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ABOUT THIS MANUAL
This manual consists of my course outline and practice questions that have been inserted
into the various sections of the outline. Since this manual is being published before
the final syllabus is published in the Joint Board program document those updates
are not reflected in this outline. It is possible that there will be a few additions and/or
deletions to the reading for this exam once that program document is released. It is
advisable to check the ASM website below for additions, changes and errata to this
manual soon after that program document is published.
This manual is intended as a supplement to the suggested readings listed in the exam
syllabus (not as the sole study material). It is possible that there could be exam questions
that are not covered by the contents of this manual. A proper course of study is suggested
in my Study Tips file, available for download at the ASM website.
David B. Farber
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Minimum Funding Standards for Single Employer (or Multiple Employer) Plans (IRC
section 430)


Minimum required contribution for plan years beginning after 12/31/2007
o The minimum required contribution is generally equal to the sum of:
-

The target normal cost for the year

-

The shortfall amortization charge for the year

-

The waiver amortization charge for the year

o If the value of the plan assets is at least as large as the funding target for the year, then the
minimum required contribution is equal to the target normal cost, reduced by the excess of the
value of the plan assets over the funding target. In no event can the minimum required
contribution be less than $0.
o The value of the plan assets is generally reduced by the prefunding balance and funding standard
carryover balance. Note that the general conditions of the exam state that the assets provided in
an exam question have not been adjusted by these items, unless you are specifically told
otherwise.


Target normal cost (IRC section 430(b))
o The target normal cost is equal to the difference between the present value of the end of year
accrued benefit and the present value of the beginning of year accrued benefit (increased by the
expected plan-related expenses for the year, and reduced by the expected mandatory employee
contributions for the year). In no event can the target normal cost be less than zero.
o The beginning of year accrued benefit does not take into account any salary increase for the
current year.
o The end of year accrued benefit does take into account any salary increase for the current year.
You cannot project the current year increase past the end of the current year.
o Accrued benefits include top heavy minimums under IRC section 416 and are subject to the
benefit limits of IRC section 415.
o Compensation must be limited as required by IRC section 401(a)(17).
o For a cash balance/hybrid plan, the benefit used for the target normal cost is the current year
contribution credit, accumulated to the assumed retirement age using the plan’s future interest
crediting rate.
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Funding target (IRC section 430(d))
o The funding target is equal to the present value of the beginning of year accrued benefit.
o The beginning of year accrued benefit does not take into account any salary increase for the
current year.
o Accrued benefits include top heavy minimums under IRC section 416 and are subject to the
benefit limits of IRC section 415.
o Compensation must be limited as required by IRC section 401(a)(17).
o For a cash balance/hybrid plan, the accrued benefit is the account balance, accumulated to the
assumed retirement age using the plan’s future interest crediting rate. Note that accumulated
balances can never be less than the total of the contributions credits to date (preservation of
principal).
o The funding target attainment percentage (FTAP) is equal to the ratio of the value of the plan
assets to the funding target (without regard to at-risk assumptions).
-

The value of the plan assets are generally reduced by the prefunding balance and funding
standard carryover balance.



If the funding target is equal to zero, then the FTAP is equal to 100%.

Allocation of benefits between funding target and target normal cost (Treasury regulation 1.430(d)1(c)(1)(ii))
o The benefits are generally allocated between the funding target and target normal cost based
upon the actual accrual of benefits, or the crediting of years of service.
o For benefits that are not earned based on service or accrual, such as a supplemental benefit, the
allocation is made pro-rata based upon service to date (for allocation to the funding target) and
one year of service (for allocation to the target normal cost) as a percentage of total service at
retirement.
-

