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

REPORT

together with

MINORITY VIEWS

[To accompany I .R, 10]

The Committee on Finance, to whom was relferrc(l the bill (H.R. 10)
to encourage the establishment of voluntary pension plans by self-
employe(l individuals, having considered the same, report favorably
thereon with an amendment an(l recommend that the bill as amende(l
do pass.

I. SUMMARY OF B]ILJ

Your committee's bill, which is,; in tlhe forIll of a substitute for tlie
House bill, is designedd to encourage the establishment of voluntaryletiie'ment l)lalns by self-employed persons by allowing self-employed
indivi(lls to be covered( by qualifie(l plans anl by extending to
them some of the favorable tax benefits present law now provi(les in
thle case of (qllalifiqd retiremllent plans established by employers for
their (employees. To accomplh)1;(this pulirlpose, self-employ((ed persons
iare treated for ret1irCeient p)lan pu)();poses as tlc employers of tlem-
selves. 'Phis was t,(Io fun(ldanletn(tal concept of thle H[oulse bill and(l it is
i'taillned inl your conimittee's sulstitl(e. As employers, self-eip)loyCed(individuals a re p)leritte(l, like other eilipl)oyers, to deduct coltri)bu-
tions withinn specified limits) made(l( to )pension o01 plofit-shar,'ing plantsfor the benefit of thelisellves anfid{ such other cmiployee(S asamay bo
covered tendertlhe plan. As employees, as with otiler employees, they
are not taxed on such con triblut ions Imlad fol' their benefit, or tlio in-
come thlereon, until they receive tlie funds upon)0 retirement or otier-
wise. Bellefits for tlle s lf-emplloy (l indiivi(lual may enot,under either
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2 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

tlhe House bill or your committee's substitute, begin before age 59y"
(except in case of early disability or death) nor later than age 70o.
The retirement income credit will apply to retirement benefits dis.
tribute to self-employed individuals.
By treating self-employed individuals as employees under retirement

plans there are brought into play (although with material modifica,
tion) most of the statutory and administrative rules presently applica-
ble to such plans. In addition, your committee's substitute also
establishes additional rules to govern retirement plans which cover
self-employed individuals.

(:Generally, a self-employed person who owns more than a 10-percelnt
interest, il his l)business (described as an owner-employee by) the bill)
is allowed under this bill to contril)ute each year to a retirelmelt plan
for himl'ielf up) to 10 percent of his earned income for that year or
$2,500, whichever is smaller. IHowever, not all of the amount actu-
ally colitril)uted for a sclf-elIn)loyed person may be deducted for tax
purposes. Ra tier, the first $1,000 so contributed and 50 percent of
thie contribution in excess of $1,000 may be deducted each year.
This means that anill owler-employee who makes the maximum annual
cont riblution of $2,500 may deduct $1,750 of that amount. In order
for an owner-employee to participate in a retirement plan under your
committee's bill, it is Ieces.I;ary that lie provide retirement benefits for
his employees if lie has any. 'Phle plan may not exclude any employee
(other than part-time, seasonal alnd temporary employees) who has
at least 3 years of service. Contributions for employees must meet
tile nlondliscrimlinatory rules of existing law, and for this purpose a
self-elnmp)loyed person is considered an employee. Thus, the I)lall
ordinarily could not permIit, a greater proportion of covered earnings to
b)e contril)uted for a self-employed person than for his employees.
Another requirement of your committee's substitute is that contri-
butions for employees must be nonforfeitable at the time they are
made. These are tighter rules than under existing law, but your
committee is convinced( they are essential in order to prevent retire-
llmelnt plans of owner-emplloyees from becoming purely income-aver-
aging (devices and to insure' that contributions made for their employees
(lo not insure to the benefit of owner-eml)loyees. Moreover, since a

self-employed person would b)e treated as an employee under the bill,
and would be covered by an employee's retirement plan, your com-
mittee believes it is fail that lie be required also to cover atll hlis em-
ployees under the same I)lan and to give them thie same vested rights
to contributions made for them as lihe in fact has with respect to
amollunts contril)uted on his behalf.

If the self-employed person is a plartnler whio (does not own more
than a 10-percent interest in tlhe business (and thus is not anll owner-
employee), tlhe bill (loes not limit the amount which the partnership)
may contribul)te, for hii un(ler a retirement plan, provided contribtu-
tions or benefits for hlim are not discriminatory u(ndler tile l)lan formula.
Nonetheless, the amount of this contribution which lie may deduct for
tax purposes is limited by tlle same rule as applies to owner-employees.
Under this rule the self-employed individual could deduct the full
amount of the first $1,000 of hIs contribution plus 50 percent of tlIo
remainder. If the plan does not cover any owner-eml)loyee (in other
words, if no partner owns more than a 10-percent interest in capital or
profits) the new requirements of tlhe bill with respect to coverage of
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employees, and vesting, will not apply. However, in such a case the
plan would have to meet the conditions of existing law as to coverage
and nondiscrimination.
The retirement fund which this measure allows self-employed per-

sons to establish may be lodged with a bank as trustee (or as custodian
if contributions are invested in stock of an "open-end" regulated
investment company or in policies issued by an insurance company);
it may be invested in nontransferable annuities with an insurance
company or in nontransferable face amount certificates; or it may be
invested in a new series of U.S. Government bonds authorized for
this purpose. These new bonds will be nontransferable, nonredeem-
able before age 59}i (except in case of disability or death) and issued
only in the names of individuals. They are intended to provide a
convenient and simple form of investment for retirement funds.
More than 7 million self-employed persons who pay inconie.taxes

would be permitted to establish retirement plans under this bill.
Because self-employed persons generally have only a limited number
of employees, thcir retirement plans will ordinarily be much smaller
in scope than most of tlihe corporate plans already in existence. Thus
they would, if present law rules were not supplemented, offer some-
what greater opportunities for abuse than do corporate plans covering
many employees. For this reason, tighter rules for retirement plans
covering owner-employees are believed to be necessary. Several such
rules were included in the House bill but they applied only where
there were more than three employees. Your committee has accepted
the suggestion of the Treasury Department that these rules be applied
to all plans covering owner-employees. Thus, owner-employees are
required to cover all of their employees who have more than 3 years
of service if the owner-employee desires to participate in a retirement
plan. Under existing law, some employees could be excluded under
a nondiscriminatory classification and the plan could exclude all
employees who had less than 5 years of service. Also, contributions
made for employees of owner-employees must be nonforfeitable at the
time they are made.

In addition, a new rule for coordinating retirement plans with social
security is provided if an owner-employee is covered by the plan.
Under this rule, the owner-employee will take into account only the
employer portion of the social security tax. Under the more liberal
provisions of existing law, the employer generally may take into
account social security benefits not attributable to the employee
portion of the social security tax.
The following chart compares the principal provisions of the House

bill and of your committee's substitute.
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SUMMARY COMPARISON OF PRINCIPAL PROVISIONS OF HOUSE BILL AND FINANCE COMMITTEE SUBSTITUTE

Self-employed persons establishing pension plans for
themselves would be required to cover employees in the
plan only if they have more than three employees. In
this case all full-time employees, with more than 3 years
of service would have to be covered under nondiscrimi-
natory retirement plans set up under the rules of present
law with certain modifications to cover self-employed indi-
viduals. Seasonal, part-time, and temporary employees
could be excluded. Applicable only to more-than-10-
percent owners.

S. Baseft
Self-employment earnings. This term means net earn-

ings from trade or business of a self-employed person,
including return on capital invested in the trade or busi-
ness, as well as income for personal services.

House bill
1. Basic concept

Self-employed persons generally would be treated as
employees for retirement plan purposes and are eligible
for coverage in qualified plans. All separate businesses
controlled by a self-employed person would be consid-
ered as one business for his retirement plan purposes.

Finance Committee substitute

Same as House bill.

Self-employed persons establishing retirement plans for
themselves would be required to cover all full-time em-
ployees with more than 3 years of service. Seasonal, part-
time, and temporary employees could be excluded. Appli-
cable only to more-than-10-percent owners.

or deduction

Earned income. This term means professional fees and
other compensation for personal services. Where both
capital and personal services are material income-produc-
ing factors, the term means 30 percent of the income from
the business or up to $2,500 whichever is greater.

2. Coverage for employees of self-employed individuals
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4. Amount deductible annually by self-employed individuals

(a) Ten percent of self-employment earnings or $2,500,
whichever is less, in the case of self-employed individuals
with three or fewer employees. Applicable only to more-
than-10-percent owners.

(b) An amount proportional to contributions made for
employees, in the case of self-employed persons who have
had more than three employees in any year. No maxi-
mum dollar limitation. Applicable only to more-than-
10-percent owners.

(c) A self-employed person;. who does not own more than
10 percent of his business could contribute and deduct
any amount determined under a nondiscriminatory plan
formula.

(a) A self-employed person who is a more-than-10-
percent owner could contribute to a retirement plan 10
percent of his earned income or $2,500, whichever is the
lesser. He could deduct the full amount contributed, up
to $1,000 and 50 percent of the amount over $1,000 which
may be contributed. Maximum deduction would be
$1,750.

(b) A self-employed person who does not own more
than 10 percent of his business could contribute to a
retirement plan any amount determined under a non-
discriminatory plan formula. He could deduct the full
amount contributed up to $1,000 and 50 percent of the
amount over $1,000. No maximum dollar limitation
imposed.

5. Vesting
(a) In plans covering self-employed persons with more

than three employees, immediate vesting would be re-
quired. Applicable only to more-than-10-percent owners.

(b) In plans covering self-employed persons with three
or fewer employees, no provision.

In plans covering self-employed persons immediate
vesting would be required with respect to amounts con-
tributed for employees. Applicable only to more-than-
10-percent owners.

W~

0
N'

ci

1m.4

MT

CA



Finance Committee substitute

6. Coordination with social security
(a) Coordination would be permitted for plans cover-

ing self-employed persons with more than three employees
if contributions for such self-employed persons do not ex-
ceed one-third of the total deductible contributions. Plan
is given credit only for actual social security contributions
made by the employer. Applicable only to more-than-
10-percent owners.

(b) In case of self-employed persons with three or fewer
employees, no provision.

7. No capitc
Special averaging provided instead of capital gains treat-

ment with respect to lump-sum distributions received by
self-employed persons.

Coordination would be permitted for plans covering
self-employed persons if contributions for self-employed
persons do not exceed one-third of the total contributions.
Plan is given credit only for actual social-security contri-
butions made by the employer. Applicable only to more-
than-lO-percent owners.

dl gains treatment

Same as House bill.

8. Estate and gift-tax exclusions

Self-employed individuals not eligible for estate and
gift-tax exclusions.

Same as House bill.

9. Limitation on time of payment of benefits

Benefits could not be payable to more-than-10-percent
owners before age 595. (except in the case of permanent
disability or death) but must begin before age 704.

Same as House bill.

10. Face-amount certificates
investmentt in nontransferable face-amount certificates

permitted.
Same as House bill.

on

M

V,.

t-I
0
w

t3
0-4

»-1-

CO

House bill



Custodial account in a bank is permitted in lieu of trust
if investments are solely in regulated investment company
stock.

Custodial account in a bank is permitted in lieu of trust
if investments are solely in regulated investment company
stock or life insurance policies. In this connection the
committee included in the term "bank" various institu-
tions regulated by State banking authorities.

12. Bond purcwa3? plan
Direct deductible investment in special issue of non- Same as House bill.

transferable retirement bonds we:^:cdbe permitted.
13. Attribution rules

No provision. Contains provision designed to prevent an individual
from avoiding the special rules applying to owner-em-
ployees by fragmenting ownership interests among his
spouse, descendants, and ancestors.

14. Effective date

Taxable years beginning after December 31, 1961. Same as House bill.
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8 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

II. REASONS FOR THEF BILL

The primary reason for the House bill (as amended by your com-
mittee) is to give self-employed persons access to retirement plans on
a reasonably similar basis to that accorded corporate stockholder em-
ployees. It thus tends to correct a discrimination in present law under
which self-employed individuals-sole proprietors and partners-are
prevented from participating in retirement plans established for the
benefit of their employees although owner-managers of corporations
may do so. Self-employed individuals have contended for many years
they are treated unfairly under present law.

Several House-passed bills referred to your committee in prior
Congresses would have allowed self-employed individuals to deduct
amounts contributed by them toward the purchase of a "restricted
retirement policy," or to a "restricted retirement trust," for their own
benefit without requiring them to provide any retirement benefits for
their employees. These measures did not treat self-emnployed persons
as if they were employees, but were designed to equate, roughly, the
tax benefits allowed qualified employee retirement plans under present
law. In 1960, at the request of your committee, the Treasury De-
partment submitted an approach to the retirement problem of self-
employed persons which was different from earlier legislative proposals.
In effect the approach submitted by the Treasury Department would
have granted self-employed individuals tax treatment comparable to
that received by employees now covered by qualified pension plans
by permitting them to participate in pension plans in much the same
manner as employees. This approach, however, not only would have
imposed additional restrictions on the participation of self-employed
persons in qualified pension plans but also would have imposed similar
restrictions on the participation of corporate owner-managers in such
plans. Neither the House bill nor your committee's substitute would
restrict participation by owner-managers in retirement plans estab-
lished by a corporation. With this exception, your committee's sub-
stitute substantially adopts the approach presented last year by the
Treasury Department.
The bill allows contributions to retirement plans to be a deduction

for income tax purposes at the time these contributions are Inade,
but requires that retirement benefits when received be subject to
taxation. Your committee's substitute, like tlhe House bill, thus
allows (leferment of tax on certain forms of savings set aside for re-

tirement, but limits the amount of these retirement savings of self-
employed persons which are so treated. Since tlhe self-employed
person is viewed as both an employer and as an employee, this de-
ferral is consistent with present law, under which employers are per-
mitted to deduct contributions to qualified pension plans for their
employees, while employees are not required to include in their
incomes such contributions, or the income thereon, until they are
received as benefits under thle plan.
Your committee, like the Committee on Ways and Means of the

House, is of the opinion that extending the coverage of individuals
under voluntary retirement plans is in the public interest. The bill
will make self-employment somewhat more attractive than at present
compared to employment with a corporation, and will thus help to
keel) small business strong and independent professional practice
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thriving. In many cases, self-employed individuals are prohibited
by State law from operating their trade or business in the form of a
corporation. Thus, in these cases, there is no possibility that a self-
employed person could obtain the benefits of a retirement plan under
existing law by forming a corporation to conduct his trade or business
and becoming its employee. Although a number of States recently
have enacted new legislation to eliminate some of the obstacles to
professional corporations and associations, your committee believes
it desirable to provide by Federal legislation that a self-employed in-
dividual may participate in employee retirement plans without be-
coming an artificial employee of his own corporation. Thus, profes-
sional individuals could continue to practice their profession in the
traditional manner; that is, as self-employed individuals. Moreover,
this legislation would ease the pressure on State legislatures to enact
special professional corporation laws.

III. PRESENT LAW

Present law accords favorable tax treatment to pension and profit-
sharing plans established for the exclusive benefit of employees or
their beneficiaries. Employees covered under qualified plans are not
taxed currently on contributions made on their behalf to these plans
by their employers nor on the income from amounts so contributed.
Instead, the employees generally include the benefits from such plans
in taxable income only in the year they are received or made available.
The deferment of tax on retirement benefits until ultimate distribu-

tion applies whether or not the employee has vested (nonforfeitable)
rights in the contributions made on his behalf. Typically, under
corporate plans the employee does not have immediate vested rights
to all such contributions, although plans vary considerably; they
range from immediate vesting to vesting after attaining a certain
number of years of service or attaining a specified age, or upon actual
retirement.
The income of trusts established to administer qualified pension

plans is exempt from income tax. Similarly, the Life Insurance
Company Income Tax Act of 1959 granted exemption to income on
insurance reserves establlished in connection with qualified pension
plans. In addition, under present law, employers are permitted to take
tax deductions (within specified limits) for their contributions to
qualified plans. The law grants this favored tax treatment only to
retirement plans which do not discriminate as to coverage, contribu-
tions, or benefits in favor of employees who are stockholders, officers,
or supervisors, or employees who are highly compensated.
A qualified retirement plan cannot provide a higher rate of contri-

bution or benefit for higher paid employees than fo wer paid em-
ployees, or for shareholder employees than for those who are not
shareholders. However, the dollar amount of benefits or contributions
for the higher paid employees may be larger than for the lower paid
employees, provided thatt such amounts constitute a uniform per-
centage of tie compensation of participants.
Under appropriate circumstances, the private plan may l)b inte-

grated with the social security system; if thus integrated, the propor-
tion of social security benefits not attributable to the employee's own
contributions is taken into consideration in determining whether the

9
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contributions or benefits paid by the private plan meet the nondis-
crimination test. Under the law and administrative rules the benefits
of the higher paid employees, after being combined with a designated
portion of social security benefits, must not be larger in relation to
salary than the similarly combined benefits of lower paid employees,
Under existing law more than 66,000 corporate pension plans have

been established. These plans cover more than 20 million employees
and have, at the present time, somewhat more than $40 billion in
assets. Corporations contribute more than $4 billion per year to
qualified retirement plans.

IV. REVENUE EFFECT

The revenue loss under your committee's bill is estimated to amount
to $65 million for fiscal year 1962 and $180 million in a full year of
operation. The estimated cost of H.R. 10 as passed by the House
was $125 million for fiscal year 1962 and $325 million to $358 million
in a full year of operation.
The lower cost of your committee's bill is due primarily to the

following factors: (a) The basis for the retirement contribution deduc-
tion for the self-employed is earned income, while under the House
bill the basis was net earnings from self-employment; (b) for those
self-employed individuals electing coverage all full-time employees
with more than 3 years of service would have to be covered, whereas
under the House-passed bill only owner-employees with more than
three employees were subject to this requirement.; and (c) the amount
of retirement contributions for self-employed which may be deducted
is limited to 100 percent of the first $1,000 contributed and 50 percent
of the remaining contribution permitted, and the-maximum allowable
deduction for owner-employees is $1,750; under thle House bill self-
employed persons with three or fewer employees were permitted to
contribute, and deduct, up to 10 percent of self-employment earnings
or $2,500, whichever was smaller, while for self-employed persons with
more than three employees, there was no dollarr limitation provided
the ratio of contributions for the self-emnployed to their self-employ-
ment earnings did not exceed the ratio of contributions to wages for
any of their emll)loyees.

V. EFFEC'cTIv1E DATE

Your committee's substitute, like the provisions of the House bill,
are made appl)licable to taxable years beginning after December 31,
1961.

VI. GENjI,:A.h ]i.EXPL.ANAT'ION OF B3Irh
A. SELTF-EMPLOYEl) PERSONS AS OWNI'RIt-EMPILOYEES

The bill as reported by your committee provides a series of special
requirements for qualification of retirement plans which cover self-
employed individuals (sole proprietors and partners) having more
than a 10-percent interest in the business with respect to which the
plan is established. Under your committee's substitute, as under
the House bill, such self-employed individuals are characterized as

"owner-employees". In the case of a partnership where no partner
owns more than 10 percent of the business, the self-employed indi-
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viduals are also permitted to participate in pension plans, but because
they are not owner-employees, plans covering them will, in general,
be governed by the nondiscriminatory rules of present law, except
where the bill imposes additional restrictions on self-employed indi-
viduals generally. In some situations, the bill imposes reactions upon
all self-employed persons regardless of their percentage of ownership.
(For example, limitation on the amount of contribution which may
be deducted, denial of capital-gains treatment on lump-sum distribu-
tion, and the denial of the estate and gift tax exclusions.)

