
Calendar No. 361

93D CONGRESS SENATE { REPORT
1st Session No. 93-383

PRIVATE PENSION PLAN REFORM

REPORT

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

TOGETHER WITH ADDITIONAL AND SUPPLEMENTAL VIEWS

ON

S. 1179

AUGUST 21, 1973.-Ordered to be printed

Filed under authority of the order of the Senate on August 1, 1973

U.S. GOVERNMENT pRINTING OFFICE

20-243 0 WASHINGTON : 1973





CONTENTS

Page
I. S u m m a ry ---- --- ----- -- ---- ------ -- ---- ----- ---- ---- ----- 1

Present tax treatment of qualified plans ..................... 2
P roblem areas ....... ..... ...... -..................... 3

Inadequate coverage ---------------------------------- 3
Inadequate vesting -------------- --------------------- 3
Inadequate funding ---------------------------------- 3
Loss of pension benefits due to plan terminations .. .... 3
Misuse of pension funds ............- 3
Discrimination against individuals not covered by pension

plans ....... .- 4
Unjustifiable differences in tax treatment of corporate

owner-employees and self-employed people under pension
p la n s ------------------------------ -.- ---------- 4

Provisions of the bill ------------- ...- 4
Participation requirements ------- 4
Vesting - 4
Minimum funding standards ..................... .... 5
Portability- 6
Plan termination insurance ................ 7
Fiduciary responsibility - 8
Enforcement -- 8
Equal tax treatment under pension plans -9
Lump-sum distributions 10

II. Reasons for the bill ..... .---- 10
The encouragement of nondiscriminatory plans under present

law - 11
Problem areas - 13

Inadequate coverage 13
Discrimination against the self-employed and employees

not covered by pension plans, - 13
Inadequate vesting - 14
Inadequate funding - 14
Loss of pension benefits due to plan terminations --------- 17
Misuse of pension funds and disclosure of pension opera-

tions -- 17
Objectives of the main provisions of the bill 18

Coverage - 19
Vesting - 19
Minimum funding standards__- 22
Plan termination insurance 25
Equalizing tax treatment; in general - 27
Equalizing tax treatment; individual retirement plans ----- 27
Equalizing tax treatment; increasing deductions for H.R.

10 plans 28
Equalizing tax treatment; proprietary employees of

closely held corporations- - - 29
P ortab ility .... ....................... .... ..... 30
Fiduciary responsibility 31
Enforcem ent ... ....... ............ . ..... . 33
Lump-sum distributions under qualified plans ........ 34

III. Revenue effect 35
Provisions designed to erualise tax treatment of pensions .... 36
Tax treatment of lump-sum distributions __ 37
New taxes and their effect on income tax deductions ........ 37
Revenue effect of minimum vesting and funding provisions ---- 37

(III)



Page

IV. General explanation-_ 38
A. Administration ..... 38
B. Participation and coverage- 39

1. Plan participation-age and service requirements-- 39
P r e s e n t l a w ..... 3 9
General reasons for change 39
Explanation of provisions- - 40
Effective date ..... 41
Revenue effect- 41

2. Plans where a collective bargaining unit is involved;
other antidiscrimination provisions -------------- 41

P r e s e n t l a w .. . . . 4 1
General reasons for change 41
Explanation of provisions .... 42

Collective bargaining unit .............. 42
Nonresident alien employees- 43
Affiliated employers- 43
Supervisory employees . ...... ..... 44
Temporary and seasonal employees ------- 44

Effective date ......... 44
Revenue effect_ 44

C. Vesting 44
Present law . ........ 44
General reasons for change- 45
Explanation of provisions-_ 46

General rule .................. .. 46
Preparticipation service ..... 47
Benefits accrued in the past 47
Multiemployer plans ..... 48
Service that is seasonal, intermittent, etc .... 48
Recordkeeping requirements ----------------- 49
Class year plans ..... 49
Permitted forfeitures of vested rights ........ 49
Prohibited discrimination -------------------- 50
Plan termination 50
Accrued benefits 50
Allocations between employer and employee

contributions 51
Comparability of plans having different vesting

provisions under the antidiscrimination
rules- 53

Effective date ........ 55
Revenue effect .... 55

D . F un din g ....................... . ........ . . . 55
Present law_ 55
General reasons for change 56
Explanation of provisions ........ 57

Minimum funding rules, in general 57
Funding normal costs and initial past service costs- 59
Plan amendments ....... 60
Experience losses and gains ............. ...... 60
Waiver of funding requirements__ - 61
The funding standard account 63
The funding standard account-special rules-

insured plans ...... 65
The funding standard account-special rules-full

funding limitation ........... 65
The funding standard account-special rules-

multiemployer plans ------ 66
The funding standard account- -money purchase

pension, profit-sharing, and stock bonus plans 67
Valuation of assets .... . .................... 67
Governm ent plans ---------------------------- 67
Actuarial considerations-enrollment of actuaries

to practice before the Internal Revenue Service- 68



IV. General explanation-Continued
D. Funding-Continued

Explanation of provisions-Continued Page
Actuarial considerations-reports of actuaries-- - 69
Actuarial considerations-actuarial advisory

b o ard ------------------------ ---- --------- 70
Enforcement ..... 70

E ffective date .. .................................. 71
Revenue effect .... .-- 71

E . P ortability ----------------------------------------- 7 1
Present law ..... 71
General reasons for change ------------------------- 72
Explanation of provisions ...... 72

Central portability fund, in general 72
Portability fund, registration by employers ------- 73
Transfers to the portability fund 74
Payments from the portability fund 75
Tax-free "rollover" for transfers between qualified

plans.- - - - - - - - - - - - - - - - - - - 76Registration with Social Security - 77

Effective date .. . -.. - -- - 78
Revenue effect - 78

F. Plan termination insurance .............. 78
Present law - 78
General reasons for change - 78
Explanation of provisions ----------------------- 80

Administering agency 80
Plans covered - 80
Benefits covered 81
Allocation of assets ---------------------------- 84
Recapture of certain payments 85
Establishment of Fund (premiums, etc.) --------- 86
Liability of employer 87
Multiemployer plans -- 89
Termination-by plan administrator ---------- 91
Termination-by Pension Benefit Guaranty Cor-

p oration -----------------. .----------...... 9 1
Termination-powers and duties of trustees ------ 92

Effective date .... 93
Cost 93

G. Fiduciary responsibility 94
Present law - 94
General reasons for change -- - 94
Explanation of provisions 96

Excise tax on prohibited tranasactions, in general- - 96
Prohibited transactions and exceptions, in general_ 97
Sale, exchange, or leasing of property. 97
Loans ...- 98
Furnishing goods, services, and facilities --------- 99
Transfer or use of trust income or assets --------- 99
Payment of compensation 99
Transactions primarily involving conflicts of in-

terest and fiduciaries 99
Transfer of assets outside the United States ------ 99
Acquisition of securities of the employer --------- 100
Investments that jeopardize income or assets ----- 101
Miscellaneous exceptions from prohibited transac-

tion rules .... 101
Transition rules for prohibited transactions ------- 101
Definitions used in prohibited transaction pro-

visions 102
Civil actions .... 103
Effective date .... 106
Revenue effect-_- 106



IV. General explanation-Continued Pzge
H. Administration and enforcement---------------------- 106

1. Internal Revenue Service - ------ 107
Present law -------------------------------- 107
General reasons for change- 107
Explanation of provisions ---------------------- 108

Office of Assistant Commissioner, Employee
Plans and Exem pt Organizations ...... 108

Salaries -------------------------------- 109
Authorization of appropriations ---------- 109

Effective date 110
Revenue effect ------------------------------ 110

2. Excise tax for auditing; etc ----------------------- 110
Present law -------------------------------- 110
General reasons for change 111
Explanation of provisions --------------------- 111
Effective date ------------------------------- 11
Revenue effect ----------------------------- 112

3. Tax court determinations ------------------------- 112
Present law -------------------------------- 112
General reasons for change ------------------- 112
Explanation of provisions -------------------- 114

In general 114
Exhaustion of administrative remedies re-

qu . ed -- - - - - - - - - - - - -- 114
Tax Court Commissioners --------------- 115
Right to petition Tax Court -------------. 115
Time for bringing action --------- 116
Burden of proof.- 116

Effective date 116
4. Determination of employee rights- 116

Present law----------------------------- 116
General reasons for change- 117
Explanation of provisions ................... 117
Effective date --- 118

I. Limitation on contributions- 118
Present law -------------------------------------- 118

H.R. 10 plans -------------------------------- 118
"Regular" corporate plans------------------ 119
Sub chapter S plans ---------------------- 119
Professional corporations ---------------------- 119

General reasons for change ....................... 120
Explanation of provisions ........- 121

Defined benefit plans-limitation on benefits ---- 122
Defined benefit plans for proprietary employee

corporations ------------------------------ 123
Limitations on contributions to money purchase

plans .................................... 125
Integration rules for plans benefiting proprietary

employees --------------------------------- 126Other special rules for proprietary employee
Plans ----------------------------------- 127

Time for making contributions ----------------- 127
Custodial accounts --------------------------- 128
Withdrawal of voluntary contributions by owner-

employees --------------------------------- 128
Effective date -------------------------------- 128
Revenue effect ------------------------------- 129



IV. General explanation-Continued Pags
J. Employee savings for retirement------------------------- 129

Present law -- - - - - - - - - - - - - - - - - - - 129
General reasons for change ........................ 130
Explanation of provisions ------- ---  131

I n genera -- -- -- -- - 131
Requires for--; an individual retirement account-. 132

Premature distributions ----------- 134
Taxation of beneficiaries ......................- 134
R ollovers ........... . .............. . ...... 135
Qualified retirement bonds ----------.-------- 135
O ther rules ---------. ------------------------ 136
Six-percent salary reduction plans ............ 136
Section 403(b) annuity plans - 137
Retirement income credit 137
Net operating loss provisins---------- 137

Effective date --- - - - - - - - -- - - - - - -- 137
Revenue effect .................................. 137

K. Lump-Sum Distributions ............................. 137
Present law ..-------------- - - -------------- 137
R easons for change ------------------------------- 138
Explanation of provisions ---------------------- 141

Examples of tax computations involving lump-sum
distributions --- - - - - - - - - - - --- 143

Ffrst example.- - -- - - -- - - -- - - -- - - 143
Second example -- - - - - - - -- -- -- - 144

Effective date ----- - -- - - - 146
Revenue effect 146

L. Miscellaneous provisions ........ 146
1. Right to elect a survivor annuity. - 146
2. 5-percent deduction limitation -------.-------- 147
3. Retroactive remedial changes to qualified plans ---- 147
4. Reporting and publication of returns ------------- 147

V. Effect on the revenues of the bill - 148
VI. Vote of the committee in reporting the bill 149

VII. Changes in existing law - 149
VIII. Additional view of Mr. Hartke - 151

IX. Supplemental views of Mr. Curtis ..... 157





Calendar No. 361
93D CONGRESS SENATE REPORT

1st SessionI No. 93-383

PRIVATE PENSION PLAN REFORM

AuGuST 21, 1973.-Ordered to be printed
Filed under authority of the order of the Senate of August 1, 1973

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

REPORT

together with

ADDITIONAL AND SUPPLEMENTAL VIEWS

[To accompany S. 1179]

The Committee on Finance, to which was referred the bill (S. 1179),
having considered the same, reports favorably thereon with amend-
ments and recommends that the bill (as amended) do pass.

I. SUMMARY

The Comprehensive Private Pension Security Act of 1973 as re-
ported by the committee is designed to make pension profit-sharing,
and stock bonus plans more effective in providing retirement income
for employees who have spent their careers in useful and socially
productive work. It encourages provision for the retirement needs of
many millions of individuals. At the same time, the committee recog-
nized that private retirement plans are voluntary on the part of the
employer, and, therefore, it has carefully weighed the additional costs
to the employer and minimized them to the extent consistent with
minimum standards for retirement benefits.

In broad outline, the bill is designed-
(1) to increase the number of individuals participating in retire-

ment plans;
(2) to make sure that those who do participate in such plans do not

lose their benefits as a result of unduly restrictive forfeiture provi-
sions or failure of the plan to accumulate and retain sufficient funds
to meet its obligations; and



(3) to make the tax laws relating to such plans fairer by pro-
viding greater equality of treatment under such plans for the different
taxpaying groups involved.

This bill also goes a long way toward equalizing the tax treatment
of those in different lines of work. In the case of the self-employed, it
makes a threefold increase in the deductible amount which can be set
aside for Ietirenelt. At the same time, and closely related to this, it
provides similar maximum set-asides for those in corporate organiza-
tions who are similarly situated to the self-employed. The bfll also
provides deductions for a modest retirement savings set-aside for
those who ale not covered by any existing plans.

The bill continues to rely primarily on the tax laws to secure needed
improvements in pension and related plans. In general, it retains the
tax incentives granted under present law for the purpose of encourag-
ing the establishment of plans which contain socially desirable pro-
visions. However, it also improves the effectiveness of these tax in-
centives by extending or increasing them in certain cases where this
is warranted and by pruing them where they have given rise to prob-
lems. In addition, the bill provides that plans, in order to qualify for
the favorable tax treatment, must meet certain new rules designed to
bring about needed improvements. The committee has taken this ap-
proach because it believes that property designed tax provisions are
the most effective way of inducing plans to make the improvements
that are so urgently needed. At the same time, however, the bill
sets up in the Department of Labor a procedure for reviewing em-
ployee claims with respect to pension, profit-sharing and other similar
plans. The Department of Labor is given the authority to require by
court action that pension and similar plans maintain adequate fiduci-
ary standards and that the assets and income of the plans are safe-
guarded.

Present tax treatnest of qiuaii/1cdi piaiis
Present law encourages employers to establish retirement plans for

their employees by granting favorable tax treatment where plans qual-
ify by meeting nondiscrimination and other rules set forth in the In-
ternal Revenue Code. Such qualified plans must cover a specified per-
centage of employees or cover employees under a classification found
by the Internal Revenue Service not to discriminate in favor of em-
ployees who are officers, shareholders, supervisory employees, or
highly compensated employees. Similarly, the contributions to such
plans or the benefits paid out by them cannot discriminate in favor of
such employees.

The favorable tax treatment granted qualified plans is substantial.
Employers, within certain limits, are permitted to deduct contribu-
tions made to these plans for covered employees whether or not their
interests are vested; earnings on the plan's assets are exempt from tax;
and covered employees defer payment of tax on employer contribu-
tions miad- on their behalf until they actually receive the benefits,
generally after retirement when their incomes' and hence applicable
tax rates tend to be lower.

The privaie pension system has shown substantial development
under the present tax rules. Private pension plans covered about 30



million employees in 1970 and are expected to cover 42 million em-
ployees by 1980 without any change in law. Similarly, in 1970 about
$14 billion was contributed to pension plans by employees and em-
ployers and 4.7 million beneficiaries received $7.4 billion in pension
payments. Moreover, pension plan assets amounted to $150 billion
(book value) in 1972 and are expected to reach $225 billion by 1980.

Problem areas
While the achievements of private retirement plans are substantial, a

number of serious problems have become apparent.
Inadequate cocerage.-Despite the rapid growth in pension cover-

age, one-half of all employees in private nonagricultural employment
are still not covered. Pension plans are still relatively rare among
small business firms and in agriculture. Moreover, many plans have
overly restrictive age and service requirements for participation, re-
sulting in the exclusion of many employees.

Inadequate vesting.-Present law generally does not require an em-
ployee plan to give a covered employee vested rights to benefits-that
is, the right to receive benefits if he leaves or loses his job before retire-
ment age. Many private pension plans do provide vested rights to
benefits before retirement, but a general rule, employees do not
acquire vested rights until they have served a fairly long time with
the firm and/or are relatively mature. As a result, even employees
with substantial periods of service may lose pension benefits upon
separation from employment.

Inadequate funding.-A significant number of pension plans are
not adequately funded-that is, they are not accumulating sufficient
assets to pay benefits in the future to covered employees. Under the
present minimum funding requirements, contributions to qualified
plans must be at least large enough to pay the normal costs (the
pension liabilities created in the current year) plus the interest on
unfunded accrued liabilities attributable to the past service of the
covered employees. However, this minimum funding requirement is
not adequate because it does not require the unfunded accrued liabilities
for past service to be amortized.

Loss of pension benefits due to plan terminations.-Even if em-
ployees acquire vested rights to pension benefits under a plan which is
being funded on what appears to be an adequate contribution schedule,
there is no assurance that they will actually receive their benefits when
they retire. If, for example, the employer terminates the plan as
a result of going out of business, moving, closure of a particular plant,
or merger, there may not be sufficient funds accumulated in the plan
to pay the full amount of the pension benefits. As a result, employees
who have worked for the firm for a long time may be deprived of their
pensions with resulting hardship.

Misuse of pension funds.-Wbile most pension funds appear to be
well managed, there have been instances in which such funds have not
been used to the best interest of covered employees. Cases have been
noted of extreme misuse of pension funds. In addition, present law
permits pension funds to be invested heavily in employers' securities.
This frequently is not in the best interest of employees which would
be better served by diversifying plan investments. The Internal Reve-
nue Code seeks to prevent abuses in the use of qualified pension funds



by prohibiting certain types of transactions which are likely to result
in abuse. However, this prohibited transaction provision is not effec-
tive both because the present prohibited transactions are limited in
nature and because the penalty for noncompliance is the disqualifica-
tion of the pension plan from tax benefits for a period of time. This
penalizes the covered employees who have had no part in any wrong-
doing.

Discrimination against individuals not covered by pension plans.-
Individuals who are outside of qualified pension plans have no oppor-
tunity to set aside income for their own retirement under the favorable
tax treatment accorded to individuals covered by such plans. These
individuals must save for their retirement from income after tax and
must pay tax currently on the income earned by their retirement
savings.

Unjustifiable differences in tax treatment of corporate owner-em-
ployees and self-employed indiiiduals under qualified plans.-At
present, in practice there is almost no practical limit on the amount of
pension contributions that closely held corporations can make to quali-
fied plans on behalf of owner-employees. This has resulted in abuse
situations in which extremely large pension benefits have been financed
for corporate owner-managers in part at the expense of the general
taxpaying public, as a result of the favorable tax treatment that is
accorded.

The fact that pension contributions on behalf of owner-managers of
closely held corporations are in practice not subject to control has also
given rise to claims of discrimination on the part of self-employed per-
sons. Pension contributions made by self-employed persons on their
own behalf are limited to 10 percent of earned income up to $2.500 a
year under present law. It has also had the undesirable effect of in-
ducing many individuals, including professional people, who would
normally carry on their activities as sole proprietors or partners, to
convert their activities to the corporate form almost entirely to secure
the greater tax advantage associated with corporate plans.
Provisions of the bill

The bill deals with these problems in many different ways. The prin-
cipal provisions of the bill are summarized below.

1. PI7 ticipadtiol rrqciicnu1ts.-To extend coverage more widely,
the bill provides that a qualified plan cannot require an employee to
serve longer than onc year or attain an age greater than 30 (which-
ever occurs later) as a condition of eligibility to participate in the
plan. This provision is effective immediately for plans adopted after
the date of enactment and January 1, 1976, for plans in existence on
the date of enactment. However, existing plans which have been
determined on the basis of collectivex bargaining agreements are not
subject to the new 1)roision until the expiration of the collective bar-
gaining agreement or ,Jaliauv 1, 1981, whichever is sooner.

2. TU st;n/.-Qualified )lan mst provide a participant with vested
rights to at least 25 percent of his accrued benefits derived from his
employer's cmin ibutions after 5 years of service. The minimum vest-
Ing percentage is required to be increased by 5 percentage points for
each of the next 5 years, and by 10 percentage points for each of the



following 5 years after that. As a result, 50 percent vesting is required
after 10 years of participation, and 100 percent vesting after 15 years
of participation. In addition, an individual who becomes a partici-
pant in a qualified plan is permitted to count up to 5 years of
preparticipation service for purposes of determining his vesting
percentage.

The vesting percentages required under the committee bill are ap-
plied to all benefits accrued during the period of participation in the
plan, regardless of whether such benefits accrued prior to the effective
date of the provision or on or after this date.

To give plans time to adjust to the new minimum vesting require-
ment, the effective date of the minimum vesting standard is deferred
to January 1, 1976, for plans in existence on the date of enactment
of the legislation. However, in the case of plans adopted after en-
actment of the legislation (which will have been adopted with knowl-
edge of the new requirement), the provision is effective for plan years
beginning after the date of enactment. Also, where existing qualified
plans were the subject of collective bargaining, the minimum vesting
standard will not apply until the present collective bargaining agree-
ment terminates--or 1981, whichever is sooner.

Existing plans which provide for full 100 percent vesting no later
than at the end of 10 years of covered service will be exempt from
compliance with the new vesting standard until 1981.

3. Minimum funding standards.-The new funding standard not
only requires the contributions to qualified plans which provide de-
fined benefits to be sufficient to pay costs attributable to the current
operations of the plan (as does present law), but also requires the
contributions to be sufficient to amortize the initial unfunded past
service liabilities in level payments over a period of 30 years or less,
instead of merely providing that the contributions be sufficient to meet
the interest payments on such unfunded liabilities, as under present
law. Past service costs arising as a result of plan amendments, which
increase unfunded past service costs by at least 5 percent, are to be
funded in the same way as past service costs under new plans--
namely, in level amounts over a period of 30 years or less.

The new funding standard requires amortization of all accrued past
service liabilities (i.e., both vested past service liabilities and those
past service liabilities which are expected to vest in the future).

Experience deficiencies (which arise when the actual plan costs turn
out to be greater than were previously estimated on the basis of the
actuarial assumptions-for instance, when the value of the plan assets
is less than was expected) are to be funded over a period of 15 years or
the average remaining working life of the covered employees which-
ever is the shorter period. Similarly, experience gains (i.e., gains
which are attributable to a faN orable variation in actual experience
compared to the actuarial assumptions) are to be taken into account
over the same period as actuarial deficiencies-that is, over the shorter
of 15 years or the average remaining working life of the employees.
Also, to minimize the creation of experience gains or experience de-
ficiencies the assets of pension plans are to be valued on the basis of a
moving average of 5 or fewer years.
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Employers are required to contribute to profit-sharing, stock bonus,
and money purchase pension plans any amounts that they have agreed
to contribute. However, with this exception, such plans are not re-
quired to comply with any specific funding standard.

The Service is given the authority to waive the minimum funding
requirement in cases involving financial hardship to the employer, but
the waived contribution must be made up in level payments over the
next 10 years. To avoid the indefinite postponement of the fulfillment
of the funding standards, not more than 5 such waivers may be
granted in a 10-year period.

Where the minimum funding standards result in an increase in an-
nual cost of 10 percent or more for collectively bargained multi-
employer plans and would cause substantial hardship, the Service can
allow already existing past service costs to be funded over a period
longer than 30 years (up to 45 years).

Qualified Federal, State, and local pension plans continue to be
subject to present funding requirements instead of to the new fund-
irg requirements under the bill.

If an employer fails to contribute sufficient amounts to meet the
new funding requirements, he will be subject to a nondeductible 5
percent excise tax per year on the amount of the underfunding for any
year. If the employer'fails to make up the underfunding by 90 days
after original notification by the Internal Revenue Service, then unless
the Service has granted an extension of time, the employer is subject to
a second level excise tax amounting to 100 percent of the underfunding.

In the case of plans adopted after the legislation is adopted, the new
funding requirements are effective for plan years beginning after the
date of enactment. However, these funding standards do not apply
until January 1, 1976, for plans in existence on the date of enactment
in order to give such plans time to adjust. Existing plans which have
been subject to collective bargaining agreements are not subject to the
new standard until the expiration of the collective bargaining agree-
ment or 1981, whichever is sooner.

4. Portability.-The Pension Benefit Guaranty Corporation, estab-
lished to administer the termination insurance program, is also au-
thorized to establish a central portability fund to receive deposits of
sums representing an employee's vested rights when he is separated
from a firm prior to reaching retirement age. The employee's interest
in the portability fund can then either be transferred" to his next
employer's qualified plan or retained in the portability fund until he
retires, when it would either be paid out to him or used to purchase
an annuity from an insurance company for him.

The portability fund is authorized to receive transfers of amounts
representing the interest of employees under qualified plans where
they have terminated their employment with the firm. (However
amounts accumulated in H.R. 10 plans by self-employed persons, in cor-
porate plans by proprietary employers, and in individual retirement
plans are not eligible for transfer to the portability fund.)

The payments made out of this central portability fund to the em-
ployee or his beneficiaries will generally be taxed in the same manner
as payments made by qualified plans. However, the bill specifically



provides that the transfer of amounts representing the employee's
interest in a pension plan to the central portability fund and transfers
from the central portability fund to the plan of a new employer are
not to give rise to tax liability.

The transfer of amounts representing vested rights to benefits
to or from the central portability fund is entirely voluntary. In order
for such transfers to take place, both the employee and the private
pension plans concerned with the transfer will have to give their agree-
ment.

Moreover, the bill generally permits the voluntary transfer of sums
of money representing an employee's vested rights from one qualified
plan to another directly without the use of the central portability

iund. The tax laws are amended to make it clear that such voluntary
transfers are to be nontaxable, subject to specified conditions designed
to prevent abuses.

Finally, to insure that employees will actually receive the plan
benefits to which they are entitled when they retire, the Social Secu-
rity Administration will keep records regarding the vested rights of
employees which will be reported by employers at the time that em-
ployees terminate their employment. The Social Security Administra-
tion will then furnish this information regarding vested rights to indi-
viduals both on request and at the same time that official information
is supplied regarding social security benefits.

5. Plan termination insurace.-A corporation (The Pension Bene-
fit Guaranty Corporation, with the Secretaries of Labor, Commerce,
and Treasury as trustees and the Secretary of Treasury as managing
trustee) is established to insure employees against the loss of pension
benefits resulting from defined benefit plan terminations.

The insurance under the program is limited to the vested benefit
provided under the plan, up to 50 percent of the average monthly wage
in the highest 5 years but not more than $750 a month. The $750 figure
will be adusted upward as the social security wage base is increased.
The insurance applies to vested benefits earned prior to as well as on
and subsequent to the effective date of the Act.

In the event of plan termination, the assets of the plan must be
used to pay the plan liabilities. Employers are generally made liable
for 10 percent of the losses due to plan termination (i.e., amounts
which the plan cannot pay out of its assets) up to 50 percent of their
net worth. However, this liability is subordinated to amounts owed
general creditors. In addition, employers are given the option of elimi-
nating employer liability in certain circumstances under the plan ter-
mination insurance by paying an increased annual premium tax for the
plan. During the first 3 years after the effective date of the provision
(January 1, 1975), if there is employer liability, the employer pays
an annual premium tax of 50 cents for each participant in the pension
plan who is covered by the insurance in order to finance the plan.
However, if the employer agrees to pay an annual premium tax of
70 cents per covered employee, employer liability is eliminated except
where the employer remains in business after the plan is terminated
or when the plan termination involves a merger or reorganization.
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The premium taxes will be paid for a minimum of 3 years before
any benefits are paid out. This will give the insurance program time to
accumulate funds with which to make payments and also to gain
experience as to the letv c and types of Oremiums that can best fund the
insurance program. After the initial 3-year period, the Pension Benefit
Guaranty corporation n may recommend different premium tax levels
for individual employer and mtlltieltployer plans to reflect the differ-
ett risk of termination tider these two different kinds of plans. Any
premium tax changes made must be approved by Congress.

6. Fidu./aiy ey/)ou,,ibi/tj/.-Fiduciaries are required to discharge
their duties solely in the interest of participants and their beneficiaries
and in a manner which will not jeopardize the income or assets of the
fund. They are also specifically prohibited from engaging in actions
where there would be a conflict of interest with the fund, such as
representing any other party dealing with the fund. kny fiduciary
who breaches any of the responsibilities imposed on him by the com-
mittee provision is personally liable to make good to the plan
any losses resulting from his failure to comply with the fiduciary
standards. To enforce these obligations, the Secretary of Labor or a
participant or beneficiary of a plan is authorized to bring a civil action
in the courts for appropriate relief to redress or restrain any viola-
tion of the fiduciary standards.

In addition, parties in interest and fiduciaries who engage in specified
prohibited transactions involving self-dealing are to be subject to a
two-level excise tax on the amount involved in the prohibited trans-
action. The first level tax generally will be 5 percent (per year) of the
amount involved; if the transaction is not corrected to make the trust
whole, a second level tax of 100 percent will be imposed. (In the case
of a fiduciary, the first level tax is 2.5 percent and the second level tax
is 50 percent of the amount involved, up to a maximum of ,10,000 at
each level.) None of these taxes is deductible.

To protect the rights of covered employees. qualified pension plans
are prohibited from investing in the securities of the employer after
August )1, 1973. However, pension plans are permitted to retain in-
definitely employer securities purchased before this date.

The bill generally places no restriction on the purchase of employer
securities by profit-sharing and stock boitos plans. However. where the
employer securities are not readily tradable on ain established securi-
ties market, the bill limits the investment in employer securities by
profit-sharing plane to 10 percent of their assets.

7. Enforeet.-To aid in enforcement, the committee bill pro-
vides for the establishment by the Internal Revenue Service of a sep-
arate office headed by an ks i-sant Commissioner of Internal Reve-
nue to deal primarily with employee benefit plans and organizations
exempt from tax wonder section 50i (a) of the Internal Revenue Code,
including religions, chairitable, and educational organizations. In order
to fund this new office, the bill authorizes appropriations ecnal to the
sum of (1) a new tax of $1 per participant ner year in a qualified plan
and (2) one-half of the revenue raised I the present 4 percent excise
tax on prival v foundations.



In addition, to provide additional opportunities for redress in case
of disagreement with the decisions of the Internal Revenue Service
on pension matters, both eiplo yees and employers will be allowed to
appeal determination letters issued 1y the Internal Revenue Service
to the Tax Court after exhausting their remedies under the Internal
Revenue Service administrative procedures. Employees are also given
the right to submit disputes with pen-ion plan administrators to the
Labor Department for decision.

8. Equal tax tic atiteit uwlned qualified plans.-To provide more
equitable tax treatment under qualified plans, the committee has pro-
vided the following three changes which should be regarded as one
package in the sense that all three changes must be adopted to achieve
the desired equity objectives.

A. Any individual (including an employee or a self-employed in-
dividual) who is not a participant in a qualified retirement plan or
governmental plan may take tax deductions of up to $1,000 a year for
amounts of earned income set aside for his own retirement. Alterna-
tivelv. the employer of any individual who establishes such a personal
retirement plan is allowed to make tax deductible contributions to the
individual retirement account on behalf of the employee (which will
not be currently taxable to the employee) so long as the sum of the
employee's own contribution and the employer's contribution do not
exceed $1,000. The contributions to the individual retirement plans
can be invested in a wide range of investments, including special
government savings bonds which would be issued for this purpose,
annuity contracts sold by insurance companies, mutual funds, stocks,
and savings accounts under custodial arrangements.

B. The maximum deductible contributions a self-employed individ-
ual is allowed to make on his own behalf to a qualified plan (H.R. 10
plan) are increased to 15 percent of earned income up to $7,500 a year
(or the equivalent in benefit levels, in the case of fixed benefit plans).
In addition, the bill limits to no more than $100,000 the portion of a
self-employed person's income which may be taken into account for
this purpose. This gives assurance that a self-employed individual will
provide a set-aside of at least 7.5 percent for his employees if he is to
take the maximum deduction of $7,500 for himself.

C. After careful consideration, the committee has concluded that
the basic situation of certain proprietary-employees of closely-held
corporations is so similar to that of self-employed people that they
should generally be treated like self-employed people for pension pur-
poses. The fact that there is no specific limit on the plan contributions
for corporate proprietary-employees has led to abuses and charges of
discrimination against the self-employed. To remedy this, contribu-
tions on behalf of corporate proprietary-employees who (1) own at
least 2 percent of the stock and (2) together account for at least 25
percent of the accrued benefits of all employees under the plan are
limited to exactly the same deduction limitations as apply to self-
employed people-namely, 15 percent of earned income with a maxi-
mum annual ceiling of $7,500 (or the equivalent in benefit levels, in the
case of fixed benefit plans). As in the case of self-employed people, the
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base for computing deductible plan contributions on behalf of such
proprietary-employees is limited to the first $100,000 of their earned
income.

9. Lump-sum distributions.-The committee bill provides a new
method of taxing lump-sum distributions from employee plans which
is equitable and relatively simpler than the 7-year averaging proce-
dure provided by the 1969 Act. Under the new provision, that portion
of the distribution (other than the employees' own contributions)
representing pre-1974 value receives capital gains treatment; the
balance of this lump-sum distribution is to be taxed as ordinary
income under a separate tax schedule (the tax schedule applicable
to single people) generally without reductions, exclusions, or consid-
eration of the taxpayer's other income. However, to insure that the
tax paid by lower income individuals on their lump-sum distributions
will generally not be more than under present law, a special minimum
distribution allowance is provided under the separate tax rate sched-
ule. In addition, averaging relief is provided for the portion of the
lump-sum distribution which is taxed as ordinary income under the
separate tax rate schedule by providing 15-year averaging for such
income (i.e., the tax is generally computed on one-fifteenth of such
income and the result is then multiplied by 15).

II. REASONS FOR THE BILL

One of the most important matters of public policy facing the na-
tion today is how to assure that individuals who have spent their
careers in useful and socially productive work will have adequate in-
comes to meet their needs when they retire. This legislation-The
Comprehensive Private Pension Security Act of 1973-is concerned
with improving the effectiveness of qualified retirement plans in their
vital role of providing retirement income. In broad outline, the objec-
tive is to increase the number of individuals participating in employer-
financed plans; to make sure to the greatest extent possible that those
who do participate in such plans actually receive benefits and do not
lose their benefits as a result of unduly restrictive forfeiture provisions
or failure of the pension plan to accumulate and retain sufficient funds
to meet its obligations; and to make the tax laws relating to qualified
retirement plans fairer by providing greater equality of treatment
under such plans for the different taxpayer groups concerned.

Essentially, the committee bill represents a significant improve-
ment in the tax treatment now applicable with respect to qualified
retirement plans. The committee regards thn present legislation as
part of an evolutionary process which keeps this basic framework but
which builds on it iew provisions which experience indicates are
necessary for the proper functioning of these plans.

A fundamental aspect of present law, which the committee bill
continues, is reliance on voluntary action by employers (and em-
ployees under contributory I)lans) for the establishment of qualified
retirement plans. The committee bill also continues the approach in



present law of encouraging the establishment of retirement plans
which contain socially desirable provisions through the granting of
tax inducements. In other words, under the new legislation as under
the present law, no one is compelled to establish a retirement plan.
However, if a retirement plan is to qualify for the favorable tax
treatment, it will be required to comply with specified new require-
ments which are designed to improve the retirement system. Since the
favorable tax treatment is quite substantial, presently involving a
revenue loss of over $4 billion a year, it is anticipated that plans will
have a strong inducement to comply with the new qualification rules
and thereby become more effective in fulfilling their objective of pro-
viding retirement income.

The tax advantages associated with qualification under the In-
ternal Revenue Code are substantial. Employers, within certain limits,
are permitted to deduct contributions made to such plans on behalf
of covered employees, whether or not the interests of covered em-
ployees are vested; earnings on the plan's assets are exempt from
tax; and covered employees defer payment of tax on employer con-
tributions made on their behalf until they actually receive the bene-
fits, generally after retirement when their incomes and hence appli-
cable tax rates tend to be lower.

THE ENCOURAGEMENT OF NONDISCRIMIN ATORY PLANS 1UTNDER

PRESENT LAW

As already indicated, our tax laws now provide substantial tax incen-
tives for the establishment of nondiscriminatory retirement plans. In
order to qualify as nondiscriminatory, a retirement plan must cover a
specified percentage of employees I or cover employees under a clas-
sification found by the Internal Revenue Service not to discriminate in
favor of employees who are officers, shareholders, supervisory em-
ployees, or highly compensated employees. Similarly, either the con-
tributions to the plan or the benefits paid out by the plan must not
discriminate in favor of officers, etc.

In adopting this legislation, the Finance Committee is aware of the
achievements of the private pension system under the 1942 legisla-
tion. The private retirement system has grown rapidly over the past
three decades. About 30 million employees were covered by private
retirement plans in 1970 compared to 4 million in 1940 and 9.8 million
in 1950. (See Table 1.) By 1980, these retirement plans are expected
to cover 42 million employees.-

ITo qualify on this basis. the plan most cover 70 percent or more of all the employees,
or 80 percent or more of all employees who are eligible to heoeft onder the p1an If 70 per
cent or more of all the employees are so eligible, excluding in each case employees who have
hero employed not more thao a minimum period prscribet Py thle plan, not xceoding 5
years, employees whose cnstomary employment is for ot ore than 25 hours in any 1 week,
and employees whose customary employment is for not more than 5 months in any calendar
year (e. 401 (a) (3) (A)).

See Public Policy and Private Pension Programs. A Report to the President on Private
Employee Retirement Plans by theP resident', Committee on Corporate Pension Funds and
Other Private Retirement and Welfare Programs, January 1965. p. vi



TABLE A -PRIVATE PENSION AND DEFERRED PROFIT-SHARING PLANS: 1 ESTIMATED COVERAGE, CONTRIBUTIONS, BENEFICIARIES, BENEFIT PAYMENTS, AND RESERVES, 1950, 1955, 1960-70

Coverage I Employer Employee Number of Amount of benefit Reserves,
end of pear contributions contributions beneficiarie, end of payments end of year(in thoonands) (in millions) (in millions) year (in thousands (in miUons) (in billion

Non- Non- Non- Non- Nor- Non-
Year Total Insured insured Total Insured insored Total Insured insured Total Insured insured Totals Insured insured Total Insured insured

1950 .. . .. 9,B00 2,600 7,200 $1,750 $720 $1,030 $330 $200 $130 450 150 300 $370 $80 $290 $12.1 $5.6 $6.5
1955 --------------- 15, 400 3, 800 11, 600 3, 280 A, 10 2, AB 560 280 280 980 290 690 850 180 670 27.5 113 16. A
f960 ---------- 21,000 4, O0 16, 300 4,710 1,190 3, B20 780 300 4N0 17N0 540 0.240 1,720 30 1, 330 520 0 3TO, 1
161 07. 2200 5,100 17,100 4,830 1, 180 3,400 740 250 RAG A,9RIO 570 1,340 1,070 450 0,020 5 7. B 20.0 37.5
1962 ---- 0--- 23,100 5,200 1,9N0 5,200 1, 240 3,940 N3f0 310 500 2,1 60 1G470 2,330 510 1,320 63.5 21.6 41. 9
1963 --- S-- , RIO 0, 400 1, 400 5, 60 A, 30 4,170 860 300 5A0 2N 0 0 A, 590 2, 590 570 2,020 69. 9 23.3 46. 6
19A4 --------------- 24,600 6,000 R, 600 6, 370 A, 52 4, B50 BG 0 10 ASS 2,400 740 A,750 2,100 640 2,350 77.7 25.2 52.0
L965 ------- . 25, 300 4,200 1 A,100 7,370 A,770 5 60 9 320 670 2,750 790 1, 960 3,000 700 0, NAG N6.5 27.3 5N. SI9f6 O6, 3 10 , 9 If, 400 9,010 A, BOO B, 360 1, 040 30 710 3,110 870 2,8240 4,190 10 3,380 95.5 29. 3 66. 2
A917 - 27,500 7,700 AN,8BO f,00 2,010 7,040 1,100 340 790 0,410 930 2,RAS 4,790 9AA 3,8f0 102.0 41.N 74.2
1 ---------- 28.000 7,900 10100 f40 2 2240 7,700 1,230 340 890 3,770 1,010 7,760 0,530 1,000 4,000 117.8 34. 8 93.
196 Of, O N00 , 704 20, 300 11,420 3,000 B, 490 1,360 300 0,010 4,1 1,070 3,110 450 0,160 0,20 127.N 37.2 fI. 61970 29, 700 9 300 20, 400 1. ,580 2, 860 9,720 1,420 350 1,070 4, 720 1,220 3,500 7,360 0,30 0,000 107.1 40.1 07.0

Includes pay-as-you-go, multi-employer, and union-administered plans, those of nonprofit ora- a Includes refunds to employees and their survivors and lump-sums paid under deferred profit-
nizations, and railroad utare supplementing the Federal railroad refiremenf program. Ecludes sharingplans.
penior plane Nor Federam ae and focal gournmeef employees as welt as pension plans for thenelf-employed. Insured plane are underwritten bp insurance companies; notoneured plane eae, in eunon Cply ted bys Abue OffLice ofurae ath So i uiy amn istrcain rom Auosusi sbedgenraffunded through trustees. p a b Abe n f fi e of i e tac nca Scrito ad Ehang Comiff is

aEsudee annuitnts; employees under both insured-and nonineured plans are included only
once-unde Ahe insured p ans.



The growth which has occurred is also evidenced in other ways. Be-
tween 1950 and 1970, total annual contributions made to retirement
plans by employees and employers rose from about $2.1 billion to about
$14 billion. In 1950, 450,000 beneficiaries received $370 million from
retirement plans; in 1970, 4.7 million beneficiaries received $7.4 billion
in pension payments. Moreover, retirement plan assets soared from
$12.1 billion in 1940 to $150 billion in 1972 (book value) and are ex-
pected to reach $225 billion by 1980.

4

PROBLEM AREAS

Despite the substantial achievements of retirement plans, it has be-
come apparent that a number of problems have arisen which prevent
many of these plans from achieving their full potential as a source for
retirement income. These problem areas are outlined below.

Inadequate coerage.-Despite the rapid growth in retirement plan
coverage in recent years to its 1970 level of about 30 million employees,
one-half of all employees in private, nonagricultural employment are
still not covered by retirement plans. Retirement plans are still rela-
tively rare among small business firms and in agriculture. Moreover,
even where employees work for a firm with a retirement plan, the age
and service requirements for participation in the plan may be overly
restrictive. excluding many employees.

Discrimination against the self-employed and employees not covered
by retirene t plans.-Another problem area is that present law dis-
criminates against employees not covered by retirement plans and
against the self-employed. This is primarily because the personal re-
tirement savings of individuals not covered by pension plans must be
made out of after-tax income, while those covered by retirement plans
are permitted to defer tax on their employer's retirement contributions.
In addition, the earnings on the retirement savings of noncovered
persons are subject to tax as earned, while the tax on earnings of
pension funds is deferred until paid out as a retirement benefit.

Self-employed people also frequently maintain that they are dis-
criminated against as compared with corporate executives and owner-
managers of corporations in regard to the tax treatment of retirement
savings. At present, there is no comprehensive limit on the amounts
the employer can contribute on behalf of corporate executives and
owner-managers of corporations; similarly, there is no statutory limit
on the amount of pension benefits that the latter can receive-so long
as those contributions or benefits do not discriminate in favor of em-
ployees who are shareholders, officers, supervisors, or highly paid and
do not constitute unreasonable compensation. As a result of legislation
enacted in 1962 and amended in subsequent years, self-employed
people can establish retirement plans for themselves and their employ-
ees but their deductible contributions to such plans on their own behalf
are limited to 10 percent of earned income up to $2,500 a year.

Some self-employed people, including professional people, have been
successful in securing the tax advantages associated with corporate

4 Table 1 and Securities and Exchange Commission, Private Noninsured Pension Funds,
1972 (Preliminary).
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retirement plans by forming professional corporations. In many cases
these are one-man corporations. Although the Service for a long time
refused to recognize the validity of such corporations for Federal tax
purposes, the courts sided with the taxpayers, and the Internal Reve-
nue Service has agreed to generally recognize such corporations.'

Inadetuate c, sting.-Present law generally does not require a re-
tirement plan to give a covered employee vested rights to benefits-
that is, the right to receive benefits even if lie leaves or loses his job
before retirement age.

0 
Over two-thirds of the private retirement plans

provide vested rights to retirement benefits before retirement. How-
ever, as a general rule, employees do not acquire vested rights until
they have accumulated a fairly long period of service with the firm
and/or are relatively mature.

At present, only one of every three employees participating in
employer-financed plans has a 50 percent or greater vested right to
his accrued retirement benefits. Moreover, 58 percent of covered em-
ployees between the ages of fifty and sixty and 54 percent of covered
employees 60 years of age and over do not have a qualified vested
right to even 50 percent of their accrued retirement benefits.

7 
As a re-

suIt, even employees with substantial periods of service may lose retire-
ment benefits on separation from employment. Extreme cases have
been noted in which employees have lost retirement rights at advanced
ages as a result of being discharged shortly before they would be
eligible to retire. In addition, failure to vest more rapidly is charged
with interfering with the mobility of labor, to the detriment of the
economy.

Inalequate funding.-Another problem area is that a significant
portion of present pension plans are not adequately funded-that is
they are not accumulating sufficient assets to pay benefits in the future
to covered employees. As a-result, there is concern that many em-
ployees now covered by pension plans may not actually receive pen-
sions when they retire because the funds will not, be available to pay
for those pensions.

In general, pension plans that are qualified under the Internal
Revenue Code must meet certain minimum funding requirements by

5However, the 1969 Tax Reform Act made contributions on behalf of sareholder-
employees who own more than 5 percent of an electing small business (suhehapter S)
corporation's stock subject to the same io percent-S2,505 limitations as apply to retire-
ment contribution deductions on behalf of self-employed people.

O.However, as noted below, vesting is required for emloyees ander so-called H1 R. in plans
for owner-employeea and oay also be required in stter easen to prevent tlte plan front
hoing a iscrminatory effect in operation, or upon plan terminatIon or complete discantlnoance at contributions.

U.s Treasury Departttent -Fact Sheet. Pension Reform Program. as reprinted in a-
terial Relating to Administration Ptoposal Entitled te "Retirement Benefits Tax Act",
Committee an Ways and Means, 93d leg, ot ses , , 37 Table B.



irrevocably setting aside funds in a trust or through the purchase of
insurance contracts. Contributions to such plans must generally be at
least large enough to pay the normal pension costs plus the interest on
unfunded accrued liabilities which generally are attributable to the
past service of the covered employees. How exr, this minimum fund-
lug requirement is not adequate because it is designed only to prevent
the unfunded liabilities from growing larger and does not require any
payment to reduce the amount of the outstanding unfunded liabilities,
which may be substantial.

The available evidence suggests that many pension plans are ade-
quately funded-but that a significant proportion of the plans have not
been adequately funded. This is indicated, for example, by a survey
made by the Senate Labor Subcommittee of 469 trustee-administered
pension plans covering 7.1 million employees. In 1970, about one-
third of the plans in the study covering one-third of the participants
reported a ratio of assets to total accrued liabilities of 50 percent or
less; while 7 percent of the plans covering 8 percent of the participants
reported a ratio of assets to accrued liabilities of 25 percent or less. (See
Table 2.)

In general, the older plans are better funded than the newer ones.
Over one-half of the plans covered by the study which were 6 years
old or less had an assets-liabilities ratio of 50 percent or less, while
35 percent of the plans in existence for 17 years to 21 years had such
an assets-liabilities ratio. (See Table 3.)

TABLE 2.-FUNDING OF PRIVATE PENSION PLANS: ASSETS AT MARKET VALUE, AS PERCENT OF PRESENT VALUE,
OF TOTAL ACCRUED RETIREMENT BENEFITS, BY PLAN AND BY PARTICIPANT: AS OF 1970

By plan By participant

Number 2 Percent Number Percent

Assets as percent of accrued benefits.55 percent cr rons . .... ..... 33 27 541, 81 2B

26 through I5 ............ . ... .. ... 118 25 1,791, 945
51 through 75 --------- 1-4 22 2134, S1i 30
76 th oughjo b it 7 25 1,211,2B 17
10t through 125 ..... ... . . .... ........-- 5 12 949, 975 13
126 through 150 20 4 134, 252 2
151 through 175 B--------- . .. ........ 2 52, 49
Over 175 ..... .. . .... . ...... ... . 14 3 276,835 4

Total ---------- 469 10O 7,100,205 100

Present value of accrued benehts is actuarially detnenid.

Sample consists of 469 trustee-administered plans. Comparable data mere not available for insured plans.

Note: The sum of individual items may not equal tdtals because of rounding.

Source: Senate Committee on Labor and Public Welfare Report on S. 3598, The Retirement Income Security for Em-
ployens Act of 1972, 92d Cong., 2d sess., p 57.



TABLE 3 FUNDING OF PRIVATE PENSION PLANS: ASSETS AT MARKET VALUE AS PERCENT OF PRESENT VALUE I OF TOTAL ACCRUED RETIREMENT BENEFITS, BY AGE OF PLAN: AS OF 1970

Age of plans

6 years or less 7 to 11 years 12 to 16 years 17 to 21 years 22 to 26 years 27 to 31 years Over 31 years

Number Percent Number Percent Number Percent Number Percent Number Percent Number Percent Number Percent

Assets as percent of accrued benefits:
2s percent or less . .SI 7 B 15 0 5 5 0 B - 1 5 9
2btthrough t -t 30 5 S S 34 33 ---. B B 13 1. I
51 through 75 ------------ 9 21 1B 22 31 25 24 3 B 15 9 20 5 24
76 percent and over . 11 26 32 39 48 38 43 42 3 69 30 66 14 68

Total ------------------------- 42 100 81 SO0 25 100 103 100 52 100 45 It0 2t 100

Present value of accrued benefits isactuarially determined. Source: Senate Committee on Labor and Publrc Welfare re p ort on S. 35B. The Retirement Income

Sample consists of 469 trustee-administered plans Security for Employees Act of 1972, 92d ConB., 2d sass, p. 98.

Note: The sum of individual items may net equal totals because of rounding.



Loss of pension benefits due to plan temsninations.-Concern has also
been expressed over the possible loss of pension benefits as a result of
termination of pension plans. The Studebaker case, which has been
widely publicized, illustrates how pension benefits can be lost as a re-
sult of termination of a plan. When Studebaker closed its South Bend,
Indiana, plant in 1964, the employees wvere separated and the pension
plan was terminated. The plan provided fairly generous vested rights
and the funding apparently would have been adequate had the firm
remained in business and the plan continued in operation. However,
at termination, the plan had not yet accumulated sufficient assets to
meet all its obligations. As a result, full pension benefits were paid only
to employees already retired and to employees age 60 or over with 10
years or more of service. Little or no benefits were paid to large num-
bers of other employees, many of whom had vested rights.

A joint study of the Treasury Department and the Department of
Labor indicates that there were 1,227 plan terminations in 1972.0 These
terminations resulted in the loss of $49 million of benefits (present
value) by 19,400 pension participants in 546 of the terminated plans.
The average loss of benefits for participants amounted to $2,500.
Participants losing benefits represented about eight one-hundredths
of one percent of workers covered by pension plans. The data, of
course, cover terminations occurring over a relatively short period of
time.

Misuse of pension funds and disclosure of pension operations.-
There also has been concerns about the administration of pension plans.
It has been charged that all too frequently pension funds have not been
used in the best interest of covered employees. There have been cases
of extreme misuse of pension flids.

Also, questions have been raised as to whether a pension plan should
be permitted to invest heavily in the employer's securities instead of
diversifying investments. Present law permits such investments in the
employers' securities, subject to certain restrictions.

The Welfare and Pension Plans Disclosure Act, which is adminis-
tered by the Labor Department, was adopted in 1958 to protect the
interests of welfare and pension plan participants and beneficiaries by
requiring disclosure of information regarding such plans. This Act
requires the plan administrators to file with the Secretary of Labor
and to send to participants upon written request a description and
annual report of the plan. The Act was amended in 1962 to make theft,
embezzlement, bribery, and kickbacks Federal crimes where these occur

in connection with welfare and pension plans. The 1962 amendment
also conferred limited investigatory and regulatory powers upon the
Secretary of Labor. However, abuses in the administration of pension

plans and in the handling of pension funds have continued.
The Internal Revenue Code (sec. 503 (b)) seeks to prevent abuses in

the use of funds held under qualified retirement plans by prohibiting
qualified trusteed plans from engaging in certain specified prohibited
transactions such as lending funds without adequate security and a

reasonable rate of interest to the creator of the plan, his family, or cor-
porations controlled by him. Other prohibited transactions include

8 Department of the Treasury and the Department of Labor Study of Pension Plan

Terminations, 1972-Final Rayot, August 1973.



payment of excessive salaries, purchase of property for more than an
adequate consideration, sale of property for less than an adequate con-
sideration. or any other transactions which result in a substantial di-
version of funds to such individuals. Special additional rules apply to
trusts benefiting owner-employees. However, this prohibited transac-
tion provision is not effective because the penalty for noncompliance
is the disqualification of the pension plan from tax benefits for a period
of tine, vhich is unfavorable to the covered employees who have had
no part in any wrongdoing. There is need, therefore, for more effective
remedies to prevent misuse of pension funds to the detriment of the
interests of participating employees.

OBJECTIVES OF THE IAI.N PROVISIONS OF 7rE BILL

Although there have been significant legislative changes since the
present basic framework of the tax laws relating to pensions was first
adopted-principally in allowing self-employed people to establish
retirement plans for themselves and their employees and in requiring
the disclosure of information regarding welfare and pension plans--
it has been more than 30 years since these basic pension provisions
were first adopted. It is time for new legislation to conform the pen-
sion provisions to the present day situation and to provide remedial
action for the various problems that have arisen in the retirement plan
area during the past three decades.

As indicated above, the present provisions of the Internal Revenue
Code provide tax inducements for the adoption of nondiscriminatory
plans and to a limited extent other objectives. These nondiscrimination
provisions are retained, but the new legislation also requires retirement
plans to conform to additional requirements in order to qualify for
the favorable tax treatment under the Internal Revenue Code. In tak-
ing this action, the committee has been mindful of the need to construct
the new requirements so'that they will provide meaningful improve-
ment in the various problem areas noted under the present law. At the
same time, the committee is aware that wider our voluntary pension
system, the cost of financing pension plans is an important factor in
determining whether any particular retirement plan will be adopted
and in determining the benefit levels if a plan is adopted, and that
unduly large increases in costs could impede the growth and improve-
ment of the private retirement system. For this reason, in the case of
those requirements which add to the cost of financing retirement plans,
the committee has sought to adopt provisions which strike a balance
between providing meaningful reform and keeping costs within rea-
sonable limits.

Generally, it would appear that the wider or more comprehensive
the coverage, vesting, and funding, the more desirable it is from the
standpoint of national policy. However, since these plans are volun-
ta rN on the part of the emplovem and both the institution of new pen-
sion plans and increases in benefits depend upon employer willingness
to participate or expand a plan, it is necessary to take into account
additional costs from the standpoint of the employer. If employers
respond to more comprehensive coverage, vesting and funding rules
by decreasing benefits under existing plans or slowing the rate of for-



mation of new plans, little if anything would be gained from the
standpoint of securing broader use of enploee pensions and related
plans. At the same time, there are advantages in setting minimum
standards in these areas both to serve as a guideline for employers in
establishing or improving plans and also to prevent the promise of
more in the form of pensions or related benefits than eentnally is
available.

Cocnaye.-One of the major objectives of the new legislation is
to extend coverage tinder pension plans more widely. For this rea-
son, the committee bill sets limits on the age and service requirements
which can be used to exclude employees from participation in pension
plans. Under the new rules, a qualified plan cannot require an em-
ployee to serve longer than one year or attain an age greater than 30
(whichever occurs later) as a condition of eligibility to participate in
the plan. Thus, aii employee who reaches age 30 and has at least a
year of service would be eligible to participate. The Committee be-
lieves that this rule is a reasonable one. It provides a balance between
the need to grant employees the right to participate in pension plans
at a relatively early age so that they can begin to acquire pension
rights and at the same time avoids the administrative drawbacks that
would be involved in granting coverage to transient short-term em-
ployees whose pension benefits would in any event be small. The par-
ticipation rule also prevents potential avoidance of the vesting rule
in the committee bill.

Vesting.-Coverage under a pension plan does not aid an individ-
ual if he later forfeits his right to his pension benefits upon voluntary
or involuntary termination of employment. This is an important con-
sideration in view of the fact that ours is a fairly mobile economy
where employees tend to change jobs rather frequently, especially in
their younger years. Moreover, tile c cyclical and technological nature
of certain industries results in frequent layoffs over a work career for
employees in those industries, as in aerospace and defense. The com-
mittee bill deals with this problem iY requiring qualified pension
plans to grant covered employees minimum vested rights to their pen-
sions after serving a specified number of years.

In considering a minimum vesting provision, it is especially im-
portant to balance the protection offered by the provision against the
additional cost involved in financing the plan. Employees, of course,
would be accorded the maximum protection in this regard if they were
granted immediate and full vested rights to employer contributions.
However, it is generally recognized that such a requirement for im-
mediate and full vesting would not be feasible because it would involve
such substantial additional costs for the financing of pension plans that
it would tend to impede tile adoption of new plans and the liberaliza-
tion of existing ones.

After careful consideration, the committee came to the conclusion
that any adequate and feasible minimum vesting provision should
be gradual--that is, the employee should be given a vested right to
a specified percentage of his accrued pension benefits after serving for
a specified period of time. This required vesting percentage should
then be increased gradually as the period of service increases until all
pension benefits would be 100 percent vested. Such gradual vesting



avoids the abrupt increase in pension plan costs that would generally
be involved in a requirement for full and immediate vesting and brings

down the cost of the vesting requirement to manageable levels. In
addition, gradual vesting over a number of years is less likely to have
a detrimental effect on the continued employment of the individual
concerned than a requirement to grant full vesting at one point in
time--say, after the completion of a specified period of covered serv-

ice. The committee is, of course, aware that most employers would not
discharge employees merely to avoid the expense involved in granting
them vested rights, particularly since this additional expense is gen-
erally relatively small in relation to payroll. Nonetheless, the com-
mittee believes that it would be undesirable to adopt a vesting provi-
sion that would have this effect even on the small minority of employers
who would be disposed to discharge employees because of pension cost
considerations. Graduated vesting, while on the one hand providing
more mobility to employees. on the other hand provides an incentive
to stay to earn more vested benefits. This affords the employer the
opportunity to retain experienced workers.

The committee also came to the conclusion that the minimum vest-
ing requirement should be "age neutral"-that is, the vesting re-
quirement should apply equally to all pension plan participants re-
gardless of their age. Specifically, the committee does not believe
that it would be wise to grant older people vested rights to their ac-
crued pension benefits more quickly than younger people. Such age-
related vesting requirements generally have the socially desirable
objective of according vested rights to mature employees who are
most in need of the protection offered by the vesting. However, there
is serious question whether such proposals would actually be in the
best interest of mature workers. For one thing, the committee believes
that such age-related minimum vesting requirements would hamper
older workers in their search for new employment because it would
involve higher pension costs for them as compared with younger
employees. At present, older employees face sufficient obstacles in
seeking new employment without adding still another.

Moreover, there would appear to be persuasive grounds to start to
provide employees with vested pension rights at relatively early ages.
This helps them to accumulate adequate pensions over'their entire
working careers and tends to spread the cost of providing such pen-
sions more equitably over the various employers for whom they have
worked during these careers instead of concentrating these costs on
the firms that employ them in their mature years.

In view of the considerations outlined above, the committee adopt-
ed a provision which requires qualified plans to provide an employee
with vested rights to 100 percent of his accrued be-nefits from employee
contributions and at least 25 percent of his accrued benefits from em-
ployer contributions after 5 veus of service plus 5 percentage points
for each of the n.xt 5 ars.'and by 10 percentage points for each of
the next following 5 e'ars. ks a result, at least 50 percent vesting is
required after 10 years of participation, and 100 percent vesting in the
employer-provided benefit after 15 years of participation. In addition,
an individual who becomes a participant in a pension plan is permitted
to count up to 5 pre-)articipation years of service for purposes of de-
termining his vesting percentage.
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The committee further decided to apply the minimum vesting re-
quirements to benefits accrued prior to the effective date of the provi-
sion, as well as to benefits accrued after this date, on the ground that
employees merit equal protection with regard to their pension bene-
fits regardless of when these benefits accrued.

It is anticipated that the minimum vesting provision in the com-
mittee bill will result in a substantial increase in the number of em-
ployees with vested rights. According to estimates furnished to the
committee, about 8i percent of the employees covered by plans will
have at least a 25 percent vested right to their accrued benefits under
the vesting provision. even if the plans tmrely comply with the mini-
mum nesting requirement, while 55 percent of all covered employees
will have at least a 50 percent vested right to their accrued benefits.
Under present law, only about 28 percent of all covered employees
have vested rights to their benefits.'

TABLE 4.-ESTIMATED RANGE OF INCREASE IN PENSION PLAN COSTS UNDER REQUIREMENT FOR MINIMUM
VESTING ADOPTED BY THE COMMITTEE

S

Present Present Present
vestig: vestng: vestig: All

Noe Modersate I Liberal 2 plans

Percentage of pension plan memberscovered under such
plans. 23 56 21 100

Raegs cf present pian cost as a percent ot patrol 1.8 11.2 2.2-12.5 2.2-12.7 1 8-12.7
Rargs et ' rer ase in cost under commiMee vesting

requirement:
As a percent of p ayroll ....................... . .2-1.5 .1-.2 .1 0-1.5
Asa percent of present plan cost ------- 5-58 1-8 0-3 0-58

Plan presidesrme vesting, buttless liberal than full vesting after 1 years ofserice.
Plan provides tul vesting aftr 10 years service s less, with no age requiremert.

Source: "Summary of Report, Study of the Cost of Mandatory Vesting Provisions Prepared for the Joint Committee on
Internal Revenue Taxation," by Donald S. Grubbs, Jr., July 30, 1973.

Table 4 shows the additional costs of financing pension plans in-
volved in the minimum vesting requirement adopted by the committee
is expected to be moderate.

The additional costs will, of course, be zero or smallest for those
plans which now have liberal vesting provisions and greatest for those
plans which now provide no vesting prior to retirement. This reflects
the fact that the committee's minimum vesting provision will generally
bring the costs of the latter plans up to the level of those plans which
now have liberal vesting provisions. Overall, for all plans, the cost in-
creases resulting from the new minimum vesting requirement will
range from 0 to 1.5 percent of payroll.

The committee bill provides ample opportunity to plans to adjust
to the new minimum vesting requirement. For plans in existence on
the date of enactment of the legislation, the effective date of the mini-
mum vesting standard is deferred to January 1, 1976. However, in
the case of plans adopted after enactment of the legislation, which will
have been adopted with knowledge of the new requirement, the effec-
tive date is the first plan year beginning after the date of enactment.
For existing plans which were the subject of collective bargaining, the
minimum vesting standard will not apply until the present collective

oltiastes supplied by Professor Howard Winklevoss of the Wheaton School of Finance,
University of Pennsylvania.



bargaining agreement terminates-or until 5 years after the effective
date whichever is sooner. Finally, plans which now provide for full
100 percent vesting no later than at the end of 10 years of covered
service will be exempt from compliance with the new vesting standard
until 1981.

M;,iimum fuvdvnl standards.-The committee believes that it is
essential for pension plans to be adequately funded in accordance with
a contributions schedule which will produce sufficient pension funds to
meet the obligations of the plan when they fall due. Such an adequate
contributions schedule for funding pension plans not only protects the
pension rights of employees but also provides an orderly and system-
atic way for employers to pay their pension costs.

The committee believes that the minimum funding requirements un-
der present law are inadequate. To remedy this, the committee has pro-
vided a new minimum funding requirement for qualified plans. This
new funding standard is similar to the present standard in that it re-
quires the contributions to qualified plans to be sufficient to pay normal
pension costs (the costs attributable to the current operations of the
plan) ; however, it also requires the contributions to be sufficient to
amortize all unfunded past service liabilities in level payments over
no more than a 30-year period, instead of merely providing that the
contributions be sufficient to prevent an increase in such unfunded
liabilities as under present law.

The new funding standard requires amortization of all accrued past
service liabilities (i.e., both vested and nonvested unfunded past serv-
ice liabilities). In making this decision, the committee is aware that
proposals have been made to base the minimum funding requirement
entirely on presently vested past service liabilities on the ground that
such liabilities represent the nonforfeitable rights of the employees.
However, the committee decided to use total accrued liabilities as the
base for funding past service costs because this approach constitutes
the most orderly and comprehensive method of funding past service
costs since it makes financial provision not only for vested liabilities
lut also for accrued liabilities which are expected to be vested and paid
in the future.

The level payment method of funding adopted by the committee
is analogous to the payment of a home mortgage in that each specified
payment includes a payment for both interest and principal. It has the
advantage of spreading the payments out evenly over the payment
period which generally makes it easier for the employer to plan for
meeting the payments. Another factor in the committee's decision is
that the level payment method, while providing for adequate amortiza-
tion of past, service costs, initially adds only relatively moderate
amounts to an employer's existing funding costs. This is because inter-
est on unfunded accrued past service costs, which accounts for the bulk
of the pa yinents under the level payment method in the early years, is
already required to be contributed to a defined benefit plan under
present law.

In addition, the committee bill allows plans to amortize past serv-
ice costs arising as a result of plan amendments in the same way as
past service costs under new plans-namely, in level premiums over
no more than a 30-year irioi if the amendments increase unfunded
past service costs by at least 5 percent.



Provision is also made for the equitable funding of experience defi-
ciencies which arise when the actual plan costs turn out to be greater
than were previously estimated on the basis of the actuarial assump-
tions. For example, when the value of the plan assets is less than was
expected. In establishing a minimum funding standard for such ex-
perience deficiencies, the committee sought to avoid two problems. If
it allowed the experience deficiencies to be funded over a very long
period of time, an incentive vould be provided for the use of actuarial
assumptions which understate the costs since any resulting deficiencies
could then be made up over a long period of time without penalty. On
the other hand, if the experience deficiencies vere required to be amor-
tized over too short a period, employers would encounter hardship
in meeting the annual payments. This is especially pertinent in view
of the fact that most actuarial or experience deficiencies are in-
advertent.

The committee's bill seeks to avoid both these problems by allowing
experience deficiencies to be funded over a period of 15 years or the
average remaining working life of the covered employees, whichever
is the shorter period. Symmetrical treatment is provided for experience
gains which are attributable to a favorable variation between actual
experience and the actuarial assumptions entering into the determina-
tion of the employer's cost and contributions.

Moreover, in order to minimize the creation of experience gains or
experience deficiencies because of sharp fluctuations in the value of
plan assets, such as stock, the committee provided that the assets of
pension plans should be valued on the basis of a moving average over
5 or fewer years.

The committee is aware that the actuarial assumptions made by
actuaries in estimating future pension costs are crucial to the applica-
tion of minimum funding standards for pension plans. This is because
in estimating such pension costs, actuaries must necessarily make
actuarial assumptions about a number of future events, such as the
rate of return on investments (interest), employee future earnings,
and employee mortality and turnover. In addition, actuaries must also
choose from a number of funding methods to calculate future plan
liabilities. As a result, the amounts required to fund any given pension
plan can vary significantly according to the mix of these actuarial
assumptions and methods.

Conceivably an attempt might be made to secure uniform applica-
tion of the minimum funding standards by authorizing the Secretary
of the Treasury or some other authority to establish the specific actu-
arial assumptions and methods that could be used by pension plans.
This would involve, for example, setting a specific rate of interest
that could be used by certain pension plans or by specifying certain
turnover rates for specified types of firms. However, the committee
does not believe that this would be an appropriate procedure, since the
proper actuarial assumptions may differ substantially between indus-
tries, among firms, geographically, and over time. Further, in estimat-
ing plan costs each actuarial assumption may be reasonable over a sig-
nificant range and it would appear that the proper test would be
whether all actuarial assumptions used together are reasonable. These
considerations strongly indicate that any attempt to specify actuarial
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assumptions and funding methods for pension plans would in effect
place these plans in a straitjacket so far as estimating costs is con-
cerned, and would be likely to result in cost estimates that are not
reasonable.

However, the committee bill requires the actuarial assumptions of
each plan to be certified by an actuary every three years (or more
frequently if required by the Internal Revenue Service). These cer-
tifications will be reported to the Service. Moreover, in order to insure
that such certification will be made by competent actuaries, the bill pro-
vides that the Secretary of the Treasury is to establish qualifications
for actuaries and is to certify for practice before the Internal Reve-
nue Service the persons who meet these standards. For purposes of
such certification, examination may not be needed for individuals who
have demonstrated sufficient pension experience or satisfactory per-
formance in a rigorous examination system maintained by profes-
sional societies. The Secretary of the Treasury is also to review the
actuarial assumptions used by particular plans and an advisory board
of actuaries is to be established to assist him in setting up general
standards as to reasonableness of assumptions.

Profit-sharing and money purchase plans do not specify that the
participants are to receive any desipenated amount of benefits but
rather provide whatever benefits the funds in the plan will purchase
at the date such benefits are to begin. For this reason, the committee
bill does not impose on such plans any requirement that contributions
be sufficient to fund a specified level of benefits. However, the bill
requires employer contributions to qualified money purchase pension
plans and profit-sharing plans to conform to the provisions of the
plan. In other words, the employer is required to contribute to such
plans any amounts that he has agreed to contribute.

The committee bill also provides new and more effective penalties
where employers fail to meet the funding_ standards. In the past, an
attempt has been made to enforce the relatively weak funding stand-
ards existing under present law by providing for immediate vesting
of the employees' rights, to the extent funded, under plans which do
not meet these standards. This procedure, however, has proved to be
defective since it does not directly penalize those responsible for the
underfunding. For this reason, the committee bill places the obliga-
tion for funding and the penalty for underfunding on the person on
whom it belongs-namely, the employer.

This is achieved by imposing an excise tax where the employer
fails to meet the funding standards, which starts out at a relatively
modest level 9 nd increases sharplv where there is continued failure to
make the indicated contributions. More specifically, if an employer
fails to contribute sufficient amounts to meet the new funding require-
ments, he will be subject to a nondeductible excise tax of 5 percent
per year on the amount of the underfunding for any year. If
the employer fails to make up the underfunding by 90 days after
original notification by the Internal Revenue Service (but with
the Service in a )osition to grant extensions of time), then the em-
plover is subiect to a second level excise tax amounting to 100 percent
of the underfunding. This determination by the Service is annealable
to the Tax Court and no assessment may be made until after the end
of the litigation. Since the employer remains liable for the contribu-



tions necessary to meet the funding standards even after the payment
of the excise taxes, it is anticipated that few, if any, employers will
willfully violate these standards.

The new funding standards do not apply to existing plans until
January 1, 1976, in order to give such plans the opportunity to adjust
to these standards. For plans established after the date of enactment,
the standards become effective in plan years beginning after the date
of enactment.

In addition, relief measures are provided to mitigate the impact of
the funding requirement in cases where it would otherwise result in
hardship. The bill gives the Secretary of the Treasury the authority
to waive the minimum funding requirement in cases involving fi-
nancial hardship to the employer, but the waived contribution must
be made up in level payments over a maximum of 10 years. To avoid
the indefinite postponement of the fulfillment of the funding stand-
ards, however, the committee bill further provides that not more than
5 such waivers may be made in a 10-year period.

The committee also recognizes that multi-employer plans which are
negotiated as a result of collective bargaining agreements may in-
volve different considerations in regard to funding, than individual
employer plans. While it is the objective of the committee's bill to re-
quire adequate funding for multi-employer plans as well as for indi-
vidual employer plans, the committee is aware that a number of multi-
employer plans are not as well funded as they might be at the present
time and that the application of the new funding standards to such
plans without an adequate transition period might cause hardship and
be detrimental to the interests of the employees covered by such plans.

For this reason, the committee bill provides that where the new
minimum standards result in an increase in annual cost of 10 percent
or more for multi-employer plans, and funding past service costs over
30 years would cause substantial hardship, the Service can allow
past service costs existing on the effective date of the legislation to be
funded over a period longer than 30 years (up to 45 years). This relief
provision does not apply to past service costs created after the effective
date of the legislation. This is because the committee believes that it is
entirely appropriate to apply the new funding standards to cases in
the future where past service liabilities are created with the knowledge
that the law requires past service costs to be funded over a 30-year
period. In other words, while the committee is desirous of granting
relief for situations which arose in the past where hardship was
created, it believes firmly that sound funding practices should be
encouraged and required in the future.

Pon termination insurance.-It is anticipated that the new mini-
mum vesting and funding requirements adopted by this legislation
will make pension plans more effective in achieving their objective of
providing retirement income and will increase the aggregate benefits
paid out by such plans to retired employees. But these provisions are
not sufficient in themselves to provide complete assurance that em-
ployees will actually receive their promised benefits. This is because
the termination of a pension plan which grants vested rights and
which is beine funded regularly on what appears to be an adequate
funding schedule for . going concern can result in the loss of sub-
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stantial benefits by plan participants if the termination occurs before
full funding is achieved. In fact, what probably has been the most
publicized loss of benefits as a result of plan termination-namely,
the loss of benefits resulting when Studebaker closed its Indiana
plant-illustrates how termination of a plan can result in a substantial
loss of vested benefits even when a plan is being funded on what
appears to be an adequate schedule.

The committee bill, therefore, establishes a plan for insuring em-
ployees against the loss of benefits resulting from plan termination.
This is achieved by establishing a corporation (Pension Benefit
Guaranty Corporation) with the Secretaries of Labor, Treasury
and Commerce as directors to insure such benefits. Qualified pension
plans which provide defined benefits (i.e., which state that the partici-
pant is to receive a determinable amount of pension) are required to
participate in the insurance arrangement. Such termination insurance
does not apply to employees under money purchase, stock bonus, or
profitsharing plans since in view of the fact that such plans do not
provide specific previously determined benefits, there is no defined
benefit to insure.

The program adopted by the committee is designed to insure sig.
nificant amounts of pension benefits, and yet at the same time to ex-
clude large benefits. Specifically, the insurance will be limited to the
vested benefit provided under the plan up to 50 percent of the average
monthly wage in the highest 5-year period but not more than $750 a
month (with the latter limit adjusted upward as the social security
wage base is increased). The insurance will apply to vested benefits
earned prior to as well as subsequent to the effective date of the Act.

The termination insurance program is intended to work hand-in-
hand with the minimum funding standards imposed by the bill, since
the latter will limit the losses due to plan termination by requiring
more adequate funding of pension plans. In addition, the employer is
made liable for 10 percent of the losses due to plan termination up to
50 percent of his net worth. It is anticipated that such employer lia-
bility will contribute to responsibility in the finding of plan
liabilities and in the establishment of benefit levels.

However, the employer is given the option of eliminating employer
liability in certain circumstances under the termination insurance
program. Where employer liability is eliminated, the employer pays an
increased annual premium type tax. Thus, where the employer liability
applies, the employer pays an annual premium tax of 50 cents for each
participant in the pension plan who is covered by the insurance. How-
ever, if the employer elects to eliminate employer liability except
where the plan termination involves a merger or where the employer re-
mains in business he pays a 70 cent per participant premium tax. The
bill provides special rules for employers who chose to change liability
options. The latter exceptions are designed to prevent an employer
from shifting his pension plan obliations to the termination insurance
program through such actions. A tax. rather than a charge which
would require expensive collection procedures. was believed to be de-
sirable for this purpose.

In order to give adequate time to prepare for the new insurance pro-
gram, it is made effective for plan years beginning on or after Janu-
ary 1, 1975. However, plan employees will generally not be eligible for



insurance benefits until the plans in which they are participants have
been covered by the insurance program for 3 years. In addition, for
insurance benefits to be payable, the plan must have been covered by
the insurance program 5 years where the employer has elected the
option of paying the higher 70 cents premium tax in order to avoid
employer liability. This means that premium taxes will be paid for a
minimum of 3 years before any benefits are paid out. Under the bill
funds automatically are authorized for the insurance program equal to
the taxes collected. This will give the insurance program time to
accumulate funds with which to make payments. After that time the
rate of tax can be changed by the Federal corporation as experience
shows more or less funds are needed for the insurance program. It
is anticipated that because of their different characteristics, multi-
employer plans and plans established by individual employers will
ultimately pay different premium taxes for their insurance program.
Any changes made in these premium taxes by the corporation will
become effective only if approved by a concurrent resolution of the
Congress (originating in the House).

Equalizing tax treatment; in general.-Another objective of the
committee bill is to provide more rational and equitable tax treatment
under retirement plans.

The committee, believes that there is need on equity grounds to grant
individuals who are not covered by any kind of qualified pension plan
some of the tax advantages associated with such plans by providing
them with a limited tax deduction for their retirement savings.

In addition, there is no justification for the present widely disparate
treatment which places no specific limitation on the amount of de-
ductible retirement plan contributions for corporate proprietary-em-
ployees and at the same time limits the deductible contributions to
pension plans on behalf of the self-employed to a maximum of 10
percent of earned income or $2,500 a year.

This unjustifiable difference in treatment has resulted in unduly
large tax advantages for certain proprietor-employees of closely held
corporations; it also discriminates against the self-employed and has
had the undesirable result of encouraging large numbers of self-
employed people to incorporate merely to secure the larger tax
advantages available with respect to corporate retirement plans. This
includes large numbers of professional people who are now permitted
by all 50 States and the District of Columbia to incorporate. For
example, in just the four-year period 1968 to 1971, the number of
corporate tax returns filed by physicians and surgeons increased from
about 1,600 to 20,000 while the number of such tax returns filed by
legal service firms rose from 158 to over 3,000. Moreover, there is
evidence that in the State of California more than 70 percent of the
professional corporations are one-man organizations.

In view of these considerations, the committee has provided the
following three changes which should be regarded as one package
in the sense that the adoption of all three changes are needed at the
same time in order to improve the tax laws in regard to pension plans.

Egualizinr/ tax tieatmnet; indin /dail retirenet plans.-Any in-
dividual who is not an active participant in a qualified retirement plan
will be permitted under the bill to make tax deductible contributions



of up to $1,000 a year of earned income toward his own qualified
retirement plan. Both employees not covered by qualified employer-
financed plans and self-employed individuals who have not established
qualified retirement plans (H.R. 10 plans) will be eligible to establish
such individual retirement plans. In addition, the employer of any
individual who establishes such a personal retirement plan will be
allowed to make tax deductible contributions to that individual retire-
ment account on behalf of the employee which will not be currently
taxable to the employee so long as the sum of the employee's own con-
tribution and the employer's contribution do not exceed $1,000.

In order to encourage the widespread use of such individual re-
tirement plans, the committee has provided that the contributions
to such plans can be invested in a wide range of investments, includ-
ing special government retirement bonds which would be issued for
this purpose, annuity contracts sold by insurance companies, mutual
funds, corporate securities, and savings institutions.

The committee further anticipates that by encouraging employers
to make modest contributions initially for the retirement needs of their
employees, such individual retirement plans will lead eventually to
the establishment of a significant number of new qualified retirement
plans by employers. An employer who believes he cannot afford the
entire cost of a retirement plan can start by contributing small
amounts for employee individual retirement accounts, can increase his
contributions over the years (but still less than $1.000 per participant).
and then can subseqently convert to an employer-financed qualified
plan.

Equalizing tax treatment; increasing deductions for H.R. 10
plans.-Under the bill the maximum deductible contributions a self-
employed individual is allowed to make on his own behalf to a quali-
fied retirement plan (H.R. 10 plan) is increased from 10 percent of
earned income up to 12,5O0 a year. to 15 percent of earned income up to
47,500 a vear (or $500 of earned income if greater). The committee
believes that such an increase in the allowable deduction, for such con-
tributions is justified by the need to make the tax treatment of plans
.of the self-employed more nearly comparable to that of owner-
employees of closely held corporations. The bill also establishes limita-
tions applicable to'aggregate funded plan, covering such individuals.

In addition, provision is made to insure that self-employed individ-
uals who wish to utilize the full maximum tax allowance for their
own contributions will also provide significant pension contributions
for their regular employees who are covered by the pension plan. This
is achieved by allowing self-employed people to count no more than
$100,000 of their earned income in computing pension contributions
or benefits for themselves. This prevents a self-employed individual
with an extremely large income from achieving the .4,500 maximum
annual deduction for his own pension contribution through the use of
a low contribution rate which would be detrimental to his employees
since the pension contributions on their behalf are computed using the
same contribution rate. For example, a self-employed individual who
,'ounts his first i$100.000 of earned income for this'purpose, must con-
tribute to the plan at least 7.5 percent of the wages of his covered em-
ployees in order to be permitted a deductible contribution of $7.500 on
his own behalf.
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Equalizing tax treatment; proprietary employees of closely held
corporatiovs.-The bill provides that contributions on behalf of
proprietary employees under closely held corporate plans are to be
subject to the same general limitations as apply to self-employed
people. More specifically, contributions on behalf of corporate pro-
prietary employees who (1) own at least 2 percent of the stock and
(2) together account for at least 25 percent of the accrued benefits of
all employees under the plan are in general limited to 15 percent of
earned income with a maximum annual ceiling of $7,500. In the case
of fixed benefit plans, percentage limitations on benefits related to sal-
ary and years of coverage achieve a result which is similar in effect.
In addition, as in the case of self-employed people, the deductible pen-
sion contributions or benefits provided for such owner-employees may
be provided only with respect to the first $100,000 of their earned
income.

The committee concluded that a limit on deductible contributions
is essential in order to achieve equality of tax treatment under pen-
sion plans for the self-employed and corporate proprietary employees.
The present action of the committee, in effect, represents the culmina-
tion of the consideration of similar provisions on a number of occasions
in recent years. The 1969 Tax Reform Act, for example, provided for
taxing certain owner-employees covered by pension plans established
by subchapter S corporations (small business corporations) on pen-
sion contributions made on their behalf which are in excess of the
maximum deductible contributions permitted self-employed people
under H.R. 10 plans.

An appropriate limitation on plan contributions on behalf of pro-
prietary employees of closely held corporations is essential not only
to equalize the tax treatment of plans of such proprietary employees
with those of self -employed people but also in order to prevent high
pensions for stockholder employees without significant costs being
incurred for nonstockholding employees. Since in many instances, the
firms in which such proprietary employees work have few regular
employees, the requirement to finance nondiscriminatory benefits for
the regular employ' ees under qualified plans does not involve sufficient
costs to limit the pension of the proprietary employees. However, as the
contributions and benefits for regular employees become more substan-
tial, the costs that they involve under nondiscriminatory plans tends
to place a very real practical limitation on the size of the contribution
or benefit that can be provided for the owners or managers. This is the
reason why the committee provision specifically confines the limitation
on deductible contributions on behalf of the proprietary employee to
cases where such employees each own 2 percent of the stock and together
account for 25 percent of the total accrued benefits under the plan.

Moreover, it can hardly be argued that the application of the $7,500
annual contribution limits to the proprietary employees who would
be affected by this limitation would cause hardship. A $7,500 con-
tribution limit permits the accumulation of substantial retirement
funds and adequate retirement annuities. For example, annual contri-
butions of $7,500 over a period of 25 years will result in the accumula-
tion of $411,484, assuming a 6 percent interest rate. This amount would
be sufficient to provide an annual strqiaht life annity beginning at
the age of 65, amounting to $37,132. Even larger annuities could, of
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course, be financed where the R7,500 annual contributions are made for
a greater number of years or the interest earnings are higher than in the
above example.

Portability.-Ours is a highly mobile economy and employees
frequently transfer from one job to another, particularly in their
early years. s a result, employees frequently acquire vested rights
to pensions under a number of different retirement plans established
by previous employers. In view of the fact that some of the retirement
rights will generally have been acquired many Years before the em-
ployee retires, he may forget to claim all his retirement benefits. In
addition, in such cases, the plans involved may not be able to locate the
employee to pay him his retirement benefit. Moreover. although this is
not a matter of major concern, it probably is preferable from the
standpoint of the employee to receive his retirement benefits in one
check rather than in a number of separate payments from different
plans.

The committee has adopted provisions to ameliorate these problems.
The Pension Benefit Guaranty Corporation which is established to
administer the termination insurance program established by the bill
is also authorized to establish a central portability fund to receive
deposits of sums representing the present value of an employee's vested
rights when he is separated from the firm prior to reaching retirement
age. The employee's interest in the portability fund could then either
be transferred to his next employer's retirement fund or retained in the
portability fund until le retires when it would either be paid out to
him or used to purchase an annuity from an insurance company for
him.

The payments made out of this central portability fund to the em-
ployee or his beneficiaries will be taxed in the same manner as pay-
ments made to such individuals )y qualified retirement plans (except
that no special tax treatment will be available for lump sum distribu-
tions). However, the committee has specifically provided that the
transfer of amounts representing the employee's interest in a retire-
ment plan to the central portability fund as well as transfers from the
central portability fund to the plan of a new employer are not to give
rise to tax liability. The former provision is essential since, under
present law, such transfers would probably be taxable, making the
central portability fund unworkable.

The transfer of amounts representing vested rights to pensions to,
or from the central portabality fund will le entirely voluntary. For-
mer employers can. if they choose, make termination p'aylnents directly
to the fund, or to the employee. who then c'an. within a limited period
of tinie. transfer the payments to the fiid. It alsi will be up to the
employee and the new employer whether the aommnts involved are left
in the central portability fiund or transferred to the retirement plan
of the new employer.

After careful consideration, the committee decided to make the use
of the central portability fund optional rather than mandatory be-
cause it believes that a cleariumghouse sv'teum of this kind would not
be workable on a mandatory basis. For example, it often would be
difficult to place a specific value on the vested rights of an employee
in a fixed benefit pension plan in view of the fact that the formulas



31

under which benefits are computed, as well as the actuarial assump-
tions used, vary widely. Also, the compulsory transfer of funds repre-
senting an employee's vested rights from an employer's pension plan
to the central portability fund would raise further difficulties where
the pension plan is not fully funded since the transfer of funds un-
der such circumstances might be considered detrimental to the re-
maining covered employees in the pension plan.

In order to encourage the development of portability arrange-
ments, it is expected that the corporation administering the central
portability fund provided in the legislation will provide assistance to
employer-employee organizations, trustees and administrators of pen-
sion plans in such matters as the development of reciprocity arrange-
ments between plans in the same industry or area and the develop-
ment of special arrangements for portability of credits within a
particular industry or area.

The committee has also made it possible for the voluntary transfer
of sums of money representing an employee's vested rights from one
pension plan to another directly without the use of the central
portability fund. Also permitted under certain circumstances are
transfers from a qualified pension, etc., plan to an individual retire-
ment account, a new retirement savings provision added by the bill
which is explained below. In both of these cases the tax laws are
amended to make it clear that such volntary transfers are to be non-
taxable, subject to specified conditions designed to prevent abuses.

Finally, in order to insure that employees will actually receive the
pension benefits to which they are entitled when they retire, the
Social Security Administration will keep records regarding the vested
rights of employees which will be sent in to the Social Security Ad-
ministration by employers at the time that employees terminate their
employment. The Social Security Administration will then furnish
this information regarding vested employee rights to individuals both
on request and at the same time that official information is supplied
to the employee or his beneficiary regarding social security benefits.

Fidum;ary responsibility.-Employees have a right to expect
that trustees and administrators will handle the funds of employee
benefit plans properly for the purposes for which they are intended
and will not neglect their duties in this regard or divert the funds to
improper uses. Unfortunately, instances have arisen in which pension
funds have been used improperly by plan managers and fiduciaries.
The committee believes that this situation should not be permitted to
continue and has adopted measures designed to reduce substantially
the potentialities for abuse in this regard.

The committee bill establishes fiduciary standards for trustees and
other parties in interest of private employee benefit plans. It also pro-
hibits individuals who have been convicted or imprisoned for cer-
tain specified serious crimes from serving as an administrator or em-
ployee of employee-benefit plans for a period of 5 years after convic-
tion. Penalties, including fines of up to $10,000 or imprisonment for
up to one year, are provided for willful violations of this prohibition.

Fiduciaries are required to discharge their duties solely in the in-
terest of participants and their beneficiaries and in a manner which
will not jeopardize the income or assets of the fund. They are also spe-
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cifically prohibited from engaging in actions where there would be a
conflict of interest with the fund, such as representing any other party
dealing with the fund. Any fiduciary who breaches any of the respon-
sibilities imposed on him by tie committee provision is personally
liable to make good to the pension fund any losses resulting from his
failure to comply with the fiduciary standards. To enforce these obli-
gations, the Secretary of Labor or a participant or beneficiary of a
plan is authorized to bring a civil action in the courts for appropriate
relief to redress or restrain any violation of the fiduciary standards.

The committee bill also completely changes the method of enforcing
the prohibited transaction rules governing plans qualified under the
tax laws. For violating the prohibited transaction rules the bill im-
poses an excise tax on the fiduciaries and parties in interest who have
engaged in the prohibited transaction. This is in contrast to the pres-
ent situation, where the trust loses its tax exemption upon engaging in
a prohibited transaction, thereby imposing a sanction on the employer
but also imposing one on the employees as well. In addition, the com-
mittee bill establishes new rules that define the transactions that are
prohibited, substantially strengthening these rules.

Under the bill, parties in interest and fiduciaries who engage in
prohibited transactions will be subject to a two-level excise tax on the
amount involved in the prohibited transaction. The first level tax gen-
erally will be 5 percent of the amount involved; if the transaction is
not corrected to make the trust whole, a second level tax of 100 percent
will be imposed. These taxes will not be deductible. Since payment
of the 100 percent tax would be more expensive than restoring the
amount involved to the trust, it can be expected that the trust will
be the ultimate beneficiary of these sanctions.

The new rules specifically prohibit a number of transactions between
employee trusts and certain specified parties in interest. Currently.
transactions are prohibited generally when the dealings involved are
on other than an arm's length basis. However. arm's-length standards
require substa ntial enforcement efforts, resulting in sporadic and uncer-
tain effectiveness of these provisions. A similar problem was faced
bY the Congress in 1969 when it acted with respect to prohibited
transactions involving private foundations. At that time the Congress
concluded that the arm's-length standards did not preserve the integ-
rity of private foundations and amended the definitions of prohibited
transactions to eliminate the problems involved. The committee's bill
generally follows the solution that was developed in 1969. establishing
definitions for prohibited transactions that will niake it more practical
to enforce the law. The committee's definitions of prohibited trans-
actions, and the exceptions from these transactions, also take account
of the unique sit nation of employee benefit trusts.

The committee also concluded that it is not in the best interest of
covered employees to permit the assets of a pension plan to be invested
in the stock or securities of the employer. Even where the employer's
stock generally constitutes a high grade investment, the purchase of
employer stock LN, a pesion plan adds a substantial risk factor from
the standpoint of time employees since in the event the firm's fortunes
decline, they omay lose not only their jobs but their pension benefits as
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well. For this reason, the committee bill specifically prohibits qualified
pension plans from investing in the securities of the employer after
August 21, 1973. However, pension plans are not specifically prohibited
from retaining indefinitely employer securities purchased before this
date in order to avoid hardship and to preclude the possibility that the
forced sale of such securities might have a disruptive effect on the
market for them.

Since profit-sharing and stock-bonus plans are intended to a large
extent to serve as an incentive to employees by allowing them to par-
ticipate in the profits of the company, the committee bill generally
places no restriction on the purchase of employer securities by such
plans. However, where the employer securities are not readily trada-
ble on an established securities market (exchanges or over-the-counter
markets) the bill limits the investment in employer securities by profit-
sharing trusts to 10 percent of their assets. Where the securities in-
volved are not readily marketable, large investments in employer
securities would involve considerable risk.

In order to prevent hardship, appropriate transition rules are
provided for trusts that have entered into transactions which are not
prohibited under present law but would be prohibited under the
committee bill.

Enorcement.-The committee bill relies heavily on the tax laws
in order to secure compliance with the new requirements that it im-
poses on pension plans. Plans, for example, are required to comply
with the new coverage, vesting, and funding standards in order
to qualify for favored tax treatment under the Internal Revenue
Code. In addition, excise taxes are imposed for failure to meet the
funding standards and in cases where there has been a prohibited
transaction. As a result, these substantive pension provisions would
be administered by the Internal Revenue Service.

The committee believes that primary reliance on the tax laws rep-
resents the best means for enforcing the new improved standards
imposed by the bill. Historically, the substantive requirements re-
garding nondiscrimination which are designed to insure that pension
plans will benefit the rank and file of employees have been enforced
through the tax laws and administered by the Internal Revenue Serv-
ice. As a result, the Internal Revenue Service is already required to
examine the coverage of the retirement plans and their contributions
and benefits as well as funding and vesting practices in order to
determine that the plans operate so as to conform to these nondis-
crimination requirements. Also, the Internal Revenue Service has ad-
ministered the fiduciary standards embodied in the prohibited trans-
actions provisions since 1954.

The committee believes that the Internal Revenue Service has gen-
erally done an, efficient job in administering the pension provisions of
the Interial Revenue Code. The very extensive experience that the
Service has acquired in its many years of dealing with these related
pension matters will undoubtedly be of great assistance to it in admin-
istering the new requirements imposed by the committee bill.

However, because the bill increases the administrative job of the
Service in this respect, the committee believes that it is desirable to add



to its administrative capability for handling pension matters. For this
reason, the committee bill provides for the establishment by the In-
ternal Revenue Service of a separate office headed by an Assistant Com-
missioner of Internal Revenue to deal primarily with pension plans
and other organizations exempt under section 501 (a) of the Internal
Revenue Code, including religious, charitable, and educational orga-
nizations. In order to fund this new office, the bill authorizes appro-
priations equal to the sum of (1) a tax of $1 per participant per year
covered by a qualified retirement plan, and (2) one-half of the
revenue raised by the present 4 percent excise tax on private founda-
tions. It is intended that the Internal Revenue Service obtain from all
appropriate pension administration sources annual statistical data to
indicate the operations of the private retirement system for the pur-
pose of evaluations and public information.

In addition to providing additional opportunities for redress in case
of disagreement with the decisions of the Internal Revenue Service on
pension matters, both employees and employers will be allowed to
appeal determination letters issued bv the Internal Revenue Service
to the Tax Court after exhausting tleir remedies under the Internal
Revenue Service administrative procedures. Employees are also given
the right to submit disputes with pension plan administrators to the
Labor Department for decision. It is anticipated that this will provide
employees with a ready and efficient procedure to resolve disputes in-
volving such matters as whether a particular employee has qualified as
a participant under the pension plan in the light of the particular
facts, whether he is entitled to a benefit, and the size of the benefit to
which he is entitled under the plan provisions.

Lump-sum distributions under qualified plas.-Prior to the
Tax Reform Act of 1969, lump-sum distributions made by qualified
pension plans were generally taxed as long-term capital gains. Such
capital gains treatment, however, had the disadvantage of allowing
employees to receive substantial amounts of deferred compensation in
the form of hlmp-sum pension distributions at more favorable tax
rates than other compensation received currently. The 1969 Tax Re-
form Act sought to ameliorate this problem by providing that any
part of such hump-sum distributions which represented employer con-
tributions accrued in plan years beginning after 1969 was to be taxed
as ordinary income rather than as capital gains. In addition, the 1969
Act provided a special 7-year averaging procedure for the portion of
the lump-sum distribution taxed as ordinary income.

However, while the 1969 provisions were Intended to provide more
equitable treatment for such bimp-sum pension distributions, thev have
not achieved their purpose. The Treasury has had great difficulty in
providing regulations to carry out this provision. Problem have
arisen both in determining the amount of the ordinary income element
of a distribution and in determining the precise amount of tax im-
posed on account of the ordinaryrv income" element. Moreover, in
practice the new proposed regulations have proved to be very complex
and it is frequently maintained that individuals receiving lump-sum
distributions have been unable to compute their taxes and that
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accountants and tax lawyers have been refusing to attempt the
computations.

The committee believes that this situation cannot, be permitted to
continue. For this reason, it has provided a new method of taxing
such lump-sum pension distributions which is relatively simple and
yet at the same time equitable. Under the new provision, that portion
of the distribution representing pre-1974 value receives capital gains
treatment. The balance of the lump-sum distribution is to be taxed
as ordinary income under a separate tax schedule (the tax schedule
applicable to single people) generally without reductions, exclusions,
or consideration of the taxpayer's other income. However, to insure
that the tax paid'by lower income individuals on their lump-sum
distributions will generally not be more than under present law, a
special minimum distribution allowance is provided under the sepa-
rate tax rate schedule. In addition, averaging relief is provided for
the portion of the lump-sum distribution which is taxed as ordinary
income under the separate tax rate schedule by providing 15 year
averaging for such income. This in effect provides a tax payable at
the time of the distribution, but no greater in amount than the tax-
payer could expect to pay were the income to be spread over his
remaining life expectancy.

III. REVENUE EFFECT

There are several different kinds of revenue effects which can be
expected to arise from this bill. These are summarized in table 1. First,
three provisions designed to equalize the tax treatment of pensions
have an impact on tax deductions. These are the provisions raising the
maximum deductible amount that the self-employed can set aside an-
nually for their retirement, lnaking provision for a retirement savings
deduction for those not now covered under any retirement provisions,
and a provision which limits the tax deduction of a limited number of
proprietary-employees of corporations.

Tax revenues are also affected by the modification of the tax treat-
ment of lump-sum distributions.

A third category of revenue effect occurs as a result of the imposition
of two new taxes. One of these is the audit fee tax, designed to pay for
the cost of the administration of pension plans by the Internal Rev-
enue Service, and the second is the premium tax, to provide necessary
revenue for plan termination insurance. However, since both of these
taxes are deductible for income tax purposes, the revenue gain which
would otherwise occur is decreased to some extent.

Finally, a fourth category of revenue effect from the bill arises not
because of any change in tax deductions as such, but rather because
amounts are expectedI to be set aside for vesting and funding. The bill
imposes additional requirements in the areas of vesting and funding
which must be met if the present favorable treatment for pensions is
to continue to be available. It is expected that these new requirements
will result in employers making larger contributions to retirement
plans, resulting in larger income tax deductions.
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Table 1.-Estimated annual revenue effects of the Comprehensive Private Pension
Security Act of 1973 at 1973 levels of income and employment

1. Provisions designed to equalize tax treatment under pension plans:
Increase in maximum allowable deductible contributions by the self-

employed under H.R. 10 plans to 15 percent of earned income up M
i ll io n

.

to $7,500 a year
1 

............................................. -$175
Allowing individuals not covered by pension plans to deduct up to

$1,000 a year for contributions to personal retirement plans (long-
run eff ect) --------------------------------------------------- _270

Applying to certain corporate owner-employees the same limitations
on deductible pension contributions that apply to self-employed
people under H.R. 10 plans - - +125

Total, provisions designed to equalize tax treatment under pension
plans ------------------------------------------------------ -320

1I. Revised tax treatment of lump-sum distributions from qualified plans
(long-run effect)' ----------------------------------- -- +35

III. Revenue effect of new taxes:
Audit fee tax of $1 a year for each employee covered by plan' (to

finance IRS administration of provisions relating to pension plans
and exempt organizations) -30

Tax to finance plan termination insurance (50 or 70 per plan
participant) - -------- +18

Gross revenue collections -- +48

Revenue loss due to tax deductions taken by employers:
For audit fee tax ' -------------------------------. ------- - 14.4
For tax to finance plan termination insurance 2 -- ............. -9.0

Total offset of new taxes against income tax collections 25--- - .4

Net revenue effect of new taxes - -- - - -- -24.6

IV. Revenue effect of minimum vesting provisions:
Case 1: Assuming that the additional employer contributions to

pension plans resulting from the minimum vesting requirement
constitute a substitute for cash wages -- - - 130

Case 2: Assuming that the additional employer contributions to pen-
sion plans resulting from the minimum vesting requirement con-
stitute an addition to cash wages ---- 265

Case 3: Assuming that benefit levels of pension plans are adjusted
downward to absorb the additional employer contributions to
pension plans resulting from the minimum vesting requirenient---- 0

Takes effect Jon. 1,1974
2Takes effect Jan. 1, 1974. for proprietary plans adopted after 3uly 24, 1973, and

Jan. 1, 1975, for proprietam, plan, in existence on July 24. 1973
Takes effect Jan. 1. 1975.

'The ailnimnnl vesting psnvislon is effective Jan. 1. 1976. for plans in existence
on the date of enacotent. For plans adopted after tile date of enactment, the vesting
requerement applies to pan years beginning after tile eactient date. 1 isting plans
which have been subject to collective bargaining agreeents are not subject to the vesting
requirement until tite tile expiration of te collectis,- bargaining agreement or 1981,
whichever is sooner.

N: , .- There wsill Ie some revenue liss from finding but data are not avail-
able to determine time extent of this loss.

Provisioos dt'syitd to .q fl-o foe tax s tratotet of pcnsio is.-It is
estimated that the ]l'OVisiol increasing tle ilnxinltnl deductible pen-
sion contributions hi self-employed Persons oil their own behalf to
15 percent of earne( income tllp to $7,500 a year will result in an an-
inal long ter reveille loss of Si1: iillinlt. The provision allowing
individuals not covered by pension lhis to deduct tip to s1.000 a ear



for contributions to personal retirement plans is expected to involve a
revenue loss amounting to $170 million in 1974 and rising to $270
million by 1977 (at 1973 income levels). On the other hand, extending
the same Iimitations that apply to deductible pension contributions of
self-employed people to proprietary employees (who own a 2 percent
interest in the stock of the corporation and who together account for
25 percent of the present value of the accrued benefits under the plan)
is expected to increase annual revenue by $12.5 million a year by 1975.
Altogether, when fully effective, these three provisions involve an
estimated annual net revenue loss of $320 million.

Tax treatment of lump-s/m d,shibuhtio),. The revised tax treat-
inent of lump-sum distributions from qualified plans (which provides
for taxing that part of lump-sum distributions which is attributable
to 1974 and later years as ordinary income under a separate tax rate
schedule) is expected to result in relatively small increases n revenue
over the next few years since the bulk of the lump-sum distributions
in such years will be attributable to pre-1974 years. However, after
a transition period, this provision can be expected to result in annual
revenue gains amounting to $35 million a year based on 1973 levels
of income.

New taxes and their effect o) income tax deductiois.-An audit fee
tax of $1 a year for each employee covered by a pension, profit-sharing,
or stock bonus plan is expected to produce an estimated $30 million
of revenue annually. The proceeds of this tax are allocated by the
legislation for financing the Internal Revenue Service administration
of provisions relating to pension plans and exempt organizations.

The second new tax is imposed on employers with qualified plans
and is to be used to finance plan termination insurance (50 cents or
70 cents per plan participant, depending oi whether the employer
has liability for losses) which is effective January 1, 1975. This tax
is expected to raise an estimated $18 million annually.

However, there is an offset to the revenue gain expected from the
two new taxes. Employers can take income tax deductions for the
new taxes which, of course, will have the effect of reducing the net cost
of these taxes to them. It is estimated that an annual revenue loss of
$14.4 million will be incurred in 1974, and later years, as a result of
deductions taken for payments of the audit fee tax; similarly it is
estimated that revenue will be reduced $9 million a year in 1975, and
later years, as a result of deductions taken for the taxes required to
be paid to finance plan termination insurance.

These deductions against income tax reduce the revenue from the
new taxes from .48 million to about $24 million.

Revenue effer t of mi?)imu/i 'estii/g ./d funding olov'isio?.-The
new minimum vesting standard, which becomes effective January 1,
1976, will also iuvoh e an indirect loss of revenue, ranging from zero
to an estimated $265 million a year (at 1973 income levels).

The minimum vesting requirement involves little or no revenue loss
to the extent that plans adjust their benefit levels to absorb the in-
creased employer costs resulting from the requirement. This is because,
in that ev-it, the requirement would have no effect on the deductions
taken for contributions to plans or on the taxable income of covered
employees. If the additional amounts required to be contributed to



pension plans as a result of the vesting standard are a substitute for

cash wages rather than a net addition to cash wages the annual revenue

loss is estimated at $130 million. This could occur, for example, if the

additional employer payments into the pension plan are taken into

consideration in setting future wage increases. In this event, the reve-

nue loss results from the fact that the covered employees are permitted
to postpone payment of tax on the employer contributions involved,
instead of being- required to pay tax currently, as would be the case
had they received an equivalent amount of wages. Some part of this
postponed $130 million of taxes presumably will be recovered in the
future in tax payments on the benefits paid out by the plan.

The upper range of the estimate, $265 million, represents the revenue
loss if it is assumed that the additional employer payments into the
pension plans required by the new vesting standard constitute an addi-
tion to the cash wages that will be paid in any event. In this case em-
ployers will have larger total wage bills (for the sum of cash wages and
wage supplements) and hence will take larger tax deductions, giving
rise to a $265 million revenue loss.

It appears to the committee that realistically there is likely to be a
combination of the three effects suggested above. However, it appears
probable that the aiinual revenue loss will be in the vicinity of $130
million, the mid-point of the range.

No revenue estimate is given for the increased funding require-
ments under the bill. Data are not available which would make a
precise estimate of this type possible. However, it is believed that the
minimum funding requirements will have a relatively modest revenue
effect.

IV. GENERAL EXPLANATION

A. Administration

Title I of the bill establishes an office in the Internal Revenue Serv-
ice to facilitate the administration of tax provisions relating to pen-
sion (profit-sharing. etc.) plans. and also provides for certain clearing-
house functions for the Social Security Administration with regard to
employees who leave employment xxith deferred vested benefits before
being eligible for current retirement benefits.

The provisions relating to the new office in the Internal Revenue
Service are discussed at "H. Enforcement,'" below. Briefly, those pro-
visions establish an Office of Employee Plans and Exempt Organi-
zations, to administer the parts of the tax laws relating to these plans
and organizations. The bill also authorizes appropriations to fund
these activities, in the amount of the snu of (1) the collections from a
new tax imposed with regard to eniploycc plans under this bill and (2)
half of the existing tax oii investment income imposed oii private
foundations.

The bill's provisions relating to the Social Security Administration
clearinghouse function are discussed under "E. Portability," below.
Tnder those provisions, each pension (or profit-sharing, etc.) pilan

is to report to the Social Security Administration the vested ben-
efit status of employees who leave employment with the employer xlo
established the phla. When the employee (or his survivors) apply for
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Social Security benefits (or on certain other occasions) the Social Se-
curity Administration is to notify the enlployee (or his survivors)
if vested benefits are available under such a plain, as well as how to
obtain benefits under the plan.

B. Participation and Coverage

(Secs. 201 and 261 of the bill and sees. 401 and 410 of the Code).

a. PLAN PARTICIPATION-AGE AND SERtVICE REQUIREMENTS

Present a w
The Internal Revenue Code does not generally require a qualified

employer pension, profit-sharing, stock bonus, annuity, or bond pur-
chase plan to adopt any specific age or service conditions for participa-
tion in the plan.'

Existing administrative practice allows plans to exclude employees
who (1) have not Yet attained a designated age or (2) have not yet
been employed for a designated number of years, so long as the effect
is not discriminatory in favor of employees who are officers, share-
holders, supervisors. or highly compensated employees. Also, under
administrative practice, a plan inay exclude employees who are within
a certain number of years of normal retirement age (for example, 5
years or less) when they would otherwise become eligible, if the effect
is not discriminatory.

On the other hand, in the case of a plan benefiting owner-employees,'
the plan must provide that no employee with 3 or more years of service
may be excluded (see. 401 (d) (3)).

Ge erCal reasons for cliaige
The committee believes that, in general, it is desirable to have as

many employees as possible covered by private pension plans and to
begin such coverage as early as possible, since an employee's ultimate
pension benefits usually depend to a considerable extent on the number
of his years of participation in the plan. This is particularly impor-
tant for employees who, because of the nature of their employment,
shift from employer to employer over their working careers. In addi-
tion, early participation tends to spread the cost of providing employ-
ees with adequate pensions more evenly over the various firms for
which the employee has worked over his entire working career, instead
of concentrating the cost on his last few employers.

Of course, the general desirability of early participation must be bal-
anced against the cost involved for the employer. Also from an admin-
istrative standpoint, it is not desirable to require coverage of transient
employees, since benefits earned by short-term employees, in any case,
are quite small. On the other hand, the committee believes that overly
restrictive age and service eligibility requirements can arbitrarily

1 As described below (B.2. Plans Where a Collective Bargaining Unit is Involved; Other
Anti discrimination Provisions), a qualifed plan most meet certain coverage standards.
Several of the alternative standards require c retain percentages of employees, or of eligible
employees, to be cotvred by the plan, hot in suh cases the employer Is permitted to exclude
employees who fail to met the plan's service requirements, not raceeding five years of
service

An owner-employee is a sole proprietor or a partner with a greater than 10-percent
interest in capital or profits (see. 401(c) (3)).
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frustrate the effective functioning of the private pension system. In
view of these considerations, the committee has concluded that it is
appropriate to specifically limit agc and service eligibility require-
ments which an employer may incorporate in a qualified pension plan.

Explanation of provisions
In view of the considerations outlined above, the committee bill pro-

vides that a plan which is qualified under the Code is not to require,
as a condition of participation, more than one year of service, or an age
greater than 8i0 (whichever occurs later) .3 The committee believes that
this rule will significantly increase coverage under private pension
plans. without imposing an undue cost on employers. From an admin-
istrative point of viow, however, the rule will allow the exclusion of
employees who, because of youth or inexperience with the job in ques-
tion, have not made a career decision in favor of a particular employer
or a particular industry.

For the purposes of these rules, an employee is to be considered to
have performed a year of service if he was employed for more than
5 months during the year.4 

It is intended that employ msent for 80 hours
or more during a month will be considered as employment for a month.
The "year" of service may be a calendar, plan, or fiscal year. which-
ever is applied on a consistent basis under the plan. The committee
intends, by adopting this provision, to facilitate the coverage of sea-
sonal employees under qualified pension plans. For example, if a
fisherman is employed by a company having a qualified pension plan
for 5 months and one day during 1975, and is reemployed by the same
company in a later year, he is not to be ineligible for participation in
the plan upon his reemployment by reason of a minimum service
requirement.

The committee intends that Treasury regulations specify the extent
to which service with a predecessor of the employer is to be counted
for purposes of the eligibility requirements. In the case of a multi-
employer plan, service with an) employer who was a member of the
plan is to be counted toward an'individlal's participation requirement
(see sec. 715 of the bill).

The bill does not provide any authority to exclude from the plan
those employees hired within itly specified number of years of normal
retirement age.

The provisions of present law w ith respect to coverage under aii
owner-employee (f.R. 10) plan are not changed by the committee's
bill. Present law already requires relatively early participation (after
3 years of service) and' 100-percent innedciate vesting in the case of
owner-employce plans. The committee concluded that the retention
of these provisions of present law was needed to protect the rights of
employees in such casts. The Treasury Department nmsi provide by
regulations for those c:1,s where a plai shifts in or ()lt of owner-
employ i-v status, for example. because of fluctuating partnership
interests.

aThis rule applies u'lhetir or not the pi -is ta rsteti plan. That is, a plan fundedthrough p retiase of annuities fron a anisrnee company Is sabjet to these rules, as is a
elan w it ] ois-itents inanaged by at irust(e.'This tet of serie is tn be applied With regard to tie aetual employment of that

', tayer. I1, this respel tt differs ro sha r deftiens una er present law (sees.
401( ) 1 antd 4111 (da)) wahih deternane emplomeat service an the has
of the eaploye's "eatiusae -emayai u th
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Proprietary employee plans (see I. Limitation on Contributions,
below) and H.R. 10 plans where there are no owner-employees (i.e.,
where no partner has a greater than 10-percent interest) are not now
subject to the 3-year-participation and immediate-full-vesting rules.
Under the bill, they are to be subject to the new one-year-service and
age-30 participation requirements (and the new vesting requirements,
see C. Vesting, below) in the same nanner as regular corporate plans.

Effective date
These provisions generally apply to plan years beginning after the

date of enactment. However, to allow time for amendment, in the case
of a plan already in existence on the date of enactment of the bill, the
provisions apply to plan cars beginning after December 31, 1975 (or
December 31, 1980, in the case of a government plan). Where the plan
is subject to the provisions of a collective bargaining agreement in
effect on the date of enactment of the bill, the effective date is further
postponed until the expiration of the collective bargaining agreement,
but, in any event, all plans are to be subject to these provisions in plan
years beginning after December 31, 1980.

Re ,en ce effect
The revenue effect of these provisions is expected to be minimal.

2. PLANS WHERE A cOLLECTIVE BARGAINING UNIT IS INVOLVED; OTHER

ANTIDISCRIIII NATION PROVISIONS

Present aw
Under present law (see. 401 (a) (3)), a qualified retirement plan

must cover either (1) a specified percentage of all employees (gen-
erally, 70 percent of all employees, or 80 percent of those eligible to
benefit under the plan if at least 70 percent of all employees are
eligible) 5 or (2) such employees as qualify under a classification which
is found by the Internal Revenue Service not to discriminate in favor
of employees who are officers, shareholders, supervisors, or highly com-
pensated employees. (A plan is not per se discriminatory for purposes
of these rules merely because it is limited to salaried or clerical
employees.)

Also, under present law, either the contributions or the benefits pro-
vided under a qualified plan must not discriminate in favor of employ-
ees who ale officers, shareholders, supervisors, or highly compensated
employees.

General reasons for change
Where employees covered under a collective bargaining unit prefer

current compensation or some other form of benefits to coverage under
a pension plan, employers sometimes are unable to establish a plan for
other employees because the percentage requirement cannot be satis-
fied if the bargaining unit employees are not covered. It is then neces-
sary for the plan to qualify as one which has coverage requirements
that do not discriminate. The Service's approach (see Rev. Rul. 70-200,
1970-1 CB 101), which has generally been upheld by the courts, has

sIn applying these numerical tests under present law. there are excluded employees who
have been employed not more than a minimum period prescribed by the plan (up to 5
years), part-time employees (customary employment for not more than 20 hours in any one
week), and seasonal employees (those whose customary employment is for not more than 5
months in any calendar year).

2D24 0a - so -4
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been to look at the composition of the group which is covered under
the plan, and to allow the plan to qualify if the compensation of most
of the participants is substantially the same as that of the excluded
employees, the plan covers employees in all compensation ranges, and
employees in the middle and lower ranges are covered in more than
nominal numbers. Where most of the lower-paid nonsupervisory per-
sonnel are members of a collective bargaining unit which elects not to
be covered in- a pension plan, the remainder of the employees may in-
clude relatively large percentages of supervisors or highly compen-
sated employees. As a result, under present law it may be impossible-
because of the antidiscrimination requirements-to establish a quali-
fied plan for the remaining employees.

The committee believes that this situation can result in a hard-
ship, where all employees of an employer are forced to forego the
benefits of a pension plan merely because those employees who are
covered under a collective bargaining argreement choose nonpen-
sion benefits, or nonpension benefits plus pension benefits at a lower
level than those provided nonunion employees. kt the same time, the
committee is concerned that any change in the law should not result
in a situation where an employer might be able to exclude these em-
ployees from the pension plan without compensation for this in the
form of other types of benefits. To deal with this situation, the com-
mittee bill provides that collective bargaining employees may be ex-
cluded for purposes of applying the coverage test. 'but only where
there is evidence that retirement benefits have been the subject of
good faith bargaining between the union employees and the employer.
Explanation of provisions

Collective bargaining unit.-The committee bill eases the applica-
tion of the provisions of existing law by providing that employees
covered under a collective bargaiing agreement can be excluded for
purposes of the coverage requirement, and for purposes of the anti-
discrimination provisions (of sec. 4

0
1 (a) (4)). but only if there is evi-

dence that the retirement benefits have been the subject of good faith
bargaining between the union eiiplo-ees and the employer.

If pension plan coverage had been discussed with the representa-
tives of the union employees and 1n pension coverage was provided,
either because the union employees were covered under a union plan
(which might or iiight not offer comparable benefits to those provided
under the employer plan). or because the employee representatives
opted for higher' salaries, or other benefits, in lieu of pension plan
coverage, or for' some other valid reason, then it would be permissible
to exclude those union employees from the calculations. In effect, the
collective bargaining agreement employees could then be excluded
from the plaii, or could be provided with a lesser or different level of
benefits.

The conmiiittee anticipates that in any case where collective bargain-
ing unit employees were excluded from a plan uider this provision,
the Internal lZ-\ ,-mie ,Zertihce will recei ve information as to the justifi-
cation for the exchlsion cIl'ire titling that the plan is qualified There
is no requirement that the collective bargaining agreement specifi-

Additional protection for the employees w old be provided under the part of the hill
toe. 601 ) ,hiclh estbloties a light on1 the poet of an eaopiye to partieiate in IRS
proceeding to deteryotne If a plan ts qaontied 'uid to petition the Tax court If he dinageen.
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cally state that the employees have elected to be out of the plan or to
take a lower level of benefits. However, there must be evidence that the
retirement benefits have been the subject of good faith bargaining be-
tween the union employees and the employer.

Nonmasidi ittalie employees.--The bill provides for the exclusion,
for purposes of applying the coverage requirements and the anti-
discrimination requirements, of those employees who are nonresident
aliens with no United States income from the employment in question.
It was believed that the United States tax laws should not impede
appropriate pension plan benefits for United States citizens or per-
sons with United States earned income, merely because comparable
benefits were not afforded to nonresident aliens with no United States
income from the employment in question. Also, the mere processing
of such cases would take an inordinate amount of time because of the
complexity of applying rules to integrate the appropriate foreign
equivalent of Social Security with the benefits or contributions pro-
vided by the employers under such plans.

Affliated employers.-The committee bill also provides that in
applying the coverage test, as well as the antidiscrimination rules and
the vesting requirements, employees of all corporations who are mem-
bers of a "controlled group of corporations" (within the meaning of
sec. 1563(a)) are to be treated as if the) were employees of the same
corporation. Thus, if two or more corporations were members of a
parent-subsidiary, brother-sister, or combined controlled group, all of
the employees of all of these corporations would have to be taken into
account in applying these tests. The committee, by this provision,
intends to make it clear that the coverage and antidiscrimination pro-
visions cannot be avoided by operating through separate corporations
instead of separate branches of one corporation. For example, if man-
agerial functions were performed through one corporation employing
highly compensated personnel. which has a generouss pension plan, and
assembly-line functions were performed through one or more other
corporations employing lower-paid employees, which have less gen-
erous plans or no plans at all. this would generally constitute an imper-
missable discrimination. By this provision the committee is clarifying
this matter for the future. It intends that prior law on this point be
determined as if this provision had not been enacted.

At the same time, however, the committee provision is not intended
to mean that all pension plans of a controlled group of corporations
must be exactly alike, or that a controlled group could not have pen-
sion plans for some corporations but not others. Thus, where the
corporation in question contains a fair cross-section of high and low-
paid employees (compared to the employees of the controlled group as
a whole), and where the plan is nondiscriminatory with respect to
the employees of the corporation in question, it is anticipated that the
Internal Revenue Service would find that the plan met the antidiscrim-
iiation tests, even though other corporations in the controlled group
had a less favorable retirement plan, or no plan at all. On the other
hand, if, looking at the controlled group as a whole, it were found
that a disproportionate number of highly compensated employees were
covered under the plan of the corporation in question, or that the
average compensation of covered employees was substantially higher
in that plan than the average compensation of noncovered employees,
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it would Ile anticipated that the plan would not be found to be
qualified, because the corporation does not contain a fair cross section
of the controlled group employees.

Supee.sox/ employees.-lider the committee bill, the category of
"supervisors" is to be dropped from the list of personnel which a plan
may not discriminatorily favor. The committee understands that all
persons who are supervisors within the intent of present law also are
officers, shareholders, or highly compensated employees, and that as a
result this deletion can be made without any substantive change in the
antidiscrimination provisions of present law.
Temporary and seasonal employees.-In applying the coverage

rules, the bill makes several small changes from present law. In apply-
ing the 70 percent and 80 percent coverage tests, employees who fail to
meet the minimum age and service requirements prescribed by the
plan may be excluded. These requirements may not be more than the
top limit of one-year-service and 30-year-age requirements described
above with respect to participation. Of course, the plan may provide
lower age and service requirements.

Present law defines excludable part-time employees as those whose
customary employment is for not more than 20 hours in any one week.
To conform the definitions closely to those nsed for participation (de-
scribed above), the bill defines excludable part-time employees as those
whose customary employment is for not more than 80 hours in any one
month. Present law permits exclusion from these calculations of em-
ployees whose customary employment is for not more than 5 months in
any calendar year; the bill retains the 5-month period but permits
computations to be made on the basis of calendar, plan, or fiscal years,
depending upon the period specified in the plan itself.
Fffeetive date

These provisions apply generally to plan years beginning after the
date of enactment of the bill. However, to allow time for amendment
in the case of plans in existence on the date of enactment, the provi-
sions are to take effect for plan Years beginning after December 31,
1975 (or December 31, 1980, in the ease of a government plan). Where
the plan is subject to the provisions of a collective bargaining agree-
meut in effect on the date of enactment of the bill, the effective date is
further postponed until the expiration of the collective bargaining
agreement (but without regard to an extension made after the date of
enactment). but, in any event, all plans are to be subject to these pro-
visions in plaii yVns beginning after December 31, 1 950.

1?eeemic effect
The revenue effect, of these provisions is expected to be minimal.

C. Vesting

(Se's. 221, 261 and 705 of the bill :ind sues. 401, 411, 413, 6688, and
6690 of the Code.)

Present late
Plans which qualifv mder the Internal Revenue Code are now

required to lUtovide vested (i.e., uonforfeitable) rights to participating
eiployees when they attain the normal or stated retirement age.



Employees must also be granted vested rights if the plan terminates
or the employer discontinues his contributions.

However, qualified eluplover plans are g generally not required to
provide vested rights to participating employees before normal re-
tirenent age unless this is considered to be necessary-iu view of the
likely pattern of emlployee turnover-to prevent discrimination
against the rank and file employees in favor of officers, shareholders,
supervisors, and highly paid employees. In other words, preretirement
vesting is required only where its absence would cause discrimination
in favor of officers. etc., who could be expected to remain with the firm
long enough to retire and qualify for benefits, while the rank and file
employees would continually be separated from the firm and lose their
benefits.

Under an owner-employee plan,' the rights of all employees must
vest in full as soon as they become participants. (sec. 401(d) (2) (A)).
General reasons for change

Unless an employee's rights to his accrued pension benefits are non-
forfeitable, he has no assurance that he will ultimately receive a pen-
sion. Thus, pension rights which have slowly been stockpiled over many
years may suddenly be lost if the employee leaves or loses his job prior
to retirement. Quite apart from the resulting hardships, the committee
believes that such losses of pension rights are inequitable, since the
pension contributions previously made on behalf of the employee may
have been made in lien of additional compensation or some other bene-
fits which he would have received.

Today, slightly over two-thirds of the private pension plans pro-
vide some vested rights to pension benefits before retirement. However,
as a general rule, employees do not acquire vested rights until they
have been employed for a fairly long period with a firm or are rela-
tively mature. Since there is no general applicable legal requirement
for preretirement vesting, some plans do not offer this type of vest-
ing at all, and among those plans which do, there is no uniformity
in the vesting rules as provided. At present, only one out of every
three employees participating in employer- financed plans has a 50-
percent or greater vested right to his accrued pension benefits. Even
for older employees, a substantial portion do not have vested rights.
For example, 58 percent of covered employees between the ages of
50 and 60, and 54 percent of covered employees 60 years of age and
over. still do not have vested.rights to even 50 percent of their ac-
crued pension benefits.- As a result, even employees with substantial
periods of service may lose pension benefits on separation from em-
ployment. Extreme cases have been noted in which employees have
lost pension rights at advanced ages as a result of being discharged
shortly before they would be eligible to retire. In addition, the com-
mittee believes that more rapid vesting is desirable because it will
improve the mobility of labor, and in this manner promote . more
healthy economy.

For reasons indicated above, the committee concluded that it is
necessary and desirable to provide a minimum standard of vesting

' An owner-employee in a sole proprietor or a partner with a greater than 10-percent
intere tin capital or profit te. 401 (e) (3)1S . Treasry Department Fact Sheet. Pension Reform Program, as reprinted in
Material Relating to Administration Proposal Entitled the "Retirement Benefit Tax Act,"
Committee on Ways and Means, 93d Cong., ist sess., p. 37, Table B.
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for all qualified pension plans. Clearly, however, it would be counter-
prodletive to increase euiployver costs by more rapid vesting to such an
extent as to significantly curtail the creation of new retirement plans
(or to significantly curtail the increase of benefits in existing plans).
The committee bill deals with this problem by requiring relatively
early vesting (beginning not later than an employee's fifth year of
service or 30th birthday, whichever occurs later) for some of the em-
iloyve's rights but does not require that they be vested fully until after
15 years of service or age 40. This is known as gradual (or graded)
vesting.

Explaslt/oo of provision8
teseinl tale.-The committee's bill provides that a qualified retire-

ment plan (whether trusteed or insured) would be required to give
each employee vested rights to at least 25 percent of his accrued benefit
from employer contributions after 5 Years of service, plus 5 percent-
age points a Year for each of the next 5 ' ears and 10 percentage points
a year thereafter. This would mean that there must be 100 percent
vesting after 15 years of service., (Note that. because of the participa-
tioi rules described above, vesting could be delayed in the case of an
employee who started employment before age 25.)

This approach has the advantage of providing some vesting at a
relatively early point in the employee's career. Thus, if the employee
changes jobs after 5 years of service, he would be protected in his rights
to at least some of his accrued pension benefits.

Also, because vesting occurs gradually tinder the committee bill. this
tends (by comparison to proposals presented to the committee that
would have required full vesting in as short a time as five Yeats) to
bring down the cost of the vesting requirement to manageable levels by
minimizing the cost of establishing a new plan or improving benefits
under an existing plan. It also avoids the serious "notch" effect of
providing 100 percent immediate vesting after any specified number of
years. In other svords, if employees receive too much of their vested
rights in any one year, it could give the employer an incentive to dis-
miss an employee rather than to absorb the resulting sharp increase
in pension plan costs.

The committee bill takes the approach of being "age-neutral," which
means that an eitmployee's rights to vested benefits depend solely on his
Years of service, rather than on some combination of service and age.
Age-weighted proposals have been advocated to the committee be-
cause tiey provide early vesting to the older workers. However, the
committee belies es that this approach would tend to discourage the
hiring of ohler employees, who already are faced with difficult prob-
bims in finding enplotent, and should not generally protect the rights
of younger en pi)yeos. who arte 1ore likely on the average to change
jobs and, therefore, lose pension rights. Such continual losses of pen-
sion rights when tley are voting tends to make it difficult for emu-
ployees to accuinulate adequate Pensions over their working careers.

I Unier tbe idln each ente1oree 1ot tave to be ftll. and tnmedtatel vested in it
cened flt bet derived frots his own contributions. In general, tie rtes deseIbed in the
text relate only to hettets derived frotin etiplover contributions.

It Is recognteed that age boo soste effect In that iC may be relevant to eartieipation (see
1o Prettcittoontin Coverage, above) however the rntittee's decision on vesting gives
so dit e fect toge.



Moreover, even when an adequate pension is to be provided, the loss
of pensions accrued in previous employment due to the absence of vest-
ing at an early age may throw most of society's cost of providing an
adequate pension (if it is to be provided) on the employers for whom
the employee works in his later years.

It should be made clear that the standards of vesting provided in
the committee bill are only intended as minimum standards. The bill's
provisions are not intended to prohibit plans with more rapid vesting
than that required under the standards ili the bill.

The provisions of the committee bill relating to vesting, of course,
are not intended to modify the anti-discrimination requirements of
current law. Presentlx, more rapid vesting requirements are sometimes
required to prevent discrimination under a plan in favor of officers,
shareholders, or highly compensated employees. The committee has
not modified the present relationship between the vesting and anti-
discrimination provisions. On the one hand, the higher vesting stand-
ards provided in the bill are likely to reduce somewhat the need to
apply vesting in order to prevent discrimination. On the other hand,
there undoubtedly still will be cases where it will be necessary to pro-
vide additional vesting over and above the minimum vesting stand-
ards in this bill in order to prevent discrimination. It has also been
suggested to the committee that the antidiscrimination provisions ha ve
not been interpreted uniformly throughout the country, and it be-
lieves that appropriate guidelines should be provided to the district
offices to achieve a uniform interpretation of the law.

Pee-participation serrice.-Once an employee becomes eligible to
participate in a pension plan, his years of service with an employer
before becoming a participant in the plan, up to a maximum of 5 years,
are to be credited toward his required years for minimum vesting.
This means that if an employee joins a firm at age 25, he would have
to become a plan participant on or before age 30 (the maximum per-
missible attained age requirement, under the participation provisions
of the bill). However, lie would at that time (because of his 5 years
of preparticipation service) have io become at least 25 percent vested in
any pension benefits ie accrues after becoming a participant. For pur-
poses of this "look back" rule, however, years of preparticipation
service would not be counted unless the pension plan was in existence
during those years.

Although the committee recognizes the desirability of permitting
the exclusion of transients by setting up participation requirements
(the one-year-of-service and age-30 rules described above), it seemed
to the committee that those years ought to count for something once
the employee has stayed long enough to be a participant. This provision
requires that the employee receive credit for up to 5 years of pre-
participation service in computing his position on the vesting schedule.
There is precedent for such a "look back" rule, since the committee
has been informed that many existing pension plans already take pre-
participation service into account for vesting purposes.

Benefits accrued in time past.-Generally, the vesting requirements
of the bill are to apply to all accrued benefits, including those which
accrued before the effective date of the provision. Years of service prior
to the effective date also are to be counted for purposes of determining



the extent to which the employee is entitled to vesting. For example,
if an employee joined a company at age 30 (at which time a plan was
in effect), became a participant in the plan at age 35, and was age 40
on the effective date of the vesting provisions, he would have to become
at least 50-pelcent vested at that time. However, lie might not have
more than 5 years of accrued benefits since the minimum benefit
accrual is based on participation.5 

This would occur because of his 5
years of participation under the plan plus his 5 Years of preparticipa-
tion service. Without this pre-effective date rule, it was apparent to
the committee that employees who are now older employees would
receive the advantages of required vesting only for the accrued bene-
fits they would be able to build up gradually in the future and would
receive no protection for benefits accrued prior to the effective date of
these provisions, which would usually be the bulk of the benefits
earned during their lifetimes.

The committee considered various methods of providing that pre-
effective date service le taken into account in the ca-e of older em-
ployees only, but concluded that most such methods provided some
type of undesirable "notch" effect and in most cases would result in
little cost saving to the employer relative to the rule adopted by the
committee oii this point.

Jflt;ent/rloyc, pans.- In the case of a multiemployer plan gov-
erned by a collective bargaining agreement, the vesting requirements
of the committee bill generally atre to he applied as if all employers
who are parties to the plan constituted a single employer. For exam-
ple, years of service with employers A and B under the plan will be
counted together iii determining vesting, even though the employee
now works for employer C.

Sert,/c ttat ;s seasovtl/, it mttp at, etc.-For purposes of the
tminimutm vesting rules, an employee is to be treated as having per-
formed a Year of service if he was'actually employed at least 80 hours
a month, for at least 5 months during the year (which may be a calen-
dar, plan, or fiscal Year, whichever is applied onl a consistent basis
under the plan). A plan would be permitted to provide that up to 3
of the 5 years of service required for minimum vesting must be con-
secutive. Service with a predecessor of the employer would also be
counted, for purposes of the vesting rules, to the extent provided in
regtlations. The committee anticipates that the regulations in this
area will prevet a situation where aii employee might lose his rights
to vesting as the result of a business reorganization.

Once having satisfied the consecutive service requirement, however,
in employee would not lose his estig because of breaks in service.
For example, an enplo vee with 5 yars of service and 4 Years of partic-
ipation who left the plan and rejoined in a later Year would become a
25-percent vested participant illuediatelv, and he would become 30-
percent vested in his accrued benefits after one additional year of
service, 35 ilrcelt after a second additional Year. etc. Even if the

employee had received :a lump Sitl distribution'of the benefits accrued
during his prior period of sit \ice, because of that earlier service the

The employee need tape only 5 years of accrued benefits, because the testing pro-
viaions are to alply to pre-ffeetlve t- -service only to tie extent of the employee's
acersed benef t th, new tartielpation standard are not to anply before the effective

te ao those of al scs if tttese (tet were to occur to tie future, tie employree wuld
be at lean 50fpee-rt , r ed in at least 9 yr of acersed benefits.
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employee would still be partially vested in any additional pension
benefits which he accrued during his later service.

Recordkeepinq requirements.-To carry out the intent of the vest-
ing provisions (primarily those involving intermittent employment),
the employer would be required to kee l) records of the years of service
of his employees and the percentage of vesting which the employees
had earned, together with any additional information required by
the Secretary or his delegate in order to determine the employee's
benefits. In the case of a multi-employer plan, the employer would
furnish the required information to the plan administrator (who
would be required to maintain the records), in accordance with
regulations.

Failure to maintain or furnish the required records would result
in a civil penalty of $10 for each employee with respect to whom the
failure occurs, unless it is shown that the failure is due to reasonable
cause. The committee expects that the necessary records will be re-
tained by employers for at least 10 years following a break in service.
After that, the employee could still establish his right to vesting based
on prior service, but the burden of producing the evidence would shift
to the employee.

Class year plans.-A class year plan is a profit-sharing or stock bonus
plan which provides for the separate vesting of employee rights to con-
tributions (or rights derived from contributions) to a plan on a year-
by-year basis and the withdrawal of these amounts on a class-by-class
basis as they mature. The minimum vesting requirements of the bill
applicable to a class year plan are satisfied under the bill if the plan
provides for 100-percent vesting of the employer contributions within
5 years after the end of the plan year for which the contributions were
made. A separate rule is needed for class year plans since they are
structured differently than most other types of plans. The 5-year full
vesting rule provided in this case by the committee bill assures an
employee who terminates his employment under a class year plan that
he will not forfeit his rights to more than 4 years of employer
contributions.

Permitted forfeitmes of tested rights.-A qualified retirement plan
under the committee bill may provide that an employee's vested rights
in accrued benefits derived from employer contributions (but not from
his own contributions) may be forfeited in the event of the employee's
death (although this exception is not to apply if the employee had
retired and had elected to take a survivor annuity prior to his death).

Also, in the case of retirement plans requiring mandatory employee
contributions, an employee who voluntarily withdrew all or nart of his
contributions 0 may forfeit all of the benefits derived from any
employer contributions made on his behalf. A class year plain may pro-
vide that an eniplot ee will forfeit all of the benefit derived from
employer contributions-if he withdraws any part of his own manda-
tory contributions, but these forfeitures may only occur on a class-
year-by-class-year basis.

The committee is very concerned, however, that an employee with-

drawing his own mandatory contributions should be made fully aware

a So long as part of the empin e's contributions remained in the plan, he would retain a
vested right to the benefits derived from those contribution.
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of the consequences of doing so, and expects that the Service and the
Labor Department will coordinate efforts to require that plans con-
taining these forfeiture clauses make full and adequate disclosure to
the enlpoYee, prior to withdrawal, including disclosure of the current
value of the accrued right the employee will forfeit and (at least in
the case of a defined benefit plan) the amount of the pension he could
expect to receive at normal retirement age.

With the limited exceptions noted above, no rights, once they are
required to be vested. may be lost by the employee under any circum-
stances (although, as under present law. the plan may pay the
employee the actuarial value of his vested rights upon separation from
service).7 For example, a vested benefit is not to be forfeited because
the employees later wen t to work for a competitor, or in some other way
was considered "disloyal" to the employer.' Also, rights to benefits are
not to be forfeited merely because the employer (or plan administra-
tor) cannot find the employee. However, in such a case, if it appears
that the employee's whereabouts would remain unknown for so long
a time that the value of the benefits would escheat to the State. then
before that happens the plan is to transfer the value of the benefits to
the Pension Benefit Guaranty Corporation to be created under Title
IV of the bill.

Prohih;ted el/srisninon. Under present law, there are regula-
tions designed to ensure that in the event of early plan termination.
the benefits under the plan are not paid to employees who are officers,
shareholders, or highly compensated employees in a discriminatory
manner. The committee bill contains a provision to make it clear that
the vesting requirements under the bill are not intended to operate to
overturn these rules. Thus, for example, in the event of an early plan
termination, a highly compensated employee might receive less than
his otherwise vested benefit under the bill, if this were necessary to
prevent discrimination.

Plan terminnat;o.--Under present law. all accrued benefits in a
qualified pension plan must become fully vested (to the extent then
funded) in tbe event of a termination, or the complete discontinuance
of contributions under a pension plan. This rule will no longer be
necessary with respect to discontinued contributions. because the com-
mlittee bill (sec. 241) now provides for an excise tax on underfunding.
However, the committee bill makes clear that this rule of full imme-
diate venting is still to apply in the case of a termination, or a partial
termination. (Examples of a partial termination might include, under
certain ircunstanees. a large reduction in the work force, or a sizeable
reduction iii benefits under the plan.)

Ar. r id bnnfits.-Inder the committee bill, the vested employee
is protected in his rights to all, or a certain percentage, of his "accrued
benefit." This term refers to pension or retirement benefits and is not
intended to apply to certain ancillary benefits, such as medical insur-
ante or life insurance, which are sounetilnes provided for employees

I In turn,. this distribution ay be transferred tax free by the employee to the portabil-
iy fund, or to the qualified pln of his new eniployer under provisions in title III of itle
bill.

o s l plans pe' Sdi tlist a employer ay have ifen rights against employee
I' in a pension plo i These laa.,- would also be prohibited noder the coninittee

hill. excelt where the pan l'eqriti that the eanplioyee be given prior notic of any
loceoning lie,, iand there I a Jadirial hearing or, tile probable validity of the elnployer's
rloire,
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in conjunction with a pension plan, and are sometimes provided sep-
arately. To require the vesting of these ancillary benefits would se-
riously complicate the administration and increase the cost of plans
whose primary function is to provide retirement income. Also, where
the employee moves from one employer to another, the ancillary ben-
efits (which are usually on a contingency basis) would often be pro-
vided by the new employer, whereas the new employer normally would
not provide pension benefits based on service with the old employer.

It is necessary to provide a statutory definition of an "accrued bene-
fit" because, unless this is a defined amount, vesting of an "accrued
benefit" in whatever form is specified by the plan has little, if any,
meaning. In the case of any retirement plan other than a defined
benefit pension plan, under the bill the employee's "accrued benefit"
is the balance in his plan account. This would include, for example,
a money purchase pension plan and a profit-sharing plan. In the case
of a defined benefit pension plan (under which benefits may vary with
such factors as wages and service), the bill provides that the minimum
accrued benefit is to be a fraction of the amount the employee would
receive at normal retirement age, under the plan as in effect at the
time for which the accrued benefit is to be determined. (As discussed
below under F. Insurance, a collectively-bargained plan in which the
employer participates in the setting of defined benefits is a defined
benefit plan, even though the collective bargaining agreement may
specify only the level of contributions.) In making this computation,
the retirement benefit is to be computed as though the employee con-
tinued to earn the same rate of compensation annually as he had
earned during the years which would have been taken into account un-
der tae paii, had the employee retired on the date in question. This
amount is then to be multiplied by a fraction, the numerator of which
is the employee's total number of years of active participation in the
plan up to the date when the computation is being made and the de-
nominator of which is the total number of years of active participation
he would have if he continued his employment until normal retire-
ment age.

9 
The term "normal retirement age" is to be defined by regu-

lations. It is expected that a minimum and maximum age will be taken
(perhaps 55 and 65) and that the "normal retirement age" in this

range will be based on the age at which the retirement benefit has the
greatest actuarial value.

In the case of a defined benefit pension plan funded through ar
surance contract, the accrued benefit is to be the annuity which m
be purchased by the cash surrender value of the policy. In the case of
a variable annuity plan, the term accrued benefit is to be defined by
regulations.

Allocations between employer a?d employee contributions. -In
plans where there are both employer and employee contributions, it
will be necessary to allocate the accrued benefit between the portion
derived from the employer contributions, and the portion derived
from the employee contributions. This allocation may have to be made
because the employee is always fully vested with respect to amounts
attributable to his own contributions but not necessarily with respect
to those of the employer. Also, information of this type would be

0 The fraction may not exceed one, under the committee bill, since at this point tile
employee would receive the full pension to which he was entitled under the plan.
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needed if an employee, upon leaving employment, desires to withdraw
his own contributions.

In the case of any plan other than a defined benefit pension plan, the
accrued benefit derived from the employee's contributions under the

bill is the amount in his own separate account. If employee and em-
ployer contributions were not accounted for separately, the employee-
contributed portion of the total accrued benefit would be treated as
the fraction of the total which is the ratio of employee to total con-
tributions (after taking account of withdrawals, and, to the extent
necessary, the timing of the contributions).

In the case of a defined benefit pension plan which provides an annual
benefit in the form of a single life annuity commencing at normal re-
tirement age (without ancillary benefits), the accrued benefit derived
from mandatory employee contributions would be treated as the total
amount of the employee's "accumulated contributions" multiplied by
a conversion factor.

1 
In general, the conversion factor, which initially

is to be fixed at 10 percent for a normal retirement age of 65, is to be
used to convert the amount of the accumulated contributions to a single
life annuity commencing at normal retirement age. For other normal
retirement ages. the conversion factor is to be determined by regula-
tions.

In determining the employee's accumulated contributions, under the
bill, interest on the employee's mandatory contributions is to be com-
pounded annually, initially at a rate of 5 percent (beginning with the
first plan year subject to the vesting requirements imposed under the
committee bill) to the date when the employee would reach normal
retirement age. In addition, any interest accumulated oii the em-
ployee's contributions (either compounded or simple) in accordance
with the terms of the plan. prior to the date when the vesting provi-
sions of the bill first apply to that plan. are to be treated as part of
the employee's accumulated contributions.

The bill authorizes the Secretary or his delegate to adjust the
conversion factor, and the assumed rate of interest on eniployee con-
tributions, on a prospective basis, from time to time, as may be appro-
priate. but requires him te give at least one vear'r notice of am, such
action. The adjustment in the interest rate would be made by com-
paring the long-term money rates and investment yields for a 10-year
period ending at least 12 mouths prior to the tear in which the adjust-
ment would first apply. with the ,rotes)oiiding rates and yield for the
10-year period from 1964 through 1973."

The committee anticipates that the TreasurY. in determining money
rates and investment Yields, will i-e a comlposite of a number of indi-
cators. For example, one possible approach iight be to give equal
values to the dividend Yields of the Dow-.Tones Industrial Average
and the Standard nd Poor', 500 stork Averagre, and to the interest
rates of Bai on's or Moodt's highet-rated bonds and ITnited States
Treasury long termii obligations. This composite, for the 1964-1973
hase period, wold be set at 5. and the interest rate in the future would
lie determined 1)y the Treasury Depa rtment's comparison of this eoi-

Vorlnurv enurrtrrr, eontribution. are to so treated ti1e sale us a separate oCount.
1 lu tor i I10, riled for lan Oinenuet tie rornaitteo tiepato that a Ian

oat l ts tl Pae I 'rltirornts of these provitrno if it providtei that interest on naio dtory
raip)]oveeo r'iteisr ri o on ro roiupteti i u rate of a nreent. or at sues other rate us
ir, l r l irir, irriri tilde. to t a under the Internal Revenue Coe of 154. nod tMe

eeultttan i. sued thereuder.
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posite for the base period, with the same composite for the then most
recent 10-year period. It is contemplated that this interest rate will
be adjusted less often than annuallyand that due regard will be given
by the Treasury Department to the impact of any such adjustment
on existing plans.

Some of the principles discussed above may be illustrated by the
following example. Assume that employee A was born on January 1,
1926. On January 1, 1975, A enters employment with company M and
on January 1, 1976, A becomes a participant in M's pension plan, re-
quiring mandatory employee contributions, providing an annual bene-
fit, at the normal retirement age of 65, of 3 percent of average compen-
sation for each year of active plan participation. From 1976 through
1984, A earns a salary of $10,000 per year. On January 1, 1985, A leaves
the employ of M. As of that date, A's employee contributions to the
plan, including interest at a rate of 5 percent per annum (compounded
annually) total $6,000. A will become 65 on January 1, 1991.

The minimum vested benefit to which A is entitled equals the sum
of (1) 100 percent of the accrued benefit derived from his own contri-
butions and (2) 50 percent (due to his 10 years of service) of the
accrued benefit derived from M's contributions.

If A had continued to work for M at the same salary until age 65,
he would have been entitled to receive an annual benefit of $4,500
(3 percent of $10,000=$300 times 15 years of service-$4,500). His
accrued benefit, commencing at age 65, is therefore 9 (years of partici-
pation in the plan) divided by 15 (years of participation if A had
continued to work through normal retirement age) times this amount,
or an annuity of $2,700 per year.

Interest on A's contributions, at an assumed rate of interest of 5
percent per year (compounded annually), plus the principal of this
amount, would total $8,040.75 on January 1, 1991. After applying the
conversion factor of 10 percent, this is determined to be the equivalent
of an annual annuity of $804.08 as of the date when A will reach 65,
and A is 100-percent vested in this annuity, because it is derived from
his own contributions.

Then, taking the total accrued benefit of $2,700 per year, and sub-
tracting from this amount the amount of $804.08 per year, there is de-
termined to be an annuity of $1,895.92 attributable to the employer
contributions. A is 50-percent vested in this amount. His total vested
benefit from his 9 years of employment by M thus equals $1,752.04 per
year (50% of $1,895.92, or $947.96, plus $804.08) starting on Janu-
ary 1, 1991.

Where a defined benefit plan provides a benefit other than an an-
nual benefit in the form of a single life annuity commencing at normal
retirement age (without ancillary benefits), or if the employee's man-
datory contributions are applied toward some other form of benefit,
then the accrued benefit, or amount of accrued benefit derived from
employee contributions, is to be the actuarial equivalent of the single
life annuity (without ancillary benefits) as determined under regula-
tions.

Comparability of plans having different resting provisions undel,
the antidiscrimination rules.- There are certain classes of employees,
such as engineers, whcse rate of job mobility is so high, that many of
them would not receive protection even under the vesting provisions
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provided under the bill. To be effectively covered under a pension
plan, these employees would have to receive a very substantial amount
of vesting during their first 5 years of employment. At the same time,
if all employees were to be provided with vesting on this rapid a
basis under the plan, the cost might be so high that the employer would
terminate the plan, or drastically reduce the benefits under the plan.
To meet this situation, the committee bill contains a provision which
would allow the engineers and other employees with a similar problem,
in effect, to trade off some of their benefits in exchange for earlier
vesting.Under present law a single plan may satisfy the antidiscrimination

requirements (sec. 401 (a) (4)). if either the contributions or the bene-
fits do not discriminate in favor of certain enumerated employees. Gen-
erally, profit-sharing plans, stock bonus plans, and money purchase
plans can satisfy this requirement if the contributions are nondis-
criminatory even though the benefits may discriminate. Defined bene-
fit plans can satisfy this requirement if benefits are nondiscriminatory
even though the contributions are discriminatory. A target benefit
plan, a type of money purchase plan, may satisfy the requirement if
the benefits do not discriminate even though the contributions do.
Also under existing law. two plans can be considered as one for pur-
poses of satisfying the antidiscrimination requirements, either as to
contributions or benefits.

Under the committee bill an employer might set up two retire-
ment plans, one with very rapid vesting, the other with slower vesting,
but with higher benefits. The bill provides that for purposes of apply-
ing the antidiscrimination rules, the two plans could be considered as
a unit (as under present law) and the plan with more rapid vesting
would not be considered discriminatory merely because of this feature
(even if highly compensated employees were covered under the plan),
if contributions were comparable or (in the case of defined benefit
plans) if benefits under this plan were scaled down appropriately in
relation to benefits provided under the plan with less rapid vesting.
(Of course, each plan would have to at least meet the minimum vesting
schedule provided in the commitee bill and would also have to be non-
discriminatory as to the employees covered by it.)

Thus, in the case of a defined contribution plan, the tax deductible
contributions to both plans would be required to be the same in pro-
portion to covered compensation. This would mean, in effect, that
employees in the plan with less rapid vesting would receive increased
benefits as the result of forfeitures,li whereas there would be relatively
few forfeitures under the plan with earlier vesting.

In the case of a defined benefit plan, the same principle of com-
parability would apply, but here the level of benefits under the plan
with earlier resting would have to be lower, in relation to the benefits
provided under the other plan. Generally, these comparisons would
be made on an actuarial basis, in accordance with regulations.

By this provision the committee is clarifying this matter for the
future. It iitends that prior law on this point be determined as if this
provision had not been enacted.

51 Ifte employer reduced his tax deductible contributions under tie plan because of
ftorltucre., the tax deductible contributions to the plan with early vesting would also have
a be reduced; comparatively, the employees In tie plan with less rapid vesting would
always have to accumulate a larger accrued benefit in Proportion to compensation.



Effective date
The vesting provisions generally are to apply to plan years begin-

ning after the date of enactment of the bill. 1-TowE,,xer, in the case of
a plan already in existence on the date of enactment, the provisions
take effect for plan Years beginning after l)ecember 31, 1975. Where
a plan is subject to a collective bargaining airemelet in effect on the
date of enactment, the effective date is further postponed until the
expiration of the agreement (without regard to any extension of the
agreement agreed to after the effective date) but, in ny event all plans
are to be subjected to these provisions for plan years beginning after
December 31, 1980.

In the case of a government plan, the provisions of the committee
bill are not to apply to plan years beginning prior to January 1, 1981.
These plans can generally only be amended by a legislative act, and
the committee believes it is appropriate under these circumstances to
afford such plans additional time to comply with the vesting require-
ments of the bill.

The committee bill also provides a transitional rule under which
any plan which provides, on the date of enactment, for 100 percent
vesting of employer contributions by the end of the 10th plan year
in which the employee is a participant is not subject to the vesting
schedule provided under the bill, with respect to employ er contribu-
tions, until plan years beginning after December 31, 1980. Plans which
provide full vesting after 10 years of participation are generally con-
sidered liberal under current standards and the 10-year-100-percent
formula is commonly used in pension plans today. Thus, the commit-
tee believed that it was appropriate to give these plans additional
time to comply with the vesting provisions of the bill. Such plans
will have to comply with the participation requirements, and the vest-
ing requirements with respect to employee contributions, however,
as of the generally applicable effective date.

Reeenu effect
Estimates of the revenue effect of the minimum vesting provisions

vary with the asstunption made about the relationship between addi-
tional employer contributions to pension plans and cash wages. If it
is assumed that the additional employer contributions will be a sub-
stitute for cash wages, the estimated revenue loss is $130 million. On
the other hand, if it is assumed that the additional employer contribu-
tions will be sn addition to cash wages, the estimated revenue loss will
be $265 million. The estimates under both cases assume that benefits
under pension plans are not decreased and that no benefit increases
are foregone as a result of the bill. The estimates are based on 1973
levels of income and employment.

D. Funding

(Secs. 241, 281 and 671 of the bill and sees. 275, 404, 4971, 4972, 6058,
6692, and 7517 of the Code)

Iresent ae
The annual contributions to a qualified pension plan generally must

be sufficient to pay the pension liabilities accruing currently (the nor-
meal pension costs) plus the interest due on unfunded accrued pension



liabilities (past service costs). This keeps the amount of unfunded
pension liabilities from growing larger, but does not require any con-
tributions to be made to amortize the principal amount of the un-
funded liabilities.

Pension plan costs generally are estimates and are based on ac-
tuarial calculations. Consequently, all actuarial methods, factors, and
assumptions used must, taken together, be reasonable and appropriate
in the individual employers situation. When applying for a letter
of determination from the Internal Revenue Service that a plan is
qualified, the actuarial methods, factors, and assumptions used gen-
erally mitst be reported to the Sertv ice, along with other information
to permit verification of the reasonableness of the actuarial methods
used. Changes in actuarial assumptions and methods must be reported
annually to the Service.

The value of plan assets also affects the amount of contributions.
Under administrative rulings, tssets max be valued by using any
valuation basis if it is consistently followed and results in costs that
are reasonable.

Actual experience may turn out to be different from anticipated
experience, resulting in experience loss or experience gain. Depending
on the circumstances, the contributions needed to make up experience
losses may be deducted currently or may be added to past service costs
and deducted only on in amortized basis. Sitilarly. depending on the
circumstances. experience gains may reduce the plan cost currently, or
reduce costs under one of the spreading methods used to determine the
amounts deductible.

If an employer does not make the minimum required contributions
to a qualified plan, under administrative practice the deficiency may be
added to unfunded past service costs. However, the plan also max be
considered terminated, and immediate vesting of the employees' rights
to the extent funded, may ibc required.

GeCeil reasons for change
The available evidence has demonstrated that a significant portion

of existing pension plans have not been adequately funded and are not
accumulating sufficient assets to pay benefits ill the future to covered
employees. As a result, usany employees now covered by pension plans
may not actually receive the pensions they have been promised, be-
cause the needed funds will not be available. The committee believes
that the present mnininim funding requirement for plans qualified
under the Internal Revente Code is not adequate to prevent this under-
funding. since it does not require any payment to reduce the amount of
the outstanding unfunded liabilities. which may be substantial. As a
result, the committee's bill provides that unfunded past service liabili-
ties must be amortized over no more than :0 years (and experience
deficiencies must be amortized over no more than 15 years).

The committee recognizes that the amount required to fund a pen-
sion plan is in large part determined by actuaries' estimates of future
l]att costs, which in turn are based ois the :n'tuarial methods and as-

sumptions used for each plan. Constequently, the determination of the
amount of contributions that must be made to a plan to adequately
fund the plan benefits is significantly affected by the plan's actuary.
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There is 11o existing government regulation or licensing requirement
for actuaries as there is for, e.g., lawyers and accountants, and the
committee believes that minimum standards of competence should be
established for persons who make actuarial computations for qualified
plans. Consequently, the committee's bill requires the Secretary of the
Treasury to set standards of competence for persons who make actu-
arial reports to the Internal Revenue Service. The bill also provides
that actuaries enrolled to practice before the Service must certify the
plan costs and report the actuarial methods and assumptions used for
each pension plan. The committeee also intends that the Secretary es-
tablish an actuarial advisory board to provide assistance in setting
standards for enrolling actuaries, setting guidelines for actuarial as-
sumptions and in other pertinent matters.

Additionally, the committee believes that current sanctions on an
employer for failure to adequately fund his qualified plan are inap-
propriate, since they may not affect an employer's decision to under-
fund his plan. For example, an employer may not feel any reason to
make the minimum required contributions to his plan if the only con-
sequence of underfunding is to give his employees vested rights in
the amounts that are already funded. To resolve this problem, the
committee's bill provides an excise tax on the failure to meet the min-
imum funding requirements.

The committee also recognizes that, w ithin limits, employers who
are financially unable to meet the funding requirements should be
allowed to postpone paying contributions to their plans. Therefore,
the committee's bill allows the Internal Revenue Service to waive cer-
tain minimum funding requirements if the employer demonstrates
that substantial business hardship will otherwise result. The amount
waived must be amortized over no moe than 10 years.
Explamotion of lwocisiois

.i11i1nwi/ fu1d/;),g vules, bn geten/l. Tie committee's bill estab-
lishes new ninimuni funding requirements for qualified pension, profit-
sharing, and stock bIus plaits so these plans will accumulate sufficient
assets within a reasonable time to pay benefits to covered employees
when they retire. TIiese rules apply to any pension, profit-sharing, or
stock bonus plan which, after December 31. 1975, has qualified (or has
been determined to qualify by the Internal Revenue Service) under
section 405(a). section 404(a) (2) or section 401(a) of the Code. The
minimum funding requirements w ill continue to apply to such plans
and trusts even should they later lose their qualification.

Generally, under these requirements the minimum amount that an
employer must annually pay under a defined benefit pension plan in-
cludes the normal costs of the plan (as under current law), plus amor-
tization of past service costs, experience losses, etc. The minimum
amortization payments required by the bill are calculated on a level
payment basis -including interest and principal-over various stated
periods of time. Generally, initial past service costs (and past service
costs established by substantial plan amendments) must be amortized
over no more tharl 30 years, and experience losses must be amortized
over no more than 15 years. If an employer would otherwise incur sub-
stantial business hardship, the internal Revenue Service may waive

20-243 0 - 73 - 5



payment of normal costs, and amounts needed to amortize past service
costs and experience losses: the amount waived must be amortized in
11o more than 10 years, and no more than 5 waivers may be granted for
any 10 consecutive years.

For money purchase pension plans and profit-sharing and stock
bonus plans, the minimum amount that an employer must annually con-
tribute to the plan is the amount that must be contributed for the year
under the plan formula. For purposes of this rule, a collectively bar-
gained plan which provides an agreed level of benefits and a specified
level of contributions during the contract period is not to be consid-
o'red a money purchase (or other type of defined contributions) plan.
This t ype of plan is subject to the funding provisions of the bill, and
must make contributions which are adequate to fluid the agreed bene-
fit on the basis required under the bill.'

Under the minimum funding rules, each plan must maintain a new
account called a "funding standard account." This account is estab-
lished to aid both the taxpayer and Internal Revenue Service in ad-
ministering the new funding rules. The account also is used to assure
that a taxpayer who has funded more than the minimum amount re-
quired is properly credited for that excess and for the interest earned
on the excess. Similarly, where a taxpayer has paid too little, the ac-
count will assist in enforcing the funding standards, and will assure
that the taxpayer is charged with interest on the underfunding.

Each year the funding standard account is charged with the liabili-
ties which arise in meeting the minimum funding requirements. Also,
each year the funding standard account is credited with contributions
under the plan and with any other decrease in liabilities (such as
amortized actuarial gains). If the plan meets the minimum funding
requirements at the end of each year, the fmndiug standard account
will show a zero balance (or a positive balance, if the employer has
contributed more than the minimum required). If the plan is under-
funded, the funding standard account will show a deficiency.

The funding rules established by the bill are in addition to the pres-
ent rules which provide the maximum deduction limits for contribu-
tions to a plan. However, in any event a contribution that is required
by the minimum funding rules is deductible currently.

If the employer wishes to contribute and deduct more than the
minimum required, the amount deductible will continue to be subject
to the rules of present law (slightly modified by the committee bill).
In general, under present law the maximum annual deduction avail-
able is normal cost plus 10 percent of accrued unfunded past service
costs.' Sile the 10 percent figure includes interest as well as principal.
depending on the interest rate, it is estimated that an employer
usually may deduct amounts needed to fund accrued past service
costs over 12 to 14 years. As a result, the maximum allowable annual
deduction which nay be taken to fund past service costs generally is
significantly higher than the minimum contributions required to fund
these costs. If the contributions made are greater than the maximum
allowable deductions in alny year. as under present law, the excess
may be carried ocer to future years and deducted at that time.

1rhesnx),1esiiti.1 Olight be n intan e where etployera n the aggregate, ini no
aiiibtntol vi;, in th determination of the 1st-e and forn, of benefit .

Thi ik tl,-dedntimoti limit nfder ,e 404 al) 1)(C) of tie Code; in -a e cireunstanes,
greater deductions are allowed under sen 404(a) (1) (B).



Fssding nsormal costs and initial past service costs.-The commit-
tee's bill specifically continues the requirement of present law that the
normal costs (arising from current liabilities) of a defined benefit pen-
sion plan must be currently funded. I lower , in order to give assur-
ance a plan will have sufficient assets to pay benefits, the bill estab-
lishes new minimum requirements for funding accrued past service
costs. In general, the bill requires that an emplo yer's contributions to
a defined benefit pension plan for initial past service costs be sufficient
to amortize these costs, on an accrued basis, over no more than 30 years
from the date that the plan is established. For plans in existence on the
date of enactment, unfunded past service costs existing as of the first
plan year beginning after December 31, 1975, are to be treated as ini-
tial past service cost to conic under the minimum funding rule and to
be amortized over no more than 30 years.

The minimum funding requirement for initial past service costs in
effect is analogous to payment over 30 years of a loan secured by a hole
mortgage. It requires the payment of a level amount over 30 years, and
each payment includes both interest and principal. For example, if the
past service cost is $1,000,000 at the time a plan is established, the mini-
mum level payment that must be made each year, for 30 years, to meet
the funding requirement (calculated at an interest rate of 6 percent
per annum over the 30-year period) is $68,537 per year (assuming
contributions are made at the beginning of each year). In addition,
the employer would be required to contribute annually to the plan an
amount equal to the normal cost of the plan.

The interest rate to be used in calculating the minimum payments
under 30-year amortization is the same rate as that used in determining
the plan cost, at the time the plan is established, or January 1, 1976,
in the case of plans in existence prior to that time. (Similarly, the in-
terest rate used to amortize past service costs arising from amend-
ments, to amortize experience deficiencies, and to amortize contribu-
tion waivers also is the rate used to determine plan costs at the time
the liability in question first arose.) If the interest rate used to deter-
mine plan costs is changed as of a later date in order to conform with
experience, the initial amortization schedule of level payments is not
to be changed prior to that date, but the consequent increase (or de-
crease) in plan costs is to be classified as an experience deficiency
(treated in the manner described below).

Under the committee's bill, the minimum funding rules-both those
which apply to all past service costs and those which apply to normal
costs-require funding on the basis of accrued (that is, both vested
and nonvested) liabilities, not merely on the basis of vested liabilities.
The use of accrued liabilities for this purpose appears appropriate
because it provides the most orderly and comprehensive method for
funding te plan's entire costs. Ini this way, gradual paylnents will be
made to fund all of a plan's present liabilities, including the presently
nonvested accrued liabilities which are expected to vest in the future.
Moreover, funding on the basis of accrued liabilities tends to produce
somewhat more rapid funding, and as a result provides more protec-
tion to plan participants.

Generally, the 30-year amortization requirement initially adds only
moderately to an employer's existing funding cost. This is true be-
cause under present law interest on unfunded accrued past service
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costs (which accounts for the bulk of the level amortization payments
required under the bill in the early years) must be contributed to a
qualified pension plan. Therefore, the committee believes that 30-year
amortization will not hamper an employer in starting a new plan, or
in adding a plan amendment, that includes past service costs.

Plan amendments.-The committee bill provides that plan amend-
ments that create substantial changes in past service costs are to be
treated in the same manner as in the case of past service costs of new
plans for purposes of the minimum funding rules. To establish an
objective standard for "substantial" (for this purpose only), the bill
provides that these are additional past service costs attributable to
plan amendments which increase past service cost by at least 5 per-
cent (at the time of amendment). Under the minimum funding rule
these costs are to be amortized (separately) over a 30-year period from
the date the amendment is adopted (even if this precedes the date on
which benefits increase). Smaller plan amendments are to be amor-
tized over the same period as experience losses (see next section below).

For example, where the unfunded accrued past service cost existing
at the time of an amendment is $1,000,000, if the unfunded accrued
past service cost added by an amendment is $100.000 (which is more
than 5 percent of $1,000,000), the employer is to amortize this increase
in past service cost in 30 annual payments of $6.R54 (assuming an in-
terest rate of 6 percent and that contributions are made at the begin-
ning of each plan year).

Plan amendments which decrease past service costs (by decreasing
plan benefits) are treated consistently with plan amendments increas-
ing benefits; that is, those amendments which result in a decrease of
5 percent or more (at the time of amendment) are to be amortized
over not less than 30 years. If the decrease is less than 5 percent, the
decrease is to be amortized over the same period as experience gains.
Consequently, the minimum amortized annual payments that must
be contributed by an employer who decreases plan'benefits generally
will not be less, in any one year. than amortized payments required
for an employer who started out with a plan providing the same
(lower) benefits. (Of course, a decrease in benefits will usually de-
crease the normal cost which must be funded annually.)

Experience losses and aab.s.- During the course of a pension plan,
actual plan experience often turn out to be )oorer than anticipated.
For example, the value of plan assets may turn out to be less than ex-
pected. Where this occurs, there will he' au "experience loss" which
must be funded if the plan is to pay the benefits owed. The commit-
tee's bill provides that under the minimum funding rule these losses
are to be amortized (with level annual payments, including principal
and interest) over not more than 15 years from the date the deficiency
is determined, or over the average remaining service life of the plan
participants if this is a shorter period.

The committee believes that a 15--ear amortization period gen-
erally will provide adequate fuidin of experience losses, while at the
same tie protecting employer from potentially harsh financial bur-
dens arisini, from incontrolhable events. However, where the average
remaining service life of the participants is shorter than 15 years, the
committee believes that it is appropriate for experience losses to be
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funded over the shorter period, to be sure that the plan will accumu-
late assets at a sufficiently rapid rate to provide the plan benefits.

The 15-year period will prevent discrimination against pension
plans such as "final pay plans" which increase accrued benefits as pay
increases, and thus are generally desirable from the employer's view.
Under final pay plans, an unexpected increase in pay can cause an ex
perience loss that significantly increases plan costs. On the other hand,
plan costs increase much less under other types of plans which are less
favorable to the employees, such as career average plans. If a short
period of time were required to amortize experience losses, it is feared
that employers may be given a substantial incentive to shift out of
final pay plans, to the detriment of their employees. However, the
committee understands that with 15-year amortization, employers
generally will not tend to avoid using final pay plans.

Additionally, it is believed that under the 15-year requirement
employers will not, be subject to unnecessary financial burdens where
they have experience losses beyond their control. For example, if a
plan is almost fully funded (with a high ratio of assets to liabilities),
decreases in the market value of plan assets could require very sub-
stantial increases in employer contributions if the decrease in value
were to be amortized over less than 15 years. With this same longer
run point of view the committee concluded that short-run fluctuations
in market value are not likely accurately to reflect the long-range
value of the assets. As a result, the bill provides that, in determining
experience deficiencies, plan assets are to be valued by using a moving
average over 5 or fewer years. The 5 year moving average is discussed
below.

A pension plan also may have experience gains during the course
of its operation. These gains would occur because experience is more
favorable than anticipated. For example, the value of plan assets may
be greater than expected. The bill treats experience gains symmetri-
cally with experience deficiencies, so that gains are spread over no less
than 15 years from the date they are determined (or average remain-
ing work life, if shorter).

The bill provides that changes in accrued plan liabilities resulting
from changes in actuarial methods and assumptions are to be treated
as experience losses (or gains). Generally, assumptions are only
changed to reflect differences between assumptions and experience.
Additionally, the bill provides that changes in plan cost that result
from changes in the Social Security Act (or other retirement benefits
created by State or Federal law) or in the definition of wages under
section 3121 of the Code are treated as experience losses (or gains).

Waiver of funding requirements.-At times an employer's financial
circumstances may prevent him from meeting the minimum funding
requirements. The committee does not believe that in such a situa-
tion an employer should be forced to abandon his plan. To deal with
cases of this type the bill provides that upon a demonstration by the
employer of substantial business hardship , the Internal Revenue Serv-
ice may waive all or part of the minimum funding requirements
for a year, including normal costs, amortization of past service costs
and amortization of experience losses. However, to limit the under-
funding which may occur in cases of this type, the bill provides that
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the Service may not waive all or part of the funding requirements
for more than five years (whether or not consecutive) in any ten-year
period. Also, the Service may not waive amortization of previously
waived contributions.

In determining whether a waiver should be granted, the committee
contemplates that substantial business hardship generally will only
occur in situations where the employer did not foresee, and could not
reasonably have been expected to foresee (at the time the plan or plan
amendment which gave rise to the liability in question w-as estab-
lished), the event which causes the business hardship. The committee
contemplates that the Service will grant a waiver of funding nor-
mal cost only in unusual situations and will make a separate determi-
nation for each instance of waiving normal costs. Additionally, the
committee expects that only in rare situations will the Service waive
normal cost for more than one or two plan years based on the same
business hardship.

The committee intends that in all cases the Service will condition
a waiver of funding requirements by providing that the employer may
not amend any plan in a way that would increase plan liabilities as
long as there are any unfunded waived contributions outstanding
under any of his qualified plans. (However, the committee contem-
plates that regulations will provide that an employer may reduce
waived liabilities at a rate faster than that provided by the minimum
funding requirements.) It is also expected that in -onsidering whether
a waiver should be granted, the Service will weigh as a factor against
the waiver any recent plan amendment (i.e., within three years before
the request for waiver) that increases plan liabilities; however. as a
condition of waiver the Service may require plan amendments that
eliminate these previous recent increases inl liabilities and is to condi-
tion the waiver on the absence of future plan amendments increasing
liabilities until the amount waived has been paid with interest. If a
plai were to violate a condition of waiver. the committee intends that
the amount waived and not yet amortized immediately become part of
the current minimum funding requirement in the year the condition
is breached (consequently this amount would immediately be charged
to the funding standard account).

The amount waived by the Service must be amortized in no more
than 10 equal annual payments (including interest and principal). be-
ginning the year after the year the waived contributions were due. If
a shorter period were required, after several years of waiver an em-
ployer's total contributions could be so high that it would be quite
difficult to meet this obligation, particularly if the employer were
just returning to financial stability. The bill'provides that the amor-
tization of the amount waived may not itself be waived in subse-
quent years.

The committee's bill provides a special relief provision for mnulti-
employer plans in existence on the date of enactment and established
under a collective bargaining agreement. Under the bill, the Internal
Revemue Service may allow a period greater than 30 years to anmortize
the past service costs of such a plan existing on the effective date. This
exteusion of time may be given at the discretion of the Internal Reve-
nue Service, upon a finding that two requirements are met. First, in



the first year that the new funding requirements apply to the plan,
these new requirements must require contributions to the plan to in-
crease by more than 10 percent over the contributions that would have
applied under present law (using the method for determining plan
contributions used for the previous year). Second, for this special re-
lief to be available, 30 year funding must be shown to impose a sub-
stantial business hardship upon a substantial portion of the employ-
ers contributing under the plan.

The Internal Revenue Service, upon finding that these two re-
quirements are met, may allow amortization of initial past service
costs over a period loner than 30 years to the extent that it is neces-
sary to alleviate the substantial business hardship otherwise imposed
on a substantial portion of the employers. The committee believes that
a strong showing of hardship must be made for long extensions to be
made available and it is intended that only rarely are amortizations
of more than 45 years to be allowed. Furthermore, as is the case
generally with waivers, the committee intends that if the plan is
amended to increase plan liabilities during the period that the waived
liabilities are unfunded, the waiver is immediately to terminate and
the waived liabilities are to become a part of the current year's mini-
mum funding requirements.

It is intended that applications for waiver be made before the last
day for timely contribution of the amount in question, and be acted
upon expeditiously by the Internal Revenue Service.

The funding standard account.-As previously indicated the com-
mittee's bill requires that each qualified defined benefit pension plan
must maintain a funding standard account. The purpose of this ac-
count is to facilitate the determination of whether a plan has met the
minimum funding standard. A plan will tweet the minimum funding
requirements only if, at the end of each plan year, the account does not,
on a cumulative basis, have an excess of charges for all plan years over
credits for all plan years. The account is to be charged each year with
the normal costs for that year and with the minimum amortization
of past service costs, experience losses, and waived contributions for
each year. On the other hand the account is to be credited with the
contributions made for the year, with amortized portions of cost de-
creases, resulting from plan amendments and experience gains, and
with any waived contributions.

To determine if the plan meets the mininmm funding requirements,
the funding standard account is to be reviewed as of the end of a
plan year. However, an employer may contribute to a plan after the
end of his taxable year and up to the date of filing his tax return, and
these contributions are to relate back to the previous taxable year.
This should provide an employer with sufficient time to reconcile the
funding standard account and make the contributions needed to avoid
underfunding.

If the account has a positive balance at the end of the plan year,
the employer will have contributed more than the minimum funding
standard requires. Since the contributed amounts will earn income in
the trust, the bill provides that the positive balance is to be credited
with interest,' which will reduce the need for future contributions to

3 As with tise amortization requirements, the interest rate to be used is the interest use
to determine plan costs.
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meet the minimum funding standards. On the other hand, if the fund-
ing standard account has a deficit balance, the employer will have
contributed less than required under the minimum funding rules, and
the deficiency is to be charged with interest. Interest is charged in this
case because the deficiency will become larger over time by the amount
of income the trust would have been earned had the minimum require-
ments been complied with and the employer will have to pay more
to the trust than just the amount he failed to contribute in the plan
year.

An example of the operation of the funding standard account for a
defined benefit pension plan is described below.

It is assumed that in 1978 the plan is established with a past service
liability of $1 million and a normal cost of $70,000. The interest rate
used to determine liabilities under the plan for 1978 and for all years
in this example is 6 percent per year. In the first plan year, the em-
ployer contributes $138,537. The plan's funding standard account
for 1978 will be as follows:
Credits:

Employer contributions ------------------------------------- $138, 537

Charges:
Normal cost ............ 70, 000
Amortization-initial past service cost (30 years) 68,537

Total - 13S, 537

Net Balance. 0
In the year 1979 the plan is amended, increasing past service liabili-

ties by $100,000 (an increase of more than 5 percent of the past
service cost existing at the time of amendment). The plan's normal
cost for benefits as amended is $75.500. There is a net actuarial gain of
$5,000 over the prior year, and the average remaining future service
lifetime of plan participants exceeds 15 years. In this year, the em-
ployer's contribution is $165,975. The plan's funding standard account
for 1979 will be as follows:
Credits:

Employer contributions ------ $165, 975
Amortization-actuarial gain (15 years) -- -- 486

T otal ----- ---- ------------------------------------------ 166,461

Charges:
N orm al coat ..- ...........................................- - , 5 500
Aniortization-initial past service cost - 68,537
Amortization-past service cost from amendment (30 years) ----- 6,854

T otal ----------------------------------------------.. ------ 150,891
B a la n ce - ----------------- --------- -------------------------- 15, 570
Interest on balance -------------------------- ------------- - '934

N et balance - ------------------------------------- .....- 16, 504
Iii 1980 tile normal co-.t of the plan is 876.200. There is an actuarial

loss for the preceding year of S10.000 and the average remaining
future service lifetime of plan participants exceeds 15 Years. The

c Thi lIIsII,. that oil nounts other than interest e charged and credited at the
beginning of the yesr.
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employer contribution is $135,572. The plan's funding standard ac-
count for 1980 will be as follows:
Credits:

Em ployer contributions ................................ ------- $135, 572
Amortization actuarial gains .............. 486

T otal .................................. .................. 136, 058

Charges:
Normal cost ------------ 76, 200
Amortization-initial past service cost ......... 68, 537
Amortization-past service cost from amendment 6, 854
Amortization-actuarial loss (15 years) 971

T otal ...........- . -.-...... ......... ................ . 152, 562

Net -- 16, 504
Balance from previous year - 16,504

B ala n ce . .. . .. ...- . --- ----- -- -- ------- -- ------ --- ---- ---- ----- -- 0
Interest on balance ---- - - - - 0

Net balance -- ----------- 0
The funding standard account-special 'ules-in8sured plans.-If

the qualified plan is funded with certain individual insurance contracts
(described below), the committee's bill provides that the funding
standard account is to be annually charged only with the annual con-
tract premiums, and is to be credited with the premiums paid-thereby
maintaining a zero balance in the account through the life of the plan
if the premiums are timely paid. The committee believes that this is the
correct result since if qualified insurance contracts are used to fund a
plan, the plan generally will be properly funded.

The contracts that are to qualify for this treatment are level prem-
ium, individual insurance contracts where the premium is paid from
the first date of an individual's participation in the plan (and from the
time an increase in benefits becomes effective) and is not paid beyond
the individual's retirement age. Also, the benefits under the plan must
be the same as the benefits provided by the individual contracts at
normal retirement age. In addition, the benefits must be guaranteed
by the insurance company to the extent that premiums are paid. For
the contracts to qualify, the insurance company must be licensed to do
business in the State (or the District of Columbia) where the plan is
located. Furthermore, premiums for all plan years must have been
timely paid (or the policy reinstated), rights under the contracts
must not have been subject to a security interest during the plan year,
and no loans must have been made on the policy during the plan year.
(If any of these requirements are not satisfied, then the normal
rules with respect to the funding standard account must be followed
by the employer.)

The funding standard account-special rules--fll fueling linmita.
tion.-In some cases, the difference between the total liabilities of the
plan (normal cost for all years plus all accrued liability) and the total

value of the plan assets ma) be smaller than the minimum funding re-
quirements for the year. For example, this could occur where the plan
assets had increased substantially and unexpectedly in value. Where
the excess of total plan liabilities over assets is less than the minimum



funding requirement otherwise determined, the committee believes
that an employer should not have to contribute more than the amount
of this excess liability, for upon contribution of this amount the plan
will become fully funded. As a result the bill provides that the amount
to be charged to the funding standard account (and to be contributed),
is to be limited to the difference between the total liabilities of the plan
and the value of the plan assets.

In a year in which the value of the assets of the plan equals or ex-
ceeds the total plan liabilities, the amortization schedules for charges
and credits to the funding standard account are to be considered as
fully amortized. and these schedules are to be eliminated from the
calculations tnder the funding standard account. However, if the
plan is amended in later years to increase plan liabilities, a new amorti-
zation schedule would be established with respect to this increase in
liabilities. For years after the full funding level is reached, the fund-
ing standard account will continue to be charged with the normal cost
of the plan. Consequently, unless asset values increase correspondingly
with the increase in plan liabilities, eventually the full funding limi-
tation will not be applicable and the employer will have to make con-
tributions to the plan to meet the mnim4ium funding requirements.

If the employer fails to make thd required contributions and the
full funding limitation is applicable, the excise tax on underfunding.
described below, is to be based only on any amount that should have
been contributed, given the full funding limitation.

For the purpose of calculating the full funding limitation, the bill
provides that plan liabilities are to be determined under the funding
method used by the plan to determine normal costs for the year, if the
liabilities can be directly calculated under this funding method.
However, if this cannot be done under the plan's funding method, in
order to allow the full funding limitation to apply, the bill provides
that the accrued liabilities are to be calculated under the entry age
normal method, solely for the purpose of determining the application
of the full funding limitation. Additionally, the committee believes
that short-run fluctuations in the value of plan assets will not ac-
curately reflect value for the long-range purposes of retirement plans:
consequently, assets are to be valued on the basis of a moving average
for 5 or fewer years, determined in accordace with regulations pre-
scribed by the Secretary of the Treasury.

The funding standard ao-ouiut-special rutle.-nticmployer
plans.-In the case of a inultiemployer plan maintained pursuant to
a collective bargaining agreement, in maintaining the funding stand-
ard account, a plan velar would be considered to extend for the term
of the collective bargaining agreement. This provision is intended to
adapt the minimum funding standard to those nultiemployer plans
where contributions aic fixed by contract in accordance with a fixed
standard, such as a specific dollar amount per hour of covered employ-
mient or a specific dollar amount per ton of vial mined. underr such a
plan, if time actuarial assumnptions were reasonable and the actuarial
calculations were correct as of the beginning of the term of the agree-
ment, and the ii'retd contributions were muide, there would be no de-
ficiency iil the funding standard account for the term of the collective
bargaining agreement. Any experience deficiencies could be made up
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by adjustment of the contribution rate or the level of benefits for the
term of the next agreement. The special definition of plan year would
not affect the required periods of amortization or the computation of
the excise tax.

The funding standard account nboney purchase pevsion, profit-
sharing, and stock bonus plans. Generally, the funding standard ac-
count for money purchase pension plans and profit-sharing and stock
bonus plans is to be charged annually with the amount that must be
contributed for the year under the plan formula, and is to be credited
with the amount that is paid. As a result, employers who have these
plans must annually make the minimum payments required under the
plan. If the employer does not make sufficient contributions to meet
the minimum funding requirements, he is to be subject to the excise
tax described below. However, the Internal Revenue Service may
waive the contributions required, in the same manner as it may waive
these contributions for defined benefit pension plans.

Valuation of assets.-Plan assets are to be valued under a moving
average over 5 or fewer years in determining the minimum funding
contributions and for purposes of determining the allowable deduc-
tions under a plan. The period chosen must be used consistently by the
plan. The moving average method will be established under regula-
tions issued by the Secretary of the Treasury. One possible way this
might be defined would be as the average value of the entire portfolio
as of the current valuation date and the preceding four valuation dates,
with adjustment made for contributions under the plan and benefits
paid under the plan. The adjustments might be made annually or more
frequently. Income under the plan might be treated in the same man-
ner as unrealized appreciation; administrative and investment ex-
penses might be treated in the same manner as unrealized depreciation.
It is contemplated that the regulations will provide that even if an
asset is disposed of by the plan, the value of that asset will be used
in calculating the prior year's portfolio values; this would appear
necessary to prevent avoidance under the moving average method by
changing the portfolio composition in a manner either that realizes
only losses or only gains, depending on whether it is desired to move
the asset balance up or dow-n.

Go meant plans. -It has been argued that government plans
should be exempt from funding standards since the taxing power can
be viewed as a practical substitute for these standards. On the other
hand, the committee is concerned with reports that in the case of a
number of governmental units, such generous pension promises have
been made and so little funds have been set aside currently, that the
practical likelihood of imposing sufficient taxes to pay those benefits
may be open to question. In view of this conflict, the committee does
not believe present law should be changed at this time regarding gov-
ernment plans which are qualified under the Federal tax laws, and,
therefore, that these plans will continue to be governed by present law.
However, the bill requires the Secretary of the Treasury to study
whether these plans are adequately funded and to report his find-
ings and recommendations to the Senate Committee on Finance and
the House Committee on Ways and Means no later than December 31,
1976.



Actuarial considerations-enrollment of actuaries to practice before
the Internal Revenue Serveice.-Defined benefit pension plan costs gen-
erally are actuarial estimates of future costs of the plan. In estimating
pension costs, actuaries must make assumptions ("actuarial assump-
tions") about a number of future events, such as the rate of return on
investments ("interest"), employees' future earnings, and employee
mortality and turnover. Actuaries also must choose from a number of
methods to calculate future plan liabilities. The amounts required to
fund any given pension plan can vary significantly according to the
mix of these actuarial assumptions and methods. As a result, the as-
sumptions and methods used by actuaries are basic to the application
of minimum funding standards for defined benefit pension plans.

The committee believes that actuaries who perform services for
qualified pension plans and report to the Internal Revenue Service
regarding these plans should meet a reasonable standard of compe-
tence and be held to a standard of reasonableness in choosing their
methods and assumptions. Consequently. the committee's bill requires
that the actuarial assumptions which are used be reasonable in the ag-
gregate; this restates present law. However, there is no existing gov-
ernment regulation of the actuarial profession as there is, for example,
for lawyers and accountants. To resolve this problem, the committee's
bill provides that the Secretarv of the Treasury isto establish rules and
regulations for actuaries to practice before the Internal Revenue Serv-
ice and is to enroll persons who meet the standards of competence for
practice before the Service (with regard to actuarial matters only).

The committee intends that actuaries be enrolled to practice before
the Service under a procedure similar to that now used for enrollment
of persons to practice before the Service who are neither attorneys
nor certified public accountants. Generally, an examination will be
required of persons who apply for enrollment, and proof of sufficient
actuarial experience regarding pension plans mav also be required.
However, at the Service's discretion, the examination may be con-
ducted by actuarial professional organizations, and not by the Internal
Revenue Service. In addition, at the Service's discretion, the examina-
tion may be waived (for a limited period) for persons who
present independent evidence that demonstrates they have special
competence in actuarial matters relating to pensions because of their
experience at the time the enrollment system is instituted. The
committee contemplates that the procedure'for enrollment of actuar-
ies will appropriately recognize the need for independent, competent
professional work, and consequently practice without enrollment will
be allowed only in unusual cases.

The committee intends that the 'ocretarv also establish duties re-
lating to practice before the Internal Revenue Service by actuaries
who are enrolled to practice. These duties ina- be similar to those
required for attorneys, certified public accountants, and others who
practice before the Internal Revenue Service, appropriately modified
to take account of the special requirements of actuarial practice. For
example, it is contemplated that the regulations will require an en-
rolled actual to notify the Secretary if lie discovers that an actuarial
statement he prepared was not filed with the Secretary.

It is contemplated that the Secretary of the Treasury would reserve
the power to suspend from practice before the Service any person en-
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rolled to practice as an actuary after due notice and opportunity for
hearing. Discipline might be imposed upon an enrolled actuary shown
to be incompetent, or who refuses to comply with the rules and regu-
lations established by the Secretary. The committee intends that pro-
ceedings brought against enrolled actuaries will be instituted in the
same general manner as proceedings against others practicing before
the Service and will follow the same general procedure as other disci-
plinary proceedings. Generally, disciplinary proceedings would in-
volve a complaint served on the actuary, an opportunity for answer,
and an evidentiary hearing before a hearing examiner who would
render a decision (appealable to the Secretary of the Treasury). An
actuary involved in such a proceeding would have a right to be repre-
sented by counsel. It is contemplated that the discipline imposed could
include suspension from practice before the Service, and that under
appropriate circumstances a petition for reinstatement could be
granted.

Actuarial con s;dera tons-reports of artua;es.-The Internal Reve-
nue Service must receive detailed information on the actuarial as-
sumptions and methods psed to be able to evaluate whether the costs of
a qualified defined benefit pension plan have been properly determined.
To resolve this problem, the committee's bill requires periodic actuarial
reports to be filed with the Internal Revenue Service by plan adminis-
trators. Actuarial reports must be made for the first plan year (or the
first plan year to which this section applies) and every third there-
after. Under the bill the Secretary may require more frequent report-
ing if necessary. The Secretary might require more frequent reporting
in particular cases (for example, where a plan has had frequent or
substantial actuarial losses) or in all cases. If the plan administrator
fails to file the required actuarial reports, lie will be subject to a
penalty unless failure was due to reasonable cause.

The periodic actuarial reports must be prepared by actuaries en-
rolled to practice before the Internal Revenue Service. The reports
must include a description of the plan. a description of the funding
method and actuarial assumptions used to determine costs under the
plan, a certification that the plan is adequately maintaining a funding
standard account, and any other information regarding the plan as the
Secretary may require. For example, it is contemplated that the peri-
odic reports will include detailed information on the basis for any
change in actuarial assumptions.

The actuary who prepares the reports must certify that, to the best
of his knowledge, the report'is complete and accurate. He must also
certify that, in his opinion, the funding method is reasonable and the
actuarial assumptions used to determine the plan costs are reasonable
in the aggregate. It is contemplated that the actuary will be subject to
discipline and may be suspended from practice before the Internal
Revenue Service if he falsely certifies a report.

Since a change in the actuarial method used can have a substantial
effect on a plan's cost, the bill also provides that the Internal Revenue
Service must approve, pursuant to regulations, a change in the plan's
funding method before the new method may be used to calculate
plan costs. Similarly, approval must be obtained for a change of the
plan year. It is expected that the regulations under this provision
will ePstablish rules similar (but appropriately modified) to the regula-
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tions governing approval of changes in accounting methods. Therefore,
it is expected that generally before a change in actuarial method or
plan year will be approved a taxpayer must establish a substantial
business purpose for the change and that consideration will be given to
all the facts and circumstances with respect to the change. It is con-
templated that a change in funding method is to be allowed only if it
does not significantly adversely affect the funding of the plan. Also,
the committee contemplates that upon approving a change in actuarial
method or plan year, conditions are to be established to prevent dis-
tortion of income or distortion of funding of the plan.

The committee recognizes that frequently there is a range of
actuarial assumptions which may be appropriate for determining the
costs of a defined benefit pension plan, and the choice of the appro-
priate assumptions is very much a matter of judgment. In this cir-
cumstance, an employer may attempt to substitute his judgment
for that of his actuary, which may lead to situations where plan
costs are not being independently determined by an actuary. The com-
mittee believes that it is inappropriate for an employer to substitute
his judgment in these matters for that of a qualified actuary, and
the committee contemplates that if such a circumstance were to arise
an actuary would have to refuse giving his favorable opinion with
regard to the plan.

Actuarial considerationms-actuarial advisory board.-The commit-
tee believes that the Secretary of the Treasury could be significantly
aided in resolving a number of problems regarding actuaries and
actuarial assumptions, etc., if he had the advice of experienced actu-
aries drawn from different areas of practice. Accordingly, the com-
mittee intends that the Secretary establish an advisory board chosen
from among experienced actuaries in government, teaching, business
and insurance, and independent consulting practice.

The committee intends that the board advise the Secretarv in sueh
matters as the enrollment system for actuaries, reasonable standards
and criteria for determining actuarial assumptions to be used for plans,
and determining what constitutes generally accepted principles of
actuarial practice.

Enforcement.-The sanctions under present law on the failure to
meet the minimum funding requirements appear to have little effect
on an employer's decision to fund a plan at the required minimum
levels. To resolve this problem, the committee's bill imposes an excise
tax on the employer if he fails to fund the plan at the minimum
required amounts (only if a waiver has not been obtained).

The tax initially is to be 5 percent of the accumulated funding defi-
ciency-that is, the deficit in the funding standard account-at the
end of the plan year. The 5 percent tax is to be imposed for each plan
year in which the funding deficiency has not been corrected. For exam-
pIe, if a funding deficiency for 1978 is not corrected until the end of
1980, the tax with respect to the 1978 deficiency will be 5 percent of the
deficiency for 1978. 5 percent (on the 1978 deficiency) for 1979, and
5 percent (on the 1978 deficiency) for 1980. Additionally, in any case in
which the 5 percent tax is imposed and the accumulated funding defi-
ciency is not corrected within the correction period allowed after notice
by the Internal Revenue Service, a 100 percent tax is imposed on the



accumulated funding deficiency. In accord with present law respecting
the excise taxes with regard to private foundations, neither the 5 per-
cent nor the 100 percent taxes are to be deductible.

The minimum period allowed for correcting any funding deficiency
after notice from the Service is 90 days from the date of mailing the
notice. However, this period may be extended for the time that the
Internal Revenue Service determines is reasonable and necessary to
eliminate the accumulated funding deficiency (and is automatically
extended for any period in which a deficiency cannot be assessed under
section 6213 (a) relating to petitions to the Tax Court). It is intended
that the Secretary require significant reasons before granting an
extension under this provision, and that in no case is the extension
to be for a period longer than 10 years from the year the deficiency
first occurred, that regular payments must be made toward funding
the deficiency, and that (as a condition of the extension) no amend-
ment increasing plan costs will be permitted until the deficiency is
paid off. To correct a funding deficiency the employer must contribute
to the plan the amount of the deficiency plus interest to the date of
payment, at the rate used to determine plan costs for the years the
deficiency remained unpaid.

Effective date
The new minimum funding requirements generally apply to plan

years beginning after the date of enactment of the bill. However, with
respect to qualified plans in existence on the date of enactment, the new
funding standards apply to plan years beginning after December 31,
1975. However, if the existing plans are maintained under a collec-
tive bargaining agreement, then the new funding standard applies to
plan years beginning after December 31, 1980, or the date on which
the agreement terminates, whichever is earlier.

Revenue effect
It appears clear that the new funding provisions will give rise to

additional income tax deductions by employers in the immediate years
ahead. However, the statistical data available do not provide any
method for determining the size of this revenue effect. It is believed.
however, that it will not represent a large revenue loss. In the longer
run, it appears unlikely that the greater immediate funding expected
under this bill will have any appreciable effect on revenues. Although
funding occurs earlier under tIe bill than under present law, the in-
come tax deductions taken by employers under the bill would for the
most part also ultimately be taken.

E. Portability

(Sees. 151, 152, 1,53 and 301 through 310 of the bill and sees. 402 and
403 of the Code)

Presenit law
Under administrative practice, when an employee changes jobs his

vested interest in his former employer's qualified retirement plan may
in certain circumstances, be transferred to the retirement plan of
his new employer without the employee being taxed on the transfer.
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For this to be done, both his former and new employers must agree
to the transfer, the transfer must be possible under the terms of
both the plans and trusts involved, and the Internal Revenue Service's
administrative requirements as to the method of transfer must be
met. However, transfers of employee interests between qualified plans
upon changes in employment do not appear to be usual.

Getr'al reasons for change
The mobility of labor in the United States has been steadily in-

creasing. From the standpoint of the economy, this is generally viewed
as a desirable factor since it enables us to overcome labor shortages
in limited areas or specific industries. It also tends to decrease fric-
tional unemployment. However, those employees who move from job
to job have had difficulty in earning vested retirement benefits, and
even where these benefits are earned, they have faced difficulties in
collecting the benefits upon retirement. On retirement, these employees
will have to deal separately with each of their employers to arrange
for their retirement benefits, and since each employer may have a
different type of plan, working out retirement programs may be
difficult for these employees. Also, the employees have had difficulties
in contacting former employers if the employers have merged or
changed name or address. Additionally, employees in some cases have
not maintained sufficient records to enable them to determine from
whom retirement benefits are due.

The committee's bill includes several provisions designed to help
with these problems. First, the bill provides that employees who leave
an employer may, with the consent of the employer (or directly if
he receives a lump-sum distribution) have their vested retirement
plan benefits transferred to a central portabilit fuid. The employee
can leave these amounts in the central fund until he retires or, with
the consent of a new employer, can transfer his account to a qualified
retirement plan of his new employer. Transfers between qualified
plans and the central fund are to be tax free. and the central fund will
be tax-exempt.

Second, the committees bill allows an employee to receive a cash
distribution from his former tmililoyr's plan and contribute it within
60 days to the plan of a new employer, without being taxed.

Third, the bill permits an individual, subject to limitations, where
lie rec ives a final distribution front an employer under a qualified
plan, to contribute this amount to his own individual retirement ac-
cont without these transfers giving rise to anx tax.

Finally, the bill provides that the Social Securitv Administration is
to keep records of the plats in which ai employee has a vested inter-
est, so upon retirement the employee (or his beneficiaries) will know
wx ho to contact for retirement plan benefits.
iEcxluttwtiot of p,'o isiotis

(e,),l /itab,/ty .funl, i, p, iecal.-The committee's bill provides
for a voluntarv central portability fund that will enable an employee
who changes jobs to voisolidate all of his vested retirement benefits
under oie program. U nder the bill, when an employee leaves an em-
ployer who has registered with the central fund, lie may direct the
employer's qualified plan to pay the value of his entire vested benefits
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to the central fund. (Alternatively, if an employer makes a final dis-
tribution to an employee, as explained below, the employee can con-
tribute this amount to the central portability fund without tax
consequences.) Thereafter, the employee may leave his account in the
central fund until his retirement or may have the fund transfer his
account to the qualified trust of a new employer (who has registered
with the fund and consents to the transfer). The central fund will
invest its assets, and income earned will be allocated to the partici-
pants' accounts. However, this income will not be taxed until it is
distributed to the participants or their beneficiaries. Transfers be-
tween the fund and qualified plans will be tax free.

The central fund will be operated by the Pension Benefit Guaranty
Corporation; its administrative expenses are to be provided for by
appropriations. The Corporation is to establish the rules which govern
the fund's operation, including its relations with individual partici-
pants and employers. To the extent its assets are not needed for
current operations, the fund may invest its assets in obligations of the
United States, or may deposit its assets in interest bearing accounts
(or purchase certificates of deposit) of banks, savings and loan associ-
ations and credit unions which are part of the Federal insurance
system (e.g., Federal Deposit Insurance Corporation). However, no
more than 10 percent of the fund's investment may be deposited with
any one savings institution.

An annual report is to be made to the Congress on the operation and
status of the central fund; annual reports will also review and recom-
mend changes in policies governing the fund's management. In addi-
tion, the committee intends that the fund will be subject to an annual
audit.

The central fund also will assist employers, labor unions, and plan
administrators to provide better retirement protection for persons
who leave employment. This assistance may include developing redi-
procity and portability arrangements between plans in the same in-
dustry or geographical area.

Portability fund, registration by emzployers.-Employers with an
employee benefit plan that is qualified under the tax law may register
with the central fund, pursuant to its rules, so their employees may
participate in the fund's program.' If an employer is registered with
the fund, the persons who leave his employment may require his plan
to pay to the central fund an amount equal to their total vested interest
in the employer's qualified plan (or plans), on a tax-free basis. Also,
new employees of a registered employer may, with the employer's con-
sent, transfer the value of their accounts with the central fund to a
qualified plan of the employer, on a tax-free basis.

It is contemplated that an employer may register at the time an
employee leaving employment desires to have the value of his total
vested rights transferred to the central portability fund. Also, an em-
ployer may register with respect to all of his employees, or may register
for only a group of employees, if the group is reasonably defined
and has a special need for the central portability prograil. This
limited registration will make it easier for an employer to register

lit is contemnlated that a stock bonus plan will be able to sell stock held for an
employee solely for the purpose of paying the total value of his interest to the central fund.

0-24 0 -73 -



with the central fund for employees who have the greatest need for
the portability program. (An employer otherwise may be reluctant to
register because if substantial numbers of all his employees were to
use the program, it might significantly limit the plan's ability to pay
benefits.) For example, an employer of engineers who frequently
change jobs may wish to register with the central fund only with
respect to these engineers. In this case, only the employees within the
registered class would be able to use the central fund.

It is expected that an employer will be able to withdraw his registra-
tion at any time. Additionally, he may re-register with respect to all
or part of his employees. However, if 6n employer withdraws and re-
registers in order to discriminate against a particular employee or
group of employees in an unlawful manner or in a manner that vio-
lates the nondiscrimination rules (see. 401 (a) (3) or (4) of the Code),
the employer will be treated as having been registered during the
whole period in question.

For an employer to register with the central fund, his plan and trust
must be qualified under the tax laws. It is contemplated that the central
fund will require the employer to demonstrate that these requirements
are met, and that usually a determination letter from the Internal
Revenue Service stating that the plan and trust are qualified will
constitute satisfactory evidence. Where a plan loses its qualified status,
registration will be terminated. It is expected that the Internal Rev-
enue Service will periodically notify the central fund of plans which it
dtermines are no longer qualified. If the plan regains qualified status,
the employer may again register with the fund.

Transfers to the portabil;ty fund.-If an employer is registered with
the central fund, an employee who is within the registration group
and is no longer employed by the employer may require the employer's
qualified plan (or plans) to pay to the central fund an amount equal
to his total vested benefits in the plan. However, amounts equal to the
employee's nondeductible contributions to the plan may be distributed
to the employee and not to the central fund, since these amounts gen-
crally may be withdrawn by the employee without tax. If the pay-
ment to the fund does not fully discharge the plan's liabilities to the
employee, and this w-as due to reasonable cause, it is contemplated that
upon discovery of the error a reasonable period will be allowed for
correction. Transfers to the central fund by a qualified plan will not
be taxed. Pay uent to the central fund must be in cash or its equivalent.
Payment must occur within 1SO das of notice by the employee, and
the employee must ,ive notice to the lan no later than one year after
termination of employment. As is indicated below, where a final pay-
ment has been made to an employee from a qualified plan, he can also
contribute this amount to the central portability fund.

On receil)t of an amount from a qualified plan, the central fund
will establish a separate account for the employee. The amounts re-
ceived will be invested by the fund, and accounts will be periodically
adjusted, under the rules of the fund, to reflect changes in the financial
condition of the fund.

The taxation of benefits ultimately paid to the employee will be
affected by the source of the contributions to his account. Consequently.
when amounts are transferred from a qualified trust to the central
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fund, the transferor (the former employer or the employee) will be
required to provide the fund with information respecting this pay-
ment, such as the amount which constitutes the employee's contribu-
tions.

The central fund may receive transfers only from employee benefit
plans (or from employees receiving final distributions from these
plans) that are qualified under the Internal Revenue Code. If the
fund receives notice from the Secretary of the Treasury that a final
determination has been made that a plan was not qualified at the time
that a transfer was made to the fund, the balance of each participant's
account attributable to transfers from that plan (in the year the plan
is not qualified) will be paid from the fund to the participant. The
amount paid is to be included in the participant's income in the year
it is paid to the participant. This generally follows present law, since
plan participants currently are taxed as receiving ordinary income
when they receive transfers from plans which are not qualified in the
year of distribution.

It is intended that the fund may not receive transfers from a plan
with respect to persons who have participated in the plan as self-
employed persons (but employees of self -employed are covered) or as
proprietary employees. Similarly, the central fund may not receive
transfers from individual retirement accounts. These rules are neces-
sary to prevent circumvention of the restrictions on owner-employees,
proprietary employees, and individual retirement accounts. It is also
intended that no amounts may be received by the central fund on be-
half of a participant who is age 591/2 or older. Under this limitation,
the fmd will be used to establish retirement programs, rather than be-
coming a depository for amounts which are transferred to the fund
after retirement.

After a plan has paid a former employee's vested interest to the
central fund. the plan generally will not have any further liability
with respect to this employee.

Payments from the portability fund.-A participant in the central
fund may leave his account with the fund until retirement. In this
case, upon reaching age 591/2 or becoming disabled the participant may
direct the central fund to make a lump-sum payment to him in the
entire amount of his account, or may direct that periodic payments of
at least SlO be made to him. It is intended that these must be specified
in advance but could be changed from time to time as designated by
the participant. Alternatively, he may direct the fund to purchase an
annuity contract on his behalf, and distribute the annuity contract to
him. This may be a single premium life annuity payable during the
participant's life and commencing no earlier than age 591/2 (or dis-
ability) and no later than age 7 14. (Or, this may be a single premium
joint and survivor annuity payable during the lifetime of the partici-
pant and his spouse. beginning no sooner than the participant reaches
591/ (or becomes disabled) and no later than when he reaches, or
would have reached 7012.) The participant may choose the insurance
carrier which issues the annuity contract, but this carrier must be
licensed to sell such contracts in the State in which the participant
resides.

Amounts held by the central fund on behalf of a participant must
be paid to him no later than age 701/a. If the participant does not select



the method of payment, the fund will pay him the total amount
credited to his account, in a lump sum.

If the participant dies before the entire amount credited to his ac-
count has been distributed to him (or to a qualified plan), the re-
maining amount would be paid to his beneficiary, designated pur-
suant to the rules of the fund. At the direction of the beneficiary, the
amount will be paid in a lump-sum, or in periodic payments of at
least $100, or used to buy an annuity contract. The total amount in
the account must be distributed to the beneficiary within 10 years
after the participant's death.

A participant (or his beneficiary) is to be taxed on receiving s
payment from the central fund in the same manner as if he had re-
ceived the payment from a qualified trust. The participant or bene-
ficiary is not to be taxed upon the purchase of an annuity contract
by the fund from a qualified insurance carrier, but is to be taxed when
the annuity payments are made. In addition, the provisions of section
2039(c) and 2517 of the Code will not apply to accounts with the
central fund.

If a participant in the fund obtains employment with another em-
ployer registered with the fund, he may request that the amount in
his account be paid to the qualified plan of his new employer. A re-
quest for transfer must be made within one year after the person be-
comes a participant in a qualified plan maintained by this employer, or
one year after the new employer registers with the plan, whichever is
later. With the consent of the new employer, the central fund is to
transfer the amount credited to the participant's account to the new
employer's plan, to purchase benefits under the plan. (Because the
status of each employee under a plan nay be different, depending upon
his age and the status and terms of the plan. it is expected that an
employer may consent on a case-by-case basis with respect to transfers
from the fund to his qualified plan, but the consent must not violate
the nondiscrimination rules that govern qualified plans.) It is intended
that the actuarial value of the benefits purchased be equal to the
amount transferred from the central fund: it is also intended that the
benefits purchased be immediately vested. The transfer from the cen-
tral fund to a qualified plan is not to be taxable to the participant.

Tax-free "rollover" for transfers betreem qualified plans.-The
committee's bill also facilitates the reinvestment for retirement pur-
noses of amounts received from a prior employer's qualified plan.
Under the bill, an employee may receive, tax-free, a complete distribu-
tion of his interest from a qualified retirement plan. if he reinvests
the full amount of the assets received in another qualified nlan or in
the central portability fund within 60 days after receipt. (However,
amounts equal to the employee's voluntary nondeductible contributions
to the plan need not be reinvested with another plan.)

To prevent avoidance of the restrictions on self-employed plans,
proprietary employee plans, and individual retirement accounts, the
bill limits the rollover in these cases. The rollover is not available for
transfers of amounts from an H.1R. 10 plan with respect to a person
who has hbr'n self-employed under the plan. Simnilarly. the rollover is
not available for transfer of amounts with respect to a person who has
been a proprietary employee under the plan. The rollover is available
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for amounts transferred from a qualified plan to an individual retire-
ment account (except for transfers by self-employed and proprietary
employees as discussed above) and for transfers from one individual
retirement account to another. However, the rollover is not available
for transfers from an individual retirement account to any other type
of plan.

The tax-free rollover is only available with respect to complete dis-
tributions of an employee's interest in a qualified plan that occur
within a 12-month period after termination of employment. There-
fore, the, employee must receive the total amount of his account in the
plan of his former employer within that 12-month period and must
recontribute any amount received within 60 days of receipt.

If the employee does not receive the full amount of his account from
the plan of his former employer within 60 days, he may contribute
this to another plan or to the central fund in anticipation that he will
receive a distribution of the entire amount of his account. However, if
he is uncertain about whether he will ultimately receive the full amount
of his account, it is intended that he may contribute the cash received
to the central portability fund. If it turns out that the full amount is
not distributed within a year, he will be taxed in the year of receipt
on the amount lie received, and any amount contributed to the central
portability fund must be repaid to him.

Registration with Social Security.-The committee understands
that, upon retirement, employees who frequently changed employ-
ment during their working years may have difficult problems in locat-
ing their former employers and the retirement plans in which they
may have vested benefits. At times, this results from their former em-
ployers (or the plans) having changed name or address, or having
merged with other organizations. At other times, the employees them-
selves may not have been able to maintain the records needed to en-
able them to contact their former employers. Alternatively, they may
have forgotten that they had vested rights in plans with former
employers.

To resolve this problem, the committee's bill provides that the Social
Security Administration is to maintain records of the retirement
plans in which individuals have vested benefits, and is to provide this
information to plan beneficiaries.

The bill requires retirement plans to file an annual statement with
the Secretary of the Treasury regarding individuals who have a right
to a deferred vested benefit in the plan and who have terminated
employment with the employer who maintains the plan. The Secre-
tary of the Treasury will provide this information to the Secretary
of Health. Education and Welfare; in this way it is contemplated
that the statement can be filed together with other statements filed
with the Secretary of the Treasury.

The annual statement must be made by each qualified pension, profit-
sharing, stock bonus, or annuity plan. and pension plans operated by
Federal. State, and local governments. The statement must include the
name and taxpayer identification number (generally the Social Secu-
rity number) of every individual who has terminated employment in
the year for which the statement is filed and who has a right to a de-
ferred vested benefit in the plan. The statement also must include any
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other information required by the Secretary of the Treasury, such as
the amount of the individual's deferred vested benefits in the plan.
However, the statement need not include information about persons
who terminated employment if they received retirement benefits, such
as annuities, from the plan during the year of termination. In addition,
if a plan has filed an annual statement at any time, it must notify the
Secretary of the Treasury of any change of name or address, any plan
termination, or any merger or consolidation with any other plan.

Upon the request of the participant (and in accord with regula-
tions), the social Security Administration will furnish him any infor-
mation which it has relating to his vested retirement plan benefits. In
addition, when a person applies for Social Security retirement, dis-
ability, death, or hospital insurance benefits, on determining whether
these benefits are due the Social Security Administration will also
inform the claimant of any information which it has relating to the
vested retirement plan benefits ,f the worker whose wages form the
basis of the claim.

These provisions will take effect in years beginning after the date
of enactment of this bill. However, the bill provides that, before the
effective date of the registration provisions, the Secretary of the
Treasury is also to receive reports relating to the vested retirement
benefits of any person who has terminated his employment with the
employer.
Effective date

The effective dates of both the provisions regarding the
central portability fund and the provisions relating to the tax-free
rollover are taxable years beginning after December 31, 1974. The ef-
fective date of the Social Security Administration provisions is tax-
able years beginning after the effective date of this bill.

Revenue effect
The revenue effect of the central portability fund provisions, the

tax-free rollover provisions, and the Social Security Administration
registration is expected to be negligible.

F. Plan Termination Insurance

(Sees. 401 through 4s2 of the bill and sees. 162. 401, and 4981
of the Code)

Present loaw
Present law does not require pension, profit-sharing, etc., plans to

insure their liabilities.

General reasons for change
If a pension plan terminates, for example, because of a closing of

operations or a sale of assets by the employer, employees who are pen-
sion plan participants may receive nothing or receive less than they
had expected if their rights are not fully funded at the time of the
termination. The classic illustration of this danger resulted from the
closing of the Studebaker plant at South Bend. Indiana, when some
4,000 employees between the ages of 40 and 60 received only approx-
imately 15 percent of their vested benefits although the plan's vesting
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was fairly generous and the funding would apparently have been
adequate had the plant remained in operation.

A joint study by the Treasury Department and the Department of
Labor indicates that there were 683 plan terminations in the first
seven months of 1972 that were reported to the Internal Revenue
Service., These terminations resulted in the loss of benefits with a
present value of some $20 million, by about 8,400 pension claimants
(participants, retirees, and beneficiaries) in 293 of the terminated
plans. The average loss of benefits for claimants amounted to $2,400.
About $11 million of the total losses were suffered by 3,100 claimants
who were retired, eligible for retirement, or vested in their benefits.
Their losses averaged $3,600 per person.

On the average, retirees and beneficiaries lost 42 percent of the value
of their current pensions, participants eligible for retirement lost 57
percent of the value of their benefits (one-tenth of them lost their en-
tire benefits), participants who were fully vested but not yet eligible
for retirement lost 65 percent of the value of their benefits (two-fifths
of them lost their entire benefits), and former employees with deferred
vested benefits lost 97 percent of the value of their benefits.

This survey did not take into account the extent, if any, to which
employees left the employer before their rights to benefits vested,
during the year or so before formal termination of the plans. It was
suggested to the committee during the hearings ' that sometimes
formal plan terminations are delayed while employees are laid off to
reduce the aggregate amount of liabilities, by allowing forfeitures,
thus increasing the benefits of those who remain.

The data thus far published from the Treasury-Labor study covers
a short period (only 7 months) and there is no indication that this
period is representative of the past or, more importantly, of what may
fairly be expected for the future. Nevertheless, as imprecise as these
data may be. they are the best available starting point in estimating
the magnitude of the losses that might be expected for the future.

On the one hand, it is noted that only 0.04 percent of all pension
plan participants suffered any losses (both vested and unvested) dur-
ing this period. Also, on the basis of the losses suffered by retirees and
their beneficiaries, participants eligible for immediate retirement, par-
ticipants with vested benefits and former employees with vested bene-
fits, it is frequently estimated that public losses covered by the insur-
ance program would approximate $18-20 million a year. On the other
hand, it is noted that, in the Studebaker case alone, more than 4,000
participants age 40 to 60 lost $14 million (then current value) of vested
benefits-about 85 percent of the then current value of their vested
benefits.' Also, if 0.04 percent of participants lost benefits on account
of terminations in only 7 months, then perhaps one-quarter to one-
third of a million participants may lose benefits over 20 years.

'Department of the Treasury and Department of Labor, Study of Pension Plan Termi-
nations. 1972-Interim Report, february, 1973 ; p 2.

o Treasury-Labor Study, op. mt., p. I.
'Treasury-Labor Study, op. cit., a. 23
See testimony of Prof. Mertoa Brnstein, June 4. 1973.

o Hearing's on Private Pension Plans before the Subcommittee on Fiscal Policy of the
pointt Economic Committee, 99th Cong., 2d Sss., PP. 103 (Clifford M. MacMillan,

vice President. Studebaker Corp.) end 123 (willard Solenberger. Assistant Director of
the Social Security Department, UAW). Also other workers under 40 lost some unspecified
amount of vested benefits.
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With a strengthening of funding requirements, plan participants
would be more assured of receiving their full vested benefits upon the
termination of a plan. Nevertheless, so long as the new funding re-
quirements do not (and could not, as a practical matter) provide for
immediate funding of all unfunded vested liabilities, including past
service liabilities and "actuarial deficiencies", plan participants will be
endangered by premature plan terminations.

To deal with these problems, the committee bill requires that pen-
sion plan benefits be insured up to specified limits (in general, not
more than the lesser of $750 per month or 50 percent of wages). The
bill creates a corporation, the Pension Benefit Guaranty Corporation,
to administer the insurance program and set premium-type taxes
(initially, the tax rates are to be 50 cents or 70 cents per participant
per year). It is expected that treating the insurance charges as taxes,
rather than premiums, will greatly reduce the costs of collection.

Several provisions are designed to protect against abuse, among
them are: (1) no coverage for benefit improvements put into effect
in the 3 years before the plan fails and (2) residuary liability on an
employer for a portion of any losses incurred by the insurance system
on account of failure of his plan. A higher premium rate is established
for those who wish to avoid this residuary liability, but the insur-
ance then would not cover benefit improvements from plan amend-
ments put into effect in the 5 years before the plan fails.

Different premium tax rates are to be permitted ultimately in the
case of multiemployer plans.

Explaeatiov of proiisions
Administering aqency.-To administer the insurance of employee

benefits, the committee bill (sec. 402 of the bill) creates a Pension
Benefit Insurance Fund, to be administered by a federal government
corporation known as the Pension Benefit Guaranty Corporation
(sec. 401 of the bill). This Corporation is to be governed by a board of
directors consisting of the Secretaries of Commerce, Labor, and Treas-
ury. The Secretary of the Treasury is to be the chairman of this board
of directors unless the board should decide to appoint another chair-
man. The Secretary of Labor is to have the Corporation's bylaws pub-
lished in the Federal Register not less often than annually.

To facilitate the carrying out of the duties of the Corporation, the
committee intends that the Corporation and the Internal Revenue
Service coordinate their requirements as to any forms that are re-
quired by either of those agencies, that either agency notify the other
of any actions taken (or, generally, proposed to be taken) with re-
spect to a pension plan or trust, and that other relevant information
(such as IW-2 forms filed by employers or see. 6103 disclosure of tax
return data) be made available by the Service under regulations to the
Corporation.

Plans corred.-Pension plans (under sec. 401(a)) and employees'
annuity plans (under sec. 404(a) (2)) that are "qualified" for the
special tax treatment granted certain employee benefit plans under
the Internal Revenue Code at any time after December 31, 1974, must
participate in the insurance program (sec. 421 of the bill). For these
purposes. a successor plan (i.e., a plan for substantially the same em-
p)loyees, which provides substantially the same benefits) is to be
treated as the continuation of a predecessor plan. This type of con-



tinuation may arise, for example, when a plan of one employer is
merged into another plan of that employer (with or without a reor-
ganization involving the employer) or is merged into a multiemployer
plan.

Excluded from participation in the insurance program are: money
purchase, profit-sharing, and stock bonus plans; government plans;
and (under certain circumstances) church plans.

Money purchase, profit-sharing, and stock bonus plans are excluded
from the insurance program since they generally are characterized
by some type of promise with regard to contributions and no promise
with regard to benefits--the participant is merely entitled to benefits
determined by reference to his own account. Since no particular bene-
fits are promised in these cases there appears to 'be no appropriate
amount to insure. A collective bargaining plan where defined benefits
are determined under a process in which the employers in the aggregate
have a voice (e.g., under sec. 302 (c) (5) (B) of the Labor Management
Relations Act of 1947, where employers are required to have a sub-
stantial voice) in the determination of the forms and levels of bene-
fits, is not to be treated as a money purchase plan for these purposes
(in the insurance provisions, and elsewhere under the committee bill
where distinctions are made between defined benefit plans and money
purchase or other kinds of defined contributions plans), even though
the collective bargaining agreement may specify only the level of
employer contributions into the plan. Thus, these collective bargaining
plans are covered by the insurance program.

In the case of government plans, it is believed that the ability of
the governmental entities to fulfill their obligations to employees
through their taxing powers is an adequate substitute for termina-
tion insurance.

At the option of an exempt church (or of a convention or associa-
tion of churches), plans covering its employees may be included in
the insurance coverage. The committee is concerned that the examina-
tions of books and records that may be required in any particular case
as part of the careful and responsible administration of the insurance
system might be regarded as an unjustified invasion of the confidential
relationship that is believed to be appropriate with regard to churches
and their religious activities. However, if the church itself has deter-
mined to consent to such examinations, to the premium tax payments,
and to the contingent employer liabilities, then it may elect to have
the insurance program apply to its plan or plans. The Corporation is
to prescribe the manner and time of t he elections.

The insurance system is to apply to a church plan, even in the
absence of such an election, if the plan is only for employees of the
church's unrelated trades or businesses, or if the plan is a multiem-
plover plan and one of the employers in the plan is not a church.

Benefits coverd.-In general, the insurance under the bill covers
vested benefits, but not more than $750 per month and not more than
50 percent of wages (sec. 422). This limitation is placed on the in-
surance coverage because the insurance is not intended as a full
replacement of a pension plan, but rather as covering the basic retire-
ment benefits provided under it. However, in practice, it is expected
that this will fully cover the great bulk of all benefit payments. In
addition, there is an advantage in not fully covering all pension bene-
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fits in that this encourages those receiving the larger benefits, and
who often are in a management position, to see to it that there is ade-
quate funding of the pension plan.

In addition to vested benefits, the insurance covers such ancillary
benefits as the plan may provide (of the type and to the extent that
the plan could do so without losing qualified status) which the par-
ticipant or his beneficiaries would be entitled to upon the occurrence
of a specified contingency. Thus the insurance protection is to be com-
prehensive. The insurance is to cover the current value of the benefit
and not necessarily the form of the benefit. For example, if the insur-
alce covers a disability policy, under the insurance coverage there
might be distributed to the beneficiary (if the plan fails) the current
value of that policy. Similarly, the insurance of a basic annuity could
be paid out in the form of a lump sum, an annuity contract from an
insurance carrier, or periodic annuity payments.

As a way of applying the $750-50 percent limitations to the ancillary
benefits, the bill provides that the actuarial value of the entire package
of insured benefits is not to exceed the actuarial value of a monthly ben-
efitin the form of a life annuity (with no ancillary benefits) commenc-
ing at age 65, equal to the lesser of $750, or 50 percent of the employee's
average monthly wage during his highest paid 5 years of employment. 6

In order to take into account inflation and the possibility of increases
in costs of living, the $750-per-month maximum is to be adjusted ac-
cording to changes in the contribution and benefit base for Social Se-
curitv. 7 

This adjustment is to bear the same ratio to the .9750-per-month
initial maximum as the Social Security contribution and benefit base
for the year the plan terminates bears to the base for 1974. So, if the
base in the year the plan terminates were to be S13.200 (an increase of
about 4.S percent over the 1974 base of $12,600), then the maximum in-
sured annuity would be $7s0 per month (an increase of about 4.8 per-
cent over the 1974 base of $750 per month).

To prevent avoidance of the limitations by including an individual
in two or more plans, this maximum limitation is also to apply to all
payments by the Corporation with respect to a participant. inclusive
of all types of benefits and numbers of plans in which he participated.
For example, the benefits of a participant entitled to retirement bene-
fits under plans of two unrelated employers wonld be guaranteed only
to the extent of the $750-per-month limitation, even though the partici-
pant had insured vested benefits of $500 per month under each of these
plans (or $1,000 per month combined). If one plait were to fail with no
assets available for payment of this benefit, the insurance Y-steni
would pay $500 per month (or its equivalent). If the second plan were
then to fail with no assets available for payment of this benefit, the
insurance system would cover 6

nly $250 per month of the vested bene-
fits under the second plan.

IIn order to prevent au, of the insurance ssteru, the committee bill
provides that the insurance is not to cover benefits arising from a plan

i'adr thi rule, for example, a rieht to receive sT 0 or month heeilnnla at age 60
snid b less than fully Insured, since It exceeds the value of a right to receive $750
per Init beginning at e 65.

,Tleer 7etion 2'tO of the Soial Sreurity Aet f42 T'C 4.1O. on amendedi he -C-
tics 202(hi of Puoie rnw 02-326 and sec. 203Wi of Pblic Law 99-M6 the contribution
ind benefit 1ate for 1974 is to be $12 600. and Is to be adjusted in multiples of $300
in proportion to changes in average taxable wages.



83

or amendment put into effect less than 36 months before the plan fails.
The committee was concerned that otherwise there might be a tempta-
tion to increase benefits irresponsiblly.8

The time a plan has been in effect is to include for this purpose the
time a predecessor plan was in effect. For these purposes, a plan or
amendment is treated as having been put into effect on the later of the
date it is adopted or the effective date of the plan or amendment.

If, under the plan, benefits depend on the participant's wages and
the participant receives a raise, the resulting increase in benefits is not
considered as arising from a plan amendment. However, a scheduled
future raise in benefits (or a future cost-of-living increase in benefits)
is to be treated as arising from a plan amendment. In effect, the insured
benefits are to be calculated in accordance with the facts as of the time
the plan fails, but are not to exceed what would have been available
under the plan provisions and benefit schedule in effect 36 months
earlier.

For example, suppose that A begins to participate in a plan in 1980
and that the plan fails in 2000. In 1998, the formula for calculating
benefits is changed from 1.5 percent of high 5-year average wages
times years of service, to 1.6 percent of high 3-year average wages
times years of service. Also, suppose that A receives a raise in 1998.
In this case, since the changes from 1.5 percent to 1.6 percent and from
high-five to high-three were adopted less than 36 months before the
plan failed, the insured benefits would be calculated on the basis of 1.5
percent and the high-five years. However, since in this hypothetical the
pre-1997 rules would take wage raises into account, the 1998 wage rate
would be used in computing the hih-five average.

As indicated below (under Effective date), the insurance system
covers losses of plans failing after December 31, 1977. This postponed
effective date is to allow the build-up of a fund out of which to pay
the claims and also to gain experience in determining the appropriate
premium tax rate.

Benefits under plans and amendments put into effect before Janu-
ary 1, 1973, are to be covered in full in the case of plan failures occur-
ring after December 31,1977. Benefit increases and plans put into effect
after December 31. 1972 (in the case of plan failures occurring after
December 31, 1977), are to be covered in full after 6 years, covered to
the extent of 80 percent after 5 years, to the extent of 60 percent after
4 years, and to the extent of 40 percent after 3 years. These limits,
relating to the time the plan and its amendments have been in effect,
are to be applied before the limitations discussed above (the $750-per-
month or 50-percent-of-wages limit and the treatment of several plans
as one plan).

Under the bill, to encourage at least minimum funding, the amount
of benefits otherwise payable by the insurance Corporation to an
owner-employee a or a proprietary employee "0 is to be reduced but

a See Employer liability, below, for a discussion of contingent employer liability for

insurance oytem losses and for the circumstances under which a 60-month waiting

period l. to be substituted for this 6-month period.
An owoereoplo'-ee, n "H.R. 1 plan". is a solr Proprletor or a partner with a

greater than I-perce n interest In capital or profits (sec. 401 (c)(3)).
10 A proprietary employee (discoued in I. Limits on Contributions. below) Is a

percent owner of a corportln. where those 2-percent owners' accrued benefits In the

plan have an aggregate present value of more than 25 percent of the present value of

all benefits in the plan.
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only by his pro rata share of any accumulated funding deficiency 11 of
the plan at the time the plan terminates. This is the same amount on
which a 5 percent excise tax applies because of under-minimum fund-
ing. The deficiency, in such a case, is to be allocated among the owner-
employees (or proprietary employees) in proportion to their benefits
otherwise payable from the insurance fund. This limitation is to be
applied to anyone who is an owner-employee (or proprietary em-
ployee) at any time during the plan year in which the plan terminates,
or during any of the three next preceding plan years.

The committee bill generally covers accrued benefits of qualified
plans (and certain types of employees' annuity plans under sec. 404(a)
(2)). If a plan ceases to be qualified or ceases to meet the requirements
of section 404(a) (2), then the insurance guarantee is not to apply to
any benefits accrued after the date the Internal Revenue Service
issues a notice that the plan has ceased to qualify or to meet the appro-
priate requirements. If this cessation of preferred status results from
an amendment to the plan, then the insurance guarantee can be ap-
plied to post-notice accrued benefits if the amendment is, as of the
date it was first effective, revoked or amended to comply with the
requirements.

Allocation of ossets-To protect against evasion of the above-
described limits on insurance benefits by use of pension fund assets to
first pay uninsured benefits (e.g., those' resulting from recent amend-
ments, those exceeding the 50-nercent or $750-per-month limits, or
those which would be reduced because of an accumulated funding
deficiency) the committee bill (sec. 444 sets forth an order of priori-
ties for allocation of plan assets on failure of the plan. Plan assets are
to be allocated, in order, to voluntary contributions of emnlovees,
mandatory contributions of emnlovees benefits "in pay status" for at
least three years, and insured benefits (other than those falling into
any of the prior categories). Where all these categories could be paid
in full from plan assets, there would be no insurance corporation losses.
Any remaining assets would then be allocated under any order of
priorities that would allow the entire allocation to meet the antidis-
crimination requirements.

The assets to be so allocated are those that are available for the
payment of benefits; i.e., net of investment liabilities such as mortgages
or commercial borrowings that may have been made in order to provide
needed liquidity or to permit additional investments.

Accrued benefits derived from voluntary contributions of employees
(and the plan assets represented by the contributions) are to be treated
as being inder separate nlans which are not subject to these insurance
provisions (this allocation section authorizes them to be set aside
first, in the event of failure of a plan).

The second nrioritv of allocations is for mandatory contributions
of employees-the amounts contributed to the plan bv the participants,
which amounts are required as a condition of participation in the
plan, or in order to obtain benefits under the plan attributable to
employer contributions. The mandatory contributions are to be offset

it In general, an aeen inlted funding dfieilpnev Is the shortf.ii in e-lover ontrib-
tions compared to the minimum the e-ploer should have contributed to the plans.
(See D. Funding, cbore.)
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by the amounts paid to the employee under the plan prior to the plan's
failure. If the assets are insufficient to cover all the mandatory contri-
butions, they are to be allocated among the participants in the same
proportion as the mandatory contributions of the participants.

After the allocations of voluntary and mandatory contributions,
any remaining assets are to be allocated to participants who began
receiving benefits at least three years before the plan failure (without
regard to the $750 and 50 percent limitations). This allocation is to
be in accordance with the value (as of the date the plan fails) of the
remaining benefits of each participant, at the benefit level in effect
36 months before the date the plan failed. In other words, increases
in benefit levels during this 36-month period are not to receive this
priority status. (Of course, those increases could, if appropriate, be
paid under one of the other allocation priority categories.) As with
mandatory contributions, if there are insufficient assets to meet these
obligations, the assets available for this priority level are to be allo-
cated pro rata in proportion to the present values of the benefits at
this priority level.

The next priority category is for other benefits guaranteed under
this pension insurance system. If the plan's assets are insufficient for
this purpose, they are to be allocated pro rata in proportion to these
other guaranteed benefits.

As indicated above, assets remaining after this allocation are to
be allocated in accordance with the plan's provisions, to the extent
that, together with the priority category allocations, they conform
to the antidiscrimination requirements of the Internal Revenue Code.

Recapture of certain payments.-In order to prevent the use of
lump-sum or other preferential distributions to evade the above-
described limitations, the Corporation is authorized to recapture all
or part of any distributions which commenced within the 3-year period
immediately preceding the failure of the plan (sec. 445). If a lump-
sum distribution was made more than 3 years before the plan's fail-
ure, or an annuity or similar series of distributions began more than
3 years before the plan's failure, then those distributions are not to
be recaptured under this provision.

Even though the distributions began during this 3-year period,
they are not to be recaptured if (1) they were made on account of the
participant's death, (2) the participant's death occurred before the
plan's termination, even though the distributions did not relate to the
participant's death, or (3) the distributions were made on account of
the participant's disability and the participant is eligible to receive
disability benefits under the social security laws.

If none of these exceptions apply then the distributions to be re-
captured are the amounts actually received by any person, reduced by
the sum of (1) the amounts the participant would have received during
this period if he had elected to receive his interest as a straight annuity
beginning at age 65 (adjusted by actuarial values) and (2) the amount
by which the present value of that participant's insured benefits exceed
his pro rata share of the insurance Corporation's total liability on
account of the plan's failure.

Since the distributions to be recovered in this case presumably would
have been taxed to the recipient in the years when they were paid, the



recipient, upon payment of the recovery to the insurance Corporation,
is to be permitted to file amended tax returns for those years. In order
to permit such amended tax returns, the statute of limitations for any
such year is not to expire until 1 year after the recovery by the in-
surance Corporation.

Asta 57;shent of Fund (premiums, etc.).-The insurance Corpora-
tion is to establish a Pension Benefit Guaranty Fund, into which there
is to be deposited funds, as appropriated each year, equal to the in-
surance premium tax collections which this bill authorizes for the
Pension Benefit Guaranty Fund. In addition, there is to be deposited
in this fund amounts borrowed by the Corporation from the United
States Treasury, any income received by the Corporation from the
investment of its assets as provided under the bill (sec. 402 of the bill),
and an' recoveries of employer liability.

The premiums determined by the Corporation are to be assessed
and collected as a tax and permanently authorized for appropriation
to the Fund. The premium tax rates are to be set at such levels that,
together with any earnings on Fund investments, they mar be ex-
pected to cover the insurance benefits provided by this system and
the administrative and operational costs of the Corporation. Although
the entire assets of the Fund are to be available for any of the liabili-
ties of the Corporation, separate risk accounts are to be maintained
for regular plans and for multiemployer plans (discussed below).
and for limited-emplover-liabilitv plans and for no-liability plans
(discussed below). The bill establishes the premium rates to be charged
for the first three years under the system (plan years that begin after
December 31, 1974, and before January 1, 1978). Thereafter, the tax
rates (and the bases to which the rates apply) may be set from time
to time by the Corporation. However, the new rate is not to go into
effect until it has been approved bv concurrent resolution, originating
in the House of Representatives and approved by both Houses of
Congress. Under the bill, the Congress has the right only to approve or
reject the corporation's proposal to change the rate as of a specified
effective date. The bill provides for expedited procedures to be used
by e-ch of the Houses in dealing with any such proposed rate changes.

For plan years beginning during the first three years of the pro-
gram, the basic premium tax rate is to be 50¢ per p"articinant in any
covered plan. The premium is to be imposed upon each multiemplover
plan and is to be imposed upon each employer who maintains a plan
other than a multiemplover plan. If an employer maintains more than
one plan, and some of his employees are participants in more than one
plan, then that employer will be required to pay the premium for each
plan the employee Iarticipates in. (The Premium tax rates for no-
liability plans will be discussed below, under Liabiqty of employer.)

For the first three years, no benefits are to be paid under the insur-
anie system. The premium taxes to be collected are to be used to estab-
lish a basic fund to enable the Corporation to have adequate reserves
and to ti %( it an opportuiitv to collect such data as may be helpful in
determining the levels of losses to be insured against. Although the
'onitittee recognized that logical arguments could be made for one or
another premium rate base (e.g.. accrued liabilities, unfunded vested
liabilities, current normal costs), the committee concluded that insti-
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tution of any such rate base was apt to be complicated and difficult
to establish by the time the insurance system is to go into effect. For
this reason, the committee determined that the premium rate for the
first three years of the system should be based on a relatively simple
"head tax".

These premiums are to be assessable against the employers who
maintain covered plans (other than multiemployer plans) and against
the assets of multiemployer plans. The premiums are to be deductible
as ordinary and necessary business expenses in most circumstances.

The bill authorizes the Corporation to borrow up to $100,000,000
from the United States Treasury, by the issuance of notes or other obli-
gations, with such maturities and subject to such other terms and con-
ditions as may be prescribed by the Secretary of the Treasury.

The assets in the Fund may be invested in banks insured by the Fed-
eral Deposit Insurance Corporation, savings and loan institutions
insured by the Federal Savings and Loan Insurance Corporation, and
credit unions insured under title II of the Federal Credit Union Act.
Also, they may be invested in certificates of deposit issued by such
financial institutions and in United States Treasury obligations. In no
event is more than 10 percent of the assets of the Fund to be invested
in any one institution at any time.

Liabiity of employer.-Concern was expressed to the committee
that in the absence of appropriate safeguards under an insurance sys-
tem, an employer might establish or amend a plan to provide sub-
stantial benefits with the realization that its funding may be in-
adequate to pay the benefits called for. Such an employer might, it was
argued, rely on the insurance as the backup which enables it to be more
generous in promising pension benefits to meet labor demands than
would be the case if it knew that the benefits would have to be paid for
entirely out of the assets of the employer. On the other hand, it was
clear to the committee that the imposition of heavy obligations on
employers would discourage provisions for adequate pension plans.

To deal with these competing considerations, the committee deter-
mined to impose on the employer a limited liability to reimburse the
insurance system for a portion of the payments that must be made by
the insurance Corporation in satisfaction of its obligations if the em-
ployer's plan fails. Under the bill (sec. 461 of the bill), the employer
generally is to be liable to reimburse the Corporation in an amount
equal to the lesser of (1) one-tenth of the insurance Corporation's
insurance liabilities on account of the plan failure or (2) one-half of
the net worth of the employer. If the employer is a corporation whose
stock is traded on a national exchange, then the employer's net worth
is the aggregate value of the corporation's stock. Otherwise, the net
worth is to be determined as the fair market value of the employer's
assets less its liabilities (determined in a manner consistent with the
estate tax rules). If some of the employer's ownership securities are
traded on an exchange and some are not (as where the common stock is
traded on an exchange and the preferred is held either by a single
family or traded over the market), then the aggregate value of the
ownership interests is to be determined by the Corporation in a man-
ier consistent with what would be done for estate tax purposes if all
of the ownership interests in the employer had 'been held by one dece-
dent.
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In order to avoid manipulation of the market on the date the plan
fails (which otherwise might be done in order to limit liability),
the bill provides that this valuation is to be made as of 120 days before
the date of the failure of the plan and is to be determined without
regard to any liability of the employer under this provision. If the
employer has more than one plan, the liability of the employer under
this provision in the case of the second or any later plan to fail is not
to be reduced on account of the employer's liability for any earlier
plan's failure. However, in this connection, it must be noted that the
limitations on the benefits that may be insured as to any one employee
($750 per month, 50 percent of wages), described above, may well
operate so as to significantly reduce the insurance Corporation's lia-
bilities on subsequent plan failures. Since the employer's liability to
reimburse the Corporation is not to exceed 10 percent of the Corpo-
ration's losses, anv reduction of the Corporation's losses will reduce
indirectly the liabilitY of the employer.

The committee was concerned that this contingent liability of the
employer, which is rarely likely to be converted into a current lia-
bility, should not be permitted to significantly affect the opportunity
of employers to obtain necessary business credit. As a result, the bill
provides that the employer's liability is to be subordinated to all claims
of general creditors existing at the time the plan terminates.

Under the bill, a successor employer is treated as the employer to
which the liability rules apply-whether the change has come about
because of a reorganization which involves a mere change in identity.
form, or place of organization, or by reason of a liquidation into a
parent corporation, or by reason of a merger or consolidation. In other
words, a potential liability cannot be avoided where the employer is
bought out by another company and ceases to exist because it is merged
into the other company. Indeed, the committee understands that such
mergers have, in numerous instances in the past, been the occasion for
termination of existing pension plans to the great injury of many par-
ticipants. The committee intends that the Corporation so administer
these rules that such transfers of ownership will not result in incentives
to terminate plans in the future. If experience indicates that the
authority granted to the Corporation under this provision is insufficient
for this purpose, then the matter will be reexamined. The Internal
Revenue Service and the insurance Corporation, as the agencies most
apt to acquire information about such mergers or buy-outs, are
expected to make studies of the resulting plan terminations (those
where the termination results in no insurance loss as well as those where
insurance losses occur) : theyv are expected to provide this information
to the Congress and are expected to make any recommendations that
may lie appropriate if their studies reveal that'participants continue to
be injured as a result of these buy-outs or mergers.

Although the employer's liability under this section is to be subor-
dinated to claims of general creditors, it is not to be defeated by trans-
fers of assets which have the effect of dividends or distributions in full
or partial liquidation to the employer's shareholders or to others who
have, as a pinctical matter, ownership interests in the employer.

The Corporation is authorized to make arrangements with employers
for payment of their liabilities under this provision, including arrange-
ments for deferred payment on such terms and for such periods as the
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Corporation concludes are equitable and appropriate. In making its
determinations, the Corporation is to give due regard to hardships that
may result to the employer and to the employer's shareholders. How-
ever, the Corporation is to apply these rules in such a way as to not
defeat the purpose for imposing this contingent liability-deterrence of
unrealistic promises and of abuse of the insurance system.

As indicated above, if an employer elects to pay the appropriate
increased premium tax (for the first 3 years under the program, the
premium tax is to be 70 cents per participant in each plan, rather than
the regular 50-cents rate) the employer is permitted to avoid the con-
tingent liability discussed above. In such a case, there is to be no
contingent liability unless the employer remains in business after the
plan terminates. A reorganization, merger. or liquidation of the sort
described above is to result in the employer being treated as continuing
in business and therefore subject to this contingent liability. If the
employer ceases business at that location but carries on a similar
business elsewhere, then this liability remains. As a safe harbor, if
the employer's gross sales during the year of plan termination are less
than 25 percent of the average for the 3 preceding years, the employer
is to be treated for these purposes as having ceased to do business.

In order to obtain this limited liability, the employer must have
been paying the increased premium tax rate (the 70-cents per person
rate for the first 3 years of the insurance program) for at least 5 years
immediately preceding the plan's failure. For these purposes, pay-
ment with respect to a predecessor plan is to be treated as payment with
respect to the current plan. The insurance Corporation is to provide for
the manner and the time of election to pay the higher premium tax in
exchange for the elimination of contingent liability. If the employer
has chosen this higher rate, then liabilities are not covered under the
insurance system to the extent they arise from plans or plan amend-
ments put into effect less than 5 years before the plan's failure. In the
case of benefits that first became effective before January 1, 1973,
the insurance will cover the entire amount of the benefits as to plan
failures occurring in 1980 or thereafter. Benefit increases and plans
put into effect after December 31, 1972, are to be covered in full after
10 years, 90 percent covered after 9 years, 80 percent after 8 years, 70
percent after 7 years, 60 percent after 6 years, and 50 percent after
5 years. These limits, relating to the time the plan and its amendments
have been in effect, are to be applied before the $750-per-month or 50-
percent-of-wages limit and before the rules regarding the treatment
of several plans as one plan, discussed above under Benefits covered.

If, after termination of the plan, the value of the assets (hence, the
extent of the insurance Corporation's liability to pay benefits under
the program) changes, or if the liability changes because other events
(such as death or disability) have occurred, then these experience
losses are to be borne by the insurance Corporation and these experi-
ence gains are to inure to the benefit of the insurance Corporation,
and are not to affect the contingent liability of the employer.

Muttiemployer plans.-The figures in the Joint Treasury-Labor
Study suggest that termination losses are less likely to occur on termi-
nation of multiemployer plans 

2 
In view of this, the committee con-

na Department of the Treasury and DeDartment of Labor. Study of Pension Plan Termi-
notions, 1972-Final Report, August 1973; pp. 3, 65 et seq.

20-243 0 - 73 - 7
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eluded that it is appropriate to authorize the insurance Corporation
to establish separate premium rates for multiemIployer plans. Since
there is insufficient experience at present on which to base a determina-
tion as to the extent to which the premiums for multiemployer plans
should differ from the premiums for other plans the bill establishes
no difference in rates for the first 3 x'ears (1975 through 1977), but
authorizes differences for the future. Although separate risk accounts
are to be maintained, on the basis of which future rates are to be deter-
mined, the funds derived from all the premiums are to be available to
pay benefits for any plan losses, without regard to whether any par-
ticular funds were derived from multiemployer plans or from other
plans.

A multiemployer plan is a plan to which more than one employer
is required to contribute; is established or maintained pursuant to a
collective bargaining agreement between employee representatives
and employers; and is a plan where the benefits are payable with
respect to each participant without regard to whether that partici-
pant's employer is still making contributions to the fund. All employ-
ers who are members of the same affiliated group (see. 1504(a) ) are to
be treated as one employer for purposes of this definition. A plan is
not a multiemployer plan for any year with respect to which the lia-
bility of any one employer for contributions to the plan is as much as
50 percent of the aggregate liabilities of all employers for contribu-
tions to the plan for that year.

A plan administrator of a multiemployer plan must notify the
Corporation whenever a "substantial employer" '1 withdraws from
that plan. The Corporation, upon notification of the withdrawal, will
notify the substantial employer of a contingent liability that is the
substantial employer's pro-rata share of the total amount of pay-
ment that would be made by the Corporation for the entire plan if
the plan were terminated on the date of the withdrawal of the sub-
stantial employer. The total potential loss of the Corporation is to be
apportioned in accordance with the relative amounts of liabilities for
plan contributions during the 5 years ending with the withdrawal. As
an alternative to payment of this contingent liability into an escrow
account, the substantial employer could be required to furnish the
Corporation a bond insuring payment of the substantial employer's
contingent liability. The limitation to liability of 50 percent of the
employer's net worth would be separately applied to each employer.

If the multiemplover plan is not tenninated in the 5 years following
the withdrawal of the substantial employer, the contingent liability
payment would be returned to the substantial employer, or the bond
would be cancelled, as the case might be. If the plan does terminate
within that time, the Corporation would be entitled to the contingent
liability payment, plus any additional amount renuirpd to meet the
substantial employer's portion of the liability as finally determined.

The liability of an employer (other than a substantial employer)
in a multiempllover plan for losses of the insurance fund because of
terminations of the plan is generally to follow the rules for deternin-

'If an erelacee ibliiU for plnan tributin for each of two consecutive years
is at least 10 percent of all employer IhlUitles for plan contributions for each of those
.ears. then that employer Is a "substantial employer" for each of the next 2 consecu-
tile years.
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ing the liability limitations for plans of individual employers. The
50-percent-of-net-worth limitation is to be applied separately to each
employer.

Within 6 months after the close of each plan year, the plan ad-
ministrator must notify each substantial employer of its status as a
substantial employer. Furthermore, any employer in a imltiemployer
group who contributes 10 percent or more of the total contributions
to the plan during a plan year is to be notified of that fact even if it
is not yet a substantial employer (because it has not been in this
status for two consecutive years).

Tersnination-by plan adininigtrator.-Before terminating a plan,
the plan administrator must notify the insurance Corporation of the
planned termination (sec. 441). This is to give the Corporation an
opportunity to determine whether the plan can meet all of its liabilities
before the termination occurs. No benefits are to be paid under the
termination procedure of the plan until 90 days after the notice (or,
if sooner, until the Corporation supplies the plan administrator with
the notice of the Corporation's determination that plan assets are
sufficient to discharge plan liabilities). Benefits already being paid
as of date of the notice are to continue to be paid unless the plan
administrator is informed by the Corporation that plan assets are
insufficient to pay all benefits, if that should be the case.

If, after receiving a notice of sufficiency and proceeding with the
termination, the plan administrator determines that the assets are
insufficient, he is to so inform the Corporation. If the Corporation
agrees, it is to terminate the plan.

If, upon notification by a plan administrator, the Corporation de-
termines that the plan has insufficient assets to meet all guaranteed
liabilities, the plan is to be treated as terminated on the date the
Corporation so notifies the plan administrator.

The 90-day period during which the plan administrator may not
proceed to terminate a plan without the Corporation's notice of suffi-
ciency of assets may be extended by agreement for succeeding 90-day
periods.

Termination-by Pension Benefit Guaranty Corporation.-The in-
surance Corporation may take steps to terminate a plan whenever the
Corporation determines that (1) the plan has failed to meet the mini-
mum funding standards (discussed above, under D. Funding), (2) the
plan is unable to pay benefits when due (to the extent guaranteed
under the insurance system), (3) if the plan is not terminated, the
liability of the insurance Corporation is likely to increase, or (4)
there is a lump-sum distribution in excess of $10,000 to a proprietary
employee or an owner-employee and afterwards there are unfunded
vested liabilities in the plan.

If the Corporation determines to institute procedures to terminate a
plan, it is to notify the plan administrator of this determination and
set forth the reasons. The notice is to specify what activities, if any,
the administrator may engage in prior to thc termination (or a notice
from the Corporation directing the administrator to continue to op-
erate the plan). If the administrator violates the conditions of the
notice, the Corporation may apply to a Federal district court for equi-
table relief (injunction, mandamus, replacement of trustee, etc.). In
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addition, violation of the provisions of the notice is to be a violation of
the administrator's fiduciary obligations.

The plan administrator has 15 days after the notice has been issued
to demonstrate that termination is improper or no longer necessary.
If the Corporation concludes that it is necessary to terminate the plan,
it may apply to the ,appropriate district court (1) for appointment of
a trustee and (2) for a court decree to terminate the plan. This action
may be brought in the judicial district where the plan administrator
resides or is doing business or where any property of the trust forming
a part of the plan is situated. The court to which this action is brought
may issue summonses regarding this action in any other judicial dis-
trict. This power is provided so that the court may act promptly and
effectively regardless of where the assets or the administrator of the
plan may be located at any particular moment. In general, a trustee
appointed under these provisions is to be subject to the same duties as a
trustee appointed under section 47 of the Bankruptcy Act.

In order to simplify the administration of the Insurance Fund and
to avoid abuses, the plan administrator is to be required to report
promptly to the Corporation the occurrence of certain events: (1) a
loss of qualified status by the plan or its trust. (2) plan amendments
that would decrease a benefit of any participant, (3) a decrease in
participants to less than 80 percent of those participating at the
beginning of that plan year or less than 75 percent of those participat-

ing as of the beginning of the previous plan vear, (4) a termination
or partial termination of the plan under the internal Revenue Code,
(5) a failure to meet current funding requirements or to pay current

benefits, (6) a charge by the Secretary of Labor that a fiduciary
standard has been violated, or (7) a lump-sum distribution in excess
of $10,000 (made other than on account of death or disability) to
a proprietary employee or an owner-emplovee if, after the distribu-
tion, there are unfunded vested liabilities. -In addition, the Internal
Revenue Seri-ice is required to independently notify the Corporation
of the first and fourth of the above-noted events since these would
be normally brought quickly to its attention in the course of its duties.

For the purposes of the seventh category of reportable events de-
scribed above, a distribution of an annuit- contract is to be treated
as a lump-sum distribution. Any lump-sum distribution which is
a reportable event mav be recaptured at any time within 3 years
after the insurance Corporation is notified of the distribution. "

If an insurable plan is changed in nature, to one not covered by the
insurance provisions (e.g., is converted into a money-purchase plan),
the change will be treated as a plan termination.

The trustee to administer a termination under the Corporation is
to be appointed by a court cider. This may be obtained regardless of
I lie pendency of aiy bankruptcy, lien, foreclosure, liquidation, etc.,
proceeding.

Tee'm;hint oh--/,o, , p an d dilf;es of tru1stees . -A trustee appointed
pursuant to a decree to administer a plan is tn ha ve the power to doanything the lan administrator or any )an trustee milit do under
the terms of the plan or umider the provisions of this bill. He could
require the transfer to himself as trustee of all or any part of the
assets, records, or other information pertaining to the plan; invest



and reinvest the assets in accordance with the plan provisions and
the applicable rules of law; and limit benefits to the amounts guar-
anteed under the insurance provisions. If the final determination
is that a plan termination is improper, the trustee is to transfer back
to the plan administrator all the assets, without liability for losses
except for willful misconduct.

After a final decree that a plan should be terminated, the trustee
is to collect amounts due the plan, pay benefits in accordance with
the allocation rules already discussed, and receive payments from the
insurance Corporation for funding of guaranteed benefits. In addi-
tion, he could perform the expectable functions of . fiduciary in
such a situation, including arranging the liquidation of plan assets.

After his appointment, the trustee must give notice of that fact to
the plan administrator and to all plan participants, beneficiaries, and
employers who might be liable for insurance losses or who made contri-
butions to the plan during the current or any of the previous three
years.

The Corporation is to furnish the trustee and the court with a report
showing benefits payable with respect to each participant, the amount
of those benefits that are guaranteed, the value of the aggregate guar-
anteed benefits as of the termination, the fair market value of the plan
assets as of the termination, and such other information as may be
necessary to effectuate the insurance provisions.

Effective date
The insurance provisions generally are to take effect after the date

of enactment. Premium taxes are to be collected after December 31,
1974. Insurable benefits are to be guaranteed beginning January 1,
1978.

Cost
The cost of plan termination insurance coverage to individual em-

ployers would be 50 cents per year per participant or, if the employer
should choose to avoid limited employer liability, 70 cents per year
per participant. It is estimated that this would produce about $18 mil-
lion per year for the insurance fund. The Treasury-Labor Department
study on planned terminations which has just been completed indi-
cates a loss of vested benefits of $34 million in 1972. However, for sev-
eral reasons, it is believed that this substantially overstates the reve-
nue cost of providing term insurance. First, the term insurance pay-
ments with respect to any losses need not be paid immediately, but
instead can be spread out over the lifetime of the annuitants. Second,
the increased funding provided by this bill will significantly lessen
the insurance losses. Third, the requirement that employers provide
up to 10 percent of the liabilities arising from their own plan failures
(except where the additional premium insurance cost is incurred) will
further lessen the insurance cost to be paid from the corporation.
Fourth, the requirement that improvements in the plan not be taken
into account for 3 to 5 years before termination will still further re-
duce the insurance costs. Fifth, no amounts are paid out in the first 3
years with the result that the revenues raised in these years will be
available to help meet future costs. Sixth, limits are provided on the
size of the insurance payments which can be made with respect to
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individuals. For these reasons, it is believed that an annual $18 million
premium commencing January 1, 1975, and collected 3 years in ad-
vance of the first sears of insurance claims should be an adequate find
to cover insurance losses.

It is estimated that a revenue loss of $9 million per year will be
realized on account of the plan termination insurance provisions, be-
cause of the tax deductions taken by employers for their premium pay-
ments to the Insurance Fund.

G. FIDUCIARY RESPONSIBILITY

(Sees. 501 and 551 of the bill and sees. 503 and 4973 of the Code)

Present law
A retirement plan trust may be qualified under the Internal Reve-

nue Code only if it is impossible under the governing instrument for
trust funds to be used for any purpose other than the exclusive benefit
of the employees or their beneficiaries (sec. 401(a) (2)). In addition,
a retirement plan trust will not be exempt from taxation if it engages
in any of the specifically defined "prohibited transactions" (sec. 503).

Under administrative rulings, an investment generally meets the
"exclusive benefit" requirement if it meets the following standards:
the cost of the investment does not exceed fair market value, a fair
return commensurate with the prevailing rate is provided, sufficient
liquidity is maintained to permit distributions, and the safeguards and
diversity that a prudent investor would adhere to are present. (IRS
Publication 778 (February 1972)-).

"Prohibited transactions" include the lending of funds to certain
interested persons without receipt of adequate security and a reason-
able rate of interest. Other prohibited transactions with disqualified
persons include payment of excessive salaries. providing the trust's
services on a preferential basis, substantial purchases or sales of prop-
erty for other than adequate consideration, and engaging in any other
transaction which results in a substantial diversion of trust assets.'
If the trust engages in any prohibited transaction, it will lose its tax-
exempt status for at least one year.

G
7
eueml reasos for change
Under present law, a trust forming part of a qualified retirement

plan loses its exemption from taxation if it engages in a prohibited
transaction. With loss of exelsption. special tax benefits relating
to qualified plans also mlay be denied, including deferral of taxa-
tion by employees and loss of deductions by eluployers contributing
to the trust. In practice these sanctions have not been satisfactory in
discouraging prohibited transactions. An employer, needing working
capital or in bad financial condition, mas' fore'o fa deduction in order to
divert trust assets to his own use, and the trust fiduciary may acquiesce
in his demand.

In addition, the prsiet los's sanctions for engagina in prohibited
transactions tend to fall upon innocent employees. For example, if a
trust is disqualified lbeause of an act of the trustee and the employer.

I .oe stringent roles govern trusts benefiting owner-employees wbo control the business
(see. 50(g) of the Code).
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the income tax imposed upon a disqualified plan may be paid out of
funds otherwise available to provide employees' retirement benefits.
Furthermore, because of the prohibited act of an employer and trustee,
all employee may have to pay tax on contributions made on his be-
half before he actually receives the amounts attributable to the
contributions. This possible loss to innocent employees has caused the
Service to be reluctant to impose the sanctions.

To resolve these problems, the committee bill changes the method
of enforcing the prohibited transaction rules. It imposes sanctions
for prohibited transactions upon the parties in interest and fiduciaries
who engage in these transactions in place of the sanctions now
imposed on the employee benefit trusts.

2 
Under the bill the parties in

interest and fiduciaries who engage in a prohibited transaction are
to be subject to a two-level excise tax on the amount involved in the
prohibited transaction. The first-level tax on parties in interest is
to be 5 percent of the amount involved (21/ percent on certain
fiduciaries) for each year. If the transaction is not corrected to make
the trust whole, a second-level tax of 100 percent is to be imposed on the
parties in interest (50 percent on fiduciaries who do not agree to correct
the transaction). In accord with current law regarding similar taxes
respecting private foundations, neither of these taxes is to be de-
ductible. Since payment of the 100-percent tax would be more ex-
pensive than restoring the amount involved to the trust (and since
payment of the tax would in no event remove the obligation to make
the trust whole), it is expected that the trust will be the ultimate
beneficiary of the possible imposition of these sanctions.

In some cases an additional remedy may be needed. For example,
sometimes it is difficult to quantify the amount involved in a prohib-
ited transaction and therefore difficult to impose a tax. Also, equitable
remedies are sometimes necessary. To resolve these problems, the bill
provides that the Secretary of Labor and plan participants and bene-
ficiaries may sue to remedy a breach or anticipated breach of fiduciary
obligations. This provision is analogous to the provisions in the Tax
Reform Act of 1969 that strengthen the ability of State attorneys gen-
eral to restore or correct acts of self-dealing involving private
foundations.

An additional problem exists because of the present definition of
prohibited transactions. Currently, transactions generally are pro-
hibited when the dealings involved are on other than an arm's-length
basis. However, arm's-length standards require substantial enforce-
ment efforts, resulting in sporadic and uncertain effectiveness of these
provisions. This is the same problem which was faced by the Con-
gress in 1969 when it acted with respect to prohibited transactions and
private foundations. At that time the Congress concluded that in most
cases arm's-length standards did not preserve the integrity of private
foundations, and amended these definitions of prohibited transactions
for the most part to prohibit outright questionable transactions be-
tween the trust and interested parties. The committee's bill generally
follows the approach that was developed in 1969, establishing defini-
tions for prohibited transactions that will make it more practical to
enforce the law. The committee's definitions of prohibited transac-

When the term "trust" is used in this section, it means plan, whether or not in trust
fir.
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tions, and the exceptions from these definitions, however, are designed
to take account of the unique situation of employee benefit trusts.

Explanation of provisions
Excise tax on prohibited transactions, in general.-For the rea-

sons indicated above the committee bill establishes an excise tax on
parties in interest and fiduciaries who participate in certain specified
prohibited transactions respecting an employee benefit trust. The new
provisions apply to a trust which after August 20, 1973, has qualified
(or has been determined to qualify by the Secretary of the Treasury)
under section 401 of the Code (and a plan described in section 404(a)
('2), and a qualified individual retirement account under section
408(a)). The prohibited transaction rules and excise tax sanctions
are to continue to apply even if the trust, etc., should later lose its tax
qualification. Under the bill, a trust is not to lose its exempt status be-
cause it engages in a prohibited transaction, but the parties in interest
and fiduciaries who engage in the transaction are to be subject to tax.
These provisions (including the civil action provisions to be adminis-
tered by the Labor Department, discussed below) are not to apply to
church plans unless there has been an election with respect to these
plans to obtain insurance coverage (See F. Plan Ternination Insur-
ance, above).

This excise tax generally follows the same procedures as the tax on
self-dealing enacted in the 1969 Tax Reform Act with respect to pri-
vate foundations. The tax is at two levels; initially, parties in interest
who participate in a prohibited transaction are to be subject to a tax
of 5 percent of the amount involved in the transaction per year. A sec-
ond tax of 100 percent is imposed if the transaction is not corrected
after notice from the Internal Revenue Service that the 5-percent tax
is due.

The committee believes that where the party in interest and not the
fiduciary benefits from the prohibited transaction, primary responsi-
bility under the excise tax provisions should be on the party in interest
and not on the fiduciary. Therefore, in these cases the tax rates gen
rally are to be lower on fiduciaries than the party in interest. How-
ever, where the fiduciary benefits from the prohibited transaction, he
is to be treated as a party in interest. Where the fiduciary is subject to
tax as an interested party for a given transaction, he is not to be also
subject to the fiduciary tax at that level for that same transaction.

The tax on a fiduciary who participates in a prohibited transaction,
but does not benefit from it, is initially to be 21 , percent of the amount
involved per year. To be liable, the fiduciary must have known (or
would have known if he had exercised reasonable diligence), it was a
prohibited transaction, and if his participation was not willful, and
was due to reasonable cause, he would not be subject to tax. The second
level of tax on a fiduciary who does not benefit from the transaction is
to be 50 percent of the amount involved, where the fiduciary refuses
to agree to part, or all, of the correction required to make the trust
whole. Both the first- and second-level taxes on a fiduciary who does
not benefit from the transaction are limited to $10,000 (for each
tax) with respect to cash transactions.

The first-level tax is owed for each taxable year (or part of a year)
in the period that begins with the date when the prohibited transac-



tion occurs and ends on the earlier of the date of correction or the
date of mailing of a deficiency notice for the first level tax (under
section 6212 of the Code). The first-lvel tax (except in the case of a
fiduciary who does not benefit from the transaction) is imposed auto-
matically without regard to whether the violation was inadvertent.

If more than one person is liable for the prohibited transaction tax
on parties in interest (or the tax on fiduciaries), they all are to be jointly
and severally liable. For example, if the prohibited transaction in-
volves $100.000, all parties in interest who participated in the trans-
action will be jointly and severally liable for the first-level tax of
$5,000 (per year in the taxable period) and also jointly and severally
liable for the second-level tax of $100,000.

The excise tax on a prohibited transaction is a function of the
amount involved in the transaction. The bill provides that the amount
involved is the greater of the fair market value of the property (in-
cluding money) given or received in the transaction. However, with
regard to services which are necessary to the operation of the plan
and which generally may be paid for if the compensation is not ex-
cessive, the amount involved is the excess compensation. For the first-
level tax, the amount involved in a prohibited transaction is valued as
of the date of the transaction. However, for the second-level tax the
amount involved is valued at the highest fair market value during
the correction period. The higher valuation is used for the second-
level tax so the person subject to tax will not delay returning the
amount involved to the trust in order to earn income with this
amount.

A prohibited transaction may be corrected to avoid the second-level
tax at any time before the 90th day after the Internal Revenue Service
mails a notice of deficiency with respect to the first-level tax. However,
the 90-day period may be extended by any period within which a de-
ficiency cannot be assessed (because of petitions to the Tax Court),
and may also be extended for a period which the Internal Revenue
Service determines is both reasonable and necessary to correct the
prohibited transaction. To correct a prohibited transaction, the trans-
action must be undone to the extent possible, but in any case the final
position of the trust must be no worse than it would have been if the
prohibited transaction had not occurred. The higher valuation to be
used in computing any second-level tax that might be applicable, is
also the valuation to he used in correcting the transaction. In other
words, correction requires that the trust receive the benefit of whatever
bargain turns out to have been involved in the transaction.

Proh~dtc l trainsactions ad exceptions. in geewral.-The bill re-
moves qualified trusts from the present arm's-length prohibited trans-
action rules, and in place of these limitations establishes a set of com-
prehensive definitions of the prohibited transactions that apply to
qualified trusts. Generally, the committee bill defines as prohibited
transactions the same type of transactions that constitute prohibited
self-dealings with regard to private foundations, with modifications
that are appropriate in the employee benefit trust area. As with private
foundations, the bill prohibits both direct and indirect dealings of the
types specified.

Sale, exchange, or leasing of property.-Under the bill, the sale,
exchange, or leasing of any property between the trust and a party
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in interest (with the exceptions noted subsequently) is a prohibited
transaction. Under this rule, the transaction is prohibited whether or
,not the property involved is owned by the trust or the party in
interest, and the prohibited transaction includes sales, etc., from
the party in interest to the trust and also from the trust to the party
in interest. Additionally, following the private foundation rules, a
transfer of property by a party in interest to a trust is treated as a
sale or exchange if the property is subject to a mortgage or similar lien
which the party in interest placed on the property within 10 years
of the transfer to the trust, or if the trust assumes a mortgage or
similar lien placed on the property prior to transfer. This rule pre-
vents circunvention of the prohibition on sale by mortgaging the
property before a transfer to the trust.

Loans.-The bill also prohibits all lending of money or other ex-
tension of credit between the trust and a party in interest but with
the exceptions noted below. The committee recognizes that at times a
trust may need financial aid and a party in interest may be the only
person willing, or able, to provide that aid. The committee believes
that the problem of need and the problem of practical administration
in this case can be reconciled where an independent third party makes
the loan and the interested party guarantees the loan. Therefore, the
bill provides that an interested party may guarantee a loan to a quali-
fied trust if a reasonable rate of interest is charged. In this way. there
will be an independent lender to keep the interest rate from being too
low (which would avoid the contribution limits), and the trust will
have an interest in keeping the interest rate from being too high
(which could drain money from the trust to the detriment of the
employees). The committee contemplates that a party in interest may
guarantee a loan to the trust only where the loan is made by a person
who is independent of and not related to the party in interest (or
fiduciary ), and that the party in interest (or fiduciary) must not
provide the lender any direct or indirect consideration for making the
loan other than the guarantee.

Following current practice, the bill also allows a loan by the trust
to a participant or beneficiary to the extent of the vested accrued
benefit of the borrower. To be permitted, such loans must be available
to all participants and beneficiaries on a nondiscriminatory basis,
and must be made in accord with specific provisions in the plan gov-
erning such loans. In addition, a reasonable interest rate must be
charged and the loan must be adequately secured. However, it is in-
tended that loans to persons who have been. at any time within
3 years before the loan is made, or while the loan is outstanding, owner-
employees or proprietary employees under the plan are not available
tnder this exception; others ise, the prohibition of premature dis-
trilbutions to such persons could be circumvented.

It is intended that prohibited loans include the acquisition by the
trust of a debt instrument (such as a bond or note) which is an obliga-
tion of a illti interest. (liowever, the transition rules, described
below, establish special rules reading certain debt instruments held
Isv the trust on August 21, 1973.) Similariy, the committee intends that
it would be a prohibited transaction (in effect, a loan by the trust to
the elmploy.er) if the employer funds his contributions to the trust with
his own debt obligations.



Furnishing goods, services, and facilities.-The committee bill also
prohibits the furnishing of goods, services, and facilities between the
trust and parties in interest. However, a party in interest may furnish
goods, services, and facilities to a trust if this is necessary for the opera-
tion of the plan and the compensation paid is not excessive.

However, since a substantial portion of a trust's activity is usually in-
vestment of assets, the committee intends that "personal service" not
include the activities of a broker, for this activity can give rise to
substantial conflicts of interest (e.g.. -churning" of assets).

Also, a trust may furnish goods, services, or facilities to a party in in-
terest if the terms on which the goods, etc., are offered are no more
favorable than the terms on which they are made available to the gen-
eral public.

Transfer or .se of trust income or assets.-The bill prohibits the
transfer of any trust income or assets to, or for the benefit of, a party
in interest. It also prohibits the use of trust income or assets by or for
the benefit of any party in interest. As in other situations, this pro-
hibited transaction may occur even though there has been no transfer
of money or property between the trust and any party in interest. For
example, securities purchases or sales by the trust in order to manipu-
late the prices of the securities to the advantage of a party in interest
constitute "a use by, or for the benefit of, a party in interest of any
income or assets of the trust."

To prevent discrimination against fiduciaries and parties in in-
terest, the bill permits these persons to receive any benefits to which
they are entitled as participants or beneficiaries in the plan.

Payment of compensation.-The bill also generally prohibits pay-
ment of compensation, or payment or reimbursement of expenses, by
a trust to any party in interest. However, this prohibition does not
apply to the payment of compensation, or payment or reimbursement
of expenses, by the plan to a fiduciary or other party in interest for
personal services which are reasonable and necessary to the plan, if
the compensation for payment or reimbursement is not excessive. To
prevent double payment, this exception does not apply with regard to
a fiduciary who is receiving full-time pay from a party in interest
whose employees or members participate in the qualified plan. Also,
in accord with present law, it is intended this exception will not apply
to payments to owner-employees (or proprietary employees) or to
certain of their relatives or to corporations controlled by them.

Transactions primarily involvinq conflicts of into ost and fiduci-
aries.-The committee bill generally prohibits a fiduciary from deal-
ing with the income or assets of a trust in his own interest or for his
own account. However, this does not prohibit the fiduciary from deal-
ings where he has an account in the employee benefit trust and the
dealing apply to all trust accounts without discrimination.

The bill also prohibits fiduciaries from receiving consideration in
connection with a transaction involving the trust from any party who
deals with the trust. This prevents, e.g., kickbacks to a fiduciary.

Transfer of assets ,outside tic United States.-In order to prevent
"run-away assets", the bill prohibits any assets of the trust from being
held, deposited, or invested outside the United States unless the assets
remain within the jurisdiction of a United States district court, ex-
cept as authorized by the Internal Revenue Service under regulations.
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Any such exceptions should be made only where, as to categories of
circumstances, it is clear that neither the interests of the trust partici-
pants and beneficiaries, nor the interests of the United States in pro-
tectin g the integrity of its taxing and regulatory and pension guar-
anty slsteos would i- likely to be jeopardized by the trust assets being
outside the United States.

Au(,L;sjtio; of secs it rs of th/ employer.-The committee bill gen-
erally prohibits employee benefit plans from acquiring stock or other
securities of the employer. This is provided because generally invest-
ment in an employer's securities subjects plan participants to a dou-
ble risk of loss. If an employer has severe financial reverses, his em-
ployees may not only lose their jobs (and the employer's contributions
for their retirement may substantially decrease), but also they may
suffer a loss from decreases in the securities' value and dividends. Also,
if the trust is permitted to invest in securities of the employer, the
fiduciary may well be subject to great pressure to time the purchases
and sales so as to improve the market in those securities, whether or
not the interests of protecting retirement benefits of plan participants
may be adversely affected.

However, the bill provides a special rule for profit-sharing plans
because the concept of these plans is that employees should share in
profits through dividends and appreciation as well as through em-
ployer contributions out of profits. As a result it is not to be a viola-
tion of this securities-of-the-employer rule for a profit-sharing plan to
invest all or any part of its assets in securities of the employer if the
securities are readily tradable in an established securities market.
However, where the securities are not tradable on an established mar-
ket, then no more than 10 percent of the profit-sharing trust's assets
is to consist of the employer's securities. This limit is needed because
of the greater difficulty in selling such securities and therefore the
greater risk involved in this situation.

Moreover, the bill does not limit acquisition of employer's stock
by stock bonus plans, since limitations in these cases would be incon-
sistent with the nature of these plans.

An employer's securities includes the securities of any controlled
group of corporations (as defined in section 1563(a) of the Code)
of which the employer is a member. The prohibition applies not only
to the purchase of securities, but also to acquisition in other ways.
such as acquisition on default of a loan where stock was security flor
the loan (this latter examplle is to aplly only where the stock was
made security for the loan after August 21, 1973).

The 10-percent test, applicable in the case of profit-sharing plans
where the securities arte not tradable on an established securities mar-
ket, is to be applied at the time the securities are acquired. Conse-
quently, if the 10-percent test is met at the time of acquisition, owner-
ship of employer securities is not to be prohibited at a later time when
the securities nmy represent mure titan 10 percent of the trust assets
(e.g., because of a chan ge in the values of the assets of the trust).

The conmittee bill does not change present law which provides,
f'tr qualified trusts, that trust funds may not be used for any purpose
other than for the exclusive benefit of the employees or their bene-
ficiaries. Under administrative rulings, an investment generally meets



the "exclusive benefit" requirement if its cost does not exceed fair
market value, a fair return is received, sufficient liquidity is main-
tained, and the safeguards and diversity adhered to by a prudent in-
vestor are present. The exclusive benefit rule currently applies to in-
vestment in an employer's securities and it is intended that the rule
continue to so apply.

The committee bill also does not prohibit a plan from acquiring
shares in a regulated investment company (defined under section 851
of the code) which holds or acquires securities of the employer as a
regular part of its investment program. However, where the mutual
fund acquires securities of the employer as part of the arrangement
under which the employer acquires shares in the mutual fund, this
exception is not to apply.

Investments that jeopardize income or assets.-The bill also treats
as a prohibited transaction investments which jeopardize the income
or assets of the trust. This is similar to the rule that private founda-
tions must invest in a manner that does not jeopardize the carrying
out of their exempt purposes. It is expected that, under this rule, in-
vestment standards will be established for employee-benefit trusts that
are similar to the investment standards which have been established
for private foundations. In this case also it is not intended that a
"legal list" of investments for pension trusts be established. Of course,
the prohibited transaction provisions do not prevent an employer, on
termination of his plan, from recovering assets not needed to pay plan
benefits. Because of this the Internal Revenue Service should take care
that this jeopardy rule is administered with due regard to the interests
of present and future participants and beneficiaries. If termination
is contemplated, it should be clear that investments are not being made
or maintained with the interests of potential remaindermen in mind
in any case where this is in conflict with the interests of the participants
or beneficiaries.

liscelianeous exceptions from, prohibited transaction rules.-In
the interests of making the prohibited transaction rules work in as
practical a manner as possible, certain exceptions are provided to
them. One of these exceptions provides that a transaction (such as
an exchange) between a trust and a party in interest pursuant to a
corporate adjustment, such as a liquidation, merger, redemption, or
recapitalization is not to be & prohibited transaction if all the securities
of the class held by the trust are subject to the same terms. However, a
redemption in which only the stock held by the trust plan is redeemed
would have to serve a bona fide business purpose.

Recognizing current practice, the bill also does not prohibit a person
from serving as a fiduciary in audition to being an officer, employee,
agent, or other representative of a party in interest.

In addition, the bill provides that plans subject to the prohibited
transaction rules are not to include funds held by certain insurance
carriers, funds held by an investment company subject to the Invest-
ment Company Act of 1940, or plans administered by Federal or State
governments or by any agency or instrumentality of these govern-
ments.

Transition rules for prohibited transactions.-To prevent undue
hardship, the committee bill provides transition rules for situations
where employee benefit trusts are now engaging in activities which
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do not violate current law but which would be prohibited transactions
under the bill.

One of the transition rules permits the leasing or joint use of prop-
erty involving a trust and a party in interest under a binding contract
in effect on August 21, 1973 (or pursuant to renewals of the contract),
to continue for 10 years beyond that (late, until August 22, 1983. For
this transition rule to apply, the lease or joint use must remain at least
as favorable to the trust as an arm's-length transaction with an unre-
lated party, and must not otherwise be a prohibited transaction under
present law. A similar 10-year transition rule aplies to loans or other
extensions of credit under a binding contract in effect on August 21,
1973 (and renewals thereof), where the loan remains as favorable as
an arm's-length transaction and is not prohibited under present law.

ITnder the general rule in the bill, a trust may not generally acquire
or hold a bond or other evidence of indebtedness issued by a party
in interest, since it would be a prohibited loan. However, if on August
21, 1973, the trust holds any bonds, debentures, notes, certificates, or
other evidence of indebtedness which were issued by a corporation and
that have interest coupons or are in registered form, and the holding
of these debt obligations is not prohibited under present law, then
the trust may continue to hold those bonds, without time limit. How-
ever, to the extent the bonds are disposed of by the trust, they cannot
be reacquired and held under these transition rules.

In order to avoid disruption of markets where a pension plan
already holds employer securities (or where a profit-sharing plan
subject to the 10-percent limit discussed above, holds more than that
limit), the bill does not require divestiture of present holdings of those
securities. For this purpose, additional shares acquired as a result
of a stock split or stock dividend are to be treated as securities already
held. However, exercise of a right to acquire securities (e.g., through
conversion of a convertible security), is not to be permitted. If a trust
subject to these limitations disposes of some of its present holdings,
it may not thereafter acquire new securities of the employer, unless
that acquisition is permitted under the general rules (as distinguished
from this transitional provision). For example, a pension trust would
iot be permitted to reacquire present holdings of employer securities
after it had sold them; a 10-percent profit-sharing trust would not be
permitted to reacquire present holdings of employer securities after
it had sold them, unless it could do so within the 10-percent limit.
Present holdings, for these purposes, are holdings as of August 21,
1971, the date the committee bill is reported.

The bill allows a trust to sell property, at arm's-length terms, to a
party in interest where the prlsertv is now under a lease or joint use
which qualifies for the 10-year transition rule described above. Sales
of this type must occur before August 22, 1 ".8. A transitional rule of
this type is provided because it appears that such leases are not uncom-
inon, and in such cases often a party in interest is the best available
buyer.

Defl t ons serd i p-cohibtd transact/os provesiows.-The com-
mittee bill contains a number of definitions of terms used in describing
the operation of the prohibited transaction provisions. These are de-
scribed below.



The committee bill defines "fiduciary" as any person who exercises
any power of control, management, or disposition with respect to any
moneys or other property of the plan, has authority or responsibility
to exercise these powers, or is a guardian, trustee, executor, adminis-
trator, receiver, conservator, or any person acting in any fiduciary ca-
pacity for the plan (as described in sec. 7701 (a) (6)). Under this def-
inition, fiduciaries include officers and directors of a trust, members of
the trust's investment committee, and persons who select these in-
dividuals. Consequently, the definition includes persons who have
authority and responsibility with respect to the transaction in ques-
tion, regardless of their formal title.

The bill's definition of a "party in interest" includes the following
general categories: (1) managers (and employees) of the plan. (2)
persons providing benefit plan services to the plan, (3) the employer
and its officers, directors, and highly compensated employees, and con-
trolling or controlled parties, or I arties under common control, (4)
employee organizations (e.g., labor unions, including the national and
international unions where a plan covers any local) with members
covered by the plan, and officers and directors of those organizations
and (5) fiduciaries who benefit other than in their capacity as plan
fiduciaries from the particular prohibited transaction. Additionally,
certain relatives and certain partners of parties in interest are treated
as parties in interest.

It is intended that "benefit plan services" include investment advi-
sory, actuarial, legal, accounting, computer and bookkeeping, and
other similar services necessary for plan operations. Additionally, at-
tribution rules for ownership of stock are provided which are similar to
the attribution rules under the private foundation self-dealing rules.
Also, in addition, the bill provides that an open-end mutual fund, the
mutual fund's investment advisers, and the mutual fund's principal
underwriters are not to be considered as plan fiduciaries or parties in
interest merely because an employee benefit trust purchases shares in
the mutual fund. Mutual funds are currently subject to substantial
restrictions on transactions with affiliated persons under the Invest-
ment Company Act of 1940, and also it appears that unintended results
might occur (such as preventing a trust from redeeming its mutual
fund shares) if mutual funds were not excluded from these definitions.

Civil actions.-The committee recognizes that there are breaches
of fiduciary responsibility which may not appropriately be subjected to
an excise tax either because the amount involved in the transaction is
difficult to determine, or because formal injunctive action may be nec-
essary or desirable. Also, the committee recognizes that many persons
have a direct interest in seeing that trustees do not breach their fidu-
ciary responsibilities. Consequently, in addition to establishing an ex-
cise tax on prohibited transactions, the committee bill strengthens the
enforcement of fiduciary duties by providing that individual partici-
pants and beneficiaries may bring civil actions in State or Federal
courts to redress or prevent fiduciary breaches. Additionally, the bill
provides that the Secretary of Labor may enforce breaches of fiduciary
duty through civil actions in Federal court.

In providing for enforcement by the Secretary of Labor, the com-
mittee bill is similar to the 1969 Tax Reform Act which included pro-
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visions to strengthen the ability of State attorneys general to enforce
the self-dealing rules regarding private foundations. However, since
State attorneys general usually do not have the same common law re-
sponsibility to oN ersee' employee benefit trusts as they do private foun-
dations, it was believed that the Secretary of Labor was generally the
more appropriate Government official in whom to vest enforcement
powers.

Under the bill, civil actions to enforce fiduciary duties generally
may be brought with regard to any employee benefit plan which main-
tains a fund of money or other assets in connection with the plan, and
is established or maintained iy an employer engaged in or affecting in-
terstate commerce or by an employee organization representing em-
ployees so engaged. However, plans established by Federal or State
governments or agencies or instrumentalities of these governments
are excluded, as are workmen's compensation and unemployment com-
pensation disability insurance plan- and plans of churches (in accord-
ance with their exception from the insurance provisions, as described
above). Employee benefit plans include plans which provide for re-
tirement, medical, surgical, hospital care. sickness, accident, disability.
death or unemployment benefits. These plans also include profit-
sharing plans and plans with a trust fund subject to the Labor Man-
agement Relations Act of 1947 (sec. 3i2(c) of that act).

A fiduciary is subject to civil action for breach of fiduciary duty if
the plan meets these definition, regardless of the legal form of the
plan. The definition of fiduciaries subject to civil actions includes the
same types of persons as the definition of fiduciaries who are subject to
the prohibited transaction rules under the excise tax. described above.
(However, the plan need not be a qualified plan for tax purposes for a

person to be a fiduciary subject to civil action.)
The fiduciary duties which may be enforced through civil actions

include the transactions which are prohibited transactions (in the
above discussion on prohibited transactions. prevented by excise taxes),
and include other fiduciary responsibilities, as vell. If a fiduciary en-
gages in a transaction which is a prohibited transaction subject to the
excise tax, or which would be prohibited and subject to tax if the
plan were qualified under the tax laws, the fiduciary's misconduct may
be redressed (or prevented) by civil action. In addition, the bill pro-
vides that a fiduciary nuiit not jeopardize the income or assets of a
plan. Also, a fiduciary must not represent anv other party dealing with
the plan or act on behalf of a pasty adverse" to the plan or its partici-
pants or beneficiaries. Breaches of these duties also maa be remedied
(or prevented) iv civil action.

The bill also provides that fiduciaries must act solely in the interests
of the participants and their beneficiaries, and in accordance with the
documents and instruments governing the plan (if consistent with the
bill). These rules now govern plans qualified under the tax laws and,
through thi civil action provisions, are extended to other plans of em-
ploers which affect comimeuce (or plans of employee organizations
whose meunlris a t't coi ullere).

It is intended that under the rule which prohibits a fiduciary from
jeopardizing tlii income or assets of a plan, fiduciaries will be subject
to the usual trustees' duties such as (but not limited to) the duty to
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keep and render clear and accurate accounts, take and keep control
of the plan property, protect the plan property from loss and damage,
enforce claims of the plan and defend actions against the plan (unless
it is reasonable not to do so), and keep plan property separate from
other property. It is intended that the investment standard that must
be met by a fiduciary is to be the standard established by the prohibited
transaction rule discussed above which prohibits investments that
jeopardize the income or assets of a trust.

The bill also prohibits a person who has been convicted of a num-
ber of specified crimes from acting as a manager, fiduciary, em-
ployee, or consultant to an employee benefit plan for 5 years after con-
viction or after imprisonment. Any willful violation of this prohibi-
tion is subject to a penalty of $10,000 and 1 year imprisonment; the
same penalty is applicable to anyone who knowingly permits another
person to violate this prohibition. Upon an administrative hearing and
after giving notice to prosecuting officials, the Board of Parole of the
Department of Justice may remove the restriction on serving with a
plan if the Board finds that this would not be contrary to the purpose
of the bill. The Board's determination will be final.

Under the bill, the Secretary of Labor and participants and bene-
ficiaries of a plan may bring civil actions for any appropriate legal
or equitable relief to redress or restrain a violation of fiduciary duties.
The bill specifically makes a fiduciary who breaches any of the spe-
cified duties personally liable; the fiduciary must make good any losses
which the plan sustained from the breach and must restore to the plan
any profits which he made using plan assets. However, a fiduciary is
only personally liable where he knew, or would have known if he
exercised reasonable diligence, that his act or failure to act constituted
a breach of his responsibility. The bill also provides that fiduciaries
have a duty to prevent their co-fiduciaries from breaching a fiduciary
responsibility and must compel a redress of a breach. However, if the
co-fiduciary objects in writing to the specific action and files a copy of
the objection with the Secretary of Labor, he will not be liable for any
act (or failure to act) of another fiduciary. Furthermore, the bill ape-
cifically prohibits exculpatory clauses.

The bill also makes a part'" in interest who participates in a pro-
hibited transaction (or a transaction which would have been a pro-
bibited transaction if the plan were qualified under the tax laws)
personally liable for any losses sustained by the plan and for any
profits made through using plan assets. A party in interest is so liable
only if he knew that the transaction was prohibited or would have
known after exercising reasonable diligence. This liability is appropri-
ate because in these situations often the party in interest is a major
beneficiary of a fiduciary breach; in addition, this liability is in accord
with the excise tax liability discussed above regarding prohibited trans-
actions. Fiduciaries and parties in interest who are liable on account of
a breach of duty in which they both participated are to be jointly and
severally liable.

Appropriate equitable relief may be granted in a civil action. For
example, injunctions may be granted to prevent a violation of fiduciary
duty, and a constructive trust may be imposed on the plan assets, if
needed to protect the participants and beneficiaries. Also, the bill

20-243 0 - 73 -



specifically provides that a fiduciary may be removed through civil
action brought by the Secretary or participants or beneficiaries if he
has violated any of the specified fiduciary obligations, or is serving
in violation of the criminal conviction provisions. (The Attorney Gen-
eral also may bring an action to remove in the latter case.) It is ex-
pected that a fiduciary' (other than one serving in violation of the
criminal conviction provisions) may be removed for repeated or sub-
stantial violations of his responsibilities, and that upon removal the
court may, in its discretion, appoint someone to serve until a fiduciary
is properly chosen in accordance with the plan.

The bill provides that participants and beneficiaries may bring
civil actions to redress a breach of fiduciary responsibility in any
State or Federal court of competent jurisdiction. Actions by partici-
pants and beneficiaries brought in Federal district court are subject
to the $10.000 jurisdictional requirements (2O U.S.C. sec. 1331). (How-
ever, the $10,000 limit does not apply to actions brought by the Sec-
retary of Labor or the Attorney General.) Where participants and
beneficiaries bring a civil action, the Secretary of Labor must be served
with a copy of the complaint or petition, and the Secretary may inter-
vene in the action and remove an action from a State court to a
Federal district court. lRemoval is available only when the Secretary
could have brought the action initially.

The bill provides that participants or beneficiaries may bring class
actions under certain circumstances. Further, in an action by partici-
pants or beneficiaries, a court may allow reasonable attorney's fees
and costs and may require the plaintiff to post security for payment of
these fees and costs. Liberal venue and service provisions are estab-
lished for actions brought in Federal district court.

If the fiduciary breach is disclosed in a report filed with the Sec-
retary of Labor, civil action may be brought no later than 3 years
after the report is filed. In other cases, an action may be brought
within 3 years after the plaintiff knows or has reason to know of the
violation, but no action may be brought more than 10 Years after the
transaction occurred. Additionally, where there is a willfully false
or fraudulent statement, misrepresentation, concealment or failure to
disclose a material fact to the Secretary of Labor, action may be
brought within 10 years of the violation.

Effective date
The effective date of the fiduciary responsibility provision is

January 1,1975.

Revenue effect
The fiduciary responsibility provisions are not expected to have any

significant effect on the revenues.

H. Administration and Enforcement

(Secs. 101 and 102, 601, (002
, 
and 641 of the bill, and sees. 4974, 7476,

7477. and 702 of the Code)

The committee bill relies heavily on the tax laws in order to secure
compliance with the new requirements that it imposes on employee
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pension, profit-sharing and stock bonus plans. The bill, in providing
new standards of coverage, vesting, funding and fiduciary respon-
sibility, continues the administration of these provisions in the Inter-
nal Revenue Service.

Many aspects of compliance have been discussed in conjunction
with the various substantative provisions described in the bill. This
includes, for example, the new excise taxes imposed with respect to
underfunding and those imposed in connection with transactions
which are prohibited to qualified plans.

In a number of other way s, however, efforts have been made to
improve the provisions of existing law. The provisions of this type
discussed here are the new office set up in the Internal Revenue Serxvice
to administer the new standards in this bill as well as those of existing
law, together with the audit fee tax designed to provide for this
administration. In addition, the bill deals with the problem raised as
to the absence under existing- law of a judicial review for letters of
determination as to the qualification status of plans. Procedures are
also set out whereby employ ees can question the qualification of plans.
Finally, the bill establishes procedures in the Department of Labor
for an administrative review of einployee claims as to their rights
under qualified plans.

1. INTERNAL REVENUE SERVICE

Present law
Under present law, the national office of the Internal Revenue

Service is organized on a general activity ' basis rather than a tax or
subject basis.' At the present time, there are six Assistant Commis-
sioners of Internal IRvenie in the national office whose activities are
broken into the following categories: collection and taxpayer service.
compliance (including auditing), inspection (internal seciim'itv), plan-
ning and research, technical (rulings) and administration housekeep-
ing). Similarly, the field offices of the Service are organized on a similar
line. Within each of these broad categories there are Service units whose
jurisdictional breakdown is by sfibject matter under examination.
For example, the Miscellaneous and Special Provisions Tax Division
under the Office of Assistant Commissioner (Technical) contains a
Pension Trust Branch and an Exempt Organization Branch. How-
ever, various other aspects of national office employee benefit plan and
tax exempt organization administration are under the Office of Assist-
ant Commissioner, Accounts Collection and Taxpayer Service and the
Office of Assistant Commissioner, Compliance.

Getert rea.win for change
Concern has been expressed in the case of the administration of

employee benefit plans (and also tax exempt organizations) as to
whether the Internal Revenue Service with its primary concern with
the collection of revenues is giving sufficient consideration to the pir-
poses for which these organizations are exempt. Many believe that the

'Reorganization Plan No. 1 of 1952 which went into effect on March 15, 1952. For a
description of the present organization of the Internal Revenue Service, see Statement of
Organization and Functions (CB. 1970-1,442).



present organization of the Service causes it to subordinate concern
for the protection of the interests of plan participants (or the educa-
tional, charitable, etc., purposes for which the exemptions are
provided).

On the other hand, the enormous growth in retirement plans during
the last third of a century has proceeded largely under the tax regula-
tions of the Internal Revenue Service. Moreover, clearly the greatest
single protection for rank and file employees during this time has been
the Internal Revenue Service's administration of the provision denying
any special tax treatment for contributions or benefits discriminating
in favor of employees who are office s. shareholders, supervisors, or
highly compensated employees. The thrust of this provision is to re-
quire broader substantial participation in the plans than would be
provided but for the Service's administration of the statute.

At the same time, it must be recog nized that the natn-al tendency
is for the Service to emphasize those areas that produce revenue
rather than those areas primarily concerned with maintaining the
integrity and carrying out the purposes of exemption provisions.
Similar concern has been expressed in the past over the Service's
administration of the provisions of the tax law relating to exempt
organizations.

The committee believes that in the employee benefit plan and tax
exempt organization area it should be easier to emphasize the basic
objectives involved if the activities relating to these plans and exempt
organizations were more closely coordinated, if the activities in these
areas relating to auditing, rulings, etc. whether in the field or in the
national office are brought together and if the top direction for these
activities also has specialized in them. For the reasons outlined, the
bill establishes a separate office in the Internal Revenue Service,
headed by an Assistant Commissioner for Employee Plans and
Exempt Organizations to deal primarily with plans that are (or
claim to be) qualified under section 401 of the code and organiza-
tions that are (or claim to be) exempt from income taxes under
section 501(a) of the code. This includes pension, profit-sharing and
stock bonus trusts and plans, religious, educational, charitable.
organizations and foundations as well as the various other exempt
organizations described in section 501(c) of the code. Similar units
are to be established in the various regional and district offices. In
addition, the committee has decided to earmark half of the 4-percent
private foundations excise tax on investment income as well as the
proceeds from i new audit-fee excise tax for the funding of these
new offices.

Eacplantton of p ro isions
Office of l ,j t (on ,,;ii Yo , A' m ploye Pla)s aiid Exeipt

o,'f/zafioUY-.The bill establishes within the Internal Revenue
Service a new office of Assistant Commissioner to be known as the
Office of Assistant Commnis.ioner, Employee Plans and Exempt
Organizations. This office is to have the supervision and direction
of the basic altivities of the Internal Revenue Service in connection
owith pensions, etc. plans (governed 1w sees. 401 through 414 of the
code) aMd tax excIipt oig:uiizatiois (Iexempt from tax under
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sec. 501(a) of the code). The bill authorizes the prescribing of
the activities this office is to be responsible for in connection with
organizations exempt from tax (under sec. 501(a) of the code)
and plans to which the special tax benefits of the deferred compen-
sation provisions of the tax laws (sees. 401 through 414 of the code).

In connection with deferred compensation plans it is intended that
this office will be made responsible for, among other things, the ques-
tion as to the qualification of the plan and the related trust and the
exemption from tax of the trust. It also is intended that questions as
to the deductibility of contributions to a plan, the taxability of a
beneficiar'yv of an employees' trust and the taxation of employee an-
nuities be included in the jurisdiction of this office. In addition, it is
planned that this office would have responsibility over the minimum
standards relating to funding of the plan and the excise tax for under-
funding, including the enrollment and reports of actuaries. The new
rules relating to prohibited transactions also come within the activities
it is intended should be administered by this office.

In connection with organizations exempt from tax (under sec.
501 (a) of the code) it is'intended that this office have the responsibili-
ties as to an organization's exempt qualification, the taxes on unrelated
business income of an organization exempt from tax, and the rules
relating to the private foundation provisions of the Internal Revenue
Code.

To carry out the provisions of this bill, it is intended that the prin-
cipal activities referred to above will be transferred from the various
Assistant Commissioners' offices to the new Office of the Assistant
Commissioner (Employee Plans and Exempt Organizations). With
these transfers it is intended that the Assistant Commissioner (Em-
ployee Plans and Exempt Organizations), under the direction and
supervision of the Secretary, or his delegate, will have the authority
to direct national and field office policy in connection with the basic
activities of the Service relating to employee plans and exempt
organizations.

Salaries.-The bill provides that the Assistant Commissioner (Em-
ployees Plans and Exempt Organizations) is to be classified at a
GS-18 level and is in addition to the number of positions authorized
by present law (sec. 5109 of Title 5 of the U.S. Code). Present law
also is amended (sec. 5108 of Title 5 of the U.S. Code) to provide
that in addition to any positions already provided (and without
regard to any other restriction of present law) there are to be a
total of 20 new positions in the Internal Revenue Service in levels
GS-16 and GS-17. Th-o increases are to become effective on the date
of the enactment of the bill.

Authorization of apjnrop'iatios.-The responsibilities and func-
tions allocated to this new office are to be funded by separate appro-
priations, authorization for which is made in this bill. For this
purpose, the bill authorizes that the revenue from the annual $1 audit-
fee tax imposed on the employer for each plan participant (sec. 4974)
plus one-half of the revenues from the 4 percent excise tax on founda-
tion investment income (sec. 4940) is authorized to be anproprifed
to this office for purposes of carrying out the functions of the office.



The investment income tax on foundations currently is yielding
$56 million. This suggests that given the present level, $28 million
would be authorized for the new office from this source. It is estimated,
based upon the present number of covered pension participants, that
$30 million will be collected from the new $1 audit fee tax. Thus, based
upon present levels of revenue and participants the revenue provided
for the new office is expected to amount to $58 million. Presently
the costs of administering the provisions of the tax law relating to
exempt organizations is about $20 million and the cost of administering
the provisions relating to employee plans is about $22 million. This
suggests a total of $42 million, but with the new activities provided
in the case of pension plans and the expanded requirements under
the 1969 Act with respect to exempt organizations, it is anticipated
that significantly more revenue than this will be required to carry
out these functions in the future.

Because the authorization for the new office is to be based upon
estimates of collections from the two taxes referred to above, it is neces-
sary to have collection data available for purposes of this authoriza-
tion. As a result, the bill provides that generally the amount of the
authorization is to be based upon collections for the second preceding
fiscal year. Since the audit fee tax is a new tax first going into effect in
the calendar year 1974, the collections from this tax will be first real
ized in the last half of fiscal year 1974, i.e., the first six months of
calendar year 1974. This means that collections for the second pre-
ceding year with respect to this portion of the revenue of the new office
will not be available before the fiscal year 1976. As a result, as a sub-
stitute for the audit fee tax in the years 1974 through 1976. the bill
authorizes $35 million a year for the new office. This is in addition to
the authorization of half of the collections from the foundation invest-
ment income tax.

The funds provided by these two taxes which are authorized for the
new office in the Internal Revenue Service are to be used only for
activities delegated to this new office and may not be transferred or
used by the Internal Revenue Service in any other manner.

Effective date
These provisions are to be effective as of the date of enactment of

the bill.

Revenue effect
It is not believed that this provision will have any revenue effect

(but, for revenue raised by the audit-fee tax, see below.)

2. EXCISE TAX FOR UNITINGG

Present law
As indicated above, the present annual cost of administering em-

ployee benefit plans subject to the special tax provisions of the Inter-
nal Reveiie Code is about $22 million. With the increased costs aris-
ing from the expanded duties it is estimated that additional costs will
in the near future raise this total to about $35 million. Under present
law no audit fees or taxes are paid with respect to a qualified em-
ployee plan in order to cover the costs of the Internal Revenue Service
in administering qualified employee plans.



General reasons for change
The committee's bill (sec. 101) has established a new Office of

Assistant Commissioner for Employee Plans and Exempt Organiza-
tions to administer the qualified employee plan provisions and the
exempt organization provisions of the code. Under present law, pri-
vate foundations pay a 4 percent excise tax on their investment in-
come (sec. 4940) half of which under the provision described above
is to be used to meet the administration of the exempt organization
provisions and other costs of the new office. In contrast, qualified em-
ployee plans do not presently contribute funds for the administra-
tion of the provisions of the tax law relating to their qualified status.
The committee believes that qualified employee plans like exempt or-
ganizations should contribute to the cost of their administration. Ac-
cordingly, the committee has decided to impose a $1 audit fee excise
tax on the employer for each plan participant in a qualified employee
plan. As indicated in the provisions described above, the revenue from

the $1 audit fee is to be authorized to be used to meet the portion of
the joint cost of the new Office of Assistant Commissioner, Employee
Plans and Exempt Organizations, which is attributable to pension
plans.
Eoxplanation of provisions

The bill provides that for the calendar year beginning on January
1, 1974, and subsequent years an excise tax is imposed of $1 per par-
ticipant under an employer pension, profit-sharing, or stock bonus
plan (described in sec. 401 (a)), or an annuity plan (described in sec-
403(a)), or a bond purchase plan (described in sec. 405(a)). The
$1 tax imposed is to be paid by the employer of each paiticipant under
a qualified plan.

For purposes of administration and collection of this tax the em-
ployment tax provisions (subtitle C) of the code are to be applicable.
Thus, the audit fee tax becomes the liability of the employer when
contributions are first made during a calendar year by, or on behalf of,
an employee to a qualified employee plan. However, contrary to the
employment taxes, the ,1 audit fee excise tax is to be deductible as a
trade or business expense (i.e., sec. 3502 does not apply).

The tax imposed under this provision is not to apply to participants
under a plan of an agency or instrumentality of the ,United States, a
State or political subdivision. For purposes of this provision a plan
established by the employer includes a plan established by a prede-
cessor of the employer.

To be a participant, an individual must be actively employed by the
employer at any time during the calendar year. Further, the indi-
vidual must be entitled to have amounts contributed to or under a
qualified plan on his behalf by the employer (or to make contributions
to the plan) and must not currently be receiving benefits under the
qualified plan (that is, is not a retiree).

The Treasury Department is authorized to prescribe such regula-
tions as may be necessary to carry out the provisions imposing the $1
excise tax.
Effective date

The $1 excise tax is to be applicable to calendar years beginning after
December 31,1973.
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Revenue effect
The enactment of this provision is expected to produce approxi-

mately $30 million of excise taxes at 1973 levels of employment.

3. TAX COURT DETERM NATIONS

Present law
Plans which meet the requirements of the Internal Revenue Code

(that is, are exclusively for the benefit of employees, are nondiscrimi-
natory in regard to coverage and benefits, do not engage in prohibited
self -dealing transactions and meet certain other qualifications) receive
special tax treatment designed to foster their growth. It is not neces-
sary, in order to receive this special tax treatment, that a prior determi-
nation be obtained from the Internal Revenue Service as to the
qualification of a plan. However, to assist employers in their develop-
ment of plans or plan amendments, the Internal Revenue Service issues
determination letters indicating whether or not proposed plans or
amendments qualify for the special tax treatment. As a practical mat-
ter, since taxpayers generally want assurance in advance that their
plans or amendments will qualify, in most cases they obtain prior de-
terminations from the Internal Revenue Service before adopting a
plan or modification. Such a determination relates both to the qualifica-
tion of the plan (sec. 401 of the Code) and the tax-exempt status of the
related trust (sec. 501 of the Code).

Under the Internal Revenue Service's published procedures, this
generally takes the form of a determination letter issued by a district
director. The district director may request technical advice from the
national office on issues arising from a request for a determination
letter. Also, the applicant may request national office consideration of
the matter if the district director does not act within 30 days from
notice of intent to make such a request, or acts adversely.

Standards are set as to the type of situation in which the national
office will entertain a request for consideration of a case. It will, for
example, consider a case where the contemplated district office action
is in conflict with a determination made in a similar case in the same,
or another, district. The procedure provides for a conference in the na-
tional office, if it is requested by the applicant.

General reasons for change
In most cases an employer is ultimately able to obtain national

office consideration of a request for a determination by means of a
request for technical advice by a district director or by'appeal to the
national office of a district director's determination or failure to make
a determination. In some cases, the Service has refused to make a
determination with respect to the status of a plan and related trust.
In either case, however, the employer has exhausted his remedies after
the action by the national office.

As a practical matter, there is no effective appeal from a Service
determination (or refusal to make a determination) that a proposed
pension plan fails to qualify for the special tax benefits. In these cases,
although there may be a real controversy between the employer and
the Service, present law permits the employer to go to court only
after he has made contributions to the plan, deducted them, and had



those deductions disallowed. The long time period and the related
uncertainty , coupled with the threat of the ultimate loss of the tax
deduction, almost always causes the employer to go along with the
Service, even if lie disagrees with the Service's position. In addition,
the determination letter procedure does not permit employees, or
their unions, to question the qualification of plans.

The committee believes that both employers and employees should
have a right to court adjudication in the situations described above.
The bill deals with the problem by providing that, in the event of
an unfavorable determination (or failure to make a determination),
the employer may ask the Tax Court for a declaratory judgment as
to the status of a new plan, a plan amendment or a plan to be termi-
nated. In addition, the committee has decided that interested em-
ployees should be allowed to participate in the consideration by the
Service of an employer's request for a determination and any con-
troversy connected with it. An employee who intervenes in the Serv-
ice's determination procedure is to be entitled to receive a copy of the
determination issued by the Service in connection with the proceed-
ing. If the employee questions a Service determination with respect
to the qualificationa of a particular plan, he may petition the Tax
Court to issue a declaratory judgment as to the status of the plan.

The committee believes that this procedure is desirable because it
will permit all interested parties to the controversy (the Government,
the trustee, the employer, and his employees) to have an opportunity
to participate in the administrative determination of the matter and to
have an opportunity to contest the Service determination of the
matter.

While the committee decision permits employ ers and their em-
ployees to petition the Tax Court for a declaratory judgment in con-
nection with a new plan, a plan amendment, or a plan termination, the
committee also expects the Service to establish procedures whereby
interested parties (including employees regardless of whether they are
plan participants or plain beneficiaries) may question the continued
qualification of a plan and a related trust and obtain a determination
from the Service. In such a case, it is believed that the Service should
afford the employer and other interested parties an opportunity to be
heard before issuing a determination letter with respect to the plan
and related trust. If the Service ultimately concludes that a plan is no
longer qualified, then the Service is to proceed in the usual manner by
notice of deficiency. Of course, the Service while concluding that the
plan remains qualified could conclude that there has been a violation
of a fiduciary obligation, and the Service Would then proceed by impo-
sition of the excise tax.

While this new procedure is being made available to parties who
desire to use it, there is uo requirement that a party use this new pro-
cedure to determine the status of a plan. Further, there is no require-
ment, as a condition for qualification, that a request for a determina-
tion be made.

2The present Service procedure provides that appeals from a district director are to
he considered by the national office in Washington. D.C.. and as a result. if a party wsoen
to make an oral presentation, he must incur the cost of travel. The Service has instituted
a regional appeals procedure in connection with the status of an orgaization exempt by
reason of section 501(c) (3) and it is hoped that the Service wilI institute a similar
appeals procedure for employee benefit plan determinations.



Explanation of provisions
In generaL-The bill provides that the United States Tax Court is

to have jurisdiction to hear and enter judgments with respect to con-
troversies as to the qualification of an employee plan which has been

established by an employer. The plans for which the Tax Court may en-
ter a declaratory judgment are pension, profit-sharing, and stock bonus
plans (described in sec. 401 (a)), annuity plans (described in sec. 403
(a)), and bond purchase plans (described in see. 405(a)). A declara-
tory judgment issued by the Tax Court is to be treated as the final deci-
sion of the court and is to be appealable to the U.S. Court of Appeals.

The Tax Court is to have jurisdiction to declare whether a plan is,
or is not, a qualified plan, but in this judgment is not to determine
whether any proposed action is a prohibited transaction (see. 4973).
The Court Is to base its determination upon the reasons provided by
the Internal Revenue Service in its notice to the party making the
request for a determination, or based upon any new matter which
the Service may wish to introduce at the time of the trial. The Tax
Court decision, however, is to be based upon a redetermination of
the Service's determination and not by a general examination of
the provisions of the plan or related trust. The judgment is to be
binding upon the parties to the case based upon the facts as presented
to the Court in the case for the year or years involved. This, of course,
does not forclose future action if an examination of the operations
of the plan indicates that the plan does not in operation meet the re-
quirements for qualification.

The parties entitled to petition the Tax Court for a declaratory
judgment under this provision in general are the trustee of a plan, a
taxpayer seeking to take a deduction for contributions to a plan or
trust, or an employee of the taxpayer.

Exhaustion, of administrative remedies required.-For a petitioner
to receive a declaratory judgment from the Tax Court uder this
provision, he must demonstrate to the court that he has exhausted all
administrative remedies which are available to him within the Internal
Revenue Service. Thus, in the case of an employer (or a plan trustee)
lie must demonstrate that he has made a request to the Internal
Revenue Service for a determination and that the Internal Revenue
Service has either failed to act, or has acted adversely to him. and
that lie has appealed any adverse determination by a district office to
the national office of the Internal Revenue Service, or has requested
or obtained through the district director technical advice of the
national office. To exhaust his administrative remedies a party must
sqtisfv all procedural requirements of the Service. For example. the
Service may decline to make a determination if an employer fails to
suply the Service with the necessary information on which to make
a determination. In addition, the Service should decline to make a
deteiuination if it is not satisfied that the employer has taken reason-
able steps to notify all emplovees who ,iight have an interest in the
action on request for a determination.

In addition to exhausting administrative remedies, an employer
must have placed a plan into effect prior to the petition of the Tax
Court for a declaratory iudgmeut. However, a new plan is to be treated
as being in effect, even if it includes a provision that the funds con-
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tributed to it by the employer and employee may be refunded in the
event that the plan is not found to be a qualified plan by the Service or
the Tax Court. In the event that the contributions are refunded, all
deductions for contributions would be disallowed and all income de-
rived by the trust would be includable in income by the person who re-
ceives the payment. In the case of a plan amendment or plan termina-
tion, the proposed action by the employer or plan trustee also may be
put into effect on a conditional basis.

While the Service presently does not provide any procedure for em-
ployee objection to proposed determinations concerning the qualifica-
tion of a plan, it is anticipated that the Service will adopt procedures
similar to those procedures provided for employers making the request
for the determination. These procedures would permit employees who
have an interest in the requirements necessary for the plan to qualify
to participate in the administrative determination of whether a plan
is entitled to qualified status. An employee must exhaust these reme-
dies before petitioning the Tax Court for a declaratory judgment. If
there has been a failure to provide an employee with adequate notice
of a request for a determination, then he need only exhaust those ad-
ministrative remedies that are available to him at the time he receives
adequate notice.

Tax Co,.t (om issioaers.-In order to provide the court with
flexibility in carrying out this provision, the bill authorizes the Chief
Judge of the Tax Court to assign the Commissioners of the Tax Court
to hear and make determinations with respect to petitions for a
declaratory judgment, subject to such conditions and review as the
Court may provide.

Right to petition Tax Court.-The right to petition the Tax Court
for a declaratory judgment is to arise only out of cases involving
requests for a determination with respect to a new plan. an amendment
to an existing qualified plan, or a termination of an existing qualified
plan. The request for a determination must be communicated by the
employer (or plan trustee) to the employees at the time that a request
for a determination is made to the Service. This apprises the employ-
ees of their rights, or lack of rights, under the plan and permits them
to participate in the proceedings with the Service and enter an objec-
tion to any proposed determination.

An employer (or a trustee of a plan) may bring an action for a
declaratory judgment in connection with a pension, profit-sharing,
stock bonus, annuity, or bond purchase plan if he has submitted to
the Service a request for a determination as to the qualified status of
a new plan or the continued qualified status of a plan that has been
amended or the status of a plan which has been terminated. If the
action is brought by the employer or trustee, any employee who had
intervened in the proceedings before the Service is to be allowed to
intervene in the Tax Court proceedings.

An employee may bring an action for a declaratory judgment if his
employer or the trustee of his employer's plan obtained a determina-
tion from the Service that is adverse to the employee. A determina-
tion may be adverse to an employee, for example, if he is excluded
from the group of employees covered by the plan or if his vesting or
benefits are not as favorable as he claims they need to be in order to



satisfy the nondiscrimination provisions of the tax law. To bring the
action an individual must have been an employee of the employer dur-
ing the period for which he is questioning the qualification of the Plan.
In any suit by an employee for a declaratory judgment his employer
or the trustee of the plan is to be allowed to intervene.

Time for bringing action.-In general, the petition to the Tax
Court for a declaratory judgment must be filed within 90 days after
the date on which the Commissioner sends by certified or registered
mail his final determination in response to an employer or trustee's
request for a determination. Generally, the event causing the period
to begin to run is to be a notification by the national office of a refusal
to hear an appeal from a district director's determination, or of a
notice of a decision with respect to an appeal from a district direc-
tor's determination. Alternatively, the event may be a notice by the
district director of a response 'by the national office for technical ad-
vice. To give interested parties an additional period of time in which
to make determinations or file documents, the bill provides that the
period for filing a petition may be extended for such additional
period as may be needed if agreed to by the Service and the party
making the request for a determination.

Generally, the Commissioner is to have 270 days within which to
make a final determination. As explained above, however, this period
may be extended by consent for whatever period is agreed to by the
Commissioner and the party making the request for a determination.

If the Service fails to make a final determination within the speci-
fied period of time (including anv extensions of time), the employer
or trustee may bring his action for a declaratory judgment within
90 days after the expiration of the 270-day period or such longer
period for which an extension had been agreed.

Burden of proof.-The normal rules of burden of proof and evi-
dence for the Tax Court are to be applicable in declaratory judgment
cases. The burden of proof is on the petitioner with respect to any
ground which was set forth in the determination in a manner which
informs the petitioner of the reasons for the Service's action. The
burden of proof is on the Service with respect to any reason which
was not set forth by the Service as a reason for denial of qualifica-
tion. If the case involves a request for a declaratory judgment where
the Service did not make a determination, the burden of proof is to
be on the Service for any ground on which it relies in the declara-
tory judgment proceeding. If an employee disagrees with the Serv-
ice's determination that a plan is qualified, the burden of proof is on
the employee to show that the plan is not qualified.

Effective fiate
The amendments providing for petitioning of the Tax Court to

issue declaratory judgments is to take effect on January 1, 1975.

4, DETERINATION OF EMPLOYEE RIGHTS

Present t II It
Under present law, retirement plan participants do not have any

right under Federal law to access to an inexpensive forum for having
their pension rights declared. In the case of those plans which do not



provide for some form of grievance or arbitration procedure, the plan
participants generally only have an opportunity to obtain redress of
their grievances in State or local courts.

General reasons .fo change
The committee believes that all workers and plan beneficiaries

should have the opportunity to resolve an controversy over their re-
tirement benefits under qualified plans in an inexpensive and expedi-
tious manner. Hardshilps have been encountered in the past by work-
ers who are unable to plan for their retirement because of the uncer-
tainty of their benefits and by beneficiaries who have lost benefits to
which they were entitled. Accordingly the committee has decided to
provide that controversies as to retirement benefits are to be heard by
the Department of Labor.

The procedures provided by this section of the bill are provided as
alternatives to existing procedures that may be available to plan par-
ticipants or beneficiaries. Nor are these procedures intended to over-
ride the provision of any collective bargaiing agreement or similar
agreement which sets out procedures for employees in redressing their
grievances.

Explanation of proeuioRs
The bill provides a procedure whereby a plan participant or bene-

ficiary may request the Secretary of Labor to hear and decide disputes
as to the present or future entitlement of a plan participant or bene-
ficiary to benefits under a plan which is (or was) qualified under the In-
ternal Revenue Code. For this purpose, a qualified plan is a pension,
profit-sharing, or stock bonus plan (described in sec. 401(a) of the
code), an annuity plan (described in sec. 403(a) of the code), or a
bond purchase plan (described in sec. 405(a) of the code).

To he a participant, an individual must be actively employed by the
employer at any time during the calendar year. Further, the individ-
ual must be entitled to have amounts contributed to or under a quali-
fied plan on his behalf by the employer (or to make contributions to
the plan) and must not currently be receiving benefits under the
qualified plan (that is, is not a retiree). A plan beneficiary generally
is an individual who is receiving (or claims a right to receive) benefits
under a qualified plan.

Upon the application of a plan participant or beneficiary for a
determination of his retirement rights the Secretary of Labor is to
notify the administrator of the plan under which the applicant is re-
questing that his rights be declared. The Secretary is to notify the
plan administrator of the matters complained of and the relief re-
quested by the applicant, and to hold a proceeding at such time and
place and in such manner as to permit the plan participant or bene-
ficiary to be present and to present his case to the Secretary.

The Secretary is to attempt to secure voluntary compliance with
any decision he makes with respect to an applicant's retirement rights,
but he has the power to issue an order directing the plan administrator
to comply with the terms of any decision. In the case of a refusal to
comply with a decision of the Secretary, the Secretary may petition
any U.S. District Court within the jurisdiction of the proceedings to
issue an order requiring compliance.
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In any hearing conducted by the Secretary under this proceeding
the Secretary is to have the authority to require attendance and
to permit examination of witnesses and the production of books, pa-
pers, and documents (sees. 49 and 50 of the Federal Trade Commission
Act). Under this provision the Secretary also is authorized to examine
and copy any documentary evidence of any corporation which is a
party to the proceedings and to have the power to require by subpoena
the attendance and testimony of witnesses and the production of docu-
mentary evidence relating to any matter relative to the proceedings.
Other procedures and practices common in administrative determina-
tions of this type are also provided for. It is expected that the proce-
dures adopted by the Secretary will be conducted with a minimum of
formality and without requiring a printed record in all cases. It is
believed if this procedure is followed, the hearings can be conducted
in an expeditious and inexpensive manner.

Any decision made by the Secretary determining the pension bene-
fits of an applicant may be appealed to any United States District
Court within the jurisdiction of which the proceeding was held. The
provisions of Chapter 7 of Title 5 of the United States Code (relating
to judicial review) are to appiy to any such appeal and on appeal the
facts upon which the decision was based are subject to a trial de novo
by the reviewing court.

Effective date
The provisions of this section are to take effect and apply to appli-

cations for determinations made on or after January 1, 1975.

I. Limitation on Contributions

(Sees. 702, 704, and 706 of the bill and sees. 72. 401, 404, 412, 414,
1379, and 6691 of the Code)

Present law
Under present law, different rules are provided for em-

ployer and employee contributions in the case of plans for self-
employed individuals (H.R. 10 plans). plans of "regular" corpora-
tions, and plans of electing small business corporations subchapterr
S) . These are described below.

H.R. 10 plans. The amount of deductible contributions to an
I].R. 10 plan on behalf of a self-employed person cannot exceed the

lesser of 10 percent of his earned income I or 1,..00 (see. 404(e)). In
addition, nondeductible contributions nav be made in certain cases,
but these contributions on behalf of owner-emplovees may not exceed
the lesser of 10 percent of earned income or $-,500. Allowable volun-
tary contributions by employees of self-employed individuals must
Is at lea4t proportionate to allowable voluntary contributions for self-
minployed (sec. 401 (e) (1) (B) (ii)).

I All the types of plans must, in addition to the roles described below. meet the general
easosable compensation tests (sec. 162). The statute doe not specify limitations on
the oeneis which may be paid under a qualified pension plan. However. in Rev. RUl.
72 3. 1072-1 c. 105, the Internal Revenue Service ruled thot pension benefits from a
toail..d pension pln ace intended ox a substitute for compensation, and that in general
a Plan Atii, provides benefits In excess of as employees compensation is therefore
not onalifed.

2"Earned Income" is generally defined as being esulvalent to "net earnings from self-
emplement "-the kind of income that may be subject to self-employment taxes in lieu
of FICA taxes (sees. 401 (c) (2) and 1402).



"Regular" corporate plans.-In the case of i "regular" corporate
plan there are no limitations on how much may be contributed by the
employer. There are, however, limitations on the amount of the con-
tribution that is deductible. Different limitations apply to profit-
sharing and stock bonus plans and to pension plans.

In the case of profit-sharing or stock bonus plans, the amount of
the contribution that is allowable as a deduction is not to exceed in the
aggregate 15 percent of compensation to employees covered under the
plan. Contributions in excess of the 15-percept limitation may be
carried over to future years. In addition, within certain limits, to the
extent that an employer does not make the full 15-percent contribution
in one year he may increase the amount of his deductible contribution
in a future year.

In the case of pension plans, the amount of the contribution that is
deductible is not to exceed 5 percent of the compensation to employees
covered under the plan, plus the amount of the contribution in excess
of 5 percent of compensation to the extent necessary to fund normal
pension costs and remaining past service costs of all employees under
the plan as a level amount or as a level percent of compensation. In the
alternative, the taxpayer may compute the limit on his deductible con-
tributions by limiting his deduction to his normal cost for the plan
plus 10 percent of the past service cost of the plan (see. 404(a)). In
practice, these limitations have very little effect in limiting contribu-
tions to regular corporate pension plans.

Were an employer contributes to two or more retirement plans
which are governed b different limits on deductions (pension, profit-
sharing or stock bonus, or employee 'annuities), the total amount
annually deductible under all the plans cannot be more than 25 percent
of compensation otherwise earned by the plan beneficiaries. If any
excess is contributed, it may be deducted in the following year; the
maximum deduction in the following year (for carryover and current
contributions together) is 30 percent of compensation. A carryover is
available for additional excess contributions which are deductible in
the succeeding taxable years in order of time.

Subehapter S plans.-The limitations on the deductibility of con-
tributions to a subchapter S corporation plan are the same as those in
"regular" corporate plans. However. a shareholder employee (an
employee who owns more than 5 percent of the outstanding stock of
such a corporation) must include in his gross income the amount by
which the deductible contributions paid on his behalf exceeds th~e
lesser of 10 percent of his compensation or $2,500 (sec. 1379(b) ).

Pro frssional corporations.-Generally, lawyers, doctors, account-
ants and certain other professional groups in the past have been un-
able to carry on their professions through the form of corporations
because of the personal nature of their responsibility or liability for
the work performed for a client or patient. Consequently, their con-
tributions to retirement plans were limited by the rules governing self-
employed persons. In recent years, however, all States have adopted
special incorporation laws which provide for what are generally
known as "professional corporations." These ha' e been used increas-
ingly by groups of professional persons, primarily to obtain the more
favorable tax treatment for pensions generally available to corporate



employees. The Treasury Department, in the so-called Kintner reg-
ulations, held that professional corporations were not taxable as
corporations. A number of court cases, however, have overturned the
regulations and the Service has now acquiesced and generally recog-
nizes these professional corporations as corporations for income tax
purposes.

General rea.3ons for change
Many self-employed people, especially professionals, feel that

they are discriminated against as compared with corporate
executives and proprietary employees of corporations in regard to
the tax treatment of retirement savings. This is because, at
present, there is no comprehensive limit on the amounts the corporate
employer can contribute on behalf of its executives and proprietary
employees. Self-employed persons, on the other hand. are subject to
the contribution limits described above.

In addition, many of the self-employed argue that. as a result of
these contribution limits, it is difficult for them to provide adequate-
ly for their retirement, particularly as many professionals have a
limited number of years of peak earnings, in wIhich it is comparatively
easy to set something aside. It is also argued that the $2.500 limit is
no longer appropriate, since in the approximately 10 years since
Ih.R. 10 was first enacted. there has been a substantial inflation factor
in the economy. Furthermore. it is contended that the present law in
the retirement plan area creates an artificial incentive for the incor-
poration of businesses which more traditionally, and perhaps more
appropriately, have been conducted in unincorporated form. For all
of these reasons. the committee believes that a substantial increase in
deductible contributions for self-employed individuals is justified at
the present time. Under the committee bill. the present limits would
generally be increased to 15 percent of earned income, up to a maximum
deduction of $7.500 per annum.

At the same time, it is clear to the committee that the formation of
professional corporations. a practice which has proliferated enormous-
ly in recent years. has had the effect of circumventing the limitations
which Congress intended to impose on deductible contributions by
persons who are essentially, in lost respects, self-employed. In many
corporate plans a much larger percentage of the contributions and
benefits go to "rank and file" employees than is the ease with regard to
most, H.R. 10 plans. In sii'h corporate iulans. if large contributions are
made for execuiti'es. then tle antidiscrimiiation provisions of present
law (sec. 401(a) (4)) re(qiii 'e that proportionate eontriitions be
ide on behalf of rank anl file(iemnlovees. Not only does tlis financiall

d rag" effect tend to inipose practical restrictions oio the size of contribu-
tions made for the highest he-el employees, but it also means that, if
large contributions are inade for this gnou, then lower level em-
ployes will also benefit. Thus. it atpiiears that many corporate plans
are sulbject to practical limitations whiell do not an v in the ease of
self-e loved nins. The absen e of such ipraetical limitations is the
reason that it Iss been thought ne'cssary to impose legal limitations
innon self-emploved pmlns.

However. it appears to the committee that thie c'irent method of
limitations does not apply equally to all situations where "financial
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drag" is very small or nonexistent. Also, the committee feels that the
present system discriminates in favor of those who choose to in-
corporate, and against those who do business in the more traditional
partnership form. Similarly, other small businesses in corporate form
are treated differently for pension plan purposes depending whether
or not they are under subchapter S, and without regard to whether
most of the benefits under the retirement plan go to rank and file
employees.

The committee bill would correct this situation by putting the reg-
ulation of retirement benefits on a realistic basis, applying limitations
where they are appropriate, whereas the current system depends too
greatly on the form of business operation. Thus, under the committee
bill, limitations on contributions would be imposed not only on self-
employed plans, as under present law, but also on proprietary em-
ployees holding a two percent or greater interest in an incorporated
business, but only where all such persons, in the aggregate, have
more than a 25-percent interest in benefits under the plan.

Explanation of provisions
The committee bill increases the maximum deductible con-

tribution on behalf of self-employed persons to the lesser of
$7,500, or 15 percent of earned income. (A similar, although not
identical, rule is applied in the case of defined benefit pension plans.)
However, no more than the first $100,000 of earned income may be
taken into account in applying the percentage limits. The $100,000
ceiling on the earned income rate base means that a self-employed
person with more than $100,000 income will have to contribute at a
rate of a least 71/2 percent on behalf of his employees if he wishes
to take the full $7,500 deduction on his own behalf (in order to comply
with the antidiscrimination requirements)., A self-employed person
earning more than $100,000 who wishes to contribute $5,000 for him-
self will have to contribute at least 5 percent on behalf of his em-
ployees.

The committee bill also extends the application of these provisions
to plans for the benefit of "proprietary employees." In general, a "pro-
prietary employee" would be any individual owning either directly,
or through attribution rules (those prescribed in sec. 1563 (e)), at least
2 percent of the total combined voting stock of the corporation, or 2
percent of the total value of all shares of stock in the corporation. How-
ever, the provision does not apply unless all proprietary employees
who are active participants, as a class, have more than 25 percent of
the total account balances for active participants under a defined con-
tribution plan (such as a money purchase plan), or in other cases
have more thail 25 percent of the, preseilt value of all accrued bene-
fits under the plan (whether or not vested) for active plan partici-
hiants.4 The committee believes that this i p roach will place the treat-
nent of corportate plans oun a more realistic and equitable basis
where most of the benefits niider the phM Le for illdividuals whio are
not proprietary employees, the contributio ceiling will not apply, but

a~h(* lnln~ilons n o ldedlli.tileh eontr' i|ll oll (W ,1/] of oPWII(!'-!Inm oI wH|( In

sil, *'piy' phwt ih.- ant uiiirrax'el IIwilwNiair.s~l~ i J ,lY.'/l,|'w n .| l.]:''t, , f i a, ,- T .. ....... 1 ......... . Itd ,, eh,,I w ..........

uuij' i t'iiililyI'i' for iililors of oI liii' lil;iiiO, if tiii' ior' limiti ii Iii'i'i'lri I Ili'Iwilpll,t.'' ' 1 of liii tliio I,
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where a substantial portion of the plan benefits are for proprietary
employees, the ceiling will apply.

The new rules are also to apply in the case of subchapter S corpo-
rations. Under the committee bill. section 1379 is repealed. However,
subehapter S corporations would remain subject to limitations under
the same rules applicable to other corporations. Thus, if more than
25 percent of the benefits under the plan were for individuals who each
held at least 2 percent of the stock in the corporation, these stock-
holders would be considered to be proprietary employees, and would
be subject to the 15 percent-$7,500 limitation. But if less than 25
percent of the benefits were for these individuals, these limitations
would not apply.

As is the case under present law with respect to an owner-employee,
a proprietary employee (or a group of two or more proprietary em-
ployees) who controls more than one business would be required under
the bill to group together all controlled business activities for the
purpose of determining whether all employees of the proprietary
employee are covered by a retirement plan on a nondiscriminatory
basis, and also for the purpose of assuring that the limitations on
contributions are not exceeded. As a result of this requirement, a pro-
prietarv employee could not make contributions under two or more
retirement plans. which, when totaled together exceeded $7,500. This
provision ensures that a proprietary 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 he divide his business and set up a retirement plan in
one business where, for example, he is the only employee.

The bill also provides that-like an H.R 10 owner-emplovee under
present law- an individual who is a proprietary employee in a busi-
ness (whether or not he controls the business), and is also a proprietary
employee in another business which he controls. may not be covered
under the plan of the first business unless he has established a plan
for the employees of the business which he controls. The nlan for the
business which he controls must provide contributions and benefits for
employees which are at least as favorable as the contributions and
benefits provided for him under the plan of the first business.

The rules outlined above also apply in cases where an individual
is an owner-employee in one firm and a proprietary employee in a
second business.

Defined benefit plans-iitarNon on benefits.-The committee bill
also contains a provision, which applies in the ease of all defined bene-
fit plans (including corporate plans without proprietary employees).
generally limiting the annual benefits which can be paid out tinder
these plan (as of age 65) to 100 percent of the participant's average
compensation from the employer during his highest 3 consecutive
years of earnings. A pension is essentially a substitute for earning
power during the retirement vears and the'committee believes that no
qualified pension plan should pay defined benefits which are higher
than an employee's average earnings during his highest .3 years. It is
the understanding of the committee that this provision is consistent
with present law (Rev. Rul. 72-.3 1972-1 C'.B. 105) and by this pro-
vision the committee only intends to clarify and make more explicit
present law.



The plan could, however, provide for a cost of living adjustment
over and above the 100 percent limit. HoweNer, benefits paid in the
event of early retirement would have to be scaled down from the 100
percent of salary level on all actuarial basis. In general, in the case
of any defined benefit pension plan which does not pay benefits in
the form of a straight life annuity, commencing at age 65, or which
provides ancillary benefits, the 100 percent limitation would have
to be adjusted in accordance with regulations., In the case of a con-
tributory plan, upward adjustments in tile benefit schedule would
be permitted in accordance with regulations, to reflect the fact that
part of the annuity had been purchased with the employee's oxvn after-
tax dollars.

In the case of an employee who is a participant in both a defined
benefit pension plan and a money purchase pension plan, the maxi-
ium 100 percent of salary benefit under the defined benefit pension
plan would be reduced under the committee bill by multiplying 100
percent of the participant's average compensation by a fraction, the
numerator of which is the percentage of compensation contributed
under the money purchase plan, and the denominator of which is 20.
(Under another provision of the committee bill, 20 percent would be
the maximuln tax-excludable contribution under a money purchase
plan.)

For example, if an employee had an average high-three-year salary
of G20,000. and a 10 percent of salary contribution had been made
on his behalf to a money purchase plan, his maximum yearly bene-
fit under the defined benefit pension plan could not exceed $10,000
(10/20ths of $20,000). This would prevent the situation where an
employee might seek to circumvent the limitations on benefits under
a defied benefit plan, or on tax-excludable contributions under a
money-purchase plan, by setting up two different types of plans for
himself. (In cases where the rate of contributions to a money pur-
chase plan fluctuated over the career of the employee, or were made
for certain years when he was a participant under the defined benefit
plan, but not for others, appropriate adjustments to this formula will
be made in accordance with regulations.)

As a further adjustment, in the case of an employee who participates
in a defined benefit plan for less than 10 years, the defined benefit other-
wise allowable in accordance with the. rules described above is to be re-
duced by multiplying the otherwise allowable benefit by a fraction, the
numerator of which is the proprietary employee's years of active par-
ticipation in the plan, and the denominator of which is 10. For example,
if an individual who was an active participant for 3 years under the
plan had an average high-three years salary of $50,000 (and no other
adjustments were required) his maximum benefit could not exceed
3/10ths of $50,000, or $15,000 per annum.

This would prevent a situation where an individual might receive
an extremely high pension, even though he had only a few years of
active service under a plan.

Defied benefit plans for proprietary employee corporations.-At
present, many small corporate plans are defined benefit plans, although

sThe committee expects that the adjustment for ancillary benefits will be substantially
equivalent to the adjustment now provided under present law for a plan which iN te-
grated with social security.
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most self-employed plans are defined contribution plans because of the
limitations on contributions imposed on self-employed persons under
present law. The committee was concerned that in extending the con-
tribution limits to certain proprietory employee corporate plans, the
committee bill might inadvertently take away, as a practical mat-
ter, the option of having defined benefit plans from these corporations.
As a result, the committee bill contains a formula (which under the
bill may also be used by self-employed individuals) which would al-
low proprietary employees, in effect, to translate the 15 percent-
$7,500 limitations on contributions, to which they would otherwise be
subject, into limitations on benefits which they could receive under a
defined benefit plan. (Of course, all employees of all corporations,
and all self-employed individuals, remain subject to the 100 percent
of salary limitation, discussed above.)

Under the formula, the basic benefit for the employee (that is, a
straight life annuity commencing at the later of age 65 or 5 years from
the time the participant's current period of participation began, with
no ancillary benefits) is not to exceed the amount of the employee's
compensation which is covered under the plan (l) to a maximum of
$50,000) tines the percentage shown on the following table.
Age at participation Percentage

30 or less ----------------------------------------- 6.5
35 ----------------------------------- 5.4
40 ------------------------------------------------------------ 4.4
45 3.6
50 -------------------- - - - 3.0
55 2.5
60 or over ------------------------------------ 2.0

The percentages in early years are higher to reflect the fact that con-
tribtions made during these time periods earn interest for a longer
period prior to retirement than contributions made in later vests. The
Secretary or his delegate is to have authority to prescribe regulations
in cases of olans which provide something: other than the "basic bene-
fit." Also, the regulations are to spiecifv percentages for individuals
who become participants at ages other than those shown on the table.
In addition, the Secretary or his delegate is given authority to pre-
scribe new percentages, to be used in years beginning after Decem-
her 31, 1977, based on changes in money rates and mortality tables
occurring after 1973.

To illustrate how this formula would work, assume that a self-
employed person enters a defined benefit plan at age 30, and par-
ticil)ates in the plan for 5 years, with income covered under the plan
of $20,000 per annum. At age 35, he leaves the plan. but at age 50. lie
again becomes a participant. For the first 5 years his covered income
is $30,000 per year, then $40,000 for the next 5 years, and finally
$50.000 for the last five years prior to his retirement.

The calculation would work as follows:

Conpensa- Benefit
tan earned Total

Age per year Rate per year benefit

-35 . . ..... . 2, 6.5 $2,300 $6,500
50-55 30,000 3.0 900 4, 500
55-60 ............. . . . .................. 40,000 3.0 1.200 6,000
60-65 . .--------------------------------------- - 50,000 3.0 1,500 7,500

T otal .................................................................................. 24 ,500



Thus, the maximum benefit which could be paid to the individual
under the plan ill the form of a single life annuity commencing at age
65 with no ancillary benefits would be $24,500 per year.

The committee bill also provides that for purposes of the antidis-
crimination rules, the maximum amount of compensation which is to
be taken into account is to be $100,000. (This is the same ceiling pro-
vided in connection with contributions to a money purchase plan.)
For example, if a self-employed person established a defined benefit
plan for himself at age 50 (where a 3 percent rate would apply) and
earned $100,000 per year, benefits under the plan for his employees
could be earned at the rate of 1.5 percent of covered compensation, and
the plan would not be considered to be discriminatory. In other words,
the maximunm benefit which could accrue per year for the self-
employed person would be 3 percent of $50,000, or $1,500, which is
equivalent to 1.5 percent on a $100,000 base. Thus, the self-employed
person would be permitted to make contributions which would pur-
chase a 1.5 percent benefit for his employees. However, even if the
self-employed person's earnings were $200,000, benefits earned for the
employees under the plai could not drop below the 1.5 percent rate.

Limitatims on contributions to money purchase plas-The com-
mittee bill also contains a provision which would limit tax excludable
contributions under a money-purchase plan. Cases have been found
where the stockholders of small corporations invest very substantial
percentages of their income in what is, in effect, a deferred compen-
sation arrangement. As discussed above, the Internal Revenue Serv-
ice has ruled (Rev. Rul. 79-3, 1972-1 C.B. 105) that a pension is essen-
tially a substitute for earning power during the retirement years and
that, in general, a pension plan does not qualify in cases w here the
pension benefit is more than the employee's highest average salary.
The committee agrees with this interpretation of present law, but the
100-percent-of-salary limitation is difficult to apply in the case of
money ulrehase plans because the amount of the pension benefit which
will ultimately be received cannot be determined with precision. Thus,
the committee'bill, as a corollary to the 100-percent-of-salary Ihmitation
for defined benefit plans, also contains a provision that tax excludable
contributions to a money purchase or other defined contribution plan
cannot exceed 20 percent of the employee's compensation. Any addi-
tional contributions oil behalf of the employee must be included in
income by him.'

To enforce these provisions, employers or pension plan custodians
would be required to report to the Service, in accordance with regula-
tions, whenever contributions in excess of the 20 percent limitation had
been made, and a penalty ($10 a day up to a $5,000 maximum) would
be imposed for each instance of unexcused failure to comply with these
reporting requirements.

Any amount included in gross income under this provision would be
considered as part of the employee's investment in the contract for
purposes of computing the taxable amount of a distribution from
the plan to the employee. However, these contributions would be con-
sidered to be made by the employer for purposes of qualification of the

'Tile onty exeption wools he ill the aitoalton where a contrbuon woo linde by tile
roplopr ft a 20 percent rate (or leo.) for his .oploi1eeo ht t ile cotihtion liael enel

to exceed 20 percent of tle employee's actual cospesition ue, tor instance, to a teror-
notion of eioployiient.i
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plan. If the employee's rights under tie plan should terminate before
tax excludable payments under the plan equaled the amounts included
in gross income under this provision, a tax deduction would be allowed
equal to the unrecovered contributions.

Icteqratiogi .ides for plns becliting /)rOJ'l;etdfJ employees.-
Uider' present law, any H.R. 10 irlai which benefits owner-emrployees
is subject to certain additional rules with respect to integration. If
more than one-third of the contributions under tie plan are made
on behalf of owner-employees, the plan is not. permitted to integrate
with social security. On the other ]rand, if less than one-third of the
contributions are made for owner-eiployees, and tie owner-ei)loyee
treats the self-employment taxes which lie pays iis contributions on his
own behalf under the plan, the plan may irltegrate by treating the
employer's social security contributions on behalf of his employees
as contributions made under the iplan (see. 401 (d) (()). li' contrast, a
qualified employer plan may integrate by treating social security belie-fts as benefits provided under tie pln (wtr iin certi ii units).
Under the committee hill, essentially these Saitire lprov'isions would

be applied in the case of plans for lprolprietary rrnrjloyees. Otherwise,
it was apparent to the committee that irofr'ssionals rind others would
still have a substantial artificial tax incentive to incorporate ratiier
than to do business in More traditional forms. In addition, it:seeued
reasonable that the, sante general considerations winich led the Con-
niritte' to coirclude that it irais desirable to extend the liiitations oir
'ontriutions- to certainn corporate iilalls, also suggest that enliplovees

of those corlporations should laive' tie extra protection against erosion
of their fensionis through; iitegrationi that thl special l'riles iilfiord.

Trriefor-e, under fitr, conirittee bill, it is hroc'inet, iin geineraii., tiit
in airy 1plan for' the llerfit of iproirietari' elllevees the pin l aV
not integrate if ilore thairn one-tinrd of tie ractroiint biliices or
ac'r''ued benefits uruider' tin Iull in alre foi. the blrfit of indi'iduals each
of wholir holds 0 pelr'''et or iori' of the stork in tire r'riorrtiroi.
Other iprropr'ietar'y erilployee )hins inn integrate, but onlv On the
st rue basis as rill OWnier-irilirlo,'r'e plani coul iitegirite (tihat is, b'
treating social seilttl'it' tixes )lii for the erhirrrvr'ts s 0'itriibutins
paid on thri rl'lf inedr th Ilanr).
At the sirull tirtie, tine 'Olillrite' re'r''rrgrrizes that there tre tiirlirV

srrlil 'i'liorrtt, hims. rri'rrrli i h i exsterte, which ll lrS ito'i/
tiori, an 'hi'l righi t be Sori, iorius all'i'ted i' the r'rir's ir this ara

We'e to be alter red too rrbru litIV.
Tie 'oirirritter' bill provides i ti'arsitