Calendar No. 516

{ REPORT

108TH CONGRESS
108-266

2d Session SENATE

NATIONAL EMPLOYEE SAVINGS AND TRUST EQUITY
GUARANTEE ACT

MAy 14, 2004.—Ordered to be printed

Mr. GRASSLEY, from the Committee on Finance,
submitted the following

REPORT

together with

ADDITIONAL VIEWS

[To accompany S. 2424]

The Committee on Finance, having considered an original bill (S.
2424) to amend the Internal Revenue Code of 1986 and the Em-
ployee Retirement Income Security Act of 1974 to protect the re-
tirement security of American workers by ensuring that pension as-
sets are adequately diversified and by providing workers with ade-
quate access to, and information about, their pension plans, and for
other purposes, reports favorably thereon and recommends that the
bill do pass.
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I. LEGISLATIVE BACKGROUND

Overview

The Senate Committee on Finance marked up an original bill,
the “National Employee Savings and Trust Equity Guarantee Act,”
on September 17, 2003, and ordered the bill favorably reported by
voice vote. On October 1, 2003, the Finance Committee by unani-
mous consent recalled the bill and amended it to make the com-
pany-owned life insurance (“COLI”) provision effective on date of
enactment instead of date of committee action and agreed to a fur-
ther markup of the COLI and related provisions of the bill. On Feb-
ruary 2, 2004, the Committee marked up a modification to the bill
and ordered the bill favorably reported by voice vote.

Recent legislation

The bill as approved by the Committee contained several provi-
sions that are identical or substantially similar to provisions in re-
cently enacted legislation and therefore are not contained in the
bill as reported.

The Pension Equity Funding Act of 20041 contains provisions re-
lating to:

e Two-year extension of transition rule to pension funding re-
quirements;

o Extension of provision permitting qualified transfers of excess
pension assets to retiree health accounts;

1Pub. L. No. 108-218 (April 10, 2004). The Pension Equity Funding Act of 2004 also includes
provisions relating to issues that are addressed by provisions in the bill, including the interest
rate used for certain pension purposes and relief from the deficit reduction contribution require-
ments.
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e Extension of provision permitting qualified transfers of excess
pension assets to retiree health accounts;

e Modification of qualification rules for tax-exempt property and
casualty insurance companies; and

e Definition of insurance company for property and casualty in-
surance company tax rules.

The Social Security Protection Act of 20042 contains a provision
allowing Social Security coverage under a divided retirement sys-
tem for public employees in Kentucky.

Hearings

During the 108th Congress, the Committee held hearings on var-
ious topics relating to the provisions of the bill, as follows.

The Committee held a hearing on April 8, 2003, on compensa-
tion-related issues addressed in the Joint Committee on Taxation
staff investigation and report relating to Enron Corporation. The
Committee also held a hearing on March 11, 2003, on issues relat-
ing to the funding of defined benefit plans.

The Committee held a hearing on COLI on October 23, 2003.

Activity during the 107th Congress

During the 107th Congress, the Committee reported a bill, S.
1971 (the “National Employee Savings and Trust Equity Guarantee
Act”), which addressed many of the same issues addressed by the
current bill. Many of the provisions in the current bill are substan-
tially the same as those previously reported by the Committee in
S. 1971 (107th Cong.)

During the 107th Congress, the Committee held hearings on var-
ious topics relating to the provisions of S. 1971 (107th Cong.). The
Committee held a hearing on February 27, 2002, regarding retire-
ment security. The Committee also held a hearing on April 18,
2002, regarding corporate governance and executive compensation.

II. EXPLANATION OF THE BILL
TITLE I. DIVERSIFICATION OF PENSION PLAN ASSETS

A. DEFINED CONTRIBUTION PLANS REQUIRED TO PROVIDE
EMPLOYEES WITH FREEDOM TO INVEST THEIR PLAN ASSETS

(Sec. 101 of the bill, new sec. 401(a)(35) of the Code, and new sec.
204(j) of ERISA)

PRESENT LAW

In general

Defined contribution plans may permit both employees and em-
ployers to make contributions to the plan. Under a qualified cash
or deferred arrangement (commonly referred to as a “section 401(k)
plan”), employees may elect to make pretax contributions to a plan,
referred to as elective deferrals. Employees may also be permitted
to make after-tax contributions to a plan. In addition, a plan may
provide for employer nonelective contributions or matching con-
tributions. Nonelective contributions are employer contributions
that are made without regard to whether the employee makes elec-

2Pub. L. No. 108-203 (March 2, 2004).
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tive deferrals or after-tax contributions. Matching contributions are
employer contributions that are made only if the employee makes
elective deferrals or after-tax contributions.

Under the Internal Revenue Code (the “Code”),3 elective defer-
rals, after-tax employee contributions, and employer matching con-
tributions are subject to special nondiscrimination tests. Certain
employer nonelective contributions may be used to satisfy these
special nondiscrimination tests. In addition, plans may satisfy the
special nondiscrimination tests by meeting certain safe harbor con-
tribution requirements.

The Code requires employee stock ownership plans (“ESOPs”) to
offer certain plan participants the right to diversify investments in
employer securities. The Employee Retirement Income Security Act
of 1974 (“ERISA”) limits the amount of employer securities and em-
ployer real property that can be acquired or held by certain em-
ployer-sponsored retirement plans. The extent to which the ERISA
limits apply depends on the type of plan and the type of contribu-
tion involved.

Diversification requirements applicable to ESOPs under the Code

An ESOP is a defined contribution plan that is designated as an
ESOP and is designed to invest primarily in qualifying employer
securities and that meets certain other requirements under the
Code. For purposes of ESOP investments, a “qualifying employer
security” is defined as: (1) publicly traded common stock of the em-
ployer or a member of the same controlled group; (2) if there is no
such publicly traded common stock, common stock of the employer
(or member of the same controlled group) that has both voting
power and dividend rights at least as great as any other class of
common stock; or (3) noncallable preferred stock that is convertible
into common stock described in (1) or (2) and that meets certain
requirements. In some cases, an employer may design a class of
preferred stock that meets these requirements and that is held only
by the ESOP.

An ESOP can be an entire plan or it can be a component of a
larger defined contribution plan. An ESOP may provide for dif-
ferent types of contributions. For example, an ESOP may include
a qualified cash or deferred arrangement that permits employees
to make elective deferrals.*

Under the Code, ESOPs are subject to a requirement that a par-
ticipant who has attained age 55 and who has at least 10 years of
participation in the plan must be permitted to diversify the invest-
ment of the participant’s account in assets other than employer se-
curities.> The diversification requirement applies to a participant
for six years, starting with the year in which the individual first
meets the eligibility requirements (i.e., age 55 and 10 years of par-
ticipation). The participant must be allowed to elect to diversify up
to 25 percent of the participant’s account (50 percent in the sixth
year), reduced by the portion of the account diversified in prior
years.

3 All references to the “Code” are to the Internal Revenue Code. All section references and
descriptions of present law refer to the Code unless otherwise indicated.

4Such an ESOP design is sometimes referred to as a “KSOP.”

5Sec. 401(a)(28). The present-law diversification requlrements do not apply to employer secu-
rities held by an ESOP that were acquired before January 1, 1987
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The participant must be given 90 days after the end of each plan
year in the election period to make the election to diversify. In the
case of participants who elect to diversify, the plan satisfies the di-
versification requirement if: (1) the plan distributes the applicable
amount to the participant within 90 days after the election period;
(2) the plan offers at least three investment options (not incon-
sistent with Treasury regulations) and, within 90 days of the elec-
tion period, invests the applicable amount in accordance with the
participant’s election; or (3) the applicable amount is transferred
within 90 days of the election period to another qualified defined
contribution plan of the employer providing investment options in
accordance with (2).6

ERISA limits on investments in employer securities and real prop-
erty

ERISA imposes restrictions on the investment of retirement plan
assets in employer securities or employer real property.” A retire-
ment plan may hold only a “qualifying” employer security and only
“qualifying” employer real property.

Under ERISA, any stock issued by the employer or an affiliate
of the employer is a qualifying employer security.® Qualifying em-
ployer securities also include certain publicly traded partnership
interests and certain marketable obligations (i.e., a bond, deben-
ture, note, certificate or other evidence of indebtedness). Qualifying
employer real property means parcels of employer real property: (1)
if a substantial number of the parcels are dispersed geographically;
(2) if each parcel of real property and the improvements thereon
are suitable (or adaptable without excessive cost) for more than one
use; (3) even if all of the real property is leased to one lessee (which
may be an employer, or an affiliate of an employer); and (4) if the
acquisition and retention of such property generally comply with
the fiduciary rules of ERISA (with certain specified exceptions).

ERISA also prohibits defined benefit pension plans and money
purchase pension plans (other than certain plans in existence be-
fore the enactment of ERISA) from acquiring employer securities or
employer real property if, after the acquisition, more than 10 per-
cent of the assets of the plan would be invested in employer securi-
ties and real property. Except as discussed below with respect to
elective deferrals, this 10—percent limitation generally does not
apply to defined contribution plans other than money purchase
pension plans.? In addition, a fiduciary generally is deemed not to
violate the requirement that plan assets be diversified with respect
to the acquisition or holding of employer securities or employer real
property in a defined contribution plan.10

The 10—percent limitation on the acquisition of employer securi-
ties and real property applies separately to the portion of a plan

6IRS Notice 88-56, 1988—1 C.B. 540, Q&A-16.

7ERISA sec. 407.

8 Certain additional requirements apply to employer stock held by a defined benefit pension
plan or a money purchase pension plan (other than certain plans in existence before the enact-
ment of ERISA).

9The 10—percent limitation also applies to a defined contribution plan that is part of an ar-
rangement under which benefits payable to a participant under a defined benefit pension plan
are reduced by benefits under the defined contribution plan (i.e., a “floor-offset” arrangement).

10Under ERISA, a defined contribution plan is generally referred to as an individual account
plan. Plans that are not subject to the 10—percent limitation on the acquisition of employer secu-
rities are referred to as “eligible individual account plans.”
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consisting of elective deferrals (and earnings thereon) if any portion
of an individual’s elective deferrals (or earnings thereon) are re-
quired to be invested in employer securities or real property pursu-
ant to plan terms or the direction of a person other than the partic-
ipant. This restriction does not apply if: (1) the amount of elective
deferrals required to be invested in employer securities and real
property does not exceed more than one percent of any employee’s
compensation; (2) the fair market value of all defined contribution
plans maintained by the employer is no more than 10 percent of
the fair market value of all retirement plans of the employer; or (3)
the plan is an ESOP.

REASONS FOR CHANGE

Recent events have focused public attention on the investment of
retirement plan assets in employer securities. The bankruptcies of
several large publicly-traded companies, such as the Enron Cor-
poration, have been accompanied by the loss of employees’ pension
benefits because defined contribution plan assets were heavily in-
vested in employer securities. In many cases, employees lost not
only their jobs, but also their retirement savings, upsetting their
plans for retirement.

The Committee understands that employer securities are one
possible investment for defined contribution plans. In some cases,
the plan may offer employer securities as one of several investment
options made available to plan participants. In other cases, the
plan may provide that certain contributions are invested in em-
ployer securities. For example, many plans provide that employer
matching contributions with respect to employee elective deferrals
under a qualified cash or deferred arrangement are to be invested
in employer securities.

Present law has facilitated and encouraged the acquisition of em-
ployer securities by defined contribution plans, particularly in the
case of ESOPs. Thus, for example, present law provides that the
dividends paid on employer securities held by an ESOP are deduct-
ible under certain circumstances and also allows an ESOP to bor-
row to acquire the employer securities. Present law recognizes that
employer securities can be a profitable investment for employees as
well as a corporate financing tool for employers. Employees who
hold employer securities through a defined contribution plan often
feel that they have a stake in the business, leading to increased
profitability.