For example, consider the following. A plan provides a supplemental benefit of a flat
dollar amount of $900 per month payable from age 60 through 65, for participants who
elect to retire early at age 60. Participant Smith was hired at age 30 and is currently age
50. Smith currently has 20 years of service and will have 30 years of service at age 60.
For purposes of the funding target, the supplemental benefit is $600 per month (20/30 th
of $900). For purposes of the target normal cost, the supplemental benefit is $30 per
month (1/30th of $900).
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Effect of plan amendments on target normal cost and funding target
o A plan amendment deemed to be effective for the current year under IRC section 412(d)(2) is
applied for purposes of determining both the target normal cost and the funding target. So, even
if the amendment is either adopted or effective after the valuation date, if the plan sponsor has
elected to determine the minimum required contribution by taking into account the plan
amendment, then it is applied as if it became effective on the first day of the plan year.
o Exception to plan amendment rules: If the plan amendment becomes effective or is adopted after
the first day of the year, and the amendment increases benefits with regard to future service only
(so that it would impact only the target normal cost and not the funding target), it must be taken
into account if it would cause the restrictions on plan amendments under IRC section 436(c) to
apply if the increase were included in the plan’s funding target (that is, the AFTAP would fall
below 80% if the increase is included as part of the funding target). This is necessary to prevent
a situation where a plan amendment becomes effective or is adopted after the valuation date for
the sole purpose of avoiding the plan amendment requirements of IRC section 436(c).
-

Example: A plan is amended effective 1/1/2014 (adopted on 5/1/2014) to increase the
accrual rate beginning in 2014 from $50 to $55 (past service accruals remain at $50). As
of 1/1/2014, the target normal cost based on the $50 accrual is $30,000, the funding
target based on the $50 accrual is $280,000, the actuarial value of assets is $230,000, and
the prefunding balance is $5,000. The increase in the target normal cost due to the
amendment is $3,000 (the 2014 accrual increases by 10% from $50 to $55). The AFTAP
is 80.36% (

$230,000  $5,000
). If the $3,000 increase in the target normal cost is
$280,000

included in the denominator, the percentage is 79.51% (

$230,000  $5,000
). Generally,
$280,000  $3,000

the plan sponsor would have the option of taking the plan amendment into account for
the 1/1/2014 valuation because it was adopted after the valuation date. However, in this
case the plan amendment must be taken into account because if the increase in the target
normal cost due to the amendment were included in the denominator of the AFTAP, it
would be less than 80%. Note that the actual AFTAP does not change – it is still
80.36%.
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Coordination with IRC section 436 restrictions
o Benefits not paid or accrued as of the valuation date due to restrictions under IRC section 436
must generally not be included in the determination of the target normal cost and funding target.
o The determination of the target normal cost and funding target cannot take into account any
assumption with regard to any possible future restriction after the valuation date due to IRC
section 436.



Plan population
o For purposes of determining the target normal cost and funding target, the plan population
included in the valuation must include participants currently employed by the employer,
participants who are retired or no longer employed by the employer, and any other individuals
(such as beneficiaries of deceased participants) entitled to benefits under the plan.
o Terminated nonvested participants can be disregarded once they have at least 5 consecutive years
of breaks in service. However, if the plan’s experience with regard to nonvested terminated
participants has been that they have generally not returned to service, then those nonvested
terminated participants can be excluded from the valuation sooner than the 5 years.
o Current employees not yet eligible to participate in the plan can be included in the valuation, in
anticipation of their eventual entry into the plan.



Funding shortfall (IRC section 430(c))
o There is a funding shortfall if the funding target attainment percentage is less than 100%.
o The funding shortfall is equal to the difference between the funding target and the value of the
plan assets (reduced by the prefunding balance and funding standard carryover balance). The
funding shortfall cannot be less than $0. Note that the funding target for the funding shortfall is
based upon the funding target after applying the at-risk assumptions and any phase-in, if
applicable.
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Shortfall amortization base
o The shortfall amortization base is equal to the difference between the funding shortfall and the
outstanding balance of the prior shortfall and waiver amortization bases. This can result in a new
negative base.
o If the funding shortfall for the current year is $0, then
-

There is no new funding shortfall amortization base for the year, and

-

The prior funding shortfall amortization bases are deemed to be fully amortized.