B. SELF-EMPLOYED RETIREMENT PLANS

Subject to limitations, your committee's bill would allow self-
employed individuals (including partners) to be covered in qualified
retirement plans. This would permit self-employed individuals to
secure the benefits of current tax deductions, plus a tax-free buildup
of pension fund investments, by establishing a plan which meets the
requirements of the Internal Revenue Code. The bill treats plans
covering self-employed persons under additional new rules established
for that purpose.
Under your committee's bill, in the case of an owner-employee, the

plan must provide retirement benefits for all employees (except part-
time and seasonal employees) who have more than 3 years' service
and contributions for such employees must be vested at the time they
are made. Although the present law provides that some employees
may be excluded from pension plan coverage on the basis of a "reason-
able classification," and specifically provides that a plan may cover
only salaried or clerical workers, your committee believes it desirable
to require an owner-employee to cover all of his employees except sea-
sonal, temporary, and part-time workers, and full-time employees
who have less than 3 years of service. With these exceptions em-
ployees must be covered whether they are salaried employees or
wage earners, and whether or not they work in different departments
or enterprises. Under present law, retirement plans can exclude
employees with up to 5 years of service, and contributions for em-
ployees are not required to be vested. If there are no employees, a

self-employed individual would be permitted to establish a retirement
plan for himself.
Your committee understands that some self-employed individuals

have established pension plnis, for their employees under existing law
(although they, themIselvs, cannot participate under them). The
self-employed individuals would become "employees" upon enact-
ment of this bill, and in most cases they would be "owner-employees".
In the absence of specific provision for these cases, plans covering
owner-emplloyees would be required to meet all the tests of this bill
or lose tax-favored status. These plans were created with no thought
of coverage of their self-employed creators and it may be that for
reasons of their own, the self-employed owners would not desire to
be covered by their plans. In such cases, it would be unjust to impose
the restrictions of this bill upon these plans. Thus, your committee
has provided that owner-employees must "consent" to be covered by
their plans before the special rules of this bill will apply.

11
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C. EARNED INCOME

The measuring rod foredeductible contributions for self-employed
persons under your committee's bill is "earned income". This means
that contributions by or for a proprietor or partner may be made under
a qualified retirement plan only if he performs personal services.
Since the objective of such a plan is to provide retirement benefits
based on personal services, inactive owners who derive their income
entirely from investments would not be allowed to participate. This
concept of earned income is designed to place proprietors and partners
on the same basis as corporate shareholders who can participate in a
qualified retirement plan under present law only if they are employees
of the corporation. Contributions to a retirement plan for self-
employed individuals who are engaged in activities involving significant
capital investment are based only on that part of the business income
which is attributable to personal services. .Thus, under the bill,
"earned income" is defined generally as income from self-employment,
but where such income is derived from a trade or business in which
both capital and personal services are material income-producing
factors, the term means not more than 30 percent of the net profits
from the trade or business or $2,500, whichever is the greater, except
that where net profits of a proprietor or partner from his trade or
business are $2,500 or less, the entire amount of such profits is deemed
to be earned income.
Under this concept of "earned income" the entire amount received

by a self-employed individual as professional fees or commissions will
be treated as earned income if the taxpayer is engaged in the practice
of a profession, such as medicine or law, even though he employs
assistants to perform part or all of the services, provided the patients
or clients are those of the taxpayer and look to him as the person
responsible for the services rendered. Your committee's bill permits
doctors and ministers as well as certain people who perform services
for compensation in their own homes and commissioned salesmen
(other than full-time life insurance salesmen who are treated under
present law as employees for pension purposes) to participate even
though they do not have self-employment income within the meaning
of the Internal Revenue Code.
The following illustrations indicate the determination of earned

income in various situations:
1. A doctor has net profit of $40,000 from professional services.

His patients look to him as the person responsible for the services
rendered. The full amount of this net profit constitutes earned
income.

2. A self-employed grocer has net profit of $40,000 from his wholly
owned retail grocery business. Both capital and personal services
are material income-producing factors. His earned income is $12,000
(30 percent of $40,000).

3. A gasoline service station operator has net profit from his wholly
owned unincorporated service station of $2,400. Both capital and
personal services are material income-producing factors. Under the
bill, the entire amount of such net profit is deemed to be earned
income since it does not exceed $2,500.

4. A contracting partnership composed of three partners who share
equally in its )Irofits has partnershipInet profit of $22,500. Both
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capital and personal services are material income-producing factors.
Of the $7,500 attributable to each partner, $2,500 constitutes earned
income (30 percent of $7,500, or $2,500 whichever is greater, where
each partner's share of net profits exceeds $2,500).

5. A and B are partners in a stock brokerage firm. A supplies all
necessary capital but performs no personal services. B has no capital
interest, but performs all personal services required by the firm.
They share profits equally. Both capital and personal services are
material income-producing factors. The firm has net profit from
brokerage commissions of $50,000 and total net profit from all sources
of $70,000.
A has no earned income from the partnership since he performed

no personal services.
B has earned income of $10,500 (30 percent of $35,000).

D. LIMITATIONS ON CONTRIBUTIONS AND DEDUCTIONS FOR SELF-
EMPLOYED

The bill restricts the amount of deductible contributions which
may be made by or for a self-employed individual covered by a plan.
Owner-em'ployee.-If the owner-employee has employees, in order

for him to make any contribution for his own retirement needs he
must provide nonforfeitable retirement plan coverage for all his em-
ployees who have more than 3 years' service. Having established a

qualified plan for himself and his employees, an owner-employee
under the bill is perlnitted to contribute for himself up to 10 percent
of his earned income or $2,500, whichever is the lesser, provided that
contributions for himself are not discriminatory as compared to con-
tributions for his employees under the plan formula. However
under your committee's bill he is not permitted to deduct the full
amount allowed to be contributed. Rather, the deductible portion
is subject to additional limitations. These limitations provide that
amounts actually contributed, up to $1,000, may be deducted in full,
but that only 50 percent of allowable contributions in excess of $1,000
which are made may be deducted. Thus, in tlhe case of an owner-
employee who makes the maximum allowable contribution of $2,500
the deductible amount is limited to $1,750 (100 percent of $1,000 plus
50 percent of $1,500, or $750).

'T1he following examples illustrate the application of these limitations
in the case of an owner-employee:
Example 1: A commission salesman has earned income of $23,000.

lie has no employees. Under the bill he establishes a qualified retire-
ment plan under which lie will be the only beneficiary. The plan
calls for contributions of 10 percent of earned income. the salesman
contributes to the plan $2,300 (10 percent of $23,000). Of this amount
he may deduct $1,650 (100 percent, of the first $1,000 contributed plus
50 percent of the remaining $1,300 contributed, or $650).
Example 2: A real estate broker with four full-time employees has

earned income of $30,000 from commission selling. He anticipates
that it will continue at or above that level. All employees have more
than 3 years' service. Two of the employees earn $4,000 each, the
other two earn $10,000 each. I-Ie establishes a qualified retirement
plan which calls for nonforfeitablo contributions for each employee
who has more than 3 years' service of 10 percent of his earnings and



14 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

for contributions for owner-employees of 10 percent of earned income.
Thus, for his employees, the owner-employee would contribute, and
deduct, $2,800 (10 percent of $28,000). And, for himself, he would
contribute $2,500 (the lesser of $2,500 or 10 percent of $30,000). Of
this amount, he would deduct $1,750 (100 percent of the first $1,000
contributed and 50 percent of the remaining $1,500 whichihe is per-
mitted to contribute).

If, under the circumstances (lescribieJ above, the real estate broker
had established a plan calling for that contribution percentage which,
when applied to his earned income would ordinarily produce the maxi-
mum contribution for himself at the lowest cost, the plan would call
for nonforfeitable contributions for himself and for each employee of
83{ percent. of earnings. Thus, for his employees, the owner-employee
would contribute, and deduct, $2,333 (813 percent of $28,000). And,
for himself, lie would contribute $2,500 (the lesser of $2,500 or 83~ per-
cent of $30,000) and deduct $1,750 (100 percent of the first $1,000
contributed and 50 percent of the remaining $1,500 which he con-
tributed).

Self-employed individuals who are not owner-employees.~-Slf-
employed individuals who do not own more than at 10-percent partner-
ship interest in their trade or business are limited as to the aniount
of contributions they may make (through the partnership) to a

qualified retirement plan only by the requirement that contributions
must not be discriminatory under the plan formula. Thus if such a

self-employed individual has sufficient earned income in a taxable
year to permit a contribution in excess of $2,500, it may be made.
However, your committee's bill imposes the same limitations as to
deductibility of such contributions as those applied to contributions
made b)y owner-employees; that is, the first $1,000 of actual conltribu-
tions may be deductedd in full but only 50 percent of contributions in
excess of $1,000 may be deducted.
The following examples illustrate the application of these. limitations

in t le case of a self-employed person other than an ownelr-eml)loyee:
(1) A owns a 10-percent interest, in a p)artnershil) in which only

personal services are at material income-producing factor. I-c derives
earned income of $30,000 a year from the partnership. ''Thl partner-
ship has estal)lished a qualified retirement plan which calls for
non'forfeitable contributions for employees of 10 percent of their salary
tand contributions for owner-employees and other self-employed
individuals of 10 percent of their earned income. The part)nershi)
contributes for A $3,000 under the plan (10 percent of $30,000). A
deducts $2,000 (100 percent of the first $1,000 actually contributed
plus 50 percent of the remaining $2,000).

(2) 13 owns a 10-percent interest in a partnership in which both
capital and personal services are material income-producing factors.
Iis income from the partnersliip) amounts to $30,000. His earned
income is $9,000 (30 percent of $30,000). The partnership estab..
lishes a qualified retirement plan which calls for nonforfeitable con-
tributions for employees of 10 percent of their salary and contributions
for owner-emiployees and other self-employed individuals of 10 percent
of their earned income. 'llhe partnership contributes for B $900
under the retirement plan (10 percent of $9,000) and B deducts the
entire amount.
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E. VESTED BENEFITS

The bill, as approved by your committee, adds new requirements
to the statute relating to vesting of benefits or contributions made
for employees.

In'the case of owner-employees with employees, contributions for
employees with more than 3 years' service must be nonforfeitable sit
the tilie they are made under a plan. This requirement. is made u
condition governing the qualification of a plan covering such owner-
,:mployees, and unless a provision for vesting is included in the tleroras
of the plan a contribution for owner-eril)loyees would not be allowable
nor would it be deductible. Your committee believes tin. t becausee
an owner-employee always lhas a vested right to contributions he
makes to a retirement plan for his own benefit, it is only fair and
equitable that he provide similar vested rights for his employees.
Your committee has provided a single; conditional exception to

these vesting rules in the case of retirement plans covering owner-
employees. This exception provides that the vesting requirement
will not apply if the result upon termination of tlhe plan is to provide
discriminatory benefits for certain highly paid employees or owner-
employees. This is an exceptional situation and your committee
believes it would be appropriate to provide this special excepI)tion in
order to prevent abuses.

If a plan does not cover any owner-employee, the special require..
meint as to vesting will not apply. In such a case where a partnership
is composed of partners, none of whom owns more than a 10-percent
interest, the rules of present law would apply and the plan could
1)rovide for complete vesting, partial vesting or no vesting until
retirenient.

F. INTEGRATION WITH SOCIAL SECURITY

Under your committee's bill, as under the House bill, retirement
plans covering owner-employees may be integrated, or coordinated
with social security under special rules provided by the bill. Under
such integration, or coordination, the overall cost of a retirement plan
might be materially reduced. Under present law as a )pplied to
qualified pension plans integration is permitted under rules which
assume that the employer lhas paid for that portionn of the social
security benefit for which thie employee himself has not paid.
Under this lill, if an owner-employee with employees establishes a

retirement plan which meets the prescribed requirements and if
allowable contributions (upon which the deduction is base(l) for
owner.-employees are not mnore than one-third of the total allowable
contributions made under tlhe plan, owner-emI)lovees, if they take
into account the self-employment tax paid on their own behalf (or
which would be paid except for the fact, that such owner-employee is
not covered by social security), may also take into account the em-
ployer portion of the FICA tax paid on behalf of covered employees.
rihe method of coordinating such a pension plan and social security
payments under your committee's bill is different from the method
permitted by Treasury rulings under tlh provisions of present law.
Under this bill the owner-emJployee may take into account only the
amount of social security taxes actually iaid by him for his employees

15
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whereas the rules under present law, in effect, permit the employer to
take illto account social security benefits nlot attributable to employee
taxes. The following example illustrates tIhe application of this rule.
A and 13, equal partners in a contracting business in which capital

is a material income-producing factor, have five employees, each of
whom has more than 3 years' service. A retirement plan is estab-
lished under which employees with more. than 3 years' service will
be given immediate nonforfeitable rights to contributions made on
their behalf. The plan calls for contributions of 10 percent of gross
wages for covered employees, and of 10 percent of earned income
for owner-employees, with provision for coordinating the plan with
social security. Wages of employees and net profits of the partners
appear in the following schedule, along with other pertinent in-
formation.

Not profits or wages Contribution

10 percent of Credited self-
wages of em- employment Net control.

Per person Total ployees and tax and button under
10 percent of FIOA tax Integrated
earned In- paid by plan
come of employer
owner-

einployees

2 partners... ------------- 1 $25,000 $50, 000 $1, 600 $451.20 $1, 048.80
3 employees .----------------. 06, 000 18,000 1,80) .150.00 1, 3.5, 00
1 employee -- ..-- ..1------., 800 6, 800 680 1.50.00 530.00
1 employee------.---------- 3,170 3,170 317 09.06 217.91

Total, partners ... ...........--------..........------------- 60,000 1, 00 451.20 1,048.80
Total, employees ..------......-------------- 27, 070 2, '77 690.06 2, 097.94

Total, partners and em-
loyes .........------ -----.. . ............. 77,970 4,207 1,150.26 3- 146.74

I Self.omploynoment tax, 4.7 percent of employer's solf-employmont earnings up to $4,800; PICA tax, 3N6
percent of omlployeo earnings iup to $4,800.

* Earned llcolle would( be 30 percent of this amount.

Thus, since contributions for owner-em)loyees after coordination
' with social security ($1,048.80) do not exceed one-third of net contri-
butions under the plan ($3,146.74), social security and self-employ-
ment taxes may be taken into account. After coordination, $3,146.74
muil, I)e contributed under the plan, of which ;1,048.80 is attributable
to owher-employees and $2,097.94 is attributable to employees as
shown iithe schedule.
The coordination rule is further illustrated in the following table

for several levels of partnership earnings (net profits). The table
shows in columip (6) the level of employee payroll at and above which
a partnership with the earnings set forth in column (1) would bo per-
mitted to coordinate its retirement plan contributions with its social
security contributions, assuming 80 percent of the total payroll is
subject to social security taxes.

9.869604064

Table: [No Caption]
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Level of employee payroll at and above wvlhich social security coordination would be permitted in 10962 for selected levels of partnership earnings
under Senate Finance Committee substitute for H.R. 10

Derivation of contribution for omwer-employees Derivation of contribution for employees , Total contribution

10 per- Net con- Net con-
Partner- Partner- cent of Self-em- tribation Total 10 percent of FICA tax tribution Total de-
ship j ship partner- ployment under In- employee employee on under in- Total net ductible

earnings: earned ship tax terated payroll payroll employee tegrated contribution contribution
income2 earned plan payroll * plan
income

(1) (2) (3) (4) (5)(6) (7) (8) (9) (10) (11)

$5,000 $5,000 $500$25.0 0 $7,066. 67 $706.67 $176.67 $530.00 $795.00 $795.00
10.000 5.000 500 451.20 48.80 1,301.33 130.13 32.53 97.60 146.40 146.40
15,000 5,000 500 451.20 48. 0 1,301.33 130.13 32.53 97.60 146.40 146.40
20,000 6, (00 600 451.20 148.80 3.968.00 396. S0 99.20 :27.60 445.40 446.40
25. C00 7,500 750 451.20 2. . 80 7,968.00 796.80 199.20 597.60 896.40 896.40
50,000 15, 000 ,500 451.20 i 0-. SO 27. 968. 00 2,796.80 699.20 2 097.60 3,146.40 3,146.40
6,667 '20, 000 2,000 451.20 1,54S.80 41,301.33 4,130.13 1,032.53 3,097.60 4,646.40 4,646.40

100,000 30,000 3, 000 451.20 2, 54.80 67, 96S. 00 6,796.80 1,699.20 5,097.60 7,645.40 '7,372. 00
150, 000 45,000 4,500 451.20 4,048. 80 107, 968. 00 10,796.80 2,699.20 8,097.60 12,146.40 5 11,122.00
166.667, 50,000 5,000 451.20 4.548.80 121,301.33 12,130.13 3,032.53 9,097.60 13,646.40 6 12,372.00
20000 60,000 5,000 451.20 4, 54S. SO0 121,301.33 12,130.13 3 032.53 9, 097. 60 13, 646.40 12 372 00
,33. 333 I 100,000 5,000 451.20 4,5-18.80 121,301.33 12,130.13 3,032.53 9,097. 60 13,646.40 4 12,372.00

Assmoes 2 partners sharing equally in the earnings.
: Actual earnings of owner-employees with actual earnings up to $2,500;

$2,500 for owner-employees with actual earnings between $2,500 and
$8.333; 30 percent of actual earnings for owner-employees with actual
earnings of $8,333 and over.

' With contribute, ,l.-_ g of $2,500 per owner-employee; it is assumed
that capital is a material income-producing factor.

' 4.7 percent of each partner's self-employment income up to $4,800.
' 33 percent of FICA taxable payroll; FICA taxable payroll assumed

to be 80 percent of total employee payroll
e Figure in previous column less 3A of the net contribution for each

owner-employee which falls between $1,000 and $2,500.
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* Although the data in this line were developed on the basis of a con-
tribution percentage of 10 percent with a $2,500 ceiling, the possibility
should be noted that the owner-employees, when the earned Income
ascribed to each exceeds $25,000, might establish a plan calling for a lower
contribution percentage designed to produce precisely the maximum
contribution permissible on their behalf-8¼ percent for an earned in-
come of $30.000 each and 5 percent for an earned income of $50,000 each.
If these latter percentages had been used, the payroll levels, which equate
the net contribution on behalf of the owner-employees with twice that
on behalf of the employees, would be $155,959 and $363,904, respectively.

-4

9.869604064

Table: Level of employee payroll at and above which social security coordination would be permitted in 1962 for selected levels of partnership earnings under Senate Finance Committee substitute for H. R. 10
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G. METIIOD)S OF FUNDING

Trusteed plans and employee annuity plans.-As with qualified plans
under present law, qualified retirement loanss covering self-empllIoyed
individuals or self-employed individuals and their employees may be
funded either through contributions to a trust or by purchase of
annuity contracts (including variable annuity contracts) directly from
an insurance company. Self-employed individuals establishing such
plans for themselves, or for themselves and their employees, could, if
they chose to ldo so, use associations to pool their separate funds for
investment purposes.

Custodial accounts.--In addition, your committee's bill permits the
use of a custodial account, in lieu of a trust, if its investments are
made solely in stock of a regulated investment company which issues
only redeemable stock, or solely in life, endowment, or annuity con-
tracts issued by ani insurance company. Although a custodial account
may be utilized by a retirement plan, whether or not it includes an
owner-employee, it will be particularly beneficial to small owner.
employee-type plans because of its lesser costs. Such lesser costs
result from the fact that the bank would not be required to assume
the duties and responsibilities of a trustee, but would serve only as a
mere custodian of amoun ts contributed under retirement plans or of
the policies deposited with it.

Face amount certificates.--Your committee ihas also made it, plain
that retilemeInt funds may be invested directlyy in nontransferable
face-amount certificates, which would be treated for retirement l)IIn
purposes as annuities. Such certificates may presently b)e purchased
by at trustee plan under existing law, l)ut not under nontrustee(l
annuity plans. Your committeee'. bill makes it clear that such
certificates may ill the t'uturle l)lpurc'sed in tlie sample manllller as
annuities. In this resl)ect vour comillittee's bill includes require-
ment that annuity contractspurchasedbsy a qualified retirement
)lan generally llmust be nontransferable. Tii's requirement applies to
all pension plans whether or not an ownler-employee is covered.

Bond purchase plan.-- A2 completely nlew formi of retirellent plan
involving direct investment in a new series of Governmenlt bon(ls is
authllorized I)v vour coml( it to('s bill. The principal features of the
bond purcllhase plan are explained in section J below.

II, CONTR'IIBUTORtY PIANS

Under the bill, retirement plans permitting or requiring ad(litional
contributions by emll)loyees, as well as those to which the emplloyer
alone makes contributions, may 1be established by i:n owner-empl)loyee
witll employees. If employees who are not owner-empl)loyees arc per-
mitted to maklne nondeluctil)le contributions to the plan, such an
own'ler-eml)loyee also nmay make nondeductible contributions on his
own behalf upl to 10 percent of his earned income or $2,500, whichever
is the) lesser; however, thle rate of such contrilbumtioons; must not excee(l
the rate peri'litted for employees. In no event may such contriblu-
tions by an owner..employee exceed $2,500. Such contributions will
not be deductible either by eml)loyees or by ownler-emp)loyees, but
must bo made out of income that has already been taxed(. T'he mak-
ing of such nondeductible contributions is belleficial, however, because
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the income earned thereon will not be taxed until it is received from tile
fund, upon retirement or otherwise. While a similar tax-free buildup
can be obtained by anyone p)urclhasing a private life insurance, endlow-
]ellt 01' annuity contract, it is likely that the return under a qualified
retirement plan would be somewhat greater or premiums somewhat
lower because of the special deduction allowed life, insuralince companies
with respect to their qualified pension nplan reserves which may bo
pasSC(d on to policyholders.

THic committee bill permits voluntary nondeductible contributions
to be) made by owner-employees at, the same rate as by employees.
Owner-employees who have no employees may not establish contribu-
tory retirement plans. Thus if ani owner-employee establishes a

qualified retirement plan which calls for nonforfeitable contributions
of 10 percent of salary of employees and 10 percent of earned income
in the case of owner-employees and other self-employed individuals
anid if the I)lan permits voluntary contributions of 10 percent of salary
to be made by employees, owner-employees and other self-employed
individuals would be permitted to contribute on a voluntary basis 10
percent of their earned incomellup to a maximum of $2,500. If, in
this case for example, tlhe owner-employee lias earned an income of
$25,000 or more, lie would deposit $2,500 as the maximum allowable
employer's'" contribution and would be permitted to deposit an addi-
tional $2,500 as a voluntary nondeductible "employee's" contribu-
tion. Of course, as previously explained, only $1,750 of the allow-
able ''em l)loyer's" contribution of $2,500 would be deductible.

I. PIROFIT-SHIARING PLrANS

Youir committee's bill does not limit participation of self-employed
individuals to fixed-percenltage contribution pension plans. Rather,
it also permits them to participate in profit-sharing plans paying re-
tilremcll l benefits, Iud er wh}iclh contributions nmay be made inl profit-
able vears, but there would be no obligation to make contributions in
years of little or lno profit. To avoid tlie abuse of making larger or
smaller contributions in years when surtax rates are lower or higher,
the bill requires a definite formula for (letlermlllling tile amount of con-
tributions to be mad(le oi behalf of employees who are not owner-
emiployees. Because of thle special limitations on allowable and de-
ductible Contributions whllich may be made by ownler-01employees
coverell unlletir a prlofilt-shlaring plan, a definite formula would not bo
al))prol)iate with respect to them. (Consequently, in or0d(1e for an

owi'ne-employee to )articipl)ateti in such a plan, it mlust provide a lefti-
nite formula only for contributions for em )ployees.

J. BONDI) PIUlJClHASHI PIANS

As i1l alilternlatlive l'ormln of investment, which will b)e of lpartiular
inlte(rest to small businesses colltellilating pension pl)lIs, directt
ilivestmenlt, in UJ.S. (Clovernientli sectirities of a 1new series is aliuthlorizied
oll byIn tlie iHouseI)ill an1( youri comillitee's subst ituite. ''Thlese

neow bonds, wh}lichll ,uiist be issue(l in thle names of tlie individual
employees includingg owvncr-eIlml)loyee) on %whoso be)(half they are

p)llchatsed (and thuls will be niont'orifeitable), will be nontninsferable
lnld mlmay inot be clashed lintil tlie individual in vwhoso linalicl the bonds

S.I506° ( S. Tlc)ts.., 87-1, vol. 0-.....---4'7
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are issued has attained age ,5911 (insurance ago 60) or has bocolne
disabled or deceased. Inl order to 1)prevet lleso )bonds from being
used for purposes other than retirement, the bill provides that interest
on thoenvmust stop within 5 years after the death of the bon0d owner.
This period corresponds generally to other provisions of the bill re.

quiring disI)osition of a deceased owner-employee's interest in a re.
tirerment plan within a specified period of time after his deatli. Tlh
plurplose of direct bond purchases under a qualified retirement plan is
to avoid tlhe expense of establishing at trust to administer the retire-
ment fund assets. The new series of Government securities mayalso be purchased l)y the trustee of anll existing pension plan if it is
desired to make that form of investment.
Where ia pension plan has invested in these retirement bonds, the

bill provides that no income will be realized l)y the empIloyeo at the
time the bonds are distributed to him; rather, the principal anl( interest
on the bonds will be included in the employee's income at the time
they are redeemed. Although these new bonds mlay be purchased
by anyone, their cost will be deductible for income tax purposes only
if they arel)urchased under ai qualified bond purchase1)lan or by a
qualified retirement plan. JThe amount deductible is to be determined
in thesaml e manner as if the cost of the bond were a contribution to a
qualified retirement trust, except that tlhe special rules relating to
excess contributions in the case of owner-employee typeplans (1d not
apply. Those rules are considered inal)propriate to qualified bond
purchase plans not only because the special bonds might be I)urchased
by anyone (and not solely for retirement purposes) but alsol)ecallse
the denominations in which the)bonds migllt b)e issued will not neces-
sarily corresp)onId to thle amount which might be contributed and
deducte,d by an owner-emplloyee. Under tlhe bond purchase plan asI
passedd by the House a(ndl approved by your committee, income realized
on the redemption of tlie special l)onds principall and interest where
tie cost of the bolnd(l was deducted, interest, only i other cases) will
always be taxed at ordi unar y rates. Mmoreover,t(llere would be no capi-tanl gailis trendatimenl t onil a. llln)p-slml distribution of thllese special bonds
to anll individual covere(l by a (1ualifi(, po(ensiol (trust.. By makingg tile
earliest redemption late, for thlhese bl)ond ago 59)3 , except in tlhe case
of death or(lisalility, these b)on(ls will genier'ally be una tractive to
ordinary investors because tlley may hesitate e to freezethlei caplital
for long periods of t ine.

K. EXCI': S(CO' rill 'UTlN'

T'lhe bill asreported by your committee proxy ides cerltinl)e(lalties
where excess('colt'ributlionls are1 allladeul(111 )' ell)siol 1)pla on bevhalf of
an owner-eml)loyee.generallyl, under tilhe bill, an excess contribution
is all amnoulint greater thlan tOle total of (1) allow ble) contributions,
upon11) wllicl tle(ded(luctibleatimount is biased, and (2)I)ermitted volin-
tiary cont.ribulltions whiic( l ill no case are(deductible. 'IThe bill requires
that, any su(ch excess contributionsnmlst, be r'et1irIne(l to the owner-
emplloyee onwhose belalf' it wasma1lde, together witbh income e earn ed
ontlie excess contributions. Tlhe inceommle so 'retlmeed willb)eItxable
to the, sel1'-emlpiloyed person o'or whioim the conl trilbution was made.
If an excess cont(ribu tion is not repaid withlin 6 months after notdifica-
tion has been received(thatthl e con tribu tion was excessive,tilepllan
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is temporarily disqualified (until the excess is returned) with regard
to the person onil whose behalf the excess contribution was made and
hoe is tixe(l on the annual income eariined by the entire fund in the plan
which is attributable to his interest. Where all excess contribution is
Iwillfully made, however, the entire interest of the individ(lual onll whose
behalf it was made in all plans in which lie participated as an owner-
employee (including the corpus allocated to his account) is required
to b,(distributed to him, and lie is further disqualified from partici-
I)ating in any pension plans as an owner-employee for a 5-year period.
Furthermore, 11o opportunity is given to repay a willful excess contri-
bution aln( escape the consequences.
Your committee has added an exception to the foregoing rules

under which an owner-employee (but not a self-employcd individual
who is not an owner-enmployee) would be permitted to purchase
annuity or life insurance or endowment policies on his life from an
insurance company at level premiums without fear of making an
excess contribution. Under this exception, an owner-employee would
be permitted to contribute each year towardthie I)urchase price of
his policy up to an amount equal to the amount lie would llave been
allowed to contribute on the basis of his average earned income for
3 years preceding issuance of tlhe last such policy under the plan.
Thus, for example, if an owner-employee who has earned income of
$10,000 per year for a 3-year period contracts for a life insurance
policy on his own life, and the annual premium thereon is $1,000, he
may continue to contril)ute the amount of the prelliunm annually
even though his earned income falls below $10,000. Moreover, under
this amendment if his earnIed income subsequently were to increase
to an average of $ 15,000 per year for a 3-year period lie could purchase
additional policies calling for annual p)reliulls of $500. Thereafter,
hecouldco ntinue to pay the prenIliul of $1 ,500 per yeardespite a
future drop Jin his earned incollie. however, aiiouilits contributed
under this exception will be deductible) oly to the extent that they
are rehl:ted to earned income for tlhe taxable yeari. Thus, for exampl)le,
while an individual under this ruleil ay l)e ppermitted to p)uircltaso
an nnlluitv contract for a level premiumll of $1,000 a yeari, none of
that purchlase price would lbe deductible if the self-eillplloyed individual
actually had 110 ean ed income for the taxable year. As I)reviously
expl)lilled, amounts contributed under at qualified bond pur'chas
planire not subject to the excess contribul)tion rules. For reasoIlS
similar to those there stated, your committee is of the opinion that
exceptions mrom tlhe excess contributions rules in tlhe case of life instir-
ancet, en(IowlNen t or annuity contracts issued on thle life of an owner-
emiployee also is desirable. Moreover, this exception is limited so
that under no circumstances could the owner-enmployee obtain under
one or more retirement plans level-preImiumI policies. requiring annuIal
paymienls of more than $2,500. If lie does so, he forfeits tlhe benefitss
of this exception and the entire amount of the premiums (not merely
tlhe amount ill excess of $2,500), would be subl)ject to the excess con-
tribut ion rules.

T. PAYMENT OF I,-INEFITS TO OWNE,-EMPLOYEES

Your co mmittee's bill, hke the House bill, requires that retirement
plans established by owner-employees for their own benefit, or for
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the benefit of themselves and their employees, may not begin paying
retirement benefits to owner-employees before they reach age 596}
(insurance age 60) except in the event of death or disability. Under
your committee's bill an individual is considered disabled if he is
unable to engage i any substantial gainful activity because of a

medically determinable I)hysictll or mental impairment which can be
expected to result in death or to be of long-continued and indefinite
dIIuration. Distribution of retirement, benefits, however, must, begin
inot later than 702 (insurance age( 70) in the case of owner-elmployees,
and notIlter than age 70) or the year in whichlhe ret ires ill the case
of employees and self-emllployed individuals other then owner-1em-
ployees. If an owner-employee (lies, his remaining interest in tho
retirement plan Iaust 1)be (1) distributedd to beneficiaries within 5
years from the date of his death or, if later, the (leath of his spouse,
(2) used within 5 years to purchase anll iullnediate. annuity which will
be payable over the l)eneficiary's life or over aiIperiod no longer than
the l)benficiary's life expectan'.cy or (3) paid out, under a plan of distri-
bultioi already collllmmenced(, over a period no longer than the life
expectancy of the employee or tlhe joint life expectancy of the elm-
t)loyee an(l his spouse.

If the distribution is lmadle under alternative (1), above, and is
completed within 1 taxable year of the belleficiary, tlie distribution
would be) treated under tlhe special rules of the bill relating to lump-
suml distributions and the special 5-year-averaging devise would apply.
(See subdi vision Q.) Ont the other hand, if thle distribution is made
as l)permitted(l 1 alternative (2), above, there would be no tax due upon
distribution to thle beneficiary of thle annuity contract, but, hlie would
be taxal)le at ordinary income tax rates on amounts received( by him
under the an~numityv contract. ]Distributions under alternative (3),
above, would be taxable at. the time payments are received by the
benfli('itry un(ler t le tann11 uity c'on tract,.
Your committee addedl i te third alternative in order to eliminate

tli(e needless cancellation of one anilnuitv contract and the issuance of
another one whlic would{pay out over tlhe samlle period its the orig(immil.

M. PRIEMATUIIE DIS'TRlIIUT'I'IONS

A tax p'lnalty is imposed 1)y tIte Hlouse bill, and l)y youl commit-
tee's stll)stitute, in cases whe re a l)rem(atulre (listribultion of all or part
of tile 'retilrelent, i'nd{l( is made beforerl'(' e owner-(emplloyee rea'iches
age 591' 0or I)ecomnes disabled. Under bothl bills, in these cases, if the
plrelmatll're (istribtion alllioullts to $2,5() or more, tih tax imposed
would not be less thanl t11) percent of the iIncrease in tax thilit would
have ressullt(ed if tlhe inlcoume had been received ratably over the 5 ye'rs
endingng' withl the yearll of distribution. If tlle premnll);ltire distril)tionl
amounts to less tlaim $2,501), tlhe tax due would )(e 1l1) pe)'rcelt, of tlie
inrealase in (ax resultinlmf'ron inc('lsion of t(he entire am111ountI of the
p)retl1llure (listriutllion in gross incomime fol thIe('ur1re1nt, vyea'. Inl
either( evo'llt, Il(e taxable illcoilme for ll(he year ill itwhich (listrilltioln
occu'.s is t created as being not, less than tie x(ocss of t(1e ami1ount of' the
distriFibution inl(c11lil)e iln gross il'omei over tihe (de(dluctions allowanle
for personal exemptions. Any resulting illcrease ill tax ca be,, reduced
only by tle credit for wiitlIlel(d taxes. As aI fturlherlpenalltv in cnse of
a pi'irelature distribution, the owl(er-elI)ployee is d(isqu(lifili((I from
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participating in a retirement plan on his own behalf for 5 years follow-
ing the year in which the distribution is male. These penalties are

imposed in order to prevent retirement plans from, in effect, becoming
income-averaging plans under which deductible contributions would be
made to the plan in high-inconme, high-tax years and the assets would
be drawn down in low-income or loss years when little or no tax would
be due. It is the purpose of this bill to provide means for financing
retirement; these penalties are designed to insure that retirement
plans will not be used for other purposes.

N. TWO Oil MORE BUSI.NESSES

An ownier-employee (or a group of two or more owneCr -elll)loyees)
who controls more than one business would be required under, the bill
to group together all controlled business activities, and coalesce them,
for the purpose of determining whether all employees of the owner-
employee are covered by a retirement plan, and also for the purpose
of insuring that the limitations on contributions are not exceeded.
Under this requirement, an owner-employee could not make contribu-
tions under two or more retirement plans, which, when totaled to-
getlier, would exceed $2,500, nor could he deduct more than $1,750 in
any taxable year. Thus, an owner-employee may not exceed the
limitations on deductible contributions by splitting his activities
among two or more businesses and establishing retirement plans in
each, nor could lie divide his businesses and set up a retirement plan
in one business in which, for example, lie is tile only employee.
The bill also provides that an individual who is an owner-employee

in a business (whether or not lie controls thie business) and is also an
owner-emplloyee of another business which lihe controls may not be
covered un(ler tlhe plan of tlhe first, business unless lie has established
a plan for the employees; of the business which he controls. The plan
for the business whichihe controls must provide contributions and
benefits for employees which are at least as favorable as thle contribu-
tions and benefits l)providCd for owner-epl)loyees under the I)lan of
tlie first business.

0. CONSTRlUC(TIVE OWNERSHIP

Your committee's bill includes rules (not included in the House
bill) wllicll attribute to a self-employed individual ownership interests
in a t trade or business which are liel(l by his spouse or minor children.
T', bill also provides that an individual who owns any interest in a
business or is an employee of tile business is to b1e attril)buted with
owne'rsllil) interests in tle )business which arc owned by his ancestors
or lineal descendants. 'I'llis will insure that no individual will be
able to avoid tihe special requirements of tle bill by arguing tlat lhe is
not aln owner-employee,' but merely an eml)loyee of at business
ownl(ed by these close relatives. For example, although other pro-
visions of law permit formation of valid familypartinl;rslhips, by
nationn of ownership) interests under, wlich income will beo taxed to
the various fanlily partners rather tl.han to tlhe donor of tli ownership
iit(.erests, your committee believes that for retirement plan purposes,
such a don or should b)e treated as continuing to own the interests he
has ,giveCn to tlieqc close relatives.

23
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P. ANNUITY TREATMENT FOR DISTRIBUTIONS

As under present law and under the House bill, retirement benefits
under your committee's bill, when paid to individuals as annuities
under qualified plans would be taxablle as ordinary income except to
tlhe extent that they have been financed by nondeductible contribu.
tions in which case benefits would be taxable under existing rules
which allow individuals to recovci their capital investe(l in a retirement
contract free of tax.

Q. ESTATE AND GIFT TAX EXEM.lPTION

With respect to the estate and gift tax exemption in the case of
retirement plan benefits, your committee's bill, like the House bill,
does not change present law as it applies to ordinary employees,
including owner-managers of corporations. However, the bill does
not extend these exemptions to the self-employed (whether or not
they are owner-employees) insofar as contributions were made to thle
plan by or for the individual while lie was a self-employed person.
Phe estate and gift tax exclusions will continue to apply with respect
to any employer contributions made while the individual was not a

self-employed person.

R. LUMP-SUM DISTRIBUTIONS

While your committee's bill does not extend to self-employed
individuals (whether or not they are owner-employees) capital gains
treatment on certain lumnI-sum distributions from retirement l)lans,
such treatment is not deniedd to employees of the self-employed, who
are treated in thle sa manner as employees of corporations. Under
both tle House l)ill aind your committee's substitute, a self-employed
individual will receive capital gains treatment on that portion of a

lumpl-sum distribution which is attributable to any employer con-
trillutions made on his behalf while lihe was not a soelf-employed
person. Capital-gain treatment is not allowed for luml)-suml dis-
tril)butions derivedd from contributions as a self-employed persoll, l)ut
a special averaging device l)rovides for tlhe taxing of such luml)-sum
distributions received )by self-employed individuals after age 59./, or
received before age 591, because of disal)ility or death. Ullnder the
bill, the tax on such a distribution is five times tlhe increase in tax
resulting from adding 20 percent of such distribution to other taxable
income, or by treating 20 percent of the distribution (reduced only by
personal exemptions for the year) as taxable income. In this way
some protection from tlhe graduated rates of the individual income
tax is given to those idl(lividuals who receive such a luml)-sum
distribution.

S. PROHIBITEI) 'RANSACT'IONS

Tlhe bill tightens the prohibited transaction rules of present law with
resl)ect to trusts forming part of pension plans covering owner-
employees whlo control the business by means of a more than 50-
percent ownership interest. Substantially identical rules were con-
tained in tlle louse bill. In these situations, since the owner-
employee is, in effect, dealing with himself, your committee has pro-
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vided that the owner-employee may not borrow from a trust he has
established, may not buy from or sell property to that trust, and may
not charge any fees for services he renders to the trust. It may be
extremely difficult to review the activities of the large number of small
trusts that may be established under this bill, and for these reasons
your committee's bill l)rohibits owner-em0ployees from engaging in any
transactioll with their own retirement trusts.

T. SUMMATION OF REQUIREMENTS FOR OWNER-EMPLOYEE PLANS

In summary, retirement plans covering owner-employees must
meet the following requirements or qualifications in addition to those
which present law requires of all retirement plans:

(1) If it is a trusteed plan, the trustee must be a bank or similar
institution with fiduciary powers, but another person (who may be
the employer) may be given power to control investments of tlhe trust
fund.

(2) In the case of owner-employees, benefits may not be payable
before the owner-employee reaches age 59}M, except in the case of
severe disability or death, and benefit payments must begin before
he reaches age 70}i; in the case of self-employed individuals other than
owner-employees, and employees of self-employed individuals benefits
must be payable at age 70}C or retirement whichever is later Bene-
fits in thle foregoing cases may, under regulations, be payable over a

period no longer than the life expectancy of the employee (including
owner-employees) or the life expectancy of the employee and his
spouse.

(3) In the case of plans of owner-employees with employees, con-
tributioils for employees must be nonforfeitable at the time they are

nlade.
(4) In the case of a profit-sharing plan, a definite formula for deter-

minillg employee contributions must be provided.
(5) Plans covering owner-employees must provide contributions

for each full-time employee who has 3 years of employment.
((0) An owner-employee must consent to be covered by thle plan.
(7) No excess contribution may be made.
(8) Where an owner-employee has employees, the plan may be co-

ord(inated with social security (under special rules) only if allowable
contributions for him are not more than one-third of tilhe total con-
trihultions made under tile plan.

(9) If an owner-employee (lies, his entire interest must within 5
years be (a) distributed to designated beneficiaries, (b) used to pro-
vide immediate annuities for them, or (c) paid out, under a plan of
(listribiltion already commenced, to a beneficiary over the life expect.
ancy of the owner-employee or over the joint life expectancy of the
owner-employee and( his spouse.