On the other hand, the Committee recognizes that diversification
of assets is a basic principle of sound investment policy and that
requiring certain contributions to be invested in employer securi-
ties may create tension with the objectives of diversification. Fail-
ure to adequately diversify defined contribution plan investments
may jeopardize retirement security. The Committee believes that
participants should be provided with a greater opportunity to diver-
sify plan investments in employer securities.

In addition, at the request of the Committee, the staff of the
Joint Committee on Taxation (“Joint Committee staff’) undertook
an investigation relating to Enron Corporation and related entities,
including a review of the compensation arrangements of Enron em-
ployees, e.g., qualified retirement plans, nonqualified deferred com-
pensation arrangements, and other arrangements. The Joint Com-
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mittee staff issued an official report of its investigation,! including
findings and recommendations resulting from its review of Enron’s
pension plans and compensation arrangements. The Joint Com-
mittee staff’s findings support the Committee’s views regarding the
need for greater diversification in the investment of defined con-
tribution plan assets. The Joint Committee staff found that partici-
pants in Enron’s Savings Plan lost considerable amounts of retire-
ment savings due to the high level of investment in Enron stock
and that Enron’s plan is not alone in its high concentration of in-
vestment in employer stock.!2 The Joint Committee staff rec-
ommended legislative changes to allow participants greater oppor-
tunities to invest their accounts in diversified investments, rather
than in employer securities.13

The Committee believes that allowing participants greater oppor-
tunity to diversify plan investments in employer securities will help
participants achieve their retirement security goals, while con-
tinuing to allow employers and employees the freedom to choose
their own investments. The Committee bill therefore requires cer-
tain defined contribution plans that hold employer securities that
are publicly traded to permit plan participants to direct the plan
to reinvest employer securities in other assets. The Committee bill
generally requires diversification in accordance with the present-
law rules regarding vesting.

Recent issues relating to investments in employer securities have
arisen in the context of publicly-traded companies. Although simi-
lar issues may arise with respect to investments in employer secu-
rities by retirement plans of privately-held companies, the Com-
mittee understands that such investments often play a different
role than in the case of publicly-traded companies. For example, it
is more common for an ESOP of a privately-held company to hold
a controlling interest in the employer. In addition, because of the
lack of a public market for the securities, diversification could put
an undue financial strain on the employer. Thus, the diversification
requirements in the bill apply only to defined contribution plans
holding employer securities of publicly traded companies.

The Committee believes that the current role of ESOPs should
be preserved in order to encourage this form of ownership. Thus,
the bill does not apply additional diversification requirements to
“stand alone” ESOPs, meaning ESOPs that do not hold elective de-
ferrals and related contributions. Again, the Committee believes
this strikes an appropriate balance between the principle of diver-
sification and the goals served by ESOPs.

Investment of defined contribution plan assets in employer real
property may present similar issues as to adequate diversification,
particularly if plan assets are also invested in employer securities.
Accordingly, the diversification requirements apply to both em-
ployer securities and employer real property in the case of a plan
that holds publicly-traded employer securities.

11 Joint Committee on Taxation, Report of Investigation of Enron Corporation and Related En-
tities Regarding Federal Tax and Compensation Issues, and Policy Recommendations (JCS-3—
03), February 2003.

121d. at Vol. I. 12-13, 39-40, 515-540.

131d. at Vol. I, 19, 39-40, 538-540.
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EXPLANATION OF PROVISION

In general

Under the provision, in order to satisfy the plan qualification re-
quirements of the Code and the vesting requirements of ERISA,
certain defined contribution plans are required to provide diver-
sification rights with respect to amounts invested in employer secu-
rities or employer real property. Such a plan is required to permit
applicable individuals to direct that the portion of the individual’s
account held in employer securities or employer real property be in-
vested in alternative investments. Under the provision, an applica-
ble individual includes: (1) any plan participant; and (2) any bene-
ficiary who has an account under the plan with respect to which
the beneficiary is entitled to exercise the rights of a participant.
The time when the diversification requirements apply depends on
the type of contributions invested in employer securities or em-
ployer real property.

Plans subject to requirements

The diversification requirements generally apply to an “applica-
ble defined contribution plan,” 14 which means a defined contribu-
tion plan holding publicly-traded employer securities (i.e., securi-
ties 1ssued by the employer or a member of the employer’s con-
trolled group of corporations1® that are readily tradable on an es-
tablished securities market).

For this purpose, a plan holding employer securities that are not
publicly traded is generally treated as holding publicly-traded em-
ployer securities if the employer (or any member of the employer’s
controlled group of corporations) has issued a class of stock that is
a publicly-traded employer security. This treatment does not apply
if neither the employer nor any parent corporation6 of the em-
ployer has issued any publicly-traded security or any special class
of stock that grants particular rights to, or bears particular risks
for, the holder or the issuer with respect to any member of the em-
ployer’s controlled group that has issued any publicly-traded em-
ployer security. For example, a controlled group that generally con-
sists of corporations that have not issued publicly-traded securities,
may include a member that has issued publicly-traded stock (the
“publicly-traded member”). In the case of a plan maintained by an
employer that is another member of the controlled group, the diver-
sification requirements do not apply to the plan, provided that nei-
ther the employer nor a parent corporation of the employer has
issued any publicly-traded security or any special class of stock
that grants particular rights to, or bears particular risks for, the
holder or issuer with respect to the member that has issued pub-
licly-traded stock. The Secretary of the Treasury has the authority
to provide other exceptions in regulations. For example, an excep-
tion may be appropriate if no stock of the employer maintaining

114Under ERISA, the diversification requirements apply to an “applicable individual account
plan.

15For this purpose, “controlled group of corporations” has the same meaning as under section
1563(a), except that, 1n applying that section, 50 percent is substituted for 80 percent.

16For this purpose, “parent corporation” has the same meaning as under section 424(e), i.e.,
any corporation (other than the employer) in an unbroken chain of corporations ending with the
employer if each corporation other than the employer owns stock possessing at least 50 percent
of the total combined voting power of all classes of stock with voting rights or at least 50 percent
of the total value of shares of all classes of stock in one of the other corporations in the chain.
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the plan (including stock held in the plan) is publicly traded, but
a member of the employer’s controlled group has issued a small
amount of publicly-traded stock.

The diversification requirements do not apply to an ESOP that:
(1) does not hold contributions (or earnings thereon) that are sub-
ject to the special nondiscrimination tests that apply to elective de-
ferrals, employee after-tax contributions, and matching contribu-
tions; and (2) is a separate plan from any other qualified retire-
ment plan of the employer. Accordingly, an ESOP that holds elec-
tive deferrals, employee contributions, employer matching contribu-
tions, or nonelective employer contributions used to satisfy the spe-
cial nondiscrimination tests (including the safe harbor methods of
satisfying the tests) is subject to the diversification requirements
under the provision. The diversification rights applicable under the
provision are broader than those applicable under the Code’s
present-law ESOP diversification rules. Thus, an ESOP that is sub-
ject to the new requirements is excepted from the present-law
rules.1?

The diversification requirements under the provision also do not
apply to a one-participant retirement plan. A one-participant re-
tirement plan is a plan that: (1) on the first day of the plan year,
covers only one individual (or the individual and his or her spouse)
and the individual owns 100 percent of the plan sponsor (i.e., the
employer maintaining the plan), whether or not incorporated, or
covered only one or more partners (or partners and their spouses)
in the plan sponsor; (2) meets the minimum coverage requirements
without being combined with any other plan that covers employees
of the business; (3) does not provide benefits to anyone except the
individuals (and spouses) described in (1); (4) does not cover a busi-
ness that is a member of an affiliated service group, a controlled
group of corporations, or a group of corporations under common
control; and (5) does not cover a business that uses leased employ-
ees. It is intended that, for this purpose, a “partner” includes an
owner of a business that is treated as a partnership for tax pur-
poses. In addition, it includes a two-percent shareholder of an S
corporation.18

Elective deferrals and after-tax employee contributions

In the case of amounts attributable to elective deferrals under a
qualified cash or deferred arrangement and employee after-tax con-
tributions that are invested in employer securities or employer real
property, any applicable individual must be permitted to direct
that such amounts be invested in alternative investments.

Other contributions

In the case of amounts attributable to contributions other than
elective deferrals and after-tax employees contributions (i.e., non-
elective employer contributions and employer matching contribu-
tions) that are invested in employer securities or employer real
property, an applicable individual who is a participant with three

17 An ESOP will not be treated as failing to be designed to invest primarily in qualifying em-
ployer securities merely because the plan provides diversification rights as required under the
provision or greater diversification rights than required under the provision.

18 Under section 1372, a two-percent shareholder of an S corporation is treated as a partner
for fringe benefit purposes.
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years of service,1® a beneficiary of such a participant, or a bene-
ficiary of a deceased participant must be permitted to direct that
such amounts be invested in alternative investments.

The provision provides a transition rule for amounts attributable
to these other contributions that are invested in employer securi-
ties or employer real property acquired before the first plan year
for which the new diversification requirements apply. Under the
transition rule, for the first three years for which the new diver-
sification requirements apply to the plan, the applicable percentage
of such amounts is subject to diversification as shown in Table 1,
below. The applicable percentage applies separately to each class of
employer security and to employer real property in an applicable
individual’s account. The transition rule does not apply to plan par-
ticipants who have three years of service and who have attained
age 55 by the beginning of the first plan year beginning after De-
cember 31, 2003.

TABLE 1.—APPLICABLE PERCENTAGE FOR EMPLOYER SECURITIES OR EMPLOYER REAL PROPERTY
HELD ON EFFECTIVE DATE

Applicable

Plan year for which diversification applies percentage

First year 33
Second year 66
Third year 100

The application of the transition rule is illustrated by the fol-
lowing example. Suppose that the account of a participant with at
least three years of service held 120 shares of employer common
stock contributed as matching contributions before the diversifica-
tion requirements became effective. In the first year for which di-
versification applies, 33 percent (i.e., 40 shares) of that stock is
subject to the diversification requirements. In the second year for
which diversification applies, a total of 66 percent of 120 shares of
stock (i.e., 79 shares, or an additional 39 shares) is subject to the
diversification requirements. In the third year for which diversifica-
tion applies, 100 percent of the stock, or all 120 shares, is subject
to the diversification requirements. In addition, in each year, em-
ployer stock in the account attributable to elective deferrals and
employee after-tax contributions is fully subject to the diversifica-
tion requirements, as is any new stock contributed to the account.

Rules relating to the election of investment alternatives

A plan subject to the diversification requirements is required to
give applicable individuals a choice of at least three investment op-
tions, other than employer securities or employer real property,
each of which is diversified and has materially different risk and
return characteristics. It is intended that other investment options
generally offered by the plan also must be available to applicable
individuals.

A plan does not fail to meet the diversification requirements
merely because the plan limits the times when divestment and re-
investment can be made to periodic, reasonable opportunities that
occur at least quarterly. It is intended that applicable individuals

19Years of service is defined as under the rules relating to vesting (sec. 411(a)).
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generally be given the opportunity to make investment changes
with respect to employer securities or employer real property on
the same basis as the opportunity to make other investment
changes, except in unusual circumstances. Thus, in general, appli-
cable individuals must be given the opportunity to request changes
with respect to investments in employer securities or employer real
property with the same frequency as the opportunity to make other
investment changes and that such changes are implemented in the
same timeframe as other investment changes, unless circumstances
require different treatment. For example, in the case of a plan that
provides diversification rights with respect to investments in em-
ployer real property, if the property must be sold in order to imple-
ment an applicable individual’s request to divest his or her account
of employer real property, a longer period may be needed to imple-
ment the individual’s request than the time needed to implement
other investment changes. Providing a longer period is permissible
in those circumstances.