o The shortfall amortization installment is an amortization of the shortfall amortization base over a
period of 7 years using the segmented interest rates under IRC section 430(h)(2)(C). Since it is
amortized over 7 years, the segment 1 interest rate is used to discount the first 5 payments, and
the segment 2 interest rate is used to discount the last two payments. The amortization
installment remains the same for each of the 7 years. There is no re-amortization for changes in
interest rates. After 7 years, the shortfall amortization base is fully amortized.
o The shortfall amortization charge is equal to the sum of the shortfall amortization installments
with regard to the current year shortfall amortization base and each of the shortfall amortization
bases established for any of the 6 prior years. The shortfall amortization charge (net amount of
the installments) cannot be less than zero, although individual installments can be less than zero
when there are negative bases.
o A shortfall amortization installment is pro-rated for short plan years. A final pro-rated
installment is required in the 8th year in an amount equal to the difference between the full
installment and the pro-rated installment (with no interest adjustment). See Treasury regulation
1.430(a)-1(b)(2)(ii).
o If there is a change in the valuation date, the amount of the amortization installment becomes
payable on that new valuation date. The amount of the installment is unchanged regardless of the
new valuation date. See Treasury regulation 1.430(a)-1(c)(2)(iii).
o The outstanding balance of a shortfall amortization base as of a valuation date is equal to the
present value of the remaining payments using the segment interest rates in effect for the
valuation date (not the original segment rates used to amortize the base).
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Exemption from new shortfall amortization base
o A plan is exempt from creating a new shortfall amortization base for a plan year if the valuation
assets are at least as large as the funding target. For this purpose, the valuation assets are not
reduced by the funding standard carryover balance, but are possibly reduced by the entire
prefunding balance (but only if the employer has elected to use any portion of the prefunding
balance for the year to reduce the minimum funding requirement).
o Transition rules for exemption from shortfall amortization bases for years beginning in 2008
through 2010 applied for those years. These transition rules would not be tested at this point in
time because they do not apply to current plan years.



Optional amortization periods for shortfall bases (IRC section 430(c)(2)(D) and Revenue Notice
2011-03)
o This section is part of the funding relief granted in 2011, and is mostly obsolete for the current
exam. The information is presented here for the purpose of understanding old exam questions.
The only part of this section that could still be tested is the use of the election to amortize a
shortfall base in 2008, 20009, 2010 or 2011 over a period of 15 years.
o Options available for no more than 2 years out of years beginning in 2008, 2009, 2010 and 2011.
However, no option is available for years in which the due date for minimum funding is before
6/25/2010. So, in effect, plan years for which the election is available are plan years ending on
or after 10/10/2009 and beginning no later than 12/31/2011.
-

For example, the minimum funding due date for a plan year beginning on 10/1/2008 and
ending 9/30/2009 is 6/15/2010. The optional amortization schedules would not be
available for that plan year.

o A 9-year option (referred to as 2 plus 7 amortization schedule) is available.
-

Amortization installment for each of the first two years is equal to interest only at the
plan effective rate for the year the base is established.

-

Amortization installment for each of the final 7 years is equal to an amount such that the
present value of the 2 interest only payments plus the final 7 payments is equal to the
shortfall base using the segment rates (or rates from the full yield curve, if that is what
the plan is using) for the year the base is established.
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o A 15-year option is available.
-

Amortization installment for each year is equal to a 15-year amortization of the shortfall
base using the segment rates for the year the base is established.

o If an option is elected for two years, then the same option (9-year or 15-year) must be used for
each option year.
o Installment must be increased (but not above the required regular 7-year installment, applied on a
cumulative basis – see Revenue Notice 2011-03, Q&A I-4) dollar-for-dollar for salary paid to
any individuals in excess of 1 million dollars (subject to cost of living increases for years after
2010), or for any extraordinary dividend payments. (See IRC section 430(c)(7).)
-

The increase applies for only the first 3 years if the 2 plus 7 amortization schedule is
elected.

-

The increase applies for only the first 5 years if the 15 year schedule is elected.

-

The increased installment under Q&A I-4 of Revenue Notice 2011-03 (as mentioned
above) is capped at the difference between the cumulative amortization installments
using the 7-year amortization schedule and the cumulative amortization installments
using the elected schedule. See question 14 for an example of this.

-

The increase reduces future installments. Q&A I-3 in Revenue Notice 2011-03 describes
the details of how this reduction is determined. Basically, the reduction is made to the
chronological final installments. See question 15 for an example of this.

-

The increase is disregarded for the quarterly contribution requirement.

-

Historical note: it is highly unlikely that this section would be tested as the years in which
there could have been an installment increase due to excess salary passed after 2015.

o Election to use option cannot be revoked without IRS approval.
o Notification of the election must be made to participants, beneficiaries and the PBGC (for plans
covered by the PBGC). The notification to participants and beneficiaries must be provided by
the later of 120 days after the end of the plan year for which the election is made, or May 2,
2011. The notification to the PBGC must be provided by the later of 120 days after the end of
the plan year for which the election is made, or January 31, 2011. Note that this summary of
notification requirements is for information purposes and is not expected to be tested because
they would have been satisfied years ago.
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o Generally, each employer in a multiple employer plan must make a separate election to use an
alternative amortization schedule. Different employers may elect to use a different schedule, and
some employers may decide not to elect to use an alternative schedule.
o The election must be signed by the plan sponsor and provided to the enrolled actuary and the
plan administrator
o For information purposes only (not expected to be tested because the election would have been
made years ago): The election must be made by the latest of:
-

The last day of the plan year for which the election is made;

-

30 days after the valuation date of the plan year for which the election is made; or

-

January 31, 2011
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Waiver amortization base
o A waiver amortization base is created if there is a waived funding deficiency under IRC section
412(c) for a previous plan year. Note that a funding deficiency (and if waived, the amount of the
waived funding deficiency) is determined as of the valuation date for the year. For years prior to
2008, when the old funding standard account rules applied, the funding deficiency (and waived
funding deficiency) was always determined as of the close of the plan year.
o The waiver amortization installment is an amortization of the waiver amortization base over a
period of 5 years using the segmented interest rates under IRC section 430(h)(2)(C). The
amortization installment remains the same for each of the 5 years. There is no re-amortization
for changes in interest rates. After 5 years, the waiver amortization base is fully amortized.
o The waiver amortization charge is equal to the sum of the waiver amortization installments with
regard to the current year waiver amortization base and each of the waiver amortization bases
established for any of the 4 prior years
o The interest rate used to amortize a waiver amortization installment is based upon the segmented
interest rates that applied to the plan for the year for which the waiver is granted (not the year the
waiver is first amortized).

See Treasury regulation 1.430(a)-1(d)(1). The amortization

installments are determined using the amount of the waived deficiency. As a result, since
amortization begins in the following year, the first installment will generally be one year after the
waived deficiency arose (on the next valuation date), so the 5 payments will be made 1, 2, 3, 4
and 5 years after the date the deficiency was waived. That 5 th payment will involve the second
segment interest rate. See example 3 in Treasury regulation 1.430(a)-1(g).
o The outstanding balance of a waiver amortization base on a valuation date is equal to the present
value of the remaining payments using the segment 1 interest rate in effect for the valuation date
(not the original segmented rates used to amortize the base).
o A waiver amortization installment is pro-rated for short plan years. A final pro-rated installment
is required in the 6th year in an amount equal to the difference between the full installment and
the pro-rated installment. See Treasury regulation 1.430(a)-1(b)(2)(ii).
o The prior waiver amortization bases are deemed to be fully amortized if the funding shortfall is
$0.
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Funding standard carryover balance (IRC section 430(f)(7) and Treasury regulation 1.430(f)-1)
o The initial funding standard carryover balance as of the first day of the 2008 plan year is equal to
the credit balance in the funding standard account as of the last day of the year prior to 2008.
o Any portion of the funding standard carryover balance can be elected by the plan sponsor to be
used to reduce the minimum required contribution by subtracting that portion from the minimum
as of the first day of the plan year. There is a general exam condition that states that the
employer elects to use the funding standard carryover balance in this manner, unless you are told
otherwise.
o The election must be made by the minimum funding due date, and the election is generally
irrevocable. However, the election can be revoked if the amount of the revocation represents
application of the funding standard carryover balance in excess of the minimum required
contribution. So, for example, if the minimum required contribution is equal to $100,000 and the
applied funding standard carryover balance used to offset the minimum is $105,000, then $5,000
of the offset can be revoked. The revocation must be in writing to the enrolled actuary and plan
administrator no later than the end of the plan year (or the due date of the minimum required
contribution for plans with a valuation date other than the first day of the year).
o A standing election may be made with regard to the use of the funding standard carryover
balance such that it would be used to reduce the minimum required contribution to the extent that
the plan would otherwise have a funding deficiency. The standing election must be signed by the
plan sponsor by the minimum funding due date for the year to which it will apply, and must
name the enrolled actuary providing certification to the plan. If the plan enrolled actuary is
replaced, then a new standing election must be provided to the new enrolled actuary (otherwise
the standing election no longer exists) no later than the due date (with extensions) to the Form
5500. Standing elections are deemed to be effective on the due date of the Form 5500. The
standing election can be revoked, as long as that is done prior to the due date of the Form 5500.
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