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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  
THE CONCLUSION OF THIS WASHINGTON REPORT. 

Final and proposed regulations addressing hybrid retirement plans were 
published on October 19, 2010.  With a few exceptions, the final regulations generally 
incorporate the transitional guidance provided under Notice 2007-6 as well as the 
provisions of the regulations proposed in 2007 (both of which are addressed in our 
Bulletins Nos. 07-03 and 08-04).  The newly proposed regulations provide guidance 
with respect to issues that are not addressed in the final regulations, particularly (i) 
limitations on the relief provided under Internal Revenue Code section 411(a)(13)(A), 
(ii) an additional alternative method for satisfying the special conversion protection 
rule, and (iii) additional rules respecting the market rate of return limitation on any 
interest crediting rate.  The final regulations are generally effective for plan years 
beginning on or after January 1, 2011.  Although the proposed rules are expected to be 
effective for plan years beginning on or after January 1, 2012, plans are permitted to 
rely on both the proposed and final regulations prior to their effective dates. 

 
These regulations were issued under Code sections 411(a)(13) and 411(b)(5), which were added by 

the Pension Protection Act of 2006 ("PPA") in order to resolve the pending questions raised regarding (i) 
the "whipsaw effect" of calculating lump-sum benefits under a cash balance plan and (ii) whether such 
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plans are inherently age discriminatory.  Under section 411(a)(13), hybrid plan benefits may be expressed 
as the balance of a hypothetical account, thereby eliminating the "whipsaw effect," so long as the benefits 
under the plan are fully vested upon three (3) years of service.  Under section 411(b)(5), hybrid plans are 
not considered age-discriminatory so long as a participant's accrued benefit is equal to or greater than that 
of any similarly situated younger individual who is or who could be a participant.  Additionally, that 
section contains special conversion protection rules and market rate of return limitations on the hybrid plan 
interest crediting rate. 

 
The final regulations ("Final Regulations") generally adopt the provisions of the regulations 

proposed in 2007 (the "2007 Proposed Regulations"), 72 Fed. Reg. 73680, with certain modifications, 
while the proposed rules (the "2010 Proposed Regulations") address certain issues that were not addressed 
in the Final Regulations.  Following are some of the issues addressed in the final and proposed guidance: 

 
A. Interest Crediting Rate 

 
1. Market Rate of Return Limitation.  The interest crediting rate under a cash balance plan or 

any other hybrid defined benefit plan cannot exceed the market rate of return; otherwise, the plan is 
considered age-discriminatory.  The 2007 Proposed Regulations significantly restricted the types of interest 
crediting rates that would satisfy the market rate of return requirement.  The Final Regulations have 
expanded the safe harbor rates to include the first and second segment rates under section 430(h). 

 
The Final Regulations establish that, in the case of indexed benefits, the actual rate of return on the 

plan's aggregate assets will satisfy the market rate of return rule as long as the plan's assets are diversified 
in order to minimize the volatility of returns.  The Final Regulations also provide that the rate of return on 
an annuity contract issued by an insurance company will not be considered in excess of a market rate of 
return so long as the annuity contract has not been structured to provide an interest crediting rate in excess 
of a market rate of return. 

 
Although the Final Regulations do not significantly expand the types of interest crediting rates, the 

2010 Proposed Regulations broaden the list of permitted interest crediting rates to include the following: 
 

 The actual rate of return on plan assets would be permitted in a plan that is a non-indexed 
plan if the plan's assets are diversified so as to minimize the volatility of returns. 

 
 An interest crediting rate equal to the rate of return on a regulated investment company 

("RIC"), defined in section 851, that is reasonably expected to be not significantly more 
volatile than the broad U.S. equities market or a similarly broad international equities 
market.  Rates based on a RIC that is concentrated on a specific industry sector or a country 
other than the United States, that uses leverage, or has significant investment in derivative 
financial products would generally not satisfy the volatility standard.  A RIC whose 
investments track the rate of return on the S&P 500, a broad-based "small-cap" index such 
as the Russell 2000 index, or a broad-based international equities index would meet this 
standard. 

 
 Plans utilizing a permissible bond rate could have an annual minimum interest crediting rate 

of 4%.  This rate can be used even if interest is compounded more frequently than annually, 
which would effectively provide a floor greater than 4%. 

 
 Although an annual floor cannot be used with an equity-based rate, a cumulative floor up to 

3% may be used.  The floor would apply cumulatively, in the aggregate from the date of 
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each pay credit until the annuity starting date, without a floor on the rate of return provided 
in any interim period. 

 
 A plan could use a fixed interest rate of 5%. 

 
2. Plan Termination Requirements.  Although the Final Regulations do not address the 

requirements of section 411(b)(5)(B)(vi) under which a plan must provide that, upon the termination of the 
plan, certain interest crediting rates must be used, such rules are addressed in the 2010 Proposed 
Regulations.  Under those regulations, if a plan used a variable interest crediting rate during the five-year 
period preceding the plan termination date, the interest crediting rate that must be used to determine the 
participant's accumulated benefit after plan termination is equal to the average of the rates used during the 
five-year period ending on the plan termination date.  Plans with a fixed rate during the five-year lookback 
period would continue to use the fixed rate in effect as of the plan termination.  The only exception 
involves interest crediting rates that were neither fixed nor bond-based.  In that instance, the terms of the 
plan must provide that the interest crediting rate is equal to the third segment rate under section 430(h) for 
the last calendar month ending before the beginning of the interest crediting period, subject to any ceiling 
rates that may have been in effect under the plan.  Additionally, the 2010 Proposed Regulations contain 
special rules addressing different circumstances that may arise. 

 
The interest rate and mortality table to be used on and after plan termination for purposes of 

determining the amount of any benefit under the plan payable in the form of an annuity must be based on 
the interest rate and mortality table specified under the plan as of the termination date, except that, if the 
interest rate is a variable rate, the crediting rate would be the interest rate that is the average of the rates 
used during the 5-year lookback period. 

 
3.  Changes to Interest Credit Rate and Code section 411(d)(6).  The Final Regulations clarify 

that, to the extent that benefits have accrued under a plan that entitles the participant to future interest 
credits, an amendment to the plan to change the interest crediting rate must comply with section 411(d)(6) 
if the revised rate under any circumstances could result in interest credits that are smaller (as of any date 
after the applicable date of the plan amendment) than the interest credits that would have been provided 
without regard to the amendment.  A change in the interest crediting rate from a safe harbor market rate of 
interest to the third segment rate under section 430(h) will be treated as satisfying section 411(d)(6) so long 
as (on the effective date of the amendment) the new interest crediting rate is not lower than the old interest 
crediting rate and certain other timing conditions are satisfied. 

 
The 2010 Proposed Regulations expand section 411(d)(6) relief to amendments that are adopted to 

comply with the regulations.  Relief would be granted for a plan amendment if it is adopted before the date 
on which future final regulations would apply to the plan, and the reduction of the crediting rate would 
qualify for relief only to the extent necessary to enable the plan to meet the requirements relating to the 
market rate of return limitation.  Thus, amending the plan from an already permissible rate to another 
permissible interest crediting rate would not qualify for relief from section 411(d)(6).  Additionally, if the 
new permissible rate has an associated margin (e.g., the discount rate on 3-month Treasury Bills, plus 175 
basis points), the new rate must not be lower than the maximum permitted margin associated with the rate.  
The amendment deadline provided under the proposed rules supersedes the applicability date provided in 
Notice 2009-97, which required that such amendments be adopted by the last day of the first plan year that 
begins on or after January 1, 2010.  See our Bulletin No. 09-117 for more information regarding Notice 
2009-97. 

 
B. Applicability to Pension Equity Plans ("PEPs") 

 



 
 

4

When the 2007 Proposed Regulations were issued, there were many questions raised regarding the 
applicability of these rules to PEPs. PEPs generally calculate benefits as the current value of an 
accumulated percentage of the participant's final average compensation, since some of PEPs never credit 
interest, directly or indirectly, some explicitly credit interest after cessation of PEP accruals and some do 
not credit interest explicitly but provide for specific amounts to be payable after cessation of PEP accruals 
based on actuarial equivalence using specified actuarial factors applied upon cessation of PEP accruals.  
The Final Regulations clarify that the rules apply to a PEP formula that credits interest after cessation of 
PEP accruals. 

 
The 2010 Proposed Regulations would however subject all other PEP formulas to these rules.  

Those regulations also note that relief available under section 411(a)(13)(A) would not apply to annuities 
under a PEP that are calculated as the actuarial equivalent of the then-current PEP value. 

 
C. Applicability to Variable Annuity Benefit Formulas 

 
The 2007 Proposed Regulations had exempted from these rules plans with a variable annuity 

benefit formula with an assumed interest rate of at least 5%, and this threshold was preserved in the Final 
Regulations, despite the receipt of comments requesting that it be lowered.  Regardless of the assumed 
interest rate, variable annuity benefit formulas are exempt from the no-loss and preservation of capital 
rules.  For these purposes, a variable annuity benefit formula is a formula that provides that the amount 
payable is periodically adjusted by reference to the difference between the rate of return on plan assets or a 
specified assumed interest rate. 

 
D. Comments and Effective Dates 
 

The IRS is requesting comments specifically regarding the following issues, among others: 
 

 Should the rules apply to hybrid plans that do not provide for interest credits? 
 How does the anti-cutback rule of section 411(d)(6) apply if the underlying RIC 

subsequently ceases to exist? 
 Should a hybrid plan be able to offer participants a menu of hypothetical investment 

options? 
 Should plans have greater flexibility to change the interest crediting rate? 
 How does a hybrid plan comply with the present value rules of section 417(e) when benefits 

are provided under a benefit formula that is not a lump sum-based formula (e.g., a plan that 
provides for indexing)? 

 
The Final Regulations generally apply to plan years that begin on or after January 1, 2011, except 

that the rules expanding the permissible interest crediting rates apply to plan years beginning on or after 
January 1, 2012.  The 2010 Proposed Regulations are anticipated to be effective for plan years beginning 
on or after January 1, 2012.  A plan may rely upon the Final Regulations prior to their effective date.  
Alternatively, prior to the regulatory effective date, a plan can rely upon the 2010 Proposed Regulations, 
the 2007 Proposed Regulations, and/or Notice 2007-6 for purposes of applying the relief and satisfying the 
requirements of sections 411(a)(13) and 411(b)(5). 

 
 Any AALU member who wishes to obtain a copy of the 2010 Final and Proposed § 411 
Regulations may do so through the following means: (1) use hyperlink above next to “Major References,” (2) 
log onto the AALU website at www.aalu.org and enter the Member Portal with your last name and birth date 
and select Current Washington Report for linkage to source material or (3) email Anthony Raglani at 
raglani@aalu.org and include a reference to this Washington Report. 

http://www.aalu.org/
mailto:raglani@aalu.org
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In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
 

http://www.aalu.org/

	Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning.