Except as provided in regulations, a plan may not impose restric-
tions or conditions with respect to the investment of employer secu-
rities or employer real property that are not imposed on the invest-
ment of other plan assets (other than restrictions or conditions im-
posed by reason of the application of securities laws). For example,
such a restriction or condition includes a provision under which a
participant who divests his or her account of employer securities or
employer real property receives less favorable treatment (such as
a lower rate of employer contributions) than a participant whose
account remains invested in employer securities or employer real
property. On the other hand, such a restriction does not include the
imposition of fees with respect to other investment options under
the plan, merely because fees are not imposed with respect to in-
vestments in employer securities.

EFFECTIVE DATE

The provision is generally effective for plan years beginning after
December 31, 2003. In the case of a plan maintained pursuant to
one or more collective bargaining agreements, the provision is effec-
tive for plan years beginning after the earlier of (1) the later of De-
cember 31, 2004, or the date on which the last of such collective
bargaining agreements terminates (determined without regard to
any extension thereof after the date of enactment), or (2) December
31, 2005.

A special effective date applies with respect to employer match-
ing and nonelective contributions (and earnings thereon) that are
invested in employer securities that, as of September 17, 2003: (1)
consist of preferred stock; and (2) are held within an ESOP, under
the terms of which the value of the preferred stock is subject to a
guaranteed minimum. Under the special rule, the diversification
requirements apply to such preferred stock for plan years begin-
ning after the earlier of (1) December 31, 2006; or (2) the first date
as of which the actual value of the preferred stock equals or ex-
ceeds the guaranteed minimum. When the new diversification re-
quirements become effective for the plan under the special rule, the
applicable percentage of employer securities or employer real prop-
erty held on the effective date that is subject to diversification is
determined without regard to the special rule. For example, if,
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under the general effective date, the diversification requirements
would first apply to the plan for the first plan year beginning after
December 31, 2003, and, under the special rule, the diversification
requirements first apply to the plan for the first plan year begin-
ning after December 31, 2006, the applicable percentage for that
year is 100 percent.

B. NoOTICE OF FREEDOM TO DIVEST EMPLOYER SECURITIES OR REAL
PROPERTY

(Sec. 102 of the bill, new sec. 4980H of the Code, and new sec.
104(d) of ERISA)

PRESENT LAW

Under ERISA, a plan administrator is required to furnish par-
ticipants with certain notices and information about the plan. This
information includes, for example, a summary plan description that
includes certain information, including administrative information
about the plan, the plan’s requirements as to eligibility for partici-
pation and benefits, the plan’s vesting provisions, and the proce-
dures for claiming benefits under the plan. Under ERISA, if a plan
administrator fails or refuses to furnish to a participant informa-
tion required to be provided to the participant within 30 days of
the participant’s written request, the participant generally may
bring a civil action to recover from the plan administrator $100 a
day, within the court’s discretion, or other relief that the court
deems proper.

The Code contains a variety of notice requirements with respect
to qualified plans. Such requirements are generally enforced by an
excise tax. For example, in case of a failure to provide notice of a
significant reduction in benefit accruals, an excise tax of $100 a
day is generally imposed on the employer. If the employer exercised
reasonable diligence in meeting the requirements, the excise tax
with respect to a taxable year is limited to no more than $500,000.

REASONS FOR CHANGE

The bill provides participants with new rights to diversify the in-
vestment of their defined contribution plan accounts. After the new
diversification requirements become effective, information about
these rights will be provided to participants in accordance with
present law, for example, as part of the summary plan description.
However, under present law, such information is not required to be
provided at the time the new diversification requirements become
effective. Moreover, with respect to future participants, such infor-
mation may be provided when an employee first becomes a partici-
pant in the plan, generally after one year of service, whereas, in
some cases, a participant becomes eligible for diversification after
three years of service. The Committee believes that participants
should receive a specific notice of their diversification rights shortly
before they first become eligible to exercise such rights. Such notice
will better enable participants to exercise and benefit from the new
diversification rights.
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EXPLANATION OF PROVISION

In general

The provision requires a new notice under the Code and ERISA
in connection with the right of an applicable individual to divest
his or her account under an applicable defined contribution plan of
employer securities or employer real property, as required under
the diversification provision of the bill. Not later than 30 days be-
fore the first date on which an applicable individual is eligible to
exercise such right with respect to any type of contribution, the ad-
ministrator of the plan must provide the individual with a notice
setting forth such right and describing the importance of diversi-
fying the investment of retirement account assets. Under the diver-
sification provision of the bill, an applicable individual’s right to di-
vest his or her account of employer securities or employer real
property attributable to elective deferrals and employee after-tax
contributions and the right to divest his or her account of employer
securities or employer real property attributable to other contribu-
tions (i.e., nonelective employer contributions and employer match-
ing contributions) may become exercisable at different times. Thus,
to the extent the applicable individual is first eligible to exercise
such rights at different times, separate notices are required.

The notice must be written in a manner calculated to be under-
stood by the average plan participant and may be delivered in writ-
ten, electronic, or other appropriate form to the extent that such
form is reasonably accessible to the applicable individual. The Sec-
retary of Labor is directed to prescribe a model notice to be used
for this purpose within 180 days of enactment of the provision.

Sanctions for failure to provide notice

Excise tax

Under the provision, an excise tax generally applies in the case
of a failure to provide notice of diversification rights as required
under the Code. The excise tax is generally imposed on the em-
ployer if notice is not provided.2® The excise tax is $100 per day
for each participant or beneficiary with respect to whom the failure
occurs, until notice is provided or the failure is otherwise corrected.
If the employer exercises reasonable diligence to meet the notice re-
quirement, the total excise tax imposed during a taxable year will
not exceed $500,000.

No tax will be imposed with respect to a failure if the employer
does not know that the failure existed and exercises reasonable
diligence to comply with the notice requirement. In addition, no tax
will be imposed if the employer exercises reasonable diligence to
comply and provides the required notice within 30 days of learning
of the failure. In the case of a failure due to reasonable cause and
not to willful neglect, the Secretary of the Treasury is authorized
to waive the excise tax to the extent that the payment of the tax
would be excessive or otherwise inequitable relative to the failure
involved.

201n the case of a multiemployer plan, the excise tax is imposed on the plan.



16

ERISA civil penalty

In the case of a failure to provide notice of diversification rights
as required under ERISA, the Secretary of Labor may assess a civil
penalty against the plan administrator of up to $100 a day from
the date of the failure. For this purpose, each violation with respect
to any single applicable individual is treated as a separate viola-
tion.

EFFECTIVE DATE

The provision generally applies on the date of enactment of the
provision. Under a transition rule, if notice under the provision
would otherwise be required before 90 days after the date of enact-
ment, notice is not required until 90 days after the date of enact-
ment.

TITLE II. INFORMATION TO ASSIST PENSION PLAN
PARTICIPANTS

A. PERIODIC PENSION BENEFIT STATEMENTS AND INVESTMENT
EDUCATION

(Secs. 201-202 of the bill, new sec. 49801 of the Code, and sec. 104
and 105(a) of ERISA)

PRESENT LAW

In general

Under ERISA, a plan administrator is required to furnish par-
ticipants with certain notices and information about the plan.21 If
a plan administrator fails or refuses to furnish to a participant in-
formation required to be provided to the participant within 30 days
of the participant’s written request, the participant generally may
bring a civil action to recover from the plan administrator $100 a
day, within the court’s discretion, or other relief that the court
deems proper.

The Code contains a variety of notice requirements with respect
to qualified plans. Such requirements are generally enforced by an
excise tax. For example, in case of a failure to provide notice of a
significant reduction in benefit accruals, an excise tax of $100 a
day is generally imposed on the employer. If the employer exercised
reasonable diligence in meeting the requirements, the excise tax
with respect to a taxable year is limited to no more than $500,000.

Pension benefit statements

ERISA provides that a plan administrator must furnish a benefit
statement to any participant or beneficiary who makes a written
request for such a statement. The benefit statement must indicate,
on the basis of the latest available information: (1) the participant’s
or beneficiary’s total accrued benefit; and (2) the participant’s or
beneficiary’s vested accrued benefit or the earliest date on which
the accrued benefit will become vested. A participant or beneficiary
is not entitled to receive more than one benefit statement during
any 12-month period.

21 Governmental plans and church plans are exempt from ERISA, including requirements to
provide notices or information to participants.
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Statements to participants on separation from service

A plan administrator must furnish a statement to each partici-
pant who: (1) separates from service during the year; (2) is entitled
to a deferred vested benefit under the plan as of the end of the
plan year; and (3) whose benefits were not paid during the year.
The statement must set forth the nature, amount, and form of the
deferred vested benefit to which the participant is entitled. The
plan administrator generally must provide the statement no later
than 180 days after the end of the plan year in which the separa-
tion from service occurs.

Investment guidelines

Present law does not require that participants be given invest-
ment guidelines relating to retirement savings.

REASONS FOR CHANGE

The Committee believes that regular information concerning the
value of retirement benefits, especially the value of benefits accu-
mulating in a defined contribution plan account, is necessary to in-
crease employee awareness and appreciation of the importance of
retirement savings.

Under some employer-sponsored retirement plans, participants
are responsible for directing the investment of the assets in their
accounts under the plan. Awareness of investment principles, in-
cluding the need for diversification, is fundamental to making in-
vestment decisions consistent with long-term retirement income se-
curity. The Committee believes participants should be provided
with investment guidelines and information for calculating retire-
ment income to enable them to make sound investment and retire-
ment savings decisions.

At the request of the Committee, the Joint Committee staff un-
dertook an investigation relating to Enron Corporation and related
entities, including a review of the compensation arrangements of
Enron employees, e.g., qualified retirement plans, nonqualified de-
ferred compensation arrangements, and other arrangements. The
Joint Committee staff issued an official report of its investigation,22
including findings and recommendations resulting from its review
of Enron’s pension plans and compensation arrangements. The
Joint Committee staff’s findings support the Committee’s views re-
garding participants’ need for investment education. The Joint
Committee staff found that significant amounts of plan assets were
invested in Enron stock even though the plan offered approxi-
mately 20 other investment options.23 The Joint Committee staff
recommended legislative changes to require plans to provide par-
ticipants with notices regarding investment principles and invest-
ment education.24

22 Joint Committee on Taxation, Report of Investigation of Enron Corporation and Related En-
tities Regarding Federal Tax and Compensation Issues, and Policy Recommendations (JCS-3—
03), February 2003.

231d. at Vol. I, 12, 522-523, 526-535, 536.

241d. at Vol. I, 19, 39, 538.
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EXPLANATION OF PROVISION
Pension benefit statements

In general

The provision provides new benefit statement requirements
under the Code and ERISA, depending in part on the type of plan
and the individual to whom the statement is provided. The benefit
statement requirements do not apply to a one-participant retire-
ment plan.25

Requirements for defined contribution plans

Under the provision, the administrator of a defined contribution
plan is required under the Code and ERISA to provide a benefit
statement (1) to a participant or beneficiary who has the right to
direct the investment of the assets in his or her account, at least
quarterly, (2) to any other participant or other beneficiary who has
his or her own account under the plan, at least annually, and (3)
to other beneficiaries, upon written request, but limited to one re-
quest during any 12-month period.26

The benefit statement is required to indicate, on the basis of the
latest available information: (1) the total benefits accrued; (2) the
vested accrued benefit or the earliest date on which the accrued
benefit will become vested; and (3) an explanation of any offset that
may be applied in determining accrued benefits under a plan that
provides for permitted disparity or that is part of a floor-offset ar-
rangement (i.e., an arrangement under which benefits payable to
a participant under a defined benefit pension plan are reduced by
benefits under a defined contribution plan). With respect to infor-
mation on vested benefits, the Secretary of Labor is required to
provide that the requirements of the provision are met if, at least
annually, the plan: (1) updates the information on vested benefits
that is provided in the benefit statement; or (2) provides in a sepa-
rate statement information as is necessary to enable participants
and beneficiaries to determine their vested benefits.

The benefit statement must also include the value of each invest-
ment to which assets in the individual’s account are allocated (de-
termined as of the plan’s most recent valuation date), including the
value of any assets held in the form or employer securities or em-
ployer real property (without regard to whether the securities or
real property were contributed by the employer or acquired at the
direction of the individual). A quarterly benefit statement provided
to a participant or beneficiary who has the right to direct invest-
ments must also provide: (1) an explanation of any limitations or
restrictions on any right of the individual to direct an investment;
and (2) a notice that investments in any individual account may
not be adequately diversified if the value of any investment in the
account exceeds 20 percent of the fair market value of all invest-
ments in the account.

25The term “one-participant retirement plan” is defined as under the provision requiring
plans to provide diversification rights with respect to employer securities and employer real
property.

26In the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or main-
tained by the employer, the benefit statement generally must be provided by the issuer of the
annuity contract.
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Requirements for defined benefit pension plans

Under the provision, the administrator of a defined benefit pen-
sion plan is required under the Code and ERISA either: (1) to fur-
nish a benefit statement at least once every three years to each
participant who has a vested accrued benefit and who is employed
by the employer at the time the benefit statements are furnished
to participants; or (2) to furnish at least annually to each such par-
ticipant notice of the availability of a benefit statement and the
manner in which the participant can obtain it. The Secretary of
Labor is authorized to provide that years in which no employee or
former employee benefits under the plan need not be taken into ac-
count in determining the three-year period. It is intended that the
annual notice of the availability of a benefit statement may be in-
cluded with other communications to the participant if done in a
manner reasonably designed to attract the attention of the partici-
pant.

The administrator of a defined benefit pension plan is also re-
quired to furnish a benefit statement to a participant or beneficiary
upondwritten request, limited to one request during any 12-month
period.

The benefit statement is required to indicate, on the basis of the
latest available information: (1) the total benefits accrued; (2) the
vested accrued benefit or the earliest date on which the accrued
benefit will become vested; and (3) an explanation of any offset that
may be applied in determining accrued benefits under a plan that
provides for permitted disparity or that is part of a floor-offset ar-
rangement (i.e., an arrangement under which benefits payable to
a participant under a defined benefit pension plan are reduced by
benefits under a defined contribution plan). With respect to infor-
mation on vested benefits, the Secretary of Labor is required to
provide that the requirements of the provision are met if, at least
annually, the plan: (1) updates the information on vested benefits
that is provided in the benefit statement; or provides in a separate
statement information as is necessary to enable participants and
beneficiaries to determine their vested benefits. In the case of a
statement provided to a participant (other than at the participant’s
request), information may be based on reasonable estimates deter-
mined under regulations prescribed by the Secretary of Labor in
consultation with the Pension Benefit Guaranty Corporation.

Form of benefit statement

The benefit statement must be written in a manner calculated to
be understood by the average plan participant. It may be delivered
in written, electronic, or other appropriate form to the extent that
such form is reasonably accessible to the recipient. For example,
regulations could permit current benefit statements to be provided
on a continuous basis through a secure plan website for a partici-
pant or beneficiary who has access to the website.

The Secretary of Labor is directed, within 180 days after the date
of enactment of the provision, to develop one or more model benefit
statements, written in a manner calculated to be understood by the
average plan participant, that may be used by plan administrators
in complying with the requirements of ERISA and the Code. The
use of the model statement is optional. It is intended that the
model statement include items such as the amount of nonforfeit-
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able accrued benefits as of the statement date that are payable at
normal retirement age under the plan, the amount of accrued bene-
fits that are forfeitable but that may become nonforfeitable under
the terms of the plan, information on how to contact the Social Se-
curity Administration to obtain a participant’s personal earnings
and benefit estimate statement, and other information that may be
important to understanding benefits earned under the plan.

Investment guidelines

In general

Under the provision, the administrator of a defined contribution
plan (other than a one-participant retirement plan) is required
under the Code and ERISA to provide at least once a year a model
form relating to basic investment guidelines to each participant or
beneficiary who has the right to direct the investment of the assets
in his or her account under the plan.27

Model form

Under the provision, the Secretary of the Treasury is directed, in
consultation with the Secretary of Labor, to develop and make
available a model form containing basic guidelines for investing for
retirement. The guidelines in the model form are to include: (1) in-
formation on the benefits of diversification of investments; (2) infor-
mation on the essential differences, in terms of risk and return, of
pension plan investments, including stocks, bonds, mutual funds
and money market investments; (3) information on how an individ-
ual’s investment allocations under the plan may differ depending
on the individual’s age and years to retirement, as well as other
factors determined by the Secretary; (4) sources of information
where individuals may learn more about pension rights, individual
investing, and investment advice; and (5) such other information
related to individual investing as the Secretary determines appro-
priate. For example, information on how investment fees may affect
the return on an investment is appropriate other information that
the Secretary may determine must be included in the investment
guidelines.

The model form must also include addresses for Internet sites,
and a worksheet, that a participant or beneficiary may use to cal-
culate: (1) the retirement age value of the individual’s vested bene-
fits under the plan (expressed as an annuity amount and deter-
mined by reference to varied historical annual rates of return and
annuity interest rates); and (2) other important amounts relating
to retirement savings, including the amount that an individual
must save annually in order to provide a retirement income equal
to various percentages of his or her current salary (adjusted for ex-
pected growth prior to retirement). The Secretary of the Treasury
is directed to provide at least 90 days for public comment before
publishing final notice of the model form and to update the model
form at least annually. In addition, the Secretary of Labor is re-
quired to develop an Internet site to be used by an individual in

27In the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or main-
tained by the employer, the model form generally must be provided by the issuer of the annuity
contract.
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making these calculations, the address of which will be included in
the model form.

The model form must be written in a manner calculated to be
understood by the average plan participant and may be delivered
in written, electronic, or other appropriate form to the extent that
such form is reasonably accessible to the recipient.

Sanctions for failure to provide information

Excise tax

Under the provision, an excise tax generally applies in the case
of a failure to provide a benefit statement or an investment guide-
line model form as required under the Code. The excise tax is gen-
erally imposed on the employer if a required benefit statement or
model form is not provided.28 The excise tax is $100 per day for
each participant or beneficiary with respect to whom the failure oc-
curs, until the benefit statement or model form is provided or the
failure is otherwise corrected. If the employer exercises reasonable
diligence to meet the benefit statement or model form requirement,
the total excise tax imposed during a taxable year will not exceed
$500,000. The $500,000 annual limit applies separately to failures
to provide required benefit statements and failures to provide the
model form.

No tax will be imposed with respect to a failure if the employer
does not know that the failure existed and exercises reasonable
diligence to comply with the benefit statement or model form re-
quirement. In addition, no tax will be imposed if the employer exer-
cises reasonable diligence to comply and provides the required ben-
efit statement or model form within 30 days of learning of the fail-
ure. In the case of a failure due to reasonable cause and not to will-
ful neglect, the Secretary of the Treasury is authorized to waive the
excise tax to the extent that the payment of the tax would be exces-
sive or otherwise inequitable relative to the failure involved.

ERISA enforcement

The ERISA remedies that apply in the case of a failure or refusal
to provide a participant with information under present law apply
if the plan administrator fails to furnish a benefit statement re-
quired under the provision. That is, the participant or beneficiary
is entitled to bring a civil action to recover from the plan adminis-
trator $100 a day, within the court’s discretion, or such other relief
that the court deems proper.

In the case of a failure to provide a model form relating to basic
investment guidelines required under the provision, the Secretary
of Labor may assess a civil penalty against the plan administrator
of up to $100 a day from the date of the failure. For this purpose,
each violation with respect to any single participant or beneficiary
is treated as a separate violation.

Exception for governmental and church plans

The provision contains an exception from the benefit statement
and investment notice requirements under the Code for a govern-

281n the case of a multiemployer plan, the excise tax is imposed on the plan. In the case of
a tax-sheltered annuity (sec. 403(b)) that is not a plan established or maintained by the em-
ployer, the tax is generally imposed on the issuer of the annuity contract.
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mental plan or a church plan. In addition, such plans are generally
exempt from ERISA. Accordingly, the benefit statement and invest-
ment notice requirements do not apply to a governmental plan or
a church plan.

EFFECTIVE DATE

The provision is generally effective for plan years beginning after
December 31, 2004. In the case of a plan maintained pursuant to
one or more collective bargaining agreements, the provision is effec-
tive for plan years beginning after the earlier of (1) the later of De-
cember 31, 2005, or the date on which the last of such collective
bargaining agreements terminates (determined without regard to
any extension thereof after the date of enactment), or (2) December
31, 2006.

B. MATERIAL INFORMATION RELATING TO INVESTMENT IN EMPLOYER
SECURITIES

(Sec. 203 of the bill, new sec. 4980H of the Code, and secs. 104 and
502 of ERISA)

PRESENT LAW

The Code and ERISA require that certain information be pro-
vided to participants and beneficiaries under employer-sponsored
retirement plans. Present law does not specifically require that
participants in defined contribution plans which permit partici-
pants to direct the investment of the assets in their accounts in
employer securities be provided with the reports, statements, and
communications which are required to be provided to investors in
connection with investing in securities under applicable securities
laws.

The Code contains a variety of notice requirements with respect
to qualified plans. Such requirements are generally enforced by an
excise tax. For example, in case of a failure to provide notice of a
significant reduction in benefit accruals, an excise tax of $100 a
day is generally imposed on the employer. If the employer exercised
reasonable diligence in meeting the requirements, the excise tax
with respect to a taxable year is limited to no more than $500,000.

Under ERISA, if a plan administrator fails or refuses to furnish
to a participant information required to be provided to the partici-
pant within 30 days of the participant’s written request, the partic-
ipant generally may bring a civil action to recover from the plan
administrator $100 a day, within the court’s discretion, or other re-
lief that the court deems proper.

REASONS FOR CHANGE

The Committee believes that, in the case of a defined contribu-
tion plan that allows participants and beneficiaries to exercise con-
trol over the assets in their individual accounts, the same material
investment information that the plan sponsor is required to dis-
close to investors under securities laws should be provided to par-
ticipants and beneficiaries whose accounts are invested in employer
stock. The Committee believes that plan administrators should be
required to provide this information.
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EXPLANATION OF PROVISION

In general

The provision creates a new requirement in connection with de-
fined contribution plans which permit participants to direct the in-
vestment of the assets in their accounts in employer securities. The
provision amends the Code and ERISA to require administrators of
such plans to provide participants with all reports, proxy state-
ments, and other communications regarding investment of such as-
sets in employer securities to the extent that such reports, state-
ments, and communications are required to be provided by the plan
sponsor to investors in connection with investment employer secu-
rities under applicable securities laws. Any such information which
is maintained by the plan sponsor must be provided to the plan ad-
ministrator.

The reports, statements, and communications may be delivered
in written, electronic, or other appropriate form to the extent that
such form is reasonably accessible to participants.

Sanctions for failure to provide information

Excise tax

Under the provision, an excise tax generally applies in the case
of a failure to provide the information as required under the Code.
The excise tax is generally imposed on the employer if notice is not
provided.2® The excise tax is $100 per day for each participant or
beneficiary with respect to whom the failure occurs, until the infor-
mation is provided or the failure is otherwise corrected. If the em-
ployer exercises reasonable diligence to meet the requirement, the
total excise tax imposed during a taxable year will not exceed
$500,000.

No tax will be imposed with respect to a failure if the employer
does not know that the failure existed and exercises reasonable
diligence to comply with the requirement. In addition, no tax is im-
posed if the employer exercises reasonable diligence to comply and
provides the required information within 30 days of learning of the
failure. In the case of a failure due to reasonable cause and not to
willful neglect, the Secretary of the Treasury is authorized to waive
the excise tax to the extent that the payment of the tax would be
excessive or otherwise inequitable relative to the failure involved.

ERISA civil penalty

In the case of a failure or refusal to provide the information as
required under the provision, the Secretary of Labor may assess a
civil penalty against the plan administrator of up to $1,000 a day
from the date of the failure or refusal until it is corrected.

Effective Date

The provision is generally effective for plan years beginning after
December 31, 2003. In the case of a plan maintained pursuant to
one or more collective bargaining agreements, the proposal is effec-
tive for plan years beginning after the earlier of (1) the later of De-
cember 31, 2004, or the date on which the last of such collective
bargaining agreements terminates (determined without regard to

291n the case of a multiemployer plan, the excise tax is imposed on the plan.
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any extension thereof after the date of enactment), or (2) December
31, 2005.

C. FIDUCIARY RULES FOR PLAN SPONSORS DESIGNATING
INDEPENDENT INVESTMENT ADVISORS

(Sec. 204 of the bill and new sec. 404(e) of ERISA)
PRESENT LAW

ERISA requires an employee benefit plan to provide for one or
more named fiduciaries who jointly or severally have the authority
to control and manage the operation and administration of the
plan. In addition to fiduciaries named in the plan, or identified pur-
suant to a procedure specified in the plan, a person is a plan fidu-
ciary under ERISA to the extent the fiduciary exercises any discre-
tionary authority or control over management of the plan or exer-
cises authority or control over management or disposition of its as-
sets, renders investment advice for a fee or other compensation, or
has any discretionary authority or responsibility in the administra-
tion of the plan. In certain circumstances, a fiduciary under ERISA
may be liable for a breach of responsibility by a co-fiduciary.

REASONS FOR CHANGE

The Committee believes that providing specific rules under which
a fiduciary may arrange for independent investment advice to be
provided to participants who are responsible for directing the in-
vestment of their retirement assets will facilitate the provision of
such investment advice without undercutting the fiduciary require-
ments of ERISA. The provision of independent investment advice
will better enable participants to make sound investment decisions.

EXPLANATION OF PROVISION

In general

The provision amends ERISA by adding specific rules dealing
with the provision of investment advice to plan participants by a
qualified investment adviser. The provision applies to an individual
account plan30 that permits a participant or beneficiary to direct
the investment of the assets in his or her account. Under the provi-
sion, if certain requirements are met, an employer or other plan fi-
duciary will not be liable for investment advice provided by a quali-
fied investment adviser.

Qualified investment adviser

Under the provision, a “qualified investment adviser” is defined
as a person who is a plan fiduciary by reason of providing invest-
ment advice and who is also (1) a registered investment adviser
under the Investment Advisers Act of 1940 or registered as an in-
vestment adviser under the laws of the State (consistent with sec-
tion 203A of the Investment Advisers Act3!) in which the adviser

30 An “individual account plan” is the term generally used under ERISA for a defined con-
tribution plan.

31See, 15 U.S.C. 80b—3a. Nothing in the provision is intended to restrict the authority under
present law of any State to assert jurisdiction over investment advisers and investment adviser
éepresentatives based on their presence in the State or the fact that they have clients in the

tate.
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maintains its principal office, (2) a bank or similar financial insti-
tution, (3) an insurance company qualified to do business under
State law, or (4) a comparably qualified entity under criteria to be
established by the Secretary of Labor. In addition, any individual
who provides investment advice to participants on behalf of the in-
vestment adviser (such as an employee thereof) is required to be
(1) a registered investment adviser under Federal or State law as
described above,32 (2) a registered broker or dealer under the Secu-
rities Exchange Act, (3) a registered representative under the Secu-
rities Exchange Act or the Investment Advisers Act, or (4) any com-
parably qualified individual under criteria to be established by the
Secretary of Labor.

A qualified investment adviser is required to provide the fol-
lowing documents to the employer or plan fiduciary: (1) the con-
tract for investment advice services, (2) a disclosure of any fees or
other compensation to be received by the investment adviser for
the provision of investment advice and any fees or other compensa-
tion to be received as a result of a participant’s investment choices,
and (3) its registration with the Securities and Exchange Commis-
sion or other documentation of its status as a qualified investment
adviser. A qualified investment adviser that acknowledges its fidu-
ciary status will be a fiduciary under ERISA with respect to invest-
ment advice provided to a participant or beneficiary.

Requirements for employer or other fiduciary

Before designating the investment adviser and at least annually
thereafter, the employer or other fiduciary is required to obtain
written verification that the investment adviser (1) is a qualified
investment adviser, (2) acknowledges its status as a plan fiduciary
that is solely responsible for the investment advice it provides, (3)
has reviewed the plan document (including investment options) and
determined that its relationship with the plan and the investment
advice provided to any participant or beneficiary, including the re-
ceipt of fees or compensation, will not violate the prohibited trans-
action rules, (4) will consider any employer securities or employer
real property allocated to the participant’s or beneficiary’s account
in providing investment advice, and (5) has the necessary insur-
ance coverage (as determined by the Secretary of Labor) for any
claim by a participant or beneficiary.

In designating an investment adviser, the employer or other fidu-
ciary is required to review the documents provided by the qualified
investment adviser. The employer or other fiduciary is also re-
quired to make a determination that there is no material reason
not to engage the investment adviser.

In the case of (1) information that the investment adviser is no
longer qualified or (2) concerns about the investment adviser’s serv-
ices raised by a substantial number of participants or beneficiaries,
the employer or other fiduciary is required within 30 days to inves-
tigate and to determine whether to continue the investment advis-
er’s services.

An employer or other fiduciary that complies with the require-
ments for designating and monitoring an investment adviser will

32 An individual who is registered as an investment adviser under the laws of a State is a
qualified investment adviser only if the State has an examination requirement to qualify for
such registration.
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be deemed to have satisfied its fiduciary duty in the prudent selec-
tion and periodic review of an investment adviser and does not
bear liability as a fiduciary or co-fiduciary for any loss or breach
resulting from the investment advice.

EFFECTIVE DATE

The provision applies to investment advisers designated after the
date of enactment of the provision.

D. EMPLOYER-PROVIDED QUALIFIED RETIREMENT PLANNING
SERVICES

(Sec. 205 of the bill and sec. 132 of the Code)
PRESENT LAW

Under present law, certain employer-provided fringe benefits are
excludable from gross income and wages for employment tax pur-
poses.33 These excludable fringe benefits include qualified retire-
ment planning services provided to an employee and his or her
spouse by an employer maintaining a qualified employer plan. A
qualified employer plan includes a qualified retirement plan or an-
nuity, a tax-sheltered annuity, a simplified employee pension, a
SIMPLE retirement account, or a governmental plan, including an
eligible deferred compensation plan maintained by a governmental
employer.

Qualified retirement planning services are retirement planning
advice and information. The exclusion is not limited to information
regarding the qualified employer plan, and, thus, for example, ap-
plies to advice and information regarding retirement income plan-
ning for an individual and his or her spouse and how the employ-
er’s plan fits into the individual’s overall retirement income plan.
On the other hand, the exclusion does not apply to services that
may be related to retirement planning, such as tax preparation, ac-
counting, legal or brokerage services.

The exclusion does not apply with respect to highly compensated
employees unless the services are available on substantially the
same terms to each member of the group of employees normally
provided education and information regarding the employer’s quali-
fied plan.

REASONS FOR CHANGE

The Committee believes that it is important for all employees to
have access to retirement planning advice and information. In
order to plan adequately for retirement, individuals must antici-
pate retirement income needs and understand how their retirement
income goals can be achieved. The Committee believes that allow-
ing employees to purchase qualified retirement planning services
on a salary-reduction basis will help many more employees obtain
advice and assistance when making retirement decisions.

EXPLANATION OF PROVISION

The provision permits employers to offer employees a choice be-
tween cash compensation and eligible qualified retirement planning

33 Secs. 132 and 3121(a)(20).
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services. The maximum amount for which such a choice can be pro-
vided is limited to $1,000 per individual, per year. The provision
only applies to qualified retirement planning services provided by
an eligible investment adviser.

Under the provision, an “eligible investment adviser” is defined
as a person who is (1) a registered investment adviser under the
Investment Advisers Act of 1940 or registered as an investment ad-
viser under the laws of the State (consistent with section 203A of
the Investment Advisers Act34) in which the adviser maintains its
principal office, (2) a bank or similar financial institution, (3) an in-
surance company qualified to do business under State law, or (4)
a comparably qualified entity under criteria to be established by
the Secretary of the Treasury. In addition, any individual who pro-
vides investment advice to participants on behalf of the investment
adviser (such as an employee thereof) is required to be (1) a reg-
istered investment adviser under Federal or State law as described
above,35 (2) a registered broker or dealer under the Securities Ex-
change Act, (3) a registered representative under the Securities Ex-
change Act or the Investment Advisers Act, or (4) any comparably
qualified individual under criteria to be established by the Sec-
retary of the Treasury.

As under present law, the provision applies only to amounts for
retirement planning advice and information and does not apply to
services that may be related to retirement planning, such as tax
preparation, accounting, legal or brokerage services.

Under the provision, no amount is includible in gross income or
wages merely because the employee is offered the choice of cash in
lieu of eligible qualified retirement planning services. Also, no
amount is includible in income or wages merely because the em-
ployee is offered a choice among eligible qualified retirement plan-
ning services. The amount of cash offered is includible in income
and wages only to the extent the employee elects cash. The exclu-
sion does not apply to highly compensated employees unless the
salary reduction option is available on substantially the same
terms to all employees normally provided education and informa-
tion about the plan.

Under the provision, salary reduction amounts used to provide
eligible qualified retirement planning services are generally treated
for pension plan purposes the same as other salary reduction con-
tributions. Thus, such amounts are included in compensation for
purposes of applying the limits on contributions and benefits, and
an employer is able to elect whether or not to include such
amounts in compensation for nondiscrimination testing.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004, and before January 1, 2010.

34 See, 15 U.S.C. 80b—3a.

35 An individual who is registered as an investment adviser under the laws of a State is an
eligible investment adviser only if the State has an examination requirement to qualify for such
registration.
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TITLE III. PROTECTION OF PENSION PLAN PARTICIPANTS

A. NOTICE TO PARTICIPANTS OR BENEFICIARIES OF BLACKOUT
PERIODS

(Sec. 301 of the bill, new sec. 4980J of the Code, and sec. 101(i) of
ERISA)

PRESENT LAW

In general

The Sarbanes-Oxley Act of 20023¢ amended ERISA to require
that the plan administrator of an individual account plan 37 provide
advance notice of a blackout period (a “blackout notice”) to plan
participants and beneficiaries to whom the blackout period ap-
plies.38 Generally, notice must be provided at least 30 days before
the beginning of the blackout period. In the case of a blackout pe-
riod that applies with respect to employer securities, the plan ad-
ministrator must also provide timely notice of the blackout period
to the employer (or the affiliate of the employer that issued the se-
curities, if applicable).

The blackout notice requirement does not apply to a one-partici-
pant retirement plan, which is defined as a plan that (1) on the
first day of the plan year, covered only the employer (and the em-
ployer’s spouse) and the employer owns the entire business (wheth-
er or not incorporated) or covers only one or more partners (and
their spouses) in a business partnership (including partners in an
S or C corporation as defined in section 1361(a) of the Code), (2)
meets the minimum coverage requirements without being com-
bined with any other plan that covers employees of the business,
(8) does not provide benefits to anyone except the employer (and
the employer’s spouse) or the partners (and their spouses), (4) does
not cover a business that is a member of an affiliated service
group, a controlled group of corporations, or a group of corporations
under common control, and (5) does not cover a business that
leases employees.39

Definition of blackout period

A blackout period is any period during which any ability of par-
ticipants or beneficiaries under the plan, which is otherwise avail-
able under the terms of the plan, to direct or diversify assets cred-
ited to their accounts, or to obtain loans or distributions from the
plan, is temporarily suspended, limited, or restricted if the suspen-
sion, limitation, or restriction is for any period of more than three
consecutive business days. However, a blackout period does not in-
clude a suspension, limitation, or restriction that (1) occurs by rea-
son of the application of securities laws, (2) is a change to the plan
providing for a regularly scheduled suspension, limitation, or re-
striction that is disclosed through a summary of material modifica-

36 Pub. L. No. 107-204 (2002).

37 An “individual account plan” is the term generally used under ERISA for a defined con-
tribution plan.

38 ERISA sec. 101(i), as enacted by section 306(b) of the Sarbanes-Oxley Act of 2002. Under
section 306(a), a director or executive officer of a publicly-traded corporation is prohibited from
trading in employer stock during blackout periods in certain circumstances. Section 306 is effec-
tive 180 days after enactment.

39 Governmental plans and church plans are exempt from ERISA. Accordingly, the blackout
notice requirement does not apply to these plans.
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tions to the plan or materials describing specific investment options
under the plan, or changes thereto, or (3) applies only to one or
more individuals, each of whom is a participant, alternate payee,
or other beneficiary under a qualified domestic relations order.

Timing of notice

Notice of a blackout period is generally required at least 30 days
before the beginning of the period. The 30-day notice requirement
does not apply if (1) deferral of the blackout period would violate
the fiduciary duty requirements of ERISA and a plan fiduciary so
determines in writing, or (2) the inability to provide the 30-day ad-
vance notice is due to events that were unforeseeable or cir-
cumstances beyond the reasonable control of the plan adminis-
trator and a plan fiduciary so determines in writing. In those cases,
notice must be provided as soon as reasonably practicable under
the circumstances unless notice in advance of the termination of
the blackout period is impracticable.

Another exception to the 30-day period applies in the case of a
blackout period that applies only to one or more participants or
beneficiaries in connection with a merger, acquisition, divestiture,
or similar transaction involving the plan or the employer and that
occurs solely in connection with becoming or ceasing to be a partici-
pant or beneficiary under the plan by reason of the merger, acquisi-
tion, divestiture, or similar transaction. Under the exception, the
blackout notice requirement is treated as met if notice is provided
to the participants or beneficiaries to whom the blackout period ap-
plies as soon as reasonably practicable.

The Secretary of Labor may provide additional exceptions to the
notice requirement that the Secretary determines are in the inter-
ests of participants and beneficiaries.

Form and content of notice

A blackout notice must be written in a manner calculated to be
understood by the average plan participant and must include (1)
the reasons for the blackout period, (2) an identification of the in-
vestments and other rights affected, (3) the expected beginning
date and length of the blackout period, and (4) in the case of a
blackout period affecting investments, a statement that the partici-
pant or beneficiary should evaluate the appropriateness of current
investment decisions in light of the inability to direct or diversify
assets during the blackout period, and (5) other matters as re-
quired by regulations. If the expected beginning date or length of
the blackout period changes after notice has been provided, the
plan administrator must provide notice of the change (and specify
any material change in other matters related to the blackout) to af-
fected participants and beneficiaries as soon as reasonably prac-
ticable.

Notices provided in connection with a blackout period (or changes
thereto) must be provided in writing and may be delivered in elec-
tronic or other form to the extent that the form is reasonably acces-
sible to the recipient. The Secretary of Labor is required to issue
guidance regarding the notice requirement and a model blackout
notice.
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Penalty for failure to provide notice

In the case of a failure to provide notice of a blackout period, the
Secretary of Labor may assess a civil penalty against a plan admin-
istrator of up to $100 per day for each failure to provide a blackout
notice. For this purpose, each violation with respect to a single par-
ticipant or beneficiary is treated as a separate violation.

Code requirements

The Code does not contain a notice requirement with respect to
blackouts. However, the Code contains a variety of other notice re-
quirements with respect to qualified plans. Such requirements are
generally enforced by an excise tax. For example, in the case of a
failure to provide notice of a significant reduction in benefit accru-
als, an excise tax of $100 a day is generally imposed on the em-
ployer. If the employer exercised reasonable diligence in meeting
the requirements, the excise tax with respect to a taxable year is
limited to no more than $500,000.

REASONS FOR CHANGE

In the course of normal plan operation, periods may occur during
which a plan participant’s ability to direct the investment of his or
her account or obtain loans or distributions from the plan is re-
stricted (a so-called “blackout” period). These periods usually occur
in connection with administrative changes, such as a change in rec-
ordkeepers or in the investment options offered under a plan. Such
a period may result also from changes in the plan in connection
with a corporate transaction, such as a sale or merger. Present law
requires advance notice of a blackout period to plan participants
and beneficiaries to whom the blackout period applies. The Com-
mittee believes that such blackout notices serve an important pur-
pose by allowing plan participants to prepare for any restrictions
that will occur during a blackout period. The Committee believes
that modifying the blackout notice requirement to better match
plan operations will improve the notices. Additionally, enhancing
enforcement of the blackout notice requirement will ensure that all
participants receive blackout notices, and thus, have the oppor-
tunity to prepare for any restrictions that will occur during a black-
out period.

At the request of the Committee, the Joint Committee staff un-
dertook an investigation relating to Enron Corporation and related
entities, including a review of the compensation arrangements of
Enron employees, e.g., qualified retirement plans, nonqualified de-
ferred compensation arrangements, and other arrangements. The
Joint Committee staff issued an official report of its investigation,40
including findings and recommendations resulting from its review
of Enron’s pension plans and compensation arrangements. The
Joint Committee staff found that Enron provided a variety of ad-
vance notices to plan participants explaining the proposed black-
out; however, the Joint Committee staff determined that not all
participants received the same notices. In particular, certain active
employees received additional reminders of the blackout that were

40 Joint Committee on Taxation, Report of Investigation of Enron Corporation and Related En-
tities Regarding Federal Tax and Compensation Issues, and Policy Recommendations (JCS-3—
03), February 2003.
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not sent to other participants.4! The Joint Committee staff’s find-
ings support the Committee’s views regarding the need for plan
participants to receive notice of blackouts sufficient to allow them
to make appropriate decisions in anticipation of a blackout.

EXPLANATION OF PROVISION

In general

The provision amends the Code to include a blackout notice re-
quirement similar to the present law ERISA requirement and
makes certain modifications to the ERISA notice requirement. The
blackout notice requirement under the Code does not apply to a
one-participant retirement plan, a governmental plan, or a church
plan.42

Definition of blackout period

The provision also revises the definition of blackout period under
the Code and ERISA. The definition of blackout period is revised
to include a suspension, limitation, or restriction of any ability of
participants or beneficiaries to direct or diversify assets credited to
their accounts, or to obtain loans or distributions from the plan,
that is otherwise available under the plan, without regard to
Wlhether the ability is specifically provided for in the terms of the
plan.

Definition of one-participant retirement plan

The provision clarifies the definition of a one-participant retire-
ment plan not subject to the blackout notice requirement. Under
the provision, for purposes of the blackout notice requirements
under the Code and ERISA, the definition is conformed to the defi-
nition that applies under the provision relating to diversification,
thus clarifying that such a plan covers only an individual (or the
individual and his or her spouse) who owns 100 percent of the plan
sponsor (i.e., the employer maintaining the plan), whether or not
1ncorporated or covers only one or more partners (or partners and
their spouses) in the plan sponsor. For this purpose, a partner in-
cludes an owner of a business that is treated as a partnership for
tax purposes and a two-percent shareholder of an S corporation.

Excise tax for failure to provide notice

Under the provision, an excise tax is generally imposed on the
employer if a blackout notice is not provided as required under the
Code.43 The excise tax is $100 per day for each applicable indi-
vidual with respect to whom the failure occurred, until notice is
provided or the failure is otherwise corrected. If the employer exer-
cises reasonable diligence to meet the notice requirements, the
total excise tax imposed during a taxable year will not exceed
$500,000. No tax will be imposed with respect to a failure if the
employer does not know that the failure existed and exercises rea-

411d. at Vol. I, 12-13, 38-38, 493-515.

421n the case of a tax-sheltered annuity (sec. 403(b)) that is not a plan established or main-
tained by the employer, the blackout notice generally must be provided by the issuer of the an-
nuity contract.

43In the case of a multiemployer plan, the excise tax is imposed on the plan. In the case of
a tax-sheltered annuity (sec. 403(b)) that is not a plan established or maintained by the em-
ployer, the excise tax generally is imposed on the issuer of the annuity contract.
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sonable diligence to comply with the notice requirement. In addi-
tion, no tax will be imposed if the employer exercises reasonable
diligence to comply and provides the required notice as soon as rea-
sonably practicable after learning of the failure. In the case of a
failure due to reasonable cause and not to willful neglect, the Sec-
retary of the Treasury is authorized to waive the excise tax to the
extent that the payment of the tax would be excessive or otherwise
inequitable relative to the failure involved.

EFFECTIVE DATE

The amendments to the Code apply to failures to provide the re-
quired notice after the date of enactment. The amendments to
ERISA made by the provision are effective as if included in section
306 of the Sarbanes-Oxley Act of 2002.

TITLE IV. OTHER PROVISIONS RELATING TO PENSIONS

A. PROVISIONS RELATING TO PENSION PLAN FUNDING

1. Replacement of interest rate on 30—year Treasury securities used
for certain pension plan purposes (secs. 401-408 of the bill,
secs. 401(a)(36), 404, 412, 415(b), and 417(e) of the Code, and
secs. 205(g), 206, 302, and 4006 of ERISA)

PRESENT LAW 44

In general

Under present law, the interest rate on 30-year Treasury securi-
ties is used for several purposes related to defined benefit pension
plans. Specifically, the interest rate on 30-year Treasury securities
is used: (1) in determining current liability for purposes of the
funding and deduction rules; (2) in determining unfunded vested
benefits for purposes of Pension Benefit Guaranty Corporation
(“PBGC”) variable rate premiums; and (3) in determining the min-
imum required value of lump-sum distributions from a defined ben-
efit pension plan and maximum lump-sum values for purposes of
the limits on benefits payable under a defined benefit pension plan.

The IRS publishes the interest rate on 30-year Treasury securi-
ties on a monthly basis. The Department of the Treasury does not
currently issue 30-year Treasury securities. As of March 2002, the
IRS publishes the average yield on the 30-year Treasury bond ma-
turing in February 2031 as a substitute.

44Present law refers to the law in effect on the dates of Committee action on the bill. It does
not reflect the changes made by the Pension Funding Equity Act of 2004 (“PFEA 2004”), Pub.
L. No. 108-218 (April 10, 2004). Section 101 of PFEA 2004 changes the interest rates used for
certain pension purposes for 2004 and 2005. Specifically, it provides for the use of an interest
rate based on amounts invested conservatively in long-term corporate bonds for purposes of de-
termining current liability and PBGC variable rate premiums for plan years beginning in 2004
and 2005. In addition, in the case of plan years beginning in 2004 or 2005, in applying the limits
on benefits payable under a defined benefit pension plan to certain forms of benefit, such as
a lump sum, the interest rate used must be not less than the greater of: (1) 5.5 percent; or (2)
the interest rate specified in the plan. Under section 102 of PFEA 2004, if certain requirements
are met, reduced contributions under the deficit reduction contribution rules apply for plan
years beginning after December 27, 2003, and before December 28, 2005, in the case of plans
maintained by commercial passenger airlines, employers primarily engaged in the production or
manufacture of a steel mill product or in the processing of iron ore pellets, or a certain labor
organization.
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Funding rules

In general

The Internal Revenue Code (the “Code”) and the Employee Re-
tirement Income Security Act of 1974 (“ERISA”) impose minimum
funding requirements with respect to defined benefit pension
plans.#® Under the funding rules, the amount of contributions re-
quired for a plan year is generally the plan’s normal cost for the
year (i.e., the cost of benefits allocated to the year under the plan’s
funding method) plus that year’s portion of other liabilities that are
amortized over a period of years, such as benefits resulting from
a grant of past service credit.

Additional contributions for underfunded plans

Under special funding rules (referred to as the “deficit reduction
contribution” rules),*¢ an additional contribution to a plan is gen-
erally required if the plan’s funded current liability percentage is
less than 90 percent.4” A plan’s “funded current liability percent-
age” is the actuarial value of plan assets“® as a percentage of the
plan’s current liability. In general, a plan’s current liability means
all liabilities to employees and their beneficiaries under the plan.

The amount of the additional contribution required under the
deficit reduction contribution rules is the sum of two amounts: (1)
the excess, if any, of (a) the deficit reduction contribution (as de-
scribed below), over (b) the contribution required under the normal
funding rules; and (2) the amount (if any) required with respect to
unpredictable contingent event benefits.#® The amount of the addi-
tional contribution cannot exceed the amount needed to increase
the plan’s funded current liability percentage to 100 percent.

The deficit reduction contribution is the sum of (1) the “unfunded
old liability amount,” (2) the “unfunded new liability amount,” and
(3) the expected increase in current liability due to benefits accru-
ing during the plan year.59 The “unfunded old liability amount” is
the amount needed to amortize certain unfunded liabilities under
1987 and 1994 transition rules. The “unfunded new liability
amount” is the applicable percentage of the plan’s unfunded new
liability. Unfunded new liability generally means the unfunded cur-

45Code sec. 412; ERISA sec. 302. The Code also imposes limits on deductible contributions,
as discussed below.

46 The deficit reduction contribution rules apply to single-employer plans, other than single-
employer plans with no more than 100 participants on any day in the preceding plan year. Sin-
gle-employer plans with more than 100 but not more than 150 participants are generally subject
to lower contribution requirements under these rules.

47Under an alternative test, a plan is not subject to the deficit reduction contribution rules
for a plan year if (1) the plan’s funded current liability percentage for the plan year is at least
80 percent, and (2) the plan’s funded current liability percentage was at least 90 percent for
each of the two immediately preceding plan years or each of the second and third immediately
preceding plan years.

48The actuarial value of plan assets is the value determined under an actuarial valuation
method that takes into account fair market value and meets certain other requirements. The
use of an actuarial valuation method allows appreciation or depreciation in the market value
of pla(n)(as)sets to be recognized gradually over several plan years. Sec. 412(c)(2); Treas. reg. sec.
1.412(c)(2)-1.

49 A plan may provide for unpredictable contingent event benefits, which are benefits that de-
pend on contingencies that are not reliably and reasonably predictable, such as facility shut-
downs or reductions in workforce. An additional contribution is generally not required with re-
spect todunpredictable contingent event benefits unless the event giving rise to the benefits has
occurred.

50If the Secretary of the Treasury prescribes a new mortality table to be used in determining
current liability, as described below, the deficit reduction contribution may include an additional
amount.
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rent liability of the plan (i.e., the amount by which the plan’s cur-
rent liability exceeds the actuarial value of plan assets), but deter-
mined without regard to certain liabilities (such as the plan’s un-
funded old liability and unpredictable contingent event benefits).
The applicable percentage is generally 30 percent, but is reduced
if the plan’s funded current liability percentage is greater than 60
percent.

Required interest rate and mortality table

Specific interest rate and mortality assumptions must be used in
determining a plan’s current liability for purposes of the special
funding rule. The interest rate used to determine a plan’s current
liability must be within a permissible range of the weighted aver-
age®l of the interest rates on 30-year Treasury securities for the
four-year period ending on the last day before the plan year begins.
The permissible range is generally from 90 percent to 105 per-
cent.52 The interest rate used under the plan must be consistent
with the assumptions which reflect the purchase rates which would
bie usf)%d by insurance companies to satisfy the liabilities under the

an.

The Job Creation and Worker Assistance Act of 200254 amended
the permissible range of the statutory interest rate used in calcu-
lating a plan’s current liability for purposes of applying the addi-
tional contribution requirements. Under this provision, the permis-
sible range is from 90 percent to 120 percent for plan years begin-
ning after December 31, 2001, and before January 1, 2004.

The Secretary of the Treasury is required to prescribe mortality
tables and to periodically review (at least every five years) and up-
date such tables to reflect the actuarial experience of pension plans
and projected trends in such experience.’5 The Secretary of the
Treasury has required the use of the 1983 Group Annuity Mor-
tality Table.56

Full funding limitation

No contributions are required under the minimum funding rules
in excess of the full funding limitation. In 2004 and thereafter, the
full funding limitation is the excess, if any, of (1) the accrued liabil-
ity under the plan (including normal cost), over (2) the lesser of (a)
the market value of plan assets or (b) the actuarial value of plan
assets.?” However, the full funding limitation may not be less than

51The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10 percent
starting with the most recent year in the four-year period. Notice 88-73, 1988-2 C.B. 3.

521f the Secretary of the Treasury determines that the lowest perm1551b1e interest rate in this
range is unreasonably high, the Secretary may prescribe a lower rate, but not less than 80 per-
cent of the weighted average of the 30-year Treasury rate.

53 Code sec. 412(b)(5)(B)(iii)(II); ERISA sec. 302(b)(5)(B)(iii)(II). Under Notice 90-11, 1990-1
C.B. 319, the interest rates in the permissible range are deemed to be consistent with the as-
sumptions reflecting the purchase rates that would be used by insurance companies to satisfy
the liabilities under the plan.

54Pub. L. No. 107-147.

55 Code sec. 412(1)(7)(C)(ii); ERISA sec. 302(d)(7)(C)(ii).

56 Rev. Rul. 95-28, 1995-1 C.B. 74. The IRS and the Treasury Department have announced
that they are undertaking a review of the applicable mortality table and have requested com-
ments on related issues, such as how mortality trends should be reflected. Notice 2003-62,
2003-38 I.R.B. 576; Announcement 2000-7, 2000-1 C.B. 586.

57For plan years beginning before 2004, the full funding limitation was generally defined as
the excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including normal
cost) or (b) a percentage (170 percent for 2003) of the plan’s current liability (including the cur-
rent liability normal cost), over (2) the lesser of (a) the market value of plan assets or (b) the
actuarial value of plan assets, but in no case less than the excess, if any, of 90 percent of the
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the excess, if any, of 90 percent of the plan’s current liability (in-
cluding the current liability normal cost) over the actuarial value
of plan assets. In general, current liability is all liabilities to plan
participants and beneficiaries accrued to date, whereas the accrued
liability under the full funding limitation may be based on pro-
jected future benefits, including future salary increases.

Timing of plan contributions

In general, plan contributions required to satisfy the funding
rules must be made within 8% months after the end of the plan
year. If the contribution is made by such due date, the contribution
is treated as if it were made on the last day of the plan year.

In the case of a plan with a funded current liability percentage
of less than 100 percent for the preceding plan year, estimated con-
tributions for the current plan year must be made in quarterly in-
stallments during the current plan year.58 The amount of each re-
quired installment is 25 percent of the lesser of (1) 90 percent of
the amount required to be contributed for the current plan year or
(2) 100 percent of the amount required to be contributed for the
preceding plan year.59

Funding waivers

Within limits, the IRS is permitted to waive all or a portion of
the contributions required under the minimum funding standard
for a plan year.6© A waiver may be granted if the employer (or em-
ployers) responsible for the contribution could not make the re-
quired contribution without temporary substantial business hard-
ship and if requiring the contribution would be adverse to the in-
terests of plan participants in the aggregate. Generally, no more
than three waivers may be granted within any period of 15 con-
secutive plan years.

If a funding waiver is in effect for a plan, subject to certain ex-
ceptions, no plan amendment may be adopted that increases the li-
abilities of the plan by reason of any increase in benefits, any
change in the accrual of benefits, or any change in the rate at
which benefits vest under the plan. In addition, the IRS is author-
ized to require security to be granted as a condition of granting a
funding waiver if the sum of the plan’s accumulated funding defi-
ciency and the balance of any outstanding waived funding defi-
ciencies exceeds $1 million.

plan’s current liability over the actuarial value of plan assets. Under the Economic Growth and
Tax Relief Reconciliation Act of 2001 (‘EGTRRA”), the full funding limitation based on 170 per-
cent of current liability is repealed for plan years beginning in 2004 and thereafter. The provi-
sions of EGTRRA generally do not apply for years beginning after December 31, 2010.

58 Code sec. 412(m); ERISA sec. 302(e).

59In connection with the expanded interest rate range available for 2002 and 2003, special
rules apply in determining current liability for the preceding plan year for purposes of applying
the quarterly contributions requirements to plan years beginning in 2002 (when the expanded
range first applies) and 2004 (when the expanded range no longer applies). In each of those
years (“present year”), current liability for the preceding year is redetermined, using the permis-
sible range applicable to the present year. This redetermined current liability will be used for
purposes of the plan’s funded current liability percentage for the preceding year, which may af-
fect the need to make quarterly contributions, and for purposes of determining the amount of
any quarterly contributions in the present year, which is based in part on the preceding year.

60 Code sec. 412(d); ERISA sec. 303.
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Excise tax

An employer is generally subject to an excise tax if it fails to
make minimum required contributions and fails to obtain a waiver
from the IRS.61 The excise tax is generally 10 percent of the
amount of the funding deficiency. In addition, a tax of 100 percent
may be imposed if the funding deficiency is not corrected within a
certain period.

Deductions for contributions

Employer contributions to qualified retirement plans are deduct-
ible, subject to certain limits. In the case of a defined benefit pen-
sion plan, the employer generally may deduct the greater of: (1) the
amount necessary to satisfy the minimum funding requirement of
the plan for the year; or (2) the amount of the plan’s normal cost
for the year plus the amount necessary to amortize certain un-
funded liabilities over 10 years, but limited to the full funding limi-
tation for the year.62 However, the maximum amount of deductible
contributions is generally not less than the plan’s unfunded current
liability.63

PBGC premiums

Because benefits under a defined benefit pension plan may be
funded over a period of years, plan assets may not be sufficient to
provide the benefits owed under the plan to employees and their
beneficiaries if the plan terminates before all benefits are paid. The
PBGC generally insures the benefits owed under defined benefit
pension plans (up to certain limits) in the event a plan is termi-
nated with insufficient assets. Employers pay premiums to the
PBGC for this insurance coverage.

PBGC premiums include a flat-rate premium and, in the case of
an underfunded plan, a variable rate premium based on the
amount of unfunded vested benefits.64 In determining the amount
of unfunded vested benefits, the interest rate used is 85 percent of
the annual yield on 30-year Treasury securities for the month pre-
ceding the month in which the plan year begins.

Under the Job Creation and Worker Assistance Act of 2002, for
plan years beginning after December 31, 2001, and before January
1, 2004, the interest rate used in determining the amount of un-
funded vested benefits for PBGC variable rate premium purposes
is increased to 100 percent of the annual yield on 30-year Treasury
securities for the month preceding the month in which the plan
year begins.

Lump-sum distributions

Accrued benefits under a defined benefit pension plan generally
must be paid in the form of an annuity for the life of the partici-
pant unless the participant consents to a distribution in another
form. Defined benefit pension plans generally provide that a partic-
ipant may choose among other forms of benefit offered under the

61 Code sec. 4971.

62 Code sec. 404(a)(1).

63 Code sec. 404(a)(1)(D). In the case of a plan that terminates during the year, the maximum
deductible amount is generally not less than the amount needed to make the plan assets suffi-
cient to fund benefit liabilities as defined for purposes of the PBGC termination insurance pro-
gram (sometimes referred to as “termination liability”).

64 ERISA sec. 4006.
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plan, such as a lump-sum distribution. These optional forms of ben-
efit generally must be actuarially equivalent to the life annuity
benefit payable to the participant.

A defined benefit pension plan must specify the actuarial as-
sumptions that will be used in determining optional forms of ben-
efit under the plan in a manner that precludes employer discretion
in the assumptions to be used. For example, a plan may specify
that a variable interest rate will be used in determining actuarial
equivalent forms of benefit, but may not give the employer discre-
tion to choose the interest rate.

Statutory assumptions must be used in determining the min-
imum value of certain optional forms of benefit, such as a lump
sum.%5 That is, the lump sum payable under the plan may not be
less than the amount of the lump sum that is actuarially equiva-
lent to the life annuity payable to the participant, determined
using the statutory assumptions. The statutory assumptions con-
sist of an applicable mortality table (as published by the IRS) and
an applicable interest rate.

The applicable interest rate is the annual rate of interest on 30-
year Treasury securities, determined as of the time that is per-
mitted under regulations. The regulations provide various options
for determining the interest rate to be used under the plan, such
as the period for which the interest rate will remain constant (“sta-
bility period”) and the use of averaging.

Limits on benefits

Annual benefits payable under a defined benefit pension plan
generally may not exceed the lesser of (1) 100 percent of average
compensation, or (2) $165,000 (for 2004).66 The dollar limit gen-
erally applies to a benefit payable in the form of a straight life an-
nuity beginning no earlier than age 62. The limit is reduced if ben-
efits are paid before age 62. In addition, if the benefit is not in the
form of a straight life annuity, the benefit generally is adjusted to
an equivalent straight life annuity. In making these reductions and
adjustments, the interest rate used generally must be not less than
the greater of: (1) five percent; or (2) the interest rate specified in
the plan. However, for purposes of adjusting a benefit in a form
that is subject to the minimum value rules (including the use of the
interest rate on 30-year Treasury securities), such as a lump-sum
benefit, the interest rate used must be not less than the greater of:
(1) the interest rate on 30-year Treasury securities; or (2) the inter-
est rate specified in the plan.

REASONS FOR CHANGE

The Treasury Department no longer issues 30—year Treasury se-
curities, making it necessary to provide a replacement rate for pen-
sion purposes. The Committee considers interest rates on high-
quality corporate bonds to be an appropriate replacement. How-
ever, the Committee believes that a more accurate calculation
would result from matching interest rates to the timing of expected
payments than using a single long-term interest rate. Accordingly,

65 Code sec. 417(e)(3); ERISA sec. 205(g)(3).
66 Code sec. 415(b).



38

a yield curve that reflects the rates of interest on corporate bonds
of varying maturities should be used for pension purposes.

The Committee recognizes that a change in interest rates used
to calculate lump sum payments to participants and beneficiaries
must be phased in gradually so participants are not forced to make
hasty decisions about the timing of retirement. A deferred effective
date followed by a phase-in period for the yield curve would give
participants adequate time to review the impact of the change in
interest rates.

The Committee believes that the deficit reduction contribution
rules play an important role in assuring that pension plans are
adequately funded. However, in recent years, a combination of
sharp declines in plan asset values and unusually low interest
rates has resulted in large additional contribution requirements in
the case of plans that were not previously subject to the deficit re-
duction contribution rules. Making such additional contributions
may have the effect of diverting funds from other business uses,
which could force some companies into bankruptcy or to consider
freezing or terminating their pension plans, thereby further weak-
ening the pension system and the financial status of the PBGC.
The Committee thus believes that employers should be provided
temporary relief from such additional contributions. The Com-
mittee also believes that the deductible contribution limit should be
increased to allow plan sponsors to contribute more in good times
and thereby be able to contribute less in bad times.

The Committee is also concerned about seriously underfunded
plans maintained by employers experiencing ongoing financial un-
certainty. Such plans present a risk to employees, as well as to the
PBGC insurance program and to other PBGC premium payors. The
Committee believes that appropriate restrictions should apply to
limit the risk presented by such plans.

EXPLANATION OF PROVISION

Interest rate used to determine current liability and PBGC pre-
miums

In general

The provision changes the interest rate used in determining cur-
rent liability for funding and deduction purposes and in deter-
mining PBGC variable rate premiums for plan years beginning
after December 31, 2003. The interest rate used for these purposes
is based on rates of interest on high-quality corporate bonds. For
plan years beginning before January 1, 2007, the interest rate is
based on amounts invested in high-quality long-term corporate
bonds. For subsequent years, interest rates are determined using
a yield curve method that matches interest rates drawn from a
yield curve based on high-quality corporate bonds with the timing
of expected benefit payments under the plan. The yield curve meth-
od is phased in over five years.

Current liability for 2004-2006

For purposes of determining a plan’s current liability for plan
years beginning in 2004, 2005, and 2006, the interest rate used
must be within a permissible range of the weighted average of con-
servative long-term corporate bond rates during the four-year pe-
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riod ending on the last day before the plan year begins. The per-
missible range for these years is from 90 percent to 100 percent.
For purposes of determining the four-year weighted average, the
weighting applicable under present law applies (i.e., 40 percent, 30
percent, 20 percent and 10 percent, starting with the most recent
year in the four-year period).

The Secretary of the Treasury is directed to prescribe by regula-
tion a method for periodically determining conservative long-term
corporate bond rates for this purpose. The rates are to reflect rates
of interest on amounts invested in high-quality long-term corporate
bonds and are to be based on the use of one or more indices as de-
termined from time to time by the Secretary. For this purpose, it
is intended that high-quality corporate bonds are generally those in
the top two quality levels available, but may include the third qual-
ity level as the Secretary deems appropriate.

Current liability after 2006

For plan years beginning after 2006, current liability is deter-
mined using the yield curve method, which is phased in over five
years.

The yield curve method is a method under which current liability
is determined: (1) using interest rates drawn from a yield curve
prescribed by the Secretary of the Treasury that reflects interest
rates on high-quality corporate bonds of varying maturities; and (2)
by matching the timing of the expected benefit payments under the
plan to the interest rates on the yield curve (i.e., for bonds with
maturity dates comparable to the times when benefits are expected
to be paid). The Secretary of the Treasury is directed to publish
any yield curve prescribed under the provision and the method of
determining the yield curve, including the period of time for which
interest rates are taken into account in determining the yield curve
and the frequency with which a new yield curve is prescribed. For
example, the Secretary may prescribe the yield curve on a monthly
basis,h to be applied for plan years beginning in the following
month.

Under the phase-in yield curve method applicable for plan years
beginning in 2007-2010, current liability for a plan year equals the
sum of two amounts: (1) the applicable percentage of current liabil-
ity determined under the yield curve method; and (2) current liabil-
ity determined using an interest rate in the permissible range of
the weighted four-year average of conservative long-term corporate
bond rates (i.e., the interest rate applicable for plan years begin-
ning in 2004-2006), multiplied by a percentage equal to 100 per-
cent minus the applicable percentage for the plan year. For this
purpose, the applicable percentage for a plan year is determined in
accordance with the following table.

TABLE 2.—APPLICABLE PERCENTAGE FOR PLAN YEARS BEGINNING IN 2007-2010

Applicable

Plan years beginning in: percentage

2007 20
2008 40
2009 60
2010 80
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Thus, for example, for plan years beginning in 2008, current li-
ability under the phase-in yield curve method is the sum of: (1) 40
percent of current liability determined under the yield curve meth-
od, and (2) 60 percent of current liability determined using an in-
terest rate in the permissible range of the weighted four-year aver-
age of conservative long-term corporate bond rates.

The Secretary of the Treasury is directed to prescribe one or
more simplified methods, in lieu of the yield curve method, for use
in determining current liability. Such a simplified method may be
used by a plan (other than a multiemployer plan) if, on each day
during the preceding plan year, the plan had no more than 100
participants.67 A simplified method may apply for purposes of both
the yield curve method and the phase-in yield curve method.

PBGC variable rate premiums

For plan years beginning in 2004, 2005, or 2006, the interest rate
used in determining the amount of unfunded vested benefits is the
conservative long-term corporate bond rate (as determined by the
Secretary of the Treasury) for the month preceding the month in
which the plan year begins. For years after 2006, the interest rate
or method applicable in determining current liability for a plan
year also applies in determining the amount of unfunded vested
benefits for the plan year for purposes of determining PBGC vari-
able rate premiums. Thus, the phase-in yield curve method applies
for plan years beginning in 2007 through 2010, and the yield curve
method applies for plan years beginning after 2010. In addition,
any simplified method prescribed by the Secretary of the Treasury
may be used instead of the phase-in yield curve method or the yield
curve method in determining the amount of unfunded vested bene-
fits (without regard to the number of participants covered by the
plan).

Interest rate used to determine minimum lump-sum benefits

For plan years beginning in 2007 through 2010, the phase-in
yield curve method generally applies in determining the amount of
a benefit in a form that is subject to the minimum value rules,
such as a lump-sum benefit, except that the annual rate of interest
on 30-year Treasury securities is substituted for the conservative
long-term corporate bond rate. Thus, for example, for plan years
beginning in 2008, a lump-sum benefit payable under a plan may
not be less than the sum of: (1) 40 percent of the minimum lump-
sum benefit determined under the yield curve method, and (2) 60
percent of the minimum lump-sum benefit determined using the
annual rate of interest on 30-year Treasury securities.

For plan years beginning after 2010, the yield curve method gen-
erally applies in determining the amount of a benefit in a form that
is subject to the minimum value rules.

Any simplified method prescribed by the Secretary of the Treas-
ury to be used instead of the yield curve method in determining
current liability may also be used in determining minimum lump-
sum benefits (without regard to the number of participants covered
by the plan). It is intended that, for this purpose, the Secretary

67 All defined benefit pension plans maintained by the same employer are treated as a single
plan for this purpose.
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may prescribe a factor to be used that combines the required inter-
est rate and mortality assumptions applicable under the minimum
value rules. If a plan provides for the use of a simplified method
for purposes of calculating lump-sum benefits, the simplified meth-
od must apply consistently to all participants and to all lump sums.
A plan may be amended to change the method used to determine
lump-sum benefits (e.g., from the yield curve method to a simplified
method or from one simplified method to another), subject to the
anticutback rules generally prohibiting the elimination of optional
forms of benefit, as well as the nondiscrimination rules regarding
the timing of plan amendments.

Under the provision of the bill relating to plan amendments (sec.
471 of the bill), a plan amendment made pursuant to a provision
of the bill generally will not violate the anticutback rule if certain
requirements are met (e.g., the plan amendment is made on or be-
fore the last day of the first plan year beginning on or after Janu-
ary 1, 2006). Thus, subject to those requirements, a plan amend-
ment will not violate the anticutback rule merely because it pro-
vides for the use of the phase-in yield curve method and the yield
curve method, or a simplified method, rather than the interest rate
on 30-year Treasury securities, in determining benefits subject to
the minimum value rules.

Interest rate used to apply benefit limits to lump sums

Under the provision, in adjusting a form of benefit that is subject
to the minimum value rules, such as a lump-sum benefit, for pur-
poses of applying the limits on benefits payable under a defined
benefit pension plan (sec. 415), the interest rate used must be not
less than the greater of: (1) 5.5 percent; or (2) the interest rate
specified in the plan.68

Under the provision of the bill relating to plan amendments (sec.
471 of the bill), a plan amendment made pursuant to a provision
of the bill generally will not violate the anticutback rule if certain
requirements are met (e.g., the plan amendment is made on or be-
fore the last day of the first plan year beginning on or after Janu-
ary 1, 2006). Thus, subject to those requirements, a plan amend-
ment made pursuant to the provision relating to the interest rate
used to apply the benefit limits to lump-sum benefits generally will
not violate the anticutback rule.6?

Deficit reduction contribution relief

Under the provision, if a plan was not subject to the deficit re-
duction contribution rules for the plan year beginning in 2000, the
deficit reduction contribution rules do not apply to the plan for
plan years beginning in 2004, 2005, or 2006.79 Thus, with respect

68In the case of a plan that provides lump-sum benefits determined solely as required under
the minimum value rules (rather than using an interest rate that results in larger lump-sum
benefits), the interest rate specified in the plan is the interest rate or method applicable under
the minimum value rules. Thus, for purposes of applying the benefit limits to lump-sum benefits
under the plan, the interest rate used must be not less than the greater of: