as provided in section Y8&d (4), in order to be effective, a calendar
year data election made by an employer must appigistently to the determination years of all
plans of the employer, other than a plan with amddr year determination year, that begin
within the same calendar year.

(2) Interaction of top-paid group election and calengaar data electionThe top-paid group
election and the calendar year data election aependent of each other. Thus, an employer
making one of the elections is not required alsmade the other election. However, if both
elections are made, the look-back year in detengithe top-paid group must be the calendar
year beginning with or within the look-back yearaccordance with section V of this notice.

(3) Multiemployer plansSatisfaction of the consistency requirement isrda@teed without
regard to any multiemployer plans in which the evgpl participates.

(4) Transition relief for years prior to 2000.

(a) Transition relief for 1997The consistency requirement will not apply to daieation
years beginning with or within the 1997 calendaary@hus, an employer may make a top-paid
group election or a calendar year data electiomfolan for a determination year beginning with
or within 1997, without regard to whether the enyplomakes that election for any other plan.

(b) Transition relief for 1998 and 19980r determination years beginning on or after
January 1, 1998, and before January 1, 2000, @jetioement plans are not subject to the



consistency requirement, and (ii) satisfactionhef tonsistency requirement with respect to
retirement plans is determined without regard tp @ans of the employer that are nonretirement
plans.

VII. QUALIFIED RETIREMENT PLAN AMENDMENTS FOR HCE D EFINITION

(1) Qualified plans that must be amendEa retirement plan qualified under § 401(a) or
403(a) contains the definition of HCE under 8§ 4}4&3 in effect before SBJPA, the plan must
be amended to reflect the definition of HCE unddig(q), as amended by SBJPA. If an
employer makes either a top-paid group or calepear data election for a determination year, a
plan that contains the definition of HCE must reffline election. If the employer changes either
a top-paid group or calendar year data electianptan must be amended to reflect the change.
However, a plan is not required to add a definiobHCE merely to reflect a top-paid group or
calendar year data election.

(2) Amendment dat®ev. Proc. 97-41, 1997-33 IRB, provides that gealifetirement plans
have a remedial amendment period under § 401(t)at@ertain plan amendments for SBJPA
are not required to be adopted before the lasbllthye first plan year beginning on or after
January 1, 1999 (with a later date for governmegpitais). Pursuant to Rev. Proc. 97-41, a plan
provision reflecting the definition of HCE is a diglifying provision and thus any plan
amendments to reflect the definition of HCE in 8&f), as amended by SBJPA, and to reflect
any choices regarding the top-paid group or calepear data elections, are not required to be
made until the end of this remedial amendment deHmwever, plans must be operated in
accordance with the SBJPA changes to the HCE tiefinn § 414(q) as of the statutory
effective date, and plans required to be amendeeflect those changes must be so amended
retroactively effective as of that date. In additiander Rev. Proc. 97-41, any retroactive
amendments must reflect the choices made in theatipe of the plan for each determination
year, including choices made with respect to tipepgaid group election and the calendar year
data election (and any changes to those electiand)the first date that the plan operated in
accordance with those choices (and any such changes

VIIl. OTHER ISSUES RELATING TO DETERMINATION OF HCE STATUS

(1) Determining HCE status for 199&s noted earlier, the amendments made by § 148ieof
SBJPA generally apply to years beginning after Ddmer 31, 1996. However, 8 1431(d)(1)
provides that, in determining whether an emplogesni HCE for years beginning in 1997, the
amendments to § 414(q) are treated as having begffect for years beginning in 1996.
Accordingly, in determining whether an employeansHCE for the determination year
beginning with or within the 1997 calendar yeargeamployer must consider whether the
employee was a 5-percent owner or had compensatiexcess of $80,000 for the look-back
year that began with or within the 1996 calendaryAn employer also may make the calendar
year data election and/or the top-paid group elactiith respect to determination years
beginning with or within the 1997 calendar yearaatordance with the guidance in this notice.
The SBJPA amendments to § 414(q) are not applicaldetermining the employer’'s HCEs for
determination years beginning prior to January9B,71



(2) Highly compensated former employdest purposes of determining status as a highly
compensated former employee under 8§ 1.414(q)-14%, whether an employee was a highly
compensated active employee for a determinationthehended on or after the employee’s
55th birthday, or that was a separation year, set@n the rules applicable to determining HCE
status as in effect for that determination year.

(3) Determining 5-percent ownership by attribution afrership interest to family
membersThe definition of 5-percent owner in 8 414(q)(2ers to 8§ 416(i)(1), which in turn
refers to the attribution rules of § 318. Under thies of 8318, an individual is considered to
own any stock owned directly or indirectly by timelividual's spouse, children, grandchildren or
parents. Consequently, an employee who is the spobgd, parent or grandparent (“family
member”) of an individual who has a 5-percent iesein the employer at any time during the
look-back year or the determination year is treatedn HCE under 8 414(q)(1)(A), regardless
of the family member’s compensation level. Thes¢éusbry provisions relating to the definition
of 5-percent owner under § 414(q)(2) are diffefenrn the family aggregation rules under
former 8§ 414(q)(6) and are unaffected by the repgtiose rules under § 1431(b)(1) of SBJPA.

IX. EXAMPLES
The following examples illustrate the rules in thitice:

Example 1{a) Employer A has maintained a defined benefit pjaalified under § 401(a)
(Plan M) since 1996 with a plan year beginning Aprand ending March 31. Employer A has
never had a 5-percent owner. For Plan M’s deterfmingear beginning April 1, 2000 and
ending March 31, 2001, Employer A does not makalendar year data election or a top-paid
group election.

(b) Under § 414(q)(1)(B), Employer A determines HGd&r Plan M’s determination year
beginning April 1, 2000, based upon the compensaif&Employer A’'s employees in Plan M’s
look-back year. Thus, the HCEs are those employieshad compensation over $80,000 (as
adjusted) during the period beginning April 1, 189@l ending March 31, 2000.

Example 2(a) Assume the same facts as in Example 1, exicapEmployer A hires a new
employee, Employee X, on March 1, 2000 at an ansalaly of $240,000. Employee X is not a
5-percent owner during the determination year bagmApril 1, 2000 or the look-back year
beginning April 1, 1999. During the month of Mar@®00, Employee X's compensation was
$20,000.

(b) Because Employee X’'s compensation during Planlddk-back year beginning April 1,
1999 was less than $80,000 (as adjusted), Empkys@ot an HCE for Plan M’s determination
year beginning April 1, 2000.

Example 3(a) Employer B has maintained a qualified definedddit plan (Plan N) since
1996 that has a calendar plan year. Employer B snakep-paid group election for Plan N’s
1998 determination year, which is the 1998 calegdar. Employer B had 15 employees in the



1997 calendar year and has never had a 5-percemrolhese employees, along with their
compensation for the 1997 calendar year, are listdalv.

Employees 1997 Compensation

$200,00!
110,00(
101,00(
90,00(
5 50,000 or les

BAWNPR

(b) In determining Employer B’s HCEs for the calanglear 1998 under the top-paid group
election, Plan N's relevant look-back year is tB87 calendar year. Employer B must determine
whether any employee had compensation above $8000vas in the group consisting of the
top 20 percent of the employees of Employer B @897 calendar year, when ranked on the
basis of compensation from Employer B during th@718alendar year.

(c) Employees 1, 2 and 3 comprise the top 20 péadfdemployer B’s 15 employees for the
1997 calendar year based on compensation from EmpBduring the 1997 calendar year.
Although Employee 4 had compensation over $80,0Q0e 1997 calendar year, Employee 4
was not in the top-paid group for the 1997 calenygar and is therefore not an HCE for Plan
N’s 1998 determination year. This will be the cesgardless of whether Employees 1, 2 and 3
continue to be employed in the 1998 calendar year.

Example 4(a) Employer C has a qualified profit sharing p(Rtan O) with a calendar plan year.
Employer C also has a qualified defined benefihgRlan P) with a plan year beginning April 1
and ending March 31. Employer C makes the top-gaodp election for Plan O for the calendar
year 2000.

(b) Pursuant to the consistency rule requiring thatemployer make the same election for all
determination years of all plans of the employet tiegin with or within the same calendar year,
Employer C must also make the top-paid group eradbr Plan P’s determination year
beginning April 1, 2000 and ending March 31, 2001.

(c) The look-back year for purposes of determiniiigether any of Employer C’s employees is
an HCE under Employer C’s top-paid group electmmMlan O is the 1999 calendar year and for
Plan P is the April 1, 1999 to March 31, 2000 y&ére group of Employer C’s employees that
are HCEs for Plan O’s 2000 determination year laosé¢ employees who had compensation
above $80,000 (as adjusted) and who were in th@Qqgercent of employees based on
compensation for the 1999 calendar year, whilggtbep of Employer C’'s employees that are
HCEs for Plan P’s determination year beginning Apr2000 are those employees who had
compensation above $80,000 (as adjusted) and wiwiwéhe top 20 percent of employees
based upon compensation for Plan P’s look-back lyeginning April 1, 1999.

Example 5(a) Since 1998, Employer D has maintained a gedlifiash or deferred
arrangement under 8 401(k) (Plan Q). Plan Q hademdar plan year. Employer D has never



made a calendar year data election or a top-paigpgelection for Plan Q and has never had a 5-
percent owner. Under § 401(k)(3)(A)(ii), as amenbgdhe SBJPA, unless an employer elects to
use current year data for all eligible employekls,actual deferral percentage (ADP) test for the
plan year is applied by comparing the ADP for &fjile HCEs for the plan year to the ADP for
all other eligible employees (non-HCES) for thegexding plan year. Employer D has not elected
to use current year data for the nonHCEs for tl@®2Z@lendar year.

(b) In conducting the ADP test for the 2000 calengsar, Employer D compares the ADP for
the 2000 calendar year for the group of employdss kkiad compensation above $80,000 (as
adjusted) for the 1999 calendar year, and who lagible under the plan for the 2000 calendar
year, with the ADP for the 1999 calendar year far group of employees who were nonHCEs
for the 1999 calendar year and who were eligiblgenrthe plan for the 1999 calendar year.
Employer D would have previously determined wholt@&Es were for the 1999 calendar year,
that is, the employees of Employer D who had coregion above $80,000 (as adjusted) for the
1998 calendar year. The nonHCESs for the 1999 caleyehr are those employees who were
employees in the 1999 calendar year and who werdatermined to be HCEs for the 1999
calendar year.

Example 6{a) Employer E has maintained a qualified profarsing plan (Plan

R) since 1996 with an April 1 to March 31 plan ydamployer E has also maintained a
defined benefit plan (Plan S) since 1996 with ato@er 1 to September 30 plan year. Employer
E decides to make the calendar year data elearotetermination years of Plan R and Plan S
beginning in the 2000 calendar year. Thus, Empl&ysrakes the election for Plan R’s
determination year beginning April 1, 2000 and egdvlarch 31, 2001, and Plan S’s
determination year beginning October 1, 2000 ardingnSeptember 30, 2001.

(b) The 2000 calendar year begins within Plan B&kiback year beginning April 1, 1999 and
ending March 31, 2000, and Plan S’s look-back yeginning October 1, 1999 and ending
September 30, 2000 and is treated as EmployewoBkstback year for both Plans R and S for
purposes of determining Employer E’s HCEs on thesbaf compensation. Thus, in determining
HCE status under § 414(q)(1)(B) Employer E deteemwhether an employee has
compensation for the look-back year in excess 6f(8 (as adjusted), and if applicable, the
composition of the top-paid group, on the basisamhpensation for the 2000 calendar year.

Example 7(a) Assume the same facts agEkample 6except that Employer E also maintains
Plan T, a qualified defined benefit plan with aecalar plan year. Employer E fails to make the
calendar year data election for Plan T.

(b) Because the consistency requirement for thendalr year data election is applied without
regard to calendar year plans, the consistencyresgant is satisfied regardless of whether
Employer E makes a calendar year data electioRIfor T.

Example 8 Assume the same facts asHxample 6For Plan R, in determining whether any of
Employer E’'s employees is an HCE on account ofdaib-percent owner, the employee’s
ownership in Employer E is examined for Plan R’8@@nd 2001 plan years (April 1, 1999 to
March 31, 2000, and April 1, 2000 to March 31, 20@br Plan S, in determining whether any



of Employer E’s employees is an HCE on accountewridgpa 5-percent owner, the employee’s
ownership in Employer E is examined for Plan S'8@8nd 2001 plan years (October 1, 1999 to
September 30, 2000, and October 1, 2000 to Septe30b2001). This is because the calendar
year data election does not apply in determiningtivr an employee is a 5-percent owner.

Example 9(a) Employer F maintains Plan U, a defined bermdih with a calendar year plan
year. Employee Y was employed by Employer F siri®01Employee Y retired at age 65 from
employment with Employer F in 1998. Employee Y \waasdHCE in 1992 under the rules
applicable in 1992 to determine HCE status, butmeisan HCE in any other year, including
1998.

(b) Because Employee Y was an HCE for a deternunatear (1992) ending on or after
Employee Y’s 55th birthday, Employee Y is a highbmpensated former employee for
determination years beginning after Employee Ytsement.

X. PAPERWORK REDUCTION ACT

The collection of information contained in this isethas been reviewed and approved by the
Office of Management and Budget in accordance thighPaperwork Reduction Act (44 U.S.C.
3507) under control number 1545-1550.

An agency may not conduct or sponsor, and a pessaot required to respond to, a collection
of information unless the collection of informatidisplays a valid control number.

The collection of information in this notice is $ection VII. This requirement to amend plan
documents is necessary to update plan documergfi¢ot the amended definition of HCE
under 8§ 414(q). This information will be used taedtmine which employees are HCEs for
purposes of determining contributions, benefitgsheravailability of other rights or features
under the plan. The collection of information iguéed to obtain a benefit. The likely
respondents are businesses or other for-profituisins, nonprofit institutions, and small
businesses or organizations.

The estimated total annual recordkeeping burdéb,805 hours.

The estimated annual burden per recordkeeper aoies10 minutes to 30 minutes,
depending on individual circumstances, with amested average of 18 minutes. The estimated
number of recordkeepers is 218,683.

Books or records relating to a collection of infaton must be retained as long as their
contents may become material in the administradfcany internal revenue law. Generally tax
returns and tax return information are confidentaalrequired by 26 U.S.C. 6103.

Xl. COMMENTS

This notice does not address all of the procedeirements that may be necessary to
implement the top-paid group election or the cadernydar data election for future years.



However, any additional requirements would be agapfirospectively only. The Treasury and
the Service invite comments and suggestions regghiocedural issues and the other matters
discussed in this notice.

Comments can be addressed to CC:DOM:CORP:R (N@fied3, room 5228, Internal
Revenue Service, POB 7604, Ben Franklin Statiorsiivgton, DC 20044. In the alternative,
comments may be hand delivered between the ho@swh. and 5 p.m. to CC:DOM:CORP:R
(Notice97-45, Courier’'s Desk, Internal Revenue Service, 11bh<titution Avenue, NW,
Washington, DC. Alternatively, taxpayers may traiisramments electronically via the IRS
Internet site at http://www.irs.ustreas.gov/progd/t@&gs/ comments.html.

DRAFTING INFORMATION

The principal author of this notice is In-grid Gadaof the Employee Plans Division. For
further information regarding this notice, pleasatact the Employee Plans Division’s taxpayer
assistance telephone service at (202) 622-60720@) 622-6075, between the hours of 1:30
p.m. and 3:30 p.m. Eastern Time, Monday throughr3day, or Ms. Grinde at (202) 622-6214,
or Patricia McDermott of the Office of the Assoei&@hief Counsel (Employee Benefits and
Exempt Organizations) at (202) 622-6030. Thesaar¢oll-free numbers.