(10) Excess contributions, if made, must, be returned to the person
wh1o made them, and income earned by the plan which is attributable
to the interest of an owner-employee with respect to whom an excess
contribution was not timely returned must be taxed to the owner-

Clemployee.
(11) For purposes of qualifying the plan and determining what

limitations are applied to contributions for owner-employees, two or
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more businesses controlled by an owner-employee or by a group of
'owner-employees must be considered as a single business.

(12) Contributions on behalf of any owner-employee must be de.
termined on the basis of his earned income from the trade or business
with respect to which the retirement plan is established.

VII. PnovISIONS OF BILL MIADE APIIPICABLE TO ALL RETIREMENT
PLANS

Vesting on termination of plan; jorfeiture.-The bill adds two new
paragraphs to section 401(a) of the code which have the effect of
codifying certain regulations and administrative practices of the
Internal Ievenue Service. These new paragraphs will apply to all
pension plans, not merely those which cover self-employed persons,but because these practices have been in effect for many years, it is
understood that no existing employee retirement plans would be
invalidated by the addition of these rules to the statute.
The first of these new paragraphs requires that, upon termination

of the plan or complete discontinuance of contributions thereto, the
rights of all employees then covered by the plan must be nonforfcitable.
The second of these two new paragraphs imposed upon all retirement

plans makes it plain that forfeitures of nonvested funds must not be
used to increase the benefits any employee would otherwise receive
under the plan.

'Face amount certificates.-Under the bill nontransferable face
amount certificates may in the future be purchased by nontrustecd
retirement plans (including plans established by corporations). ''ho
present rules permit trustees to invest in such certificates, unless
prohibited by local law. Because such certificates so closely resemble,
term-certain annuity contracts, your committee believes they should
be permissible investments in the same manner as annuity contracts.

Nontransferable amenity contracts.-Your committee has added a
provision to tlihe bill under which annuity contracts issued under a

qualified retirement plan after 1961 must be nontransferable, except
where it is owned by a trustee of a qualified plan.

(u1,stodi(l account6s.-CCustodial accounts in at bank may be employed
as a medium for funding qualified retirement plans of corporations, as
well as plans covering self-employed persons. This provision of your
committee's bill requires that funds in the custodial account must bo
invested either in stock of a regulated investment company or iln
annuity, endowment, or life insurance policies issued by an insurance
company. 'I'This )provision will enabl)le many retirement plans to reduce
their costs of a(ldmii)istration since the bank will not have to perform
tile duties and accel)t t.he responsibilities of a trustee.

VJTI. MISCEI,IANEOUS PROVISIONS OF 'rIHE B]IL

'1The bill l)ermliits self-eimployed individuals to qualify for the retire-
ment-income. credit on the basis of distributions from qualified
retirement plans. However, it does not permiit self-employed persons
to qualify either for the $5,000 deat.h-benefit. exclusion or for the
sick-pay exclusion. Those provisions were enacted for the benefit
of employees as contrasted to the self-employed and it is not the
purpose of this bill to treat self-employed individuals as employees
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oxcop t for retiroment-plant purposes. HIowever, tlhe bill does allow
a soef-omployed individual to exclude from his gross income under
section 104 of the code amounts received through accident or health
insurance for personal injuries or sickness, to the extent that such
amounts are attributable to his own nondeductible contributions.
Where pension contributions take the form of the purchase of

annuities, any loans against these contracts by an owner-emJployee
are treated as distributions and any repayments of such loans are
treated as Contributions. In addition, if any portion of a trust or of a
contract is assigned or pledged by an owner-enmployee that portion
is also treated as a distribution from the trust or under the plan.
Without these rules, an owner-employee could, in effect, obtain pre-
mature access to a substantial portion of the pension funds being
accumulated for his retirement.
The bill makes it plain that the deduction for contributions made

to a retirement plan by a self-employed individual on his own behalf
may not be used to create or increase a net operating loss, and that
owners of unincorporated businesses which elect to be taxed as cor-
porations may participate in qualified retirement plans only in their
capacity as self-employed persons. T'he bill also makes it clear that
amounts contributed to a qualified retirement plan by a self-employed
individual which are deductible, are treated as deductions from gross
income in computing adjusted gross income. Thuims, a self-employed
individual may take this deduction and still qualify for the standard
deduction.

IX. TEICHNICAL, EXPLANATION

1. SECTION t. SHORT TITLE]
Tlie first section of the bill provides that the act nmay be cited as

thlo 'Solf-.lmployed Individuals Tax Retirement Act of 1961."

2. SECTION t. QUALIFICATION OF I'LANS

Section 2 of the bill amends section 401 of tilo Internal Revenue
Code of 1954 to provide that self-employed individuals mayIbo covered
unde(l qualified pension and profit-sharing plans. In addition, sec-
tion 2 amends section 401 to add additional requirements which must
le met in order for a trust forming part of ia plan covering self-em-
ployed individuals who own more than 10 percent of the business to
(qualify,under section 401. heree are also added to section 401 two
additional requirements which must be met by all qualified trusts and
plans and one additional requirement which must be met 1)by qualified
trusts and plans covering so f-1omp)loyed individuals.
Sectio /401 (a)
Existing section 401 (a)(5) of the code provides that a plan shall not

beo considered discriminatory merely because the contribute ions or )ben-
ofits under the plan )boar a uniform relationship to tlhe "total compen-
sation, or theo basic or regular rate of comil)ensation," of the em-
ployeeoos covered under the plan. Paragraph (1) of section 2 of tho
)ill amends section 401 (a) (5) to provide that, for purposes of that sec-
tion and section 401 (a) (10), theo total compensation of a self-employed
individual is such individual's earned income (as defined in sec.
401 (c) (2)), and that the basic or regular rate of compensation of such
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an individual is that portion of his earned income which bears the
same ratio to his total earned income as the basic or regular cornpenl
sation of the employees (other than self-employed individuals) bone.
fited under the plan bears to their total compensation. This ratio is
to be computed in accordance with regulations prescribed l)y the Sec.
retary or his delegate.

Existing section 401(a) of the code sets forth the requirements
which a pension, profit-sharing, or stock bonus trust must meet in
order to constitute a qualified trust. Paragraph (2) of section 2 of
the bill adds additional requirements (new pars. (7) to (10), inclusive).
The new paragraph (7) of section 401 (a) provides that a trust will

not qualify unless the plan of which it is at part lprovi(les that, )uponl
its termination or upon complete discontinuance of contributions
under the plan, each employee benefited under the plan will have an
immediate vested right to so much of his benefits under the plan as
have accrued and have been funded at the time of the termninatioin or
discontinuance or, in the case of a money purchase plan, will have an

immediate vested right to the amounts credited to his account as of
the dite of the termination or discontinuance. 'This )'revision is not
to be applicable, however, to benefits or contributions which, pursuant
to regulations prescribed by thle Secretary or his delegate to l)reclude
discrimination, may not be used for designated employees in theevent
of early termination of the plan. For example, this provision would
not require vesting when certain officers or}highly compensated employ-
ecs are, atthe inception of thle1)lan, within a few years of retirement
age an(l the granting of vested rights to such employees upon termina-
tion of the )lanll shortly after they reach retirel'ment age would result
ill the plan being discrilninatory in favor of suc officers or highly
COllpenllated employees.

Thl new parI'agral)h (8) of section 401 (a) provides that a trust form-
inlg I)art of' al)eision plan will not qualify unless the plan of which it
is a part provides that, forfeitures must not be applie(l to increase the
benefits anyemployee would otherwise receive under thel)lan. There-
fore, if the plan calls for future contributions, the forfeitures must be
used to reduce such contributions.
The new paragraph (9) of section 401 (a) provides that, in the case

of a plan which provides contributions or benefits for employees some
or all of whomr are employees within the meaning of section 401(c)(1),
a trust will not qualify unless, under the plan of which it is a part,
the entire interest of each employee either (A) will be distributed to
him not later than his taxable year in which he attainsthel age of
70C years, or, in the case of anelpl)loyee other than an owner-emlp)loyee
(as defined in sec. 401(c)(3)), in which he retires, whichever is the
later, or (B) will be distributed, commnI encing before the (lose of such
taxable year, (i) over thelie of' such employee or over the lives of
such employee and his spouse, or (ii) over a period not extending
beyond the life expectancy of such employee or over the life expect-
ancy of such employee and his spouse. For these purposes, the Secre-
tary or his delegate is to issue regulations prescribing the specific
conditions under which these requirements will be considered to be
met.
The new paragraph (10) of section 401 (a) provides that, in the

case of a plan which provides contributions or benefits for any owner-
employee (as defined in sec. 401(c) (3))--
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Section 401(a) (3) and the first and second sentences of section
401(a) (5) shall not apply, but-

(i) such plan shall not be considered discriminatory within
the meaning of section 401(a)(4) merely because the contri-
b)utions or benefits of or on behalf of employees under the
plan bear a uniform relationship to the total compensation,
or the basic or regular rate of compensation, of such em-
ployees, and

(ii) such plan shall not be considered discriminatory within
tlhe meaning of section 401(a)(4) solely because under the
plan contributions described in section 401(e)((3)(A) which
are in excess of the amounts which may be deducted under
section 404 (determined without regard to sec. 404(a) (10))
for the taxablle year may be made on behalf of any owner-
employee.

Ill addition, subparagraph (B) of the new sectioll 401(a)(10) pro-
vides.that a trust forming part of a plan covering a self-employed
individual owning more than a 10)-percenlt interest in the business
must, in order to qualify under section 401, also meet thie new require-
ments of section 401 (d).
Section /01 (c)
Paragraph (3) of section 2 of the bill adds a new subsection (c)

to section 401 (a) of the code, which contains certain definitions and
rules relating to self-employed individuals and ownler-elll)loyees.

(1) Definition of "employee."-Under tihe pl)rsent law, a qualified
plan canl cover only those individuals who are employees under com-
mon law. Paragraph (1) of the new slilsection (c) defines the term
"employee" to include, for any taxable year, a self-enmployed in-
dividual who has earned income (as defined in sec. 401(c)(2)) f'ox the
taxable year.
To the extent provided by regulations of the Secretary or his dele-

gate, the term "employee" also includes, for any taxable year-
(A) an individual who would be an employee within thle mean-

ing of the first sentence of section 401(c)(1) but for the fact that
the trade or business carried on by such individual did not have
net, profits for the taxable year, and

(B) an individual who has been an employee within the mean-

ing of the first sentence of section 401(c)(1) for any prior taxable
year.

(2) Definition of "earned income."-Paragraph (2) of the new sub-
section (c) contains a definition of "earned income." Subparagraph
(A) provides that such term means the net earnings from self-employ-
ment (as defined in sec. 1402(a)) to the extent that such net earnings
constitute earned income as defined in section 911(b) but determined
with the application of sub))ragrapli (B) of the new subsection (c)(2),
but such net earnings and earned income slall be determined with
certain modifications. Tlhe first of these modifications provides that
doctors and certain ministers, who are not subject to the tax on self-
employment income, shall be treated, for this purpose, as being en-
gaged in a trade or business from which not earnings from self-employ-
ment are derived. The second modification provides that certain
individuals described in section 3121(d)(3) who are not employees but
who are not subject to the tax on self-employment income shall be
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similarly treated. The third modification provides that amounts
which are not, otherwise includible in gross income shall not be included
in an individual's net earnings from self-employment.
Subparagraph (B) of the new subsection (c)(2) provides that, in

applying section 911(b) of the code for purposes of determining the
"earned income" of a self-employed individual who is engaged in a
trade or business in which both personal services and capital are
material income-producing factors and with respect to which the
individual actually renders personal services on a full-time, or sub-
stantially full-time, basis, so much of his share of the net profits of
such trade or business as does not exceed $2,500 shall be considered
as earned income. Such Subparagraph (B) also provides that, in the
case of any such individual who is engaged in more than one trade or
business with respect to which lie actually renders substantial personal
services, if with respect to all such trades or businesses he actually
renders personal services on a full-time, or substantially full-time,
basis, there shall be considered as earned income with respect to the
trades or businesses in which both personal services and capital are
material income-producing factors (A) so much of his share of the net
profits of suich trades or businesses as does not exceed $2,500 reduced
by (13) his share of the net profits of any trade or business in which
only )ersonal services is a material income-producing factor. When
a self-employed individual is engaged in two or more trades or busi-
nesses in winch both personal services and capital are material income-
producing factors, the $2,500 must be allocated among such trades or
businesses, but in no case shall the individual be considered to have
earned income from a trade or business in excess of his share of the
net profits of such trade or business.

Section 911 (b) provides that, in the case of a taxpayer engaged in
a trade or business in which both personal services and capital are
material income-producing factors, such individual's earned income
from such trade or business shall not exceed 30 percent of his share
of the net profits of such trade or business. Subparagraph (B)
provides that its provision sliall not be construed to reduce the amount
of an individual's earned income below that which he would be con-
sidered to have under section 911(b). The application of subpara-
graph (B) may )be illustrated by the case of an individual who is en-
gaged on a full-time basis in a trade or business in which both personal
services and capital are material income-l)roducing factors and whose
net profits from the trade or business for the taxable, year are $6 000.
Under section 911(b)), such individual would be presumed to have
received not more than $1,800 of earned income from such trade or
business (30 percent times $6,000). However, under subparagraph
(B) such individual is considered to have received $2,500 of earned
income from such trade or business.

(3) Definition of "owner-employee."-Certain of the provisions of
the bill are applicable only to owner-employees or to plans covering
owner-enmployces. Paragraph (3) of the new subsection (c) defines
the term "owner-employee" to mean an employee who-

(A) owns the entire interest in an unincorporated trade or
business, or

(B) in the case of a partnership, is a partner who owns more
than 10 percent of either the capital interest or the profits interest
in such partnership.
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To the extent provided in regulations prescribed by the Secretary
or his delegate, the term owner-employee also means an individual
who has been an owner-employee within the meaning of section
401 (C) (3).

(4) Definition of "employer."-In order to qualify under section
401, a plan must be a plan of an employer. Paragraph (4) of the
new subsection (c) provides that, for this purpose, an individual
who owns the entire interest in an unincorporated trade or business
shall b)e treated as his own employer. Similarly, a partnership shall
be treated as the emrnployer of its partners.

(5) Rules of constructive ownersh'ip.-Paragraph (5) of the new
subsection (c) provides rules of constructive ownership for determining
who is an owner-employee and for determining in certain other
situations an individual's ownership interest. Under such paragraph
(5), an individual shall be treated as owning any interest ill an unin-

corporated trade or business which is owned, directly or indirectly,
by his spouse or minor children. 'Pllis rule is apl)licable whether or
not such individual himself owns any interest in the trade or business.
Inl add(lition, when an individual owns any interest in an unincorporated
trade or business or is an employee of such trade or business, lie shall
also b)e treated as owning anly interest in such unincorporated trade
or business, which is owned, directly or indirectly, by his ancestors
or by his lineal descendants. Paragraph (5) provides, however, that
any interest treated as owned by any individual by reason of such
paragraph sliall not be treated as owned by him for the purpose of
applying such paragraph in order to make any other individual the
constructive owner of such interest. For the l)urpose of paragraph
(5), a legally adopted child or an individual is treated as a child of such
ind(lii(ual by blood.
Section 01 (ld)
Paragraph (3) of section 2 of the bill also adds a new subsection (d)

to section 401, which sets forth additional requirements which must be
met in order for a trust-forming part of a pension or profit-sharing
plan providing contributions or benefits for any owner-employees to
qualify under section 401.

(1) Trustee must be a bank.-Paragraph (1) of the new subsection
(d) provides that, in the case of a trust which is created on or after the
(late of the enactment of the bill, or which was created before such
(late but is not exempt as a qualified trust on the (lay before such date,
the trustee must be a bank. However, paragraph (1) provides that a
person (including the employer) other than a bank may be granted,
under the trust instrument, the power to direct the investment of the
trust funds. Paragraph (1) is not applicable to a trust created or
organized outside the United States before the date of the enactment
of the bill if, under section 402(c), such trust is treated as exempt
from tax un(ler section 501(a) on the (lay before such date. Such
paragraph (1) defines the term "bank" to mean (A) a bank as defined
in section 581, and (B) a corporation which under the laws of tho
State of its incorporation is subject to supervision and examination by
the commissioner of banking or similar officer, and (0) in the case of a
foreign trust, a bank or trust company, wherever incorporated,
exercising fiduciary powers and subject to supervision and examination
by governmental authority.

31
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(2) Vesting.-Paragraph (2) (A) of the new subsection (d) provides
that, in the case of a plan which provides contributions or benefits
for employees some or all of whom are owner-employees, each em-
ployee's rights to or derived from the contributions under the plan must
be nonforfeitable at the time such contributions are paid to or under
the plan. The requirement of vesting shall. not apply to contributions
which, under provisions of the plan adopted pursuant to regulations
prescribed by the Secretary or his delegate to preclude the discriili
nation prohibited by section 401 (a) (4). may not be used to provide
benefits for designated employees in the event of early termination
of the plan.

(3) Profit-sharing plans.-Paragraph (2)(B) of the new subsection
(d) also provides that in the case of a profit-sharing plan which pro-
vides contributions or benefits for employees some or all of whom are
owner-employees, there must be a definite formula for determining
contributions to be Imade to the trust by the employer on t)ehalf of
employees other than owner-employees.

(4) Required co?'erage.--Paragraph (3) of the new subsection (d)
provides that, in the case of a plan wlich provides contributions or
benefits for an owner-emplloyee who owns more tlhanl 10 percent of the
business, the trust forming a part of such plan shall constitute a, quali..
fied trust under section 401 only if such plan benefits each employee
having a period of employment of 3 e(nls or more. For the purpose
of determining whether an individlial is an elmp)loyee for whom1 a
covered owler-enmpl)loyee is required to lrovidle benefits, the new
paragraph (3) provides that tlhe terml "employee" does not include
any emllloyvee whose custoltimar employment is for not, more than 20
hours in ailym one week or is for not more thanll 5 months in any cal-
endar year.

(5) Consent to being included.-l'aragraph (4) (A) of the new sub-
section (d) provides that, under the plan, contributions or I)benefits
must not be provided for any owner-employee unless such owner-
employee has consented to being included under the plan.

(6) .Trime of (istributtion,.-Paragraph (4)(B) of the new subsection
(d) provides thllat, under the plan, no benefits mayI)e paid to any
owner-employee, except in the case of his disability (within thie meali-
ing of sec. 213(g)(3)), prior to his attaining age 59}2.

(7) Contributions for owner-einployees.--lParagraphli (5) of the new
subsection (d) provides that the plain mIust not p)ermIit-

(A) contributions to be made by an employer for any owner-
employee in excess of the amounts which nmay be deducted under
section 404 (determined without regard to sec. 404(a)(10)) for
the taxable year;

(B) in the case of a plan which covers only owner-emnployees,
contributions to be made on behalf of any owner-employeeo iln
excess of those which are deductible under section 404 (without
regard to se-. 404(a)(10)) for the taxable year (i.e., contributions
by an owner-employee in his capacity as an employee may not
be made); and

(C) if at distribution under tlhe plan is made to any owner-
employee before such owner-emplloyee attains the age of 59h/ or
becomes disabled, contributions to be made on behalf of such
owner-employee for the 5 taxable years succeeding the taxable
year in which such distribution is made.
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Such paragraph (5) also provides that subparagraphs (A) and (B)
shall not apply to any contribution which is excepted from the defini-
tion of excess contribution contained in section 401(e)(1) by reason
of the application of section 401(e)(3).

(8) Coordination with social security.--Paragraph (6) of the new
subsection (d) provides that a plan providing contributions or benefits
for any owner-employee must, except as otherwise provided in such
paragraph (6), satisfy the requirements of section 401(a)(4) without
taking into account, for any purpose, contributions or benefits under
chapter 2 (relating to the tax on self-employment income), chapter 21
(relating to Federal Insurance Contributions Act), title II of the
Social Security Act, as amended, or any other Federal or State law.
Such paragraph (6) further provides that, if-

(A) of the contributions deductible under section 404 (deter-
mined without regard to sec. 404(a)(10)) for the taxable year,
not more than one-third is deductible by reason of contributions
by the empl)loyer for owner-employees; and

(B) taxes paid by the owner-empl)loyees under chapter 2
(relating to tax on self-employment income), antd the taxes which
would be payable under such chapter 2 l)y the owner-eml)loyees
but for paragraphs (4) and (5) of section 1402(c), are taken into
account as contributions by the employer on behalf of such owner-

employees,
then taxes paidunder section 3111 (relating to tax on employers) with
respect to an employee may, for purposes of section 401(a) (4) be
taken into account as contributions by thle employer for such employee
under the plan.

(9) Distribution after death.-Under paragraph (7) of the new sub-
section (d), the plan must provide that, after the death of an owner-
employee, his remaining interest in the laln lust I)o either distributed
to his l)eneficiary within 5 years, or used withi'l that period to pur-
chase an immediate annuity for his l)elneficiary which will b1) dis-
tributed immediately to such lbenleficiary or beneficiaries. A similar
rule is provided if distribution of the interest of an owner-employec
has been commenced to his surviving spouse, and the surviving
Spouse (lies before the entire interest is distributed. However, such
paragraph (6) shall not apply if distribution of the interest of an
(wner-empl)loyee has commenced and such distribution is for a term
(certain over a I)period permitted under section 401(a) (0) (B) (ii).

(10) Repayment of excess contrib/?tions.--Paragraph (8) of the new
subsection (d) I)rovides that,, under the plan---

(A) any excess contribution, together with the income attrib-
ltalleo thlerto, is (except in thlie case of a willfully made excess
contril)utionl) to bo repaid to the owner-employee on whose
behalf such excess contribution was nade;

(B) if for any taxal)le year the plan does not, by reason of
section 401(e)(2)(A), meeiC (for purposes of sec. 404) the require-
ments of section 401(d) with respect to an owner-employee, tlhe
income for (lto taxable Vear attrilbutablle to the interest of such
,owner-emlloyee (under the plan is to 1)o paid to such owner-
employee0; andl

(C) tlhe entire interest of an owner-employee is to be repaid
to him, when required by section 401 (e)(2) (E) (relating to willful
excess contributions).
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(11) Control of more than one trade or business.-Paragraph (9)(A)
of the new subsection (d) provides that, if the plan provides contribu-
tions or benefits for an owner-employee who controls, or two or more
owner-employees who together control, the trade or business with
respect to which the plan is established, and who also control as an
owner-employee or as owner-employees one or more other trades or
businesses, such plan and the plans established by such other trades
or businesses must constitute one overall plan which meets the require-
ments of section 401 (a) (including the new paragraph (10) of section
401(a) and section 401(d)), with respect to the employees of all such
trades or businesses.

Paragraph (9)(B) of the new subsection (d) provides that an owner-
emplloyee, or two or more owner-employees, shall be considered to
control a trade or business if such owner-employee, or such twvo or
more owner-employees together-

(i) own the entire interest in an unincorporated trade or
business, or

(ii) in the case of a partnership, own more than 50 percent
of either the capital interest or the profits interest in such part-
nership.

For purposes of determining his ownership interest, an owner-
employee, or two or more owner-employees, shall be treated as owning
any interest in a partnership) which is owned, directly or indirectly,
by a partnership which such owner-emplloyee, or such two or more
owneir-employees, are considered to control within the meaning of
paragral)h (9) (B). ,

(12) Owner-employee benefited under more than one plan.-Paragraph
(10) of the new subsection (d) provides that a plan must not provide
contributions or benefits for any owner-emnployee who controls
(within the meaning of sec. 401(d)(9)(B)), ox for two or more owner-
employees who together control, as an owner-employee or as owner-

employees, any other trade or business, unless the employees of each
trade or business which such owner-employee or such owner-employees
control are included under a plan which satisfies thle requirements of
section 401(a) (including sec. 401(a)(10)) and section 401(d), and
provides contributions and benefits for employees which are not
less favorable than contributions and benefits provided for owner-

employees under the plan.
The application of such paragraph (10) may be illustrated by the

following example:
Example.-X, a self-employed individual, is a 15 percent partner

in the XYZ partnership and is the owner of the P company, a sole
proprietorship. The pension plan of the XYZ partnership must not
provide contributions or benefits for X unless the employees of the
P company are included under a pension plan of that company which
satisfies the requirements of section 401 (a) (including sec. 401 (a)(10))
and section 401 (d), and which provides contributions and benefits
for employees which are not. less favorable than contributions and
benefits provided for X under the plan of thle XYZ partnership.
This req(uireimient must be met whether or not X is included under
thle plan of tlhe P company.

(13) Contributions limited to the earned income from the trade or
business.-Paragraph (1) of the new subsection (d) provides that,
under the plan, contributions on behalf of any owner-employee may
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be made only with respect to the earned income of such owner-
employee derived from the trade or business with respect to which
the plan is established.
Section 401 (e)
Paragraph (3) of section 2\ of the bill adds a new subsection (e)

to section 401, which contains a definition of "excess contribution"
and which sets forth the consequences of making such an excess con-
tribution. For the purpose of determining whether an excess con-
tribution has been made on behalf of any owner-employee in a taxable
year, there must be taken into account all other contributions made
on behalf of such owner-employee for such taxable year.

(1) Definition of "excess contribution".-Paragraph (1) of the new

subsection (e) defines the term "excess contribution" for purposes of
section 401. Except as otherwise provided in section 401(e)(3), the
term "excess contribution" means-

(A) if, in the taxable year, contributions are made under the
plan only on behalf of owner-employees, so much of any contribu-
tion made on behalf of any owner-employee as is not deductible
under section 404 (determined without regard to sec. 404(a)(10))
for the taxable year; or

(B) if, in the taxable year, contributions are made under the
plan on behalf of both owner-employees and other employees-

(i) so much of any contribution made by an employer on
behalf of any owner-employee as is not deductible under
section 404 (determined without regard to sec. 404(a)(10))
for the taxable year;

(ii) so much of any contribution as is made by an owner-
employee (as an employee) at a rate which exceeds the rate
of contributions permitted to be made by employees other
than owner-employees;

(iii) so much of any contributions made by an owner-
employee (as an employee) as exceeds the lesser of $2,500
or 10 percent of the earned income for such taxable year
derived by such owner-employee from the trade or business
with respect to which the plan is established;

(iv) in the case of any individual on whose behalf contri-
butions are made under more than one plan as an owner-
employee, the amount of any contribution made by such
owner-employee (as an employee) under all such plans which
exceeds $2,500; and

(C) any contribution made on behalf of an owner-employee
in any taxable year for which, under section 401(e) (2) (A) or (E),
the plan does not (for purposes of sec. 404) meet the requirements
of section 401(d) with respect to such owner-employee.

Such paragraph (1) provides, however, that the amount of any contri-
bution which is allocable (determined in accordance with regulations
prescribed by tlhe Secretary or his delegate) to the purchase of life,
accident, health, or other insurance shall not be taken into account
in determining the amount of any contribution for purposes of deter-
mining whether such contribution is an excess contribution.

(2) Effect of excess contribution.-Paragraph (2) (A) of the new sub-
section '(e) provides that, if an excess contribution (other than a
willful excess contribution to which sec. 401 (e)(2)(E) applies) is made
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on behalf of an owner-employee in any taxable year, the plan with
respect to which such excess contribution is made shall, except as pro-
vided in section 401 (e) (2) (C) and (D), be considered, for purposes of
section 404, as not meeting the requirements of section 401(d) with
respect to such owner-employee for the taxable year and for all
succeeding taxable years. In any year when an otherwise exempt
trust forming part of a plan is (pursuant to par. (2)(A)) considered,
for purposes of section 404, as not meeting the requirements of sec-
tion 401(d) with respect to an owner-employee, the earnings of such
trust (including those attributable to the interest of the owner-em.
ployee with respect to whom the excess contribution was made) shall
remain exempt from tax in the hands of the trust. However, the
trust shall not be considered exempt for purposes of deducting any
contributions made on behalf of the owner-employee with respect to
whom the excess contribution was made.

Paragraph (2)(B) of the new subsection (e) provides that, for any
taxable year for which a plan does not meet the requirements of
section 401(d) with respect to an owner-employee by reason of para-
graph (2) (A), such owner-employee shall currently include in his gross
income the income for such year attributable to his interest in the
plan.

Paragraph (2) (C) o0' the new subsection (e) provides that paragraph
(2) (A) (and, consequently, par. (2)(B)) shall not apply to an excess
contribution with respect to any taxable year if (on or before the
close of the 6-month period beginning on the clay on which the Secre-
tary or his delegate sends by certified or registered mail, to the trust,
insurance company, or other person to whom such excess contribution
was paid, notice of the amount of such excess contribution) the amount
of such excess contribution, and the income attributable thereto is
repaid to the owner-employee on whose behalf such excess contribu-
tion was made. Such paragraph (2)(C) further provides that, if the
contribution is an excess contribution by reason of exceeding the
deduction limitations under section 404, the notice required to be
sent by the Secretary or his delegate shall not be mailed prior to the
time that the amount of the tax under chapter 1 of the Internal
Revenue Code of the owner-employee to whom the excess contribu-
tion is to be repaid has 1)een finally determined for the taxable year
in which such excess contribution was made.

Paragraph (2)(D) of the new subsection (e) provides that, if an

excess contribution, together with the income attributable thereto,
is not repaid within the 6-month period, paragraph (2) (A) shall not
apply to any taxable year beginning with the taxable year in which
tile trust, insurance company, or other person to whomn such excess
contribution was paid repays the amount of such excess contribution
to the owner-employee on whose behalf such excess contribution, and
also pays to the owner-employee with respect to whom the excess
contribution was made the 'amount of income attributable to the
interest of such owner-employee which, under paragraph (2)(B), is
required to be included in such owner-employee's gross income for
any prior taxable year.

'(3) Special rule if excess contribution was willfully made.-Paragraph
(2)(E) of the new subsection (e) provides that, if an excess contribu-
tion made on behalf of an owner-employee is determined to have been
willfully made, then, instead of applying the provisions of section
401 (e) (2) (A), (B), (C), and (D)-.
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(i) there shall be distributed to the owner-employee on whose
behalf such excess contribution was willfully made his entire
interest in all plans in which he is a participant as an owner-
employee; and

(ii) contributions may not be made on behalf of such owner-
employee to any plan in which he is a participant as an owner-
employee for the taxable year in which it is determined that such
excess contribution was willfully made and for the 5 taxable years
follow-ing such taxable year.

Thus, when it has been determined that an excess contribution has
been willfully made to a plan onl behalf of an owner-employee, such
owner-employee's entire interest in all plans in which he is a partici-
pant as an owner-employee must be distributed to him and he may
not participate in any plan with respect to which he is all owner-
employee for the taxable year of the determination and for the 5 suc-
ceeding taxable years.

(4) Statute of limitations.-Paragraph (2)(F) of the new subsection
(e) provides that, in any case in which a plan does not meet the require-
ments of section 401 (d) with respect to an owner-employee by reason
of paragraph (2) (A), the period for assessing any deficiency arising
by reason of-

(i) the disallowance of any deduction under section 404
because such plan does not meet the requirements of section
401(d) with respect to an owner-employee on whose behalf an
excess contribution was made, or

(ii) the inclusion, under paragraph (2)(B), in gross income of
such owner-employee of the income attributable to his interest
under a plan,

for the taxable year in which such excess contribution was made or
for any succeeding taxable year shall not expire prior to 1 year after
the close of the 6-month period referred to in pargraph (2).(C).

(3) Contributions for premiums on annuity, etc., contracts.-Para-
graph (3) of the new subsection (e) provides for certain exceptions
to the definition of an "excess contribution" in section 401(e)(1).Such paragraph (3) provides that a contribution by an employer on
behalf of an owner-employee shall not be considered to be an excess
contribution within the meaning of section 401(e)(1), if-

(A) under the plan such contribution is required to be applied
(directly or through a trustee) to pay premiums or other considera-
tion for one or more annuity, endowment, or life insurance con-
tracts issued under the plan on the life of such owner-employee,
and

(B) the amount of such contribution exceeds the amount de-
ductible under section 404 with respect to contributions made by
the employer on behalf of such owner-employee; and

(C) the amount of such contribution does not exceed the aver-
age of the amounts which were deductible under section 404
(determined without regard to sec. 404(a)(10)) with respect to
contributions made by the employer on behalf of such owner-
employee (or which would have been deductible if section 404
had been in effect for prior years) for the first 3 taxable years(i) preceding the year in which the last such annuity, endowment,
or life insurance contract was issued under the plan, and (ii) in
which such owner-employee derived earned income from the trade
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or business with respect to which the plan is established . w frori
so many of such taxable years as such owner-employeews;engaged'
in such trade or business and derived earned ih'come' therefromn..

The new paragraph (3) also provides that, in the cusc of any individ-
ual on whose behalf contributions described in there new paragraphir
(3) (A) are made under more than one plan as an owner-emplo6yee
during any taxable year, the amount of contributions to which the new"
paragraph (3) applies for such taxable year must not exceed $2,500..
Thus, if the premiums or other consideration for annuity contracts
paid on behalf of an owner-employee under more than one plan from.
contributions made by employees exceed $2,500, the excess contribu-'
tions rules of sections 401(e) (1) and (2) apply to all such conttribu-.
tions on behalf of such owner-employee for such taxable year:. Fur-:
thermore, any contribution which is not considered to be an excess
contribution by reason of the application of the provisions of.' section
401(e)(3) shall, for purposes of section 401'(e)(1)(B) (ii), (iii), .anid(iV),.
be taken into account as a contribution made on behalf of'such'owner-
.employce as an employee to the extent tlhnat the amount of suclhoon-
tribution is not deductible under section 404 (without regard to'sectibon
404(a)(10)) for the tf.-'ble year, but only f'-r the purpose'of'applying
such sections to other contributions made' on behalf of such owners

employee as an employee.
Section 401 (f)
Under the present law, section 401 (a) of the code rebates onlV to

trusts which form part of pension, profit-sharing, and stock-bonus.
plans. Paragraph (3) of section 2 of the bill also adds a new- sub-
section (f) to section 401(a), which permits certain custodial accounts.
to qualify under section 401(a) if they form, a part of qualified plans.
Under the new subsection (f), a custodial account shall be treated as;
a qualified trust, if-

(1) such custodial account satisfies all the requirements. which,.

must be satisfied by a qualified trust; i4 1 .

(2) the custodian is a bank (as defined in section401(d)(1))'
(3) the investment of the funds in such account (including all

earnings) is to be made either solely in regulated investment
company stock with respect to which an employee is the. bene-
ficial owner (treating as subject to this requirement all capital
gain dividends and any refund to the custodian under section

852(b)(3)(D)(ii) of the code), or solely in annuity, endowment,
or life insurance contracts issued by an insurance company;

(4) in the case of investments in regulated investment com-

pany stock, the custodian or its nominee is the shareholder of

record of all stock held in the account; and
(5) in the case of annuity, endowments, or life insurance con-

tracts, the contracts are held by the custodian until distributed
under the plan.

For purposes of the code, in the case of a custodial account treated
as a qualified trust under section 401 by reason of the new section
401 (f), the custodian of such account is to be treated as the trustee
thereof.
Paragraph (2) of the new subsection (f) defines "regulated invest-

ment, company" to mean a domestic corporation (A) which is a regu-
lated investment company within the meaning of section 851 (a), and

(B) which issues only redeemable stock.
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Section 401 (g)
Paragraph (3) of section 2 of the bill also adds a new subsection (g)

to section 401 which provides that, for purposes of sections 401, 402,
403, and 404, the term "annuity" includes a face-amount certificate
as defined in section 2(a) (15) of the Investment Company Act of 1940
(15 U.S.C. 80a-2); but does not include any contract or certificate
sued after December 31, 1961, which is transferable, if any person
other than the trustee of a qualified trust is the owner of such contract
or certificate.

SECTION 3. DEDUCTIBILITY OF CONTRIBUTIONS TO PLANS

Section 3 of the bill amends section 404 of the Internal Revenue
Code of 1954 to allow the deductions for certain amounts of contri-
butions made on behalf of self-employed individuals who are covered
under qualified pension, annuity, and profit-sharing plans. In addi-
tion, section 404 is amended to provide additional limitations on the
amount that may be deducted with respect to contributions on behalf
of self-employed individuals.
Section 404(a)

(1) Annuity plans.-Section 404 (a) (2) allows, within the applicablelimitations, the deduction of employer contributions paid toward the
purchase of retirement annuities if such purchase is a part of a plan
which meets the requirements of section 401(a) (3), (4), (5), and (6),
and if certain other conditions are met. Subsection (a)(1) of section
3 of the bill amends section 404(a)(2) to provide that the annuity
plan must, in addition to meeting the present requirements, also meet
the requirements in the new paragraphs (7), (8), and (9) of section
401(a) and, if the plan benefits owner-employees, the requirements of
the new sections 401(a)(10) and 401(d) (other than section 401(d)(1).Thus, a qualified annuity plan is, in general, subject to the same
requirements as is a qualified pension, profit-sharing, or stock-bonus
trust.

(2) Inclusion of self-employed.-Subsection (a) (2) of section 3 of
the bill adds a new paragraph (8) to section 404(a), which allows
the deduction under section 404(a) of contributions to a qualified,
plan covering self-employed individuals. To accomplish this purpose
the new paragraph (8) provides that, for purposes of applying section
404 to a qualified pension, annuity, or profit-sharing plan covering
self-employed individuals-

(A) the term "employee" is defined to include a self-employed
individual who is an employee within the meaning of section
401(c)(1), and the employer of such a self-employed individual
is defined to mean the person treated as his employer under
section 401 (c) (4);

(B) the term "earned income" has the meaning assigned to it
by section 401 (c) (2);

(C) the contributions to such a plan on behalf of a self-em-
ployed individual shall be considered to satisfy the conditions of
section 162 or section 212 to the extent that such contributions do
not exceed the earned income (as defined in sec. 401(c)(2) of
such individual derived from the trade or business with respect
to which such plan is established. However, contributions on



40 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

behalf of self-employed indivuduals which are allocable (deter-
mined in accordance with regulations prescribed by the Secre.
tary or his delegate) to the purchase of life, accident, health, or
other insurance are not considered to satisfy the conditions of
section 162 or section 212 and, therefore,-are not deductible under
section 404; and

(D) all references in section 404 to the term "compensation"
shall, in the case of a self-employed individual, be considered a
reference to the earned income (as defined in sec. 401(c)(2)) of
such individual derived from the trade or business with respect
to which the plan is established.

(3) Plans benefiting owner-employees.-Subsection (a) (2) of section
(3) of the bill adds a new paragraph (9) to section 404(a), which pro-
vides special rules for computing the limitations on the amounts
deductible for contributions under a qualified pension, annuity, or
profit-sharing plan covering owner-employees.
Subparagraph (A) of the new paragraph (9) provides that the limita-

tions in paragraphs (1), (2), (3), and (7) of section 404(a) shall be
computed, with respect to employees (other than owner-employees),
as if such employees were the only employees for whom contributions
or benefits are provided under the plan. For example, if a qualified
profit-sharing plan covers both owner-employees and other employees,
the amount deductible under section 404(a)(3) with respect to con-
tributions on behalf of such other employees is 15 percent of the
compensation paid to such other employees if there are no carryovers
for such year.
Subparagraph (B) of the new paragraph (9) provides that the limita-

tions in paragraphs (1), (2), (3), and (7) of section 404(a) with respect
to contributions under a qualified plan on behalf of owner-employees,
shall be computed-

(i) as if such owner-employees are the only employees for whom
contributions or benefits are provided under the plan; and

(ii) without regard to the carryover provisions contained in
section 404(a)(1)(D), the second and third sentences of section
404(a)(3), and the second sentence of section 404(a)(7).

Subparagraph (C) of the new para raph (9) provides that the
amounts which are otherwise deductible under section 404(a) with
respect to contributions on behalf of an owner-employee shall not
exceed the additional limitations provided in section 40,4(e).
The new paragraph (9) further provides that, for purposes of sec-

tion 404, the term "owner-employce" has the meaning assigned to it
by section 401(c)(3) (determined with the application of the rules of
constructive ownership contained in sec. 401(c)(5)).

(4) Special limitation on amount allowed as a deduction for self-
employed individuals.-Subsection (a)(2) of section 3 of the bill adds
a new paragraph (10) to section 404(a), which provides a special limi-
tation on the amount allowable as a deduction under sections 404(a)
(1), (2), (3), and (7) in any taxable year with respect to contributions
made on behalf of any individual who is ah employee within the
meaning of section 401(c)(1).
"The new paragraph (10) provides that, notwithstanding any other
provision of section 404, in the case of any individual who is an
employee within the meaning of section 401(c)(1), the amount allow-
able as a deduction is equal to-
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(1) so much of the contributions made on behalf of such indi-
vidual which are deductible under sections 404(a) (1), (2), (3),
and (7) (determined without regard to the new paragraph (10))
as does not exceed $1,000, plus

(2) one-half of so much of the contributions made on behalf
of such individual which are deductible under such sections as
exceeds $1,000.

The new paragraph (10) further provides that, for purposes of
section 401, the amount which may be deducted, or the amount
deductible, under section 404, with respect to contributions made on
behalf of a self-employed individual, shall be determined without
regar(l to the new section 404 (a) (10).

(5) Interrelation of provisions of section 404/(a).-Section 404(a)(10)
provides that any self-employed individual will be limited to a deduc-
tion of one-half of the amount in excess of $1,000 that would other-,
wise be deductiblee under section 404(a). The Provisions limiting the
amount of otherwise deductible contributions are distinct from the
provisions integrating the retirement plans of self-employed individ-
uals into the structure of the present provisions of the code relating
to qualified plans. Consequently, tile special limitation in section
404(a)(10) is applied solely for the purpose of determining the amount
which will be allowed as a deduction under section 404 for income
tax ptirposes.

(6) Determination of amount allowed as a deduction from gross
income.-In the case of self-employed individuals who are not owhner-
employees, tihe amount of the contributions made on their behalf
which is deductible is determined by first applying to the applicable
provisions of sections 404(a) (1), (2), and (3), and (7). Although
there is no fixed maximum limitation the amount deductible under
section 404(a), the new section 404(a)(8) provides that certain
amounts contributed on behalf of self-employed individuals do not
satisfy the requirements of sections 162 or 212 and are, therefore, not
deductible under sections 404(a) (1), (2), or (3). The amounts to
which the new section 404(a)(8) applies are contributions on behalf of
self-employed individuals which exceed their earned income derived
from the trade or business with respect to which the plan is established,
and contributions which, under regulations prescribed by the Secretary
or his delegate, are allocable to the purchase of life, accident, health, or
other insurance. Finally, for the purpose of determining the amount
which will be allowed as a deduction for income tax purposes, section
404(a)(10) is then applied.
In the case of owner-employees, the limitation in new section 404(e)

is pertinent to the determination of the amount allowed as a deduction.
Therefore, the discussion of the method of computing such amount is
included with the discussion of the provisions of section 404(e).
Section 404(e)
Subsection (b) of section 3 of the bill adds to section 404 a new sub-

section (e), which provides additional limitations on amounts which
may be deducted with respect to contributions on behalf of owner-
employees.

(1) Special limitations for oumer-employees.-Paragraph (1) of the
new subsection (e) provides the additional limitations which are
applicable in determining the amount that may be deducted with
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respect to contributions under a qualified plan on behalf of owner.
employees. Under paragraph (1), the amounts deductible under
section 404(a) in any taxable year with respect to contributions on
behalf of such owner-employees shall not exceed $2,500, or 10 percent
of the earned income derived by such owner-employee from the trade
or business with respect to which the plan is established, whichever
is the lesser.

(2) Overall limitation.-Paragraph (2) of the new subsection (e)
provides that in any taxable year in which amounts are deductible
under two or more plans on behalf of an individual who is an owner-
employee with respect to such plans, the aggregate amount deductible
for such taxable year under all such plans with respect to contribu-
tions onl behalf of such owner-employee shall not exceed $2,500. The
overall limitation in paragraph (2) has no application with respect to
contributions made under a plan on behalf of an employee who is
not an owner-employee of the trade or business with respect to which
the plan is established, even though such employee may be covered
as an owner-employee under a plan or plans established by other trades
or businesses.

Paragraph (2)(B) of the new subsection (e) provides that, in any
case when paragraph (2)(A) reduces the amounts which are otherwise
deductible under section 404 with respect to contributions made on
behalf of an owner-employee under two or more plans, the portion
of such reduced amount which is deductible under each plan shall be
determined in accordance with regulations prescribed by the Secretary
or his delegate.

(3) Contributions allocable to insurance protection.-Paragraph (3)
of the new subsection (e) provides that the special limitations in sec-
tion 404(e) are not applicable with respect to contributions which are
allocable (determined under regulations prescribed by the Secretary
or his delegate) to the purchase of life, accident, health, or other
insurance.

(4) computation of amount allowed as a deduction from gross income
in the case of owner-employees.-If contributions are made on behalf
of an owner-employee under a qualified plan, the provisions of the
new section 404(a)(8) are applicable, and the computation of the
amount deductible under sections 404(a)(1), (2), (3), and (7) is made
in the manner prescribed in new section 404(a)(9). Furthermore,
section 404(a)(9)(C) requires that the amount deductible, as so

determined, must not exceed the applicable limitation in section
404(e). Section 404(e) places a ceiling on the amount deductible.
That limit is 10 percent of the earned income of the owner-employee,
or $2,500, whichever is the lesser. Finally, if the amount deductible
as so determined exceeds $1,000, tile special limitation of section
404 (a) (10) provides that only one-half of such excess may be deducted.
Section 404(J)

Subsection (b) of section 3 of the bill adds to section 404 a new sub-
section (f), which provides that, for purposes of section 404, any
amount paid, directly or indirectly, by an owner-employee in repay-
ment of any loan on an insurance policy which, under section 72(m) (4)
(B), was treated as an amount received under a contract shall be
treated as a contribution to which section 404 (including the limitations
therein) applies on behalf of such owner-employee.
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SECTION 4. TAXABILITY OF DISTRIBUTIONS

Section 4 of the bill amends section 72 of the Internal Revenue Code
of 1954 to provide rules for the taxation of amounts distributed under
qualified plans for self-employed individuals or the beneficiaries of
such individuals. In addition, section 4(b) adds a new subsection
(m)(3) to section 72 of the code which applies to all qualified plans.
Section 72(d)
Existing section 72(d) of the code provides a special rule for the

taxation of an annuity receivable by an employee when the aggregate
amount receivable by the employee under the terms of the contract
during the 3-year period beginning on the date on which the amount
is first received under the contract as an annuity is equal to or greater
than the consideration for the contract contributed by the employee.
Subsection (a) of section 4 of the bill amends section 72(d)(2) to pro-
vide that, for purposes of section 72(d), any contribution which is
made with respect to the contract while the employee is a self-em-
ployed individual but which is not allowed as a deduction under sec-
tion 404 shall be treated as consideration for the contract contributed
by the employee. This amendment merely makes clear that, as in
the case of qualified plans established by corporations, a self-employed
individual may not treat as consideration for the contract contributed
by the employee any contributions under the plan for which deduc-
tions were allowed and which, consequently, are considered employer
contributions. Moreover, under the new section 72(m)(2), described
below, contributions on behalf of an owner-employee which are used
to purchase life, accident, health, or other insurance are not, for pur-
poses of section 72(d), included in the employee's basis for the con-
tract.
Section 72(m)
Subsection (b) of section 4 of the bill adds to section 72 a new sub-

section (in), which provides special rules applicable to the taxation of
employee annuities and distributions under employee plans.

(1) Amounts received before annuity starting date.-Paragraph (1)
of the new subsection (in) provides that any amounts which are re-
ceived under an annuity, endowment, or life insurance contract before
the annuity starting date and which are not received as an annuity
(within the meaning of sec. 72(e)(2)) shall be included in the recipi-
ent's gross income for the taxable year in which received to the extent
that-

(A) such amounts, plus amounts theretofore received under
the contract and includible in gross income under such paragraph
(1), do not exceed

(B) the aggregate premiums or other consideration paid for
the contract on behalf of an employee while such employee was
an owner-employee (as defined in sec. 401(c)(3)) which were al-
lowed as deductions under section 404 for the taxable year and
all prior taxable years.

Such paragraph (1) further provides that any amounts received under
an annuity, endowment, or life insurance contract before the annuity
starting date which are not received as an annuity and which are not
includible in gross income under such paragraph (1) shall be subject
to the provisions of'section 72(e).

43
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The provisions of paragraph (1) may be illustrated by the example
of a self-employed individual who receives $8,000 as a distribution
under a qualified pension plan before the annuity starting date. At
the time of such distribution, $10,000 had been contributed (the whole
amount being allowed as a deduction) under the plan on behalf of
such individual before he became an owner-.employee and $5,000 had
been contributed under the plan on his behalf while he was an owner-
employee, of which $4,000 was allowed as a deduction. In addition,such individual had contributed $1,000 on his own behalf as an em-
ployee under the plan. Of the $8,000, $4,000 (the amount allowed
as a deduction with respect to contributions on behalf of the indi-
vidual while he was an owner-employee) is includible in gross income
under paragraph (1). Of'the remaining $4,000, $2,000 (the amount
in excess of the sumn of the portion of the contributions not allowed as
a deduction by the employer aund the amount contributed by the
individual on his own behalf) is includible in gross income under
section 72(e).

(2) Computation of consideration paid by a self-employed individual.-
Paragraph (2) of the new subsection (m) provides that in computing-

(A) the aggregate amount of premiums or other consideration
paid for the contract for purposes of section 72(c)(1)(A),

(B) the cons.kderation for the contract contributed by the
employee for purposes of section 72(d)(1), and

(C) the aggregate premiums or other consideration paid for
purposes of section 72(e)(1)(B),

any amount allowed as a deduction with respect to the contract under
section 404 while the employee was a self-employed individual shall be
treated as consideration contributed by the employer. Such para-
graph (2) further provides that the amounts described in paragraph
(2) (A), (B), and (C) shall not include any portion of the premiums or
other consideration for the contract paid while the employee was an
owner-employee which is allocable (as determined under regulations
prescribed by the Secretary of the Treasury or his delegate) to the
cost of life, accident, health, or other insurance.

Paragraph (2) merely makes it clear that there shall not be included
in an employee's, or in his beneficiary's, basis for a contract any
amount which was contributed by such employee under a qualified
plan and which was allowed as a deduction under section 404. In
addition, under paragraph (2), there shall not be included in the basis
of any contract the amount of any premiums or other consideration
paid to purchase for an employee while he was an owner-employee
any life, accident, health, or other insurance. Present law is to be
applied in determining .whether an amount to which paragraph (2)
does not apply should be included in the basis of a contract.

(3) Life insurance contracts.-Paragraph (3) of the new subsection
(m) is applicable to any life insurance contract-

(i) which is purchased as part of a qualified annuity plan
described in section 403(a), or

(ii) which is purchased by a qualified trust, if the proceeds of
such life insurance contract are payable directly or indirectly to
a participant in such trust or to a beneficiary of such participant.

Paragraph (3)(B) provides that any contributions to such a qualified
annuity plan or such a qualified trust allowed as a deduction under
section 404, and any income of such a qualified trust, which are
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determined (in accordance with regulations prescribed by the Secre.
tary or his delegate) to have been applied to purchase the life insurance
protection under a life insurance contract to which paragraph (3)
applies are includible in the gross income of the employee for whom
such protection is purchased for the taxable year when such contribu-
tions, or such income, are so applied. In the case of the death of an
employee insured under a life insurance contract to which paragraph
(3) applies, an amount equal to the cash surrender value of such con-
tract immediately before the death of the employee shall be treated
as a payment under the qualified plan or trust, and the excess of the
amount payable by reason of the death of the insured over such cash
surrender value shall not be includible in gross income under section 72
and shall be treated as provided in section 101. The provisions of
paragraph (3) are rules presently contained in the regulations under
the Internal Revenue Code of 1954.

(4) Amounts constructively received.-Paragraph (4)(A) of the new
subsection (m) provides that, if during any taxable year an owner-
employee assigns (or agrees to assign) or pledges (or agrees to pledge)
any portion of his interest in a qualified trust or any portion of the
value of a contract purchased as part of a qualified annuity plan, such
portion shall be treated as having been received in such taxable year
by such owner-employee as a distribution from such trust or as an
amount received under such contract. Paragraph (4)(B) provides
that, if during any taxable year an owner-employee receives, directly
or indirectly, any amount from an insurance company as a loan under
a contract purchased by a qualified trust or purchased as a part of a

qualified annuity plan and issued by such insurance company, the
amount of such loan is to be treated as an amount received under the
insurance contract in such taxable year.

(5) Penalties applicable to certain amounts received by owner-
employees.-Paragraph (5) of the new subsection (in) provides a
penalty tax on certain amounts received by an owner-employee under
a qualified trust or annuity plan. Paragraph (5)(A) provides that
the penalty tax is applicable-

(i) to amounts (other than any amount received by an in-
dividual in his capacity as a policyholder of an annuity, endow-
ment, or life insurance contract which is in the nature of a dividend
or similar distribution) which are received under a qualified
pension, annuity, or profit-shtiring plan by an individual, who is,
or has been, an owner-employee, before such individual attains
the age of 59}, for any reason other than the individual's becoming
disabled (within the meaning of sec. 213(g)(3) of the code),
but only to the extent that such amounts are attributable to the
contributions paid on behalf of such individual (whether or not
paid by him) while he was an owner-employee;

(ii) to amounts which are received under such a qualified plan
at any time by an individual who is, or has been, an owner-
employee, or by the successor of such individual, but only to the
extent that such amounts are determined, under regulations pre-
scribed by the Secretary or his delegate, to exceed the benefits
provided for such individual under the plan formula; and

(iii) to amounts which are received, by reason of the distribu-
tion under the provisions of section 401(e)(2)(E) (relating to
willfully made excess contributions), by an individual who is, or

45
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has been, an owner-employee of his entire interest in all such
qualified plans.

The penalty tax is applicable to such amounts even though, at the time
they are received, the recipient is not an owner-employee. In the case
of an early distribution described in paragraph (5)(A)(i), the penalty
tax is applicable to only so much of the distribution as is attributable
to contributions. paid on behalf of the recipient while he was an owner.
employee. However, the penalty tax is applicable to the entire
amount, to the extent it exceeds the benefits under the plan formula,
received by an employee (or by the successor of an employee) who is,
or has been, an owner-employee, even though a portion of such amount
may be attributable to contributions made on behalf of such employee
while he was not an o6wner-employee.
The penalty tax will, of course, apply only to amounts which would

be includible in the recipient's gross income.
.Paragraph (5)(B) provides that, if the aggregate of the amounts to

which the penalty tax is applicable received by any person in his tax-
able year equals or exceeds $2,500, the increase in his tax for that
taxable year attributable to the receipt of such amounts shall not be
less than 110 percent of the aggregate increase in taxes, for that
taxable year and the four immediately preceding taxable years, which
would have resulted if such amounts had been included in such
person's gross income ratably over such taxable years. If deductions
had been allowed under section 404 for contributions paid on behalf
of such person while he is an owner-employee for a number of prior
taxable years less than 4, paragraph (5)(B)(i) shall be applied by
taking into account the number of taxable years immediately pre-
ceding the taxable year in which the amount was so received equal to
such lesser number.
Under paragraph (5) (C) if the aggregate of the amounts to which

the penalty tax is applicable received by a person in his taxable year
is less than $2,500, the increase in tax attributable to the receipt of
such amounts shall be 110 percent of the increase computed without
regard to this penalty tax.

paragraph' (5)(D) provides that the penalty tax shall not apply to
any amount (those amounts received with respect, to contributions
made on his behalf when he was not a self-employed individual) which
is taxed, under section 402(a) (2) or section 403(a) (2), as capital gains.
On the other hand, since a distribution required as a result of a deter-
mination that a willful excess contribution has been made on behalf
of an owner-employee is not a distribution on account of separation
from service or death, the penalty tax will, in all cases, be applicable
to such a distribution.

Paragraph (5)(E) indicates that section 72(n)(3) is to be applied for
purposes of computing the taxable income for taxable years to which
paragraph (5) applies.

Paragraph (6) of the new subsection (m) provides that, for purposes
of section 72, the term "owner-employee" has the meaning assigned to
it by section 401 (c) (3) (determined with the application of the attribu-
tion rules of section 401 (c) (5)).
Section 72(n)

Subsection (b) of section 4 of the bill also adds to section 72 a new
subsection (n), which provides special tax treatment with respect to
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certain total distributions received under qualified plans which are
attributable to contributions on behalf of self-employed individuals.

(1) Paragraph (1) of the new subsection (n) sets forth the distribu-
tions to which the special tax treatment in section 72(n) applies. In
the case of a qualified pension or profit-sharing trust, the special tax
treatment is applicable to amounts distributed to a distributee, if such
amounts represent the total distributions payable to the distributed
with respect to an employee and if such amounts are paid to the dis-
tributee within 1 taxable year of the distributee-

(i) on account of the employee's death,
(ii) after the employee has attained the age of 59~ years, or
(iii) after the erhployee has become disabled (within the mean-

ing of section 213(g)(3) of the code).
In the case of a qualified annuity plan, the special tax treatment is
applicable to amounts paid to a payee, if such amounts represent the
total amounts payable to the payee with respect to an employee and if
such amounts are paid to the payee within I taxable year of the payee-

(i) on account of the employee's death,
(ii) after the employee has attained the ago of 59}i years, or
(iii) after the employee has become disabled (within the mean-

ing of section 213(g)(3)).
For the special tax treatment to be applicable to a distributee or

payee with respect to a distribution of an employee's interest in a
qualified plan, it is not necessary that there also be distributedd within
the 1-year period any portion of the employee's interest which is
payable to another payee or distribute.
The special tax treatment provided by the new section 72(n) is,

under paragraph (1)(C), applicable only with respect to so much of
any distribution or payment as is attributable to contributions made
under a qualified plan on behalf of an employee within the meaning of
section 401(c)(1). If an employee receives a distribution or payment
of his own interest, in a qualified plan or trust, the special tax treat-
ment is applicable to such distribution or payment only if contribu-
tions which were allowed an a deduction under section 404 have been
made on behalf of such employee while he was a self-employed indi-
vidual for five or more taxable years prior to the taxable year in which
such distribution is paid. In addition, the special tax treatment is not
applicable to amounts to which the penalty tax in section 72(m)(5)
is applicable.

(2) Paragraph (2) of the new subsection (n) provides that, in any
case when the special tax treatment applies, tlhe tax attributable to
the amounts to which the new subsection (n) applies for the taxable
year for which such amounts are received is not to exce. 'd whichever
of the following is the greater:

(A) five times the increase in tax which would result from the
inclusion in gross income of the recipient of 20 percent of so much
of the amount so received as is includible in gross income; or

(B) five time the increase in tax which would result if the
taxable income of the recipient for such taxable year equaled 20
percent of the amount of the taxable income of the recipient
for such taxable year determined under section 72(n) (3) (A).

(3) Paragraph (3) of tile new subsection (n) provides that (notwith-
standing sec. 63) for purposes only of computing the tax under
chapter 1 of the Internal Revenue Code of 1954 attributable to
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amounts to which the new subsection (n) or section 72(m) (5) (relating
to the penalty tax in the case of certain distributions) applies and
which are includible in gross income-

(A) the taxable income of the recipient for the taxable year of
receipt is to be treated as being not less than the amount by which
(i) the aggregate of such amounts so includible in gross income
exceeds (ii) the amount of the deductions allowed for such taxable
year under section 151 (relating to deductions for personal
exemptions); and

(B) in making ratable inclusion computations under paragraph
(5)(B) of section 72(m), the taxable income of the recipient for
any taxable year involved in such ratable inclusion is to be
treated as being not less than the amount required by such
paragraph (5)(B) to be treated as includible in gross income for
such taxable year.

In any case in which section 72(n)(3) results in an increase in taxable
income for any taxable year, the resulting increase in the taxes imposed
by section 1 or section 3 for such taxable year shall not be reduced by
any credit under part IV of subchapter A of chapter 1 (other than
sec. 31) of the Internal Revenue Code of 1954 which, but for this pro-
vision, would be allowable.

In no case is there subjected to tax under the penalty tax in sec-
tion 72(m)(5) or the special tax treatment in section 72(n) amounts
which represent a recipient's basis in the distribution.
The application of the rules in paragraph (3) of the new subsection

(n) in the case of a total distribution to which the special tax treat-
ment in the new section 72(n) applies may be illustrated by the
following example: A, a sole proprietor, established a qualified pension
trust to which he made annual contributions for 10 years of 10 percent
of his earned income. A withdrew his entire interest in the trust
during a taxable year for which, without regard to the distribution,
he had a net operating loss-and for which he is allowed under section
151 a deduction for one personal exemption. At the time of the with-
drawal, A was 64 years old. The amount of the distribution that is
includible in his gross income is $25,600. For purposes of determining
the tax attributable to the $25,600, A's taxable income for the taxable
year in which he received such amount is treated, under paragraph (3)
of the new subsection (n), as being $25,000 ($25,600 minus $600 (the
deduction allowed for his personal exemption)). Thus, under para-
graph (2) of the new subsection (n), the tax attributable to the
$25,600 would be five times the increase in tax which would result if
the taxable income of A for the taxable year he received such amount
equaled $5,000 (20 percent of his taxable income determined under
paragraIph (3) of the new subsection (n)).

'he application of the rules in paragraph (3) of the new subsection
(n) in the case of a distribution to which section 72(in)(6) applies
may be illustrated by the following example: Assume the same facts
as in tile example in the preceding paragraph except that A was 55
years old (and not disabledd) at the time of the withdrawal. In addi-
tion, A had a net operating loss for the taxable year immediately
preceding the taxable year in which he received the $25,600. The
other 3 taxable years involved in the computations under section
72(m)(5)(B) were years of substantial income. For purposes of de,
termining A's increase in tax attributable to the receipt of thie $25,600
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(before the application of the spreading provisions in section 72(m)
(5)(B)), A's taxable income for the year he received the $25,600 is
treated, under paragraph (3)(A) of the new subsection (n), as being
$25,000 ($25,600 minus $600). For purposes of determining whether
110 percent of the aggregate increase in taxes which would have
resulted if 20 percent of the amount of the withdrawal had been
included in A's gross income for the year of receipt and for each of
the 4 preceding taxable years is greater (and thus is the amount of
his increase in tax attributable to the receipt of the $25,600), A's
taxable income for the taxable year of receipt, and for the immediately
preceding taxable year, is treated, under paragraph (3)(B) of the new
subsection (n), as being $5,120 ($25,600 divided by 5).
Section 402(a)
Existing section 402(a)'(2) provides that certain total distributions

from qualified trusts are taxable as capital gains. Subsection (c)
of section 4 of the bill amends section 402(a)(2) to provide that the
capital gains treatment is not applicable to distributions paid to any
distributee to the extent such distributions are attributable to con-
tributions made on behalf of the employee while he was an employee
within the meaning of section 401(c)(1). In other words, in the case
of an individual who was covered under a qualified plan both while
he was an employee within the meaning of common law and while he
was a self-employed individual, the capital gains treatment could only
apply to that part of a distribution that is attributable to contribu-
tions made on his behalf while he was an employee within the meaning
of common law.
Section 408 (a)
Existing section 403(a) provides the tax treatment for distributions

under qualified nontrusteed annuity plans. Subsection (d)(1) of sec-
tion 4 of the bill amends section 403 (a) (2) (A) (i) to provide that a

qualified annuity plan mtiest meet the new qualification requirements
included by this bill in sections 401 (a) and (d).
Existing section 403(a)(2) provides capital gains treatment for

certain total distributions under qualified annuity plans. Subsection
(d)(2) of section 4 of the bill amnends section 403(a)(2)(A) to provide
that. the capital gains treatment shall not apply to amounts paid to
any payee to the extent such amounts are attributable to contribu-
tions mad(le on behalf of an employee while he was an employee within
the meaning of section 401(c)(1). This amendment applies similar
treatment to distributions under qualified annuity plans as the amend-
ment made by subsection (c) of section 4 of the bill applies to dis-
tributions from qualified trusts.
Subsection (d)(3) of section 4 of the bill adds to section 403 (a) a

new paragraph (3) providing that, for purposes of section 403(a), the
term "employee" includes a self-employed individual within the
meaning of section 401(c)(1), and the employer of such individual is
the person treated as his employer under section 401(pc) (4). This
amendment merely makes it clear that a self-employed individual can
participate in a qualified annuity plan.

49.
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SECTION 6. PLANS FOR PURCHASE OF U.S. BONDS

Section 5 of the bill adds a new section 405 to the Internal Revenue
Code of 1954 to provide for the establishment of qualified bond
purchase plans. In general, participants in such a qualified bond
purchase plan will be granted tax treatment similar to that granted
to participants in qualified pension and profit-sharing plans.
Section 405(a)

Subsection (a) of the new section 405 provides that a plan of an
employer for the purchase for and distribution to his employees or
their beneficiaries of U.S. bonds, described in section 405(b) shall
constitute a qualified bond purchase plan if-

(1) the plan meets the requirements of section 401(a) (3), (4),
(5), (6), (7), and (8) and, if applicable, the requirements of
section 401(a) (9) and (10) and of section 401(d) (other than
subparagraphs (1), (5)(B) and (8)); and

(2) contributions under the plan are used solely to purchase
for employees or their beneficiaries the U.S. bonds described in
section 405(b).

A qualified bond purchase plan can be established by an employer for
his employees without the creation of a trust but, if such a plan is
established, only the special bonds can be purchased under the plan.
A qualified trusteed plan can also purchase the special bonds together
with other assets but, if a trusteed plan is established, the plan must
qualify under section 401 as a pension or profit-sharing plan.

In general, a qualified bond purchase plan must meet the same
qualification requirements as a qualified annuity plan. However,
sections 401(d) (5)(B) and (8) are not applicable to a qualified bond
purchase plan and, consequently, there is no limit on the amount of
contributions in excess of those which are deductible that may be
made under the plan.
Section 405(b)

Subsection (b)(1) of the new section 405 describes the special bond
which can be purchased under a qualified bond purchase plan. Such
paragraph provides that such a bond is a bond issued under the
Second Liberty Bond Act, as amended, which by its .terms, or by
regulations prescribed by the Secretary under the Second Liberty
Bond Act-

(A) provides for payment of interest or investment yield only
upon redemption;

(B) may be purchased only in the name of an individual;
(C) ceases to bear interest, or provide investment yield, not

later than 5 years after the death of the individual in whose name
it is purchased;

(D) may be redeemed before the death of the individual in
whose name it is purchased only if such individual-

(i) has attained the age of 59f} years, or
(ii) has become disabled (within the meaning of sec.

213(g)(3)); and
(E) is not transferable.

Subsection (b)(2) of the new section 405 provides that bonds pur-
chased under a qualified bond purchase plan must be purchased in the
name of the employee for whom it is purchased.
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Section 405(c)
SubZection (c) of the new section 405 provides that contributions

paid by an employer to or under a qualified bond purchase plan shall
be allowed as deductions in an amount determined under section 404
in the same mariner and to the same extent as if such contributions
were made to a qualified trust described in section 401 (a) which is
exempt from tax under section 501. Thus, for contributions to a

qualified bond purchase plan to be deductible under section 405(c),
all of the requirements of section 404 must be met. For example,
the contributions must meet the requirements of section 162 or 212,
and( must be made (or deemed to have been made under section 404(a)
(6)) in a taxable year of an employer which ends with or within a

year of the bond purchase plan for which it qualifies under section 405.
If the amount of the contributions to the qualified bond purchase

plan are determined by reference to the profits of the employer, as
in the case of a qualified profit-sharing plan, the amount deductible
with respect to such contributions is determined under section
404(a)(3), relating to qualified profit-sharing plans. Moreover, such
a bond purchase plan shall be considered a profit-sharing plan for
purposes of the Provisions in section 404(a)(3) relating to a situation
when contributions are made to two or more profit-sharing trusts.
In other cases, the amount deductible with respect to contributions
to a qualified bond purchase plan will be determined under section
404(a)(1). If the qualified bond purchase plan covers self-employed
individuals, the amount deductible with respect to contributions to
the plan is subject to the further limitations of section 404(a)(10).
Similarly, in the case of a qualified bond purchase plan covering owner-
employees, the special rules in section 404(a)(9) for computing the
limitations with respect to deductions for contribution under the plan
shall be, applicable.. Thus, the carryover provisions of section 404(a)
are not applicable with respect to contributions made under a qualified
bond purchase plan on behalf of owner-employees, Moreover, the
additional limitations in section 404(e) and 404(a) (10) shall apply in
the case of a qualified bond purchase plan covering an owner-
employee.
Section 405(d)
Subsection (d)(1) of the new section 405'provides that no amount

is includible in the gross income of a distributee at the time a bond
described in section 405(b) is distributed to him.under a qualified
bond purchase plan or from a qualified trust. Upon the redemption
of such a bond, however, the proceeds are subject to taxation under
chapter 1 of the Internal:Revenue Code of 1954: In applying chapter
1, for purposes of determilhing the amount of tax due, the provisions
of sections 72 and 1232 shall not be applied. In other words, te bonds
described in section 405(b) received under a qualified bond purchase
plan or from a qualified trust are not subject to tax until they are
redeemed. In addition, upon redemption, no part of the proceeds
will be treated as an amount received from the sale or exchange of a
capital asset by reason of section 1232.
Subsection (d)(e) of the new section 405 provides rules for deter-

mining the basis of any bond received by a distributed under a quali-
fied bond purchase plan. If the bond was purchased for an employee
within the meaning of common law, the basis of such bond shall be
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an amount equal to the amount of the contributions made under the
plan by the employee himself which were used to purchase the bond.
If the bond was purchased for an employee at a time when he was a
self-employed individual, the basis of such bond is an amount equal
to the amount of the contributions used to purchase the bond which
were made on behalf of such employee and which were not allowed as
a deduction under section 405(c). Such subsection (d)(2) further
provides that the basis of a bond described in section 405(b) which is
received by a distributee from a qualified trust shall be determined
under regulations prescribed by the Secretary or his delegate.
Section 405(e)

Subsection (e) of tlhe new section 405 provides that the capital
gains treatment of section 402(a)(2) shall not apply to any of the
bonds described in section 405(b) and that, for purposes of applying
section 402(a)(2) to amounts distributed by a qualified trust, any
such bonds distributed to any distributee andi any such bonds to the
credit of any employee shall not bo taken into account. In other
words, for purposes of applying section 402(a)(2), a distribution
under a qualified trust may be considered a total distribution of an
employee's interest in such trust even though the trust retains bonds
described in section 405(b). In the case of a distribution from a
qualified trust which qualifies for the capital gains treatment of sec-
tion 402(a)(2) and winch includes both bonds of the type described
in section 405(b) and other property, the capital gains treatment will
be applicable to such other property. In no case, however, will the
capital gains treatment be applicable to the proceeds received as a
result of the redemption of any of the bonds described in section 405.
Section 405(f)

Subsection (f) of the new section 405 provides that, for purposes of
section 405, the term "employee" includes an individual who is an
employee within the meaning of section 401(c)(1), and the employer
of such individual shall be the person treated as his employer under
section 401(c)(4). Such subsection (f) has the effect of enabling the
self-employed individual to participate in a qualified bond purchase
plan to the same extent that he may participate in qualified pension,
annuity and profit-sharing plans.
Section 4065(g)

Subsection (g) of the new section 405 provides that, at the time of
the purchase of any of the bonds described in section 405, proof of
such purchase shall be furnished in such form as will enable the pur-
chaser, and the employee in whose name such bond is purchased, to
comply with the provisions of section 405.
Section 405(h)

Subsection (h) of the new section 405 provides that the Secretary
or his delegate shall prescribe si;ch regulations as may be necessary
to carry out the provisions of section 405.

SECTION 6. PROHIBITE) TRANSACTIONS

Section 6 of the bill amends section 503 of the Internal Revenue
Code of 1954 to provide a special definition of the term "prohibited
transaction" in the case of certain qualified employees' trust covering
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owner-employees. This special definition is only applicable when the
owner-employees covered by the qualified employees' trust, control
the trade or business with respect to which the trust is established.
Section 6 of the bill adds to section 503 a new subsection (j) which

provides that, in the case of a trust described in section 401(a) which
is part of a plan covering owner-employees (as defined in sec. 401 (c) (3))
who control the trade or business with respect to which the plan is
established, the. term "prohibited transaction" means, in addition
to the transactions described in section 503(c), any transaction in.
which such trust, directly or indirectly-

(A) lends any part of the corpus or income of the trust to;
(B) pays any compensation for personal services rendered to-

the trust to;
(C) makes any part of its services available on a preferential

basis to; or
(D) acquires for the trust any property from, or sells any

property to;
any person described in section 503(c) or to any such owner-employee,.
a member of the family (as defined in sec. 267(c)(4)) of any such
owner-employee, or a corporation controlled by such owner-employee-
through the ownership, directly or indirectly, of 50 percent or. more
of the'total combined voting power of all classes of stock entitled to.
vote or 50 percent orp more of the total value of shares of all!classes
of stock of the corporation.
For purposes of determining whether owner-employees covere(l

under a qualified employees' trust control the trade or business with.
respect to which such trust is established, the rules in section,
401(d)(9)(B), determined with the application of the rules of con-
structive ownership in section 401(c)(5), are to be applied.
Paragraph (2) of the new subsection (j) provides that, for purposes.

of the new definition of "prohibited transaction" in paragraph (1),.
the following rules shall apply with respect to a loan made .before-
the (late of the enactment of the bill which would be a prohibited:
transaction if made in a taxable, year beginning after December 31,.
1961:

(A) If any part of the loan is repayable prior to December 31,
1964, the renewal of such part of the loan for a period not extend-
ing beyond December 31, 1964, on the same terms, shall not be
considered a prohibited transaction.

(B) If the loan is repayable on demand, the continuation of'
the loan beyond December 31, 1964, shall be considered a pro-'
hibited transaction.

SECTION 7. OTHER SPECIAL RULES, TECHNICAL CHANGES, AND,
ADMINISTRATIVE PROVISIONS

Section 7 of the bill provides certain technical amendments and'
administrative provisions.
Section 7(a) of the bill amends section 37 of the Internal Revenue-

Code of 1954, relating to the retirement income credit, to make clear
that any distribution to a self-employed individual under a qualified
pension, annuity, or profit-sharing plan, and that ally income de-
rived by any person from the bonds described in section 405(b)
received und(leI a qualified bond purchase plan or from a qualified
trust, may qualify as retirement income for purposes of such credit.
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Section 7(b) of the bill amends section 62 of the Internal Revenue
Code of 1954, relating to the definition of "adjusted gross income,"
to provide that, in computing adjusted gross income, there shall be
allowed, in the case of a self-employed individual, the deductions
allowed under sections 404 and 405 for contributions on behalf of such
an individual to a qualified pension, annuity, profit-sharing, or
bond-purchase plan.

Section 7(c) of the bill amends section 101(b) of the Internal.
Revenue Code of 1954, relating to employees' death benefit. Para-
graph (1) of section 7(c) amends section 101(b) so that the rule
applicable to distributions under a qualified annuity plan will only
apply if the annuity plan meets the new qualification requirements
of section 401 (a) and (d) applicable to annuity plans.

Paragraph (2) of section 7(c) amends section 101(b) by adding a
new paragraph (3), which provides that, for purposes of section 101 (b),the term 'employee" does not include an individual who is an em-
ployee within the meaning of section 401(c)(1) (relating to-self-
employed individuals). Thus, if iat the time of his death, a self-
employed individual is a participant in a qualified pension, annuity,
or profit-sharing plan and after his death a distribution is made to
his beneficiary, the exclusion of section 101(b) is not applicable to any
portion of such distribution even though such individual was at one
time an employee (under common law) of the trade or business and a
portion of the distribution is attributable to contributions which
were made while he was such an employee. Similarly, the exclusion
of section 101(b) is not applicable to any portion of a distribution from
such a qualified plan on behalf of an individual who was retired at the
time of his death and who at the time of his retirement participated in
the plan as a self-employed individual.

Section 7(d) of the bill amends section 104(a) of the Internal
Revenue Code of 1954, relating to compensation for injuries or sick-
ness, to make clear that the exclusion of such section is not applicable
to any benefits which are attributable to contributions to a qualified
pension, annuity, or profit-sharing plan on behalf of an individual
while he was a self-employed individual to the extent that such
contributions were allowed as deductions under section 404.

Section 7(e) of the bill amends section 105 of the Internal Revenue
Code of 1954, relating to amounts received under accident and
health plans, by adding a new subsection (g) which provides that, for
purposes of section 105, the term "employee" does not include an
individual who is an employee within the meaning of section 401(c)(1)
(relating to self-employed individuals). For example, if at the time
an individual corrmrntes to receive benefits described in section 105
from a qualified pension plan, he is covered under such plan as a self-
employed individual, such benefits do not qualify for the exclusion of
section 105,

Section 7(f) of the bill amends section 172 (d)(4) of the Internal
Revenue Code of 1954, relating to net operating loss deductions, to
make clear that any deduction under section 404 or 405 attributable
to contributions on behalf of a self-employed individual under a'
qualified employees' plan shall not be treated as attributable to the
trade or business of such individual for purposes of section 172.

Section 7(g) of the bill makes conforming amendments to section 805
of the Internal Revenue Code of 1954, relating to pension plan reserves
of life insurance companies.
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Section 7(h) of the bill amends section 1361 of the Internal Revenue
Code of 1954, relating to unincorporated business enterprises electing
to be taxed as domestic corporations, to permit a partner or proprietor
of such an unincorporated business to participate in a qualified pension,
annuity, profit-sharing, or bond-purchase plan. However, for pur-
poses of applying all the provisions relating to such qualified plans,
such a partner or proprietor shall be considered a self-employed
individual and will be considered an employee only to the extent he is
so considered under section 401(c)(1).
Section 7(i) of the bill amends section 2039 of the Internal Revenue

Code of 1954, relating to exemption from gross estate of annuities
under certain trusts and plans. Paragraph (1) of section 7(i) amends
section 2039(c)(2) to provide that the exclusion of the value of an
annuity under a qualified annuity plan will be applicable only if the
annuity plan meets the additional qualification requirements of
sections 401 (a) and (d). Paragraph (2) of section 7(i) amends
section 2039(c) by adding at the end thereof a new sentence which
provides that, for purposes of section 2039(c), contributions or pay-
nents on behalf of the decedent while he was an employee within
the meaning of section 401(c)(1) made under a qualified pension,
annuity, or profit-sharing plan shall be considered to be contributions
or payments made by the decedent. Accordingly, the estate tax
exclusion of section 2039(c) is not applicable to the portion of a
decedent's interest in a qualified plan which is attributable to con-
tributions on behalf of an individual while he was a self-employed
individual.
Section 7(j) of the bill amends section 2517 of the Internal Revenue

Code of 1954, relating to exclusion from gift tax in case of certain
annuities under qualified plans, in the same manner as section 7(i) of
the bill amends the estate tax exclusion with respect to qualified plans.
Sections 7 (k) and (1) of the bill amend section 3306(b) (5) of the

Internal Revenue Code of 1954 (relating to the Federal Unemploy-
ment Tax Act) and section 3401(a)(12) of such code (relating to the
withholding of income tax). These amendments make conforming
changes and exclude from the definition of "wages" under such sections
any payment made to, or on behalf of, an employee or his beneficiary,
under or to a bond-purchase plan which, at the time of such payment,
is a qualified bond-purchase plan described in section 405.
Section 7(m) of the bill amends the Internal Revenue Code of 1954

to add a new section 6047, giving the Secretary or his delegate Piit.hor-
ity to require the furnishing of additional information which is
necessary to administer the new provisions in this bill. Section 7(m)
of the bill also amends section 7207 of the 1954 code to provide penal-
ties for willfully furnishing false or fraudulent information.

SECTION 8. EFFECTIVE DATE

Section 8 of the bill provides that the amendments made by this
bill will be applicable to taxable years beginning after December 31,
1961.

X. CHANGES IN EXISTING LAW
In the opinion of the committee, it is necessary, in order to expedite

the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as reported).



MINORITY VIEWS ON H.R. 10

In our opinion, H.R. 10 should not be enacted into law. This
nimeasure violates every rule of equity and fair play in that it sets up a
program in which only a few of the already fortunately situated can
participate. Furthermore, it sets a dangerous precedent by allowing
a tax deduction to be taken by a taxpayer for actions which that
.taxpayer voluntarily takes for his own peculiar benefit.
On very practical grounds there are also serious objections. The

bill singles out for assistance a class of people, the self-employed, who
as a group are, generally speaking, least in need or deserving of assist-
ance. The doctor, lawyer, or small businessman is not forced to
retire at a specified 'age. He typically builds up a practice or business,
takes in younger associates, and continues to benefit from such practice
or business well beyond the earning years of the average employee.
Then too, the bill badly erodes the tax base at a time when the crying
need is for tax reform through broadening that base. If we can affor(
the revenue loss which this bill represents, we can certainly suffer such
loss in order to gain more worthy objectives.
The bill fails even to accomplish its major ostensible objective of

equating retirement privileges of the self-employed with those of the
executive of closely held corporations. To achieve parity in this
regard, limitations of considerable stringency would need to boe place(l
on corporate executives. The committee refused to acknowledge this
fact and summarily voted down all attempts in that direction.

Theo entire pension and profit sharing area is in dire need of a
thorough cleanup. The enactment of this legislation does nothing
to improve existing law. It merely rather loosely bastes another
patch on' this crazy quilt.
Some of these points require elaboration.

THE TAX BENEFITS OF THE BILL

Thllis bill would extend to the so-called self-employed individuals
,certain tax benefits in connection with funds which such individuals
set aside for their retirement. A part of the funds so set aside would
be deductible from current income for income tax purposes, and the
earnings on such funds would be entirely exempt from current taxa-
tion. Although the funds and earnings would be taxable when with-
drawn, thle opportunity to postl)one taxation of the funds and earnings
represents a very significant tax advantage, especially to those people
receiving very largo incomes whlen the funds are set aside. (1) When
the funds and earnings are withdrawn, the taxpayer almostinvariably
will be receiving less income and, consequently, the funds lind earnings
will be taxable at a lower rate. (2) Furthermore, the interest received
on his savings during the period of accumulation although really
a part of his income, will not be taxable although if the savings were
invested in stocks, bonds, mortgages, or bank deposits, the interest
would be taxable. (3) In addition, tie taxpayer may, when he with-
draws the funds and earnings, be entitled to the retirement income
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credit and the additional exemptions allowed individuals over age
age 65, and these benefits would further reduce the tax ultimately
paid on the funds set aside for retirement.

ILLUSTRATION OF TAX BENEFITS

The very attractive tax benefits which would result from the enact-
ment of the bill may be illustrated by the following example. If a

self-employed individual, whose earned income is $20,000 a year,
contributes $2,000 a year to a retirement plan qualifying under the
bill, each $2,000 contribution would entitle him to a $1,500 deduc-
tion. If this self-employed individual has no other income subject
to tax, is married, has two dependents in addition to his wife, and is
entitled to itemized deductions equal to 10 percent of his income for
eacl year, each $1,500 deduction would reduce his taxes by $450.
Thus, each year's contribution of $2,000 would bring an immediate
after-tax return of $450, or 2232 percent of the contribution. If a
contribution of this amount is made each year for 30 years, the aggre-
gate tax savings attributable to these deductions would be $13,500.
In addition, the total sum accumulated tinder the retirement plan at
the end of 30 years would be $105,000, assuming an interest rate of
3' percent. This total sum would include $45,000 of accumulated
interest, but if the interest were currently taxable to the self-employed
individual, there would have been approximately $14,900 less of ac-
cumulated interest in the fund. Thus, almost $15,000 of the fund is
duic to exemption of the interest income from current taxation. This
is a tax saving of $15,000 in addition to the $13,500 tax savings at-
tlributable, to the deductions or a total of $28,500.

INSIGNIFICANCE O0' EMPLOYEE REQUIREMENT'

A self-employed individual who is an employer and who desires to
take advantage of the bill would be required to set up a retirement
plan covering his permanent full-time employees with more than 3
years of service. However, this requirement may not have as much
significance as would first appear. In the first place, the privilege of
excluding employees with less than 3 years of service would permit
many of the employers for whom the bill would b)e enacted to exclude
a large number of employees from participation in any retirement plan
established by the employer. Moreover, any contributions which an
empil)loer makes on behalf of his employees will also be deductible in
compuIting the emilloyer's tax.

AN UINWAIRUAN'TED SIBSI)Y

In1 these times, we of the Congress are confronted with many very
grave problems . O)ur Nation is engaged in a friglhtening contest with
communism, alnd our interests arebl ing threatened throughout the
world. Our rights to access to Berlin are being challenged, and to
meet this thrust and tile other advances of communism and to demon-
strate to the Russians that we will not compromise principle, we must
increase our Armed Forces. To provide this increase in our military
strength, we have recently apl)rovcd increased appropriations of more
than $3 billion.
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The Russians are also challenging us by attempting to influence
and control the underdeveloped nations of the world. To meet this
challenge and to assist the deserving people of the world, we have just
authorized the spending of more than $4.2 billion this year and have
authorized the President to commit $11.9 billion during the next 5
years.

In addition to meeting these threats by the Russians, we must
maintain a healthy and growing society in the United States. We
must not sacrifice our .own sources of strength, such as the education
of our young people. In fact, we must appropriate substantially
more money to the improvement of our educational system.
The enactment of this bill would result in an annual loss of revenue

which is estimated to be almost $200 million. The enactment of such
legislation is in effect the granting of a subsidy of almost $200 million
to the people who would be benefited by the legislation. Let us see
who is requesting this large subsidy.

SMALL GROUP WOULD BENEFIT

The'self-einployed individuals who would be granted a tax reduction
by this bill include those people who own and operate businesses.
rlThe most active proponents of the legislation inchide organized groups
of doctors, lawyers, and accountants. It is said that there are more
than 6 million self-employed individuals in this country who might
benefit by the legislation. However, in fact, according to the esti-
mates of the Treasury Department, about 80 percent of the thx
reductions which would be allowed by the bill would be received by
self-employed people with an annual income in excess of $10,000, and
about 50 percent of such tax reductions would be received by self-
employed people with an annual income in excess of $20,000. Now,
there are about 379,000 self-employed people in the United States
with an annual income in excess of $20,000. These people constitute
only about 6 percent of the self-employed people subject to tax, but
this 6 percent would receive about 50 percent of the tax benefits
which would be provided by the bill. Thus, although it is argued
that the bill would benefit many people, it is apparent that the
primary benefit will be derived by a very small group. Furthermore,
the group which would derive the primary benefit consists of indi-
viduals who are receiving very substantial incomes and who do not
need any preferential tax treatment to enable them to provide for
their retirement.
The professions which are represented by these groups are among

the most honorable, and deservedly well rewarded in our country.
In 1955, for example, the average annual income of all doctors was

$18,122, and of family physicians was $15,000. The average annual
income in 1958 of dentists was $13,956.

In 1954 the average annual income of lawyers was $10,258. The
average annual income of senior public accountants in 1958 ranged
from $8,000 to $10,000. The present average income of both doctors
and lawyers is obviously substantially higher than these figures.

These incomes compare with an average annual income in 1960 of
all wage and salary workers of only $4,705, and of wage and salary
workers in manufacturing of $5,342.
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TAX EVASION AND AVOIDANCE GREATEST. FOR SELF-EMPLOYED

In testimony before a subcommittee of the Appropriations Com-
mittee of the Senate, Secretary Dillon reported on some estimates
made by tile Internal Revenue Service concerning unreported taxable
income. According to these estimates, $24.4 billion of taxable income
was not reported for the year 1959. Of this amount, $12 billion was
income received by individuals engaged in business or farming. Thus,
the very class of people who are requesting the tax concessions which
would be provided by this bill were responsible for almost one-half
of the unreported taxable income in 1959. The amount of unreported
taxable income received by this group exceeded the amount of such
income received by any other group in our society. Moreover, the
amount of unreported taxable income received by this group consti-
tuted between 25 and 27 percent of the total amount of taxable income
received by that group. Percentagewise, their record is worse than
any other group of taxpayers. Many people engaged in businesses
faithfully l)erform their obligations to report their income and assume
their proper share of the tax burden, and these people should not be
condemned for the failures of others in their class. However, ill view
of this very poor record of tax compliance, it seems to us that this
group as a class does not seriously merit consideration for receiving
tax concessiollns.

WIIY TAX REDUCTION FOR TIlE SELF-EMPLOYED

This Congress may in the near future be asked by the President to
increase taxes. If thle people who are urging us to adopt this bill
came before us and requested us to appropriate them a subsidy of
almost $200 million, we believe that this Congress would not seriously
consider such a request. In view of the demands upon the public
Treasury for appropriations of huge sums for national defense and
other very worthwhile and necessary public objectives, tle request
of these people for a subsidy must rank very low in priority. Yet,
)y asking for the tax concessions which would be provided by this
1)lll, these people are asking for just such a subsidy, and their request
for these tax concessions should be considered no 'more favorably
tlhia their request for a similar subsidy.

EROSION OF THE TAX BASE

In his tax inessage to tlhe Congress, the President recognized and
pointed out to thle Congress the need 'for a fundamental revision of
oulr tax system, He annoullnced that lie had directed the Secretary
of llle treasuryy to ,studv the tax system with the view of submitting
1a p)l')Osed revision of the tax law. Even before this statement of
the President, this need for a findalnenital revision of our tax system
wals considered by tlhe Joint Economic Committee and the House
Ways anid Means Committee, an)d many of those who appeared
before those committees also recognized the urgent need for a redistri-
butioni of tile tax burden.

' The present law contains many provisions which extend preferred
tax treatment to selected groups of taxpayers. The result of the
preferred tax treatment received by these groups is that the rates of
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tax imposed upon other taxpayers generally are higher than they
otherwise would be. In other words, many people feel that the
present tax rates are too high; yet, if these rates are to be reduced
the resulting loss of revenue must be offset by removing the preferred
tax treatment now received by selected groups of taxpayers. By
redistributing the tax burden in this manner, all taxpayers would be
treated more equitably. In fact, although any discussion of the tax
law becomes technical and therefore is of little interest to most people,
it is our observation that more and more people are recognizing the
fundamental facts that some groups of taxpayers are receiving more
favorable tax treatment and that if these special tax provisions were
eliminated, the rates for all taxpayers could be reduced.

This bill is inconsistent with the recognized need for redistributing
the tax burden. By extending to the self-employed favorable tax
treatment for their retirement savings, the bill would further erode
the tax base. What is more, the granting of these tax benefits to the
self-employed is likely to lead to further erosion of the tax base. If
self-employed people are to receive preferred tax treatment for their
retirement savings, equity would seem to require that similar treat-
ment should be provided for other taxpayers. The employers of
many employees have not established retirement plans for their em-
ployees, and if this bill is adopted, it would seem that these employees
should also receive comparable tax treatment for their retirement
savings. Furthermore, many employees who are nominally covered
by present retirement plans do not, in fact, have any substantial rights
under these plans. Thus, it would seem, if this bill is adopted, that
these employees who are inadequately covered by present retirement
plans should also receive comparable tax treatment for their retire-
ment savings. To extend similar tax treatment to the employees who
are not covered by employer-sponsored retirement plans or whose
coverage under such plans is inadequate would cause a loss of revenue
of about $1.7 billion.

If the self-employed are permitted to deduct the funds which they
set aside for their retirement, employees who are required to make
contributions to the social security system, to the railroad rotiroment
system, to other Government plans, or to plans established by their
employers will claim that they too should be permitted to deduct the
contributions for their retirement. To allow employees to deduct
their contributions to the social security system would cost about
$1.1 billion of revenue. Fifty-five million dollars of revenue would
be lost if employees were permitted to deduct their contributions to
the railroad retirement system; $370 million would be lost if employees
were permitted to deduct their contributions to Federal, State, and
local government plans; and $165 million of revenue would bl lost if
employees were permitted to deduct their contributions to private
retirement plans. If this bill is adopted, the Congress will receive
requests to allow these additional deductions and if these deductions
are allowed, thel aggregate loss of rovei).uo would be staggering. That
loss of revenue would have to be met either by deficit financing or by
increasing the btxes imposed upon taxpayers generally.

Although we are opposed to further erosion of the tax base and to
any action which would result in such a large loss of revenue, we
offered for the consideration of the committee an amendment which
would have extended comparable tax benefits to employees who are
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not covered or who are inadequately covered by-employer-sponsored
retirement plans, but the committee rejected our amendment.
Although by rejecting this amendment, the committee has refused to
recognize at this time the compelling equity of the case of these em-

ployees for receiving comparable tax benefits, the enactment of this
bill will inevitably lead to more and more requests by such employees
for similar tax concessions.

DEDUCTIONS FOR OTHER FORMS OF SAVINGS

This bill deals with retirement savings, but the question will be
asked why should retirement savings be treated more favorably than
other personal expenses? If we are to allow tax incentives for retire-
mnent savings, why should we not also allow tax deductions for the
expenses of sending children to school or the costs of purchasing a
family residence? It is socially desirable to encourage people to pro-
vide for their own retirement, but it would seem equally desirable to
encourage the further education of our children and to encourage the
pullrchase of family residences. We see no adequate basis for extending
tax concessions to retirement savings without extending similar tax
concessions to many other socially desirable causes. The Congress
must come to recognize that if we submit to the importuning of every
group which asks for some special. tax concession for funds set aside for
some laudatory purpose, the base of the income tax will be destroyed,
and we will be left with a tax on consumption-not income.
Since the percentages devoted to consumption decrease and the pro-

portions set aside for savings increase as total income increases,t
this means that a smaller and smaller percentage of total income would
be subject to income taxation. State and local taxation, based pri-
marily upon sales taxes and real property, is already quite heavily
regressive. A great reduction in the progressive features of the
Federal income tax would probably make the total tax structure re-
gressive and one which would weigh more heavily upon those with low
and moderate means than upon those with larger annual incomes.
There would also be a greater concentration of economic power.
These are social consequences which we do not like and regard as
detrimental to the ideals of our democratic society. As we preach tf. x
reform to the Latin Americans, let us not violate these principles our-
selves. Social justice is for internal use and not merely for export.

It is true that the present law provides tax benefits for retirement
plans established by an employer for his employees. However, in
view of the pending reconsideration of the proper base for imposing
an income tax, we believe that no preferred tax treatment should be
extended to any additional selected group of taxpayers. In time, we
canl consider the basic question of whether retirement savings should
be treated differently than other personal expenses, and when that
decision is made, we can then adopt laws which treat all people in a

comparable and. equitable manner.
When this basic question is fully considered, should it be decided

to give a tax concession to encourage savings for retirement, there
are several groups which must be treated differently. The ordinary
employee, the highly compensated corporate executive, the owner-

I The technical description for this Is that the Income elasticity of consumption Is less than unity and
that for savings is greater than unity, This is borne out by a largo number of budgetary studies.
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manager of a closely held corporation, the self-employed professional
man, and the owner of a nonincorporated business all requiresome
what different treatment in order to arrive at comparable and equit-
able solution.

TAX REFORM NEGLECTED

In the past 2 years, this committee has spent many days considering
the plea of the self-employed for tax relief in connection with their
retirement savings. Instead of spending our time on this subject
.the committee should have devoted this time to a study of the abuses
which are prevalent in our present tax system and a study of the means
,of reforming this system. In his tax message to the Congress, the
President submitted a modest program of tax reform for the con-
:sideration of the Congress this year. However, this committee has
given no serious consideration to those Presidential recommendations.
To provide the committee with an opportunity to consider these

recommendations, we offered! amendments to HI.R. 10 which would
have closed the door on some of the most conspicuous means of tax
avoidance or evasion. These amendments included a proposal to
withhold upon dividends and interest at the source, to correct the
widespread practice of claiming excessive tax deductions for enter-
tainment and travel expenses, to reduce the extraordinary and un-
justified depletion allowances, to remove the wholly undesirable
dividends received credit, and to prevent corporate executives from
converting their compensation into capital gains by receiving stock
options. All these amendments were rejected by the committee.
It is because of the abuses which would have been corrected by these
amendments and because of other tax concessions to favored groups
that our people generally are required to pay the present high rates of
tax, and this committee cannot much longer continue to refuse to
face this deplorable situation.
The continued refusal of the Senate Finance Committee to deal

with well known and greatly abused methods and systems of tax
avoidance, while at the same time repeatedly recommending tax
reductions, favors, and concessions to special groups, cannot help
but bring our entire tax system into disrepute and disrespect. We
insist that the public interest would be served by removal and repeal
of tax loopholes. Conversely, we insist that creating one more
favoritism after another adversely affects the public interest.

THE FAILURES OF THE BILL

The proponents of the bill argue on its behalf that the self-employed
people are the victims of discrimination. If an employer establishes
a retirement plan for his employees which meets certain requirements
of the present law, the employees are not currently taxable on the
flun(ls which are set aside for their retirement, and the earnings on
such funds are also exemplt from current taxation. If a business is
incorporated, and the owners work in the business, they can partici-
pate in such a retirement plan and derive these tax advantages. It
is argued that since some businesses cannot be incorporated, the
owners of such businesses should receive comparable tax treatment.
In many States, statutes have recently have been enacted which per-
mit professional people to incorporate or to form professional associa-
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tions which would be treated like corporations for Federal tax pur-
poses. It is argued that this bill should be adopted to provide the
self-employed who are not incorporated with comparable tax treat-
ment and to eliminate the pressures for the adoption of the State
statutes permitting the formation of professional corporations or

associations. However, this bill would not accomplish these objec-
tives.

If this bill is adopted, there would still remain very substantial
differences in the tax treatment of incorporated and unincorporated
businesses. The bill would place limits on the deductions which would
be allowable with respect to contributions on behalf of th.e owners of
unincorporated businesses, but no comparable limits would be placed
on deductions for contributions on behalf of owners who are technically
employees of incorporated businesses. Owners of incorporated busi-
nesses would continue to receive the privilege of having certain total
distributions from plans covering them treated as long-term capital
gains, although this privilege would not be extended to the owners of
unincorporated businesses.
For example, the committee has been informed by the Treaspury

that there are instances in which lump-sum distributions in excess of
$800,000 have been made to a corporation executive from sums set
aside for his benefit. Under existing law, distribution of these large
suns is accorded the 25-percent capital gains tax rate. In reality,
such "income" bears no relationship whatever to capital gains in the
ordinary meaning of that term. Rather, such a distribution reflects
an accumulation of ordinary income, the distribution of which has
been deferred.

Similarly, the interest of an owner under a corporate plan would
continue t'o be exempt from the gift tax and the estate tax, but the.
interest of an owner under an unincorporated plan would not receive
these tax advantages. The bill would place other restrictions on the
qualifying plans of the self-employed, but comparable restrictions
would not be placed upon corporate plans.

BILL MORE UNDESIRABLE THAN 1960 VERSION

When this committee considered this matter last year, it recognized
the need to treat substantial owners in a similar manner, regardless
of whether the business was incorporated or unincorporated. Al-
though there were some unfortunate differences between the treat-
mient of corporate owners and the self-employed, the bill which this
committee acted upon favorably last year was materially better than
this bill because it did contain some limits on the abuses which occur
under t.he present corporate plans. We thought it inadvisable to
act favorably upon last year's bill, but we consider this b}!l infinitely
more undesirable.
Any legislation dealing with retirement savings must recognize the

need to treat all people in a comparable manner. Theoretically, all
people could be treated alike by permitting them to participate in
retirement plans subject only to the rules of the present law, but this-
possibility seems to be) unacceptable. 'lhe alternative is to place
similar restrictions upon all participants in retirement plans which
receive preferred tax treatment. As a minimum, any legislation re-
lating to retirement savings must include restrictions upon the benefits
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with respect to which the favored tax treatment is to beoextended
Such legislation should, like last year's bill, place limits oil the participation of corporate owners, but unlike last year's bill, those limits
should not be more favorable than the limits which are imposed upon
self-employed people. Last year's bill was also defective in that it
failed to include limits on the participation of corporate executives.
Accordingly, that bill in effect discriminated against closely held cor-
porations and in favor of the larger widely held corporations. This
discrimination is unfortunate and unjustifiable, and to avoid it, com-
parable limits should be placed upon the participation of corporate
executives.

IMPROVING AMENDMENTS DEFEATED

Despite our view that we should not consider at this time the exten-
sion of preferred tax treatment to any other group, we thought that
if the Congress is going to consider this bill at this time, we should
make every effort to improve the bill. To this end, we offered amend-
mnents which would have made the bill more equitable by placing
similar restrictions upon corporate plans, but the committee rejected
all of these attempts to reform thle abuses which are now occurring
under corporate plans.

Since corporate plans would continue to receive more favorable tax
treatment, we may be assured that if this bill is enacted, its advocates
will come before this committee in future years to complain about the
discrimination against thel self-employed and to argue that the self-
omployed should be allowed to, participate in retirement plans to the
same extent as corporate owners. Th'us, even if the Congross granted
the present requests of tihe advocates of the self-oemployed, it will not
beo long until thoy are here again asking for liberalization of the rules
established by tils bill. Furthermore, as long as the law allows thom
substantially greater tax advantages under corporate plans, we may
be certain that the professional people will take advantage of the
opportunities to incorporate which some States have provided for
then and that they will continue to seek new State statutes permit-
ting them to form professional corporations or. associations. After
all, they can point to tho vastly different tax treatment which applies
to corporate plans and argue that to eliminate this discrimination,
they should be permitted to incorporate. Thus, the enactment of the
bill would not satisfy the self-anployed but would merely permit them
to take the first step in securing further tax concessions for their
retirement savings.

PAUL H. DOUGLAS.
ALBERT GORE.
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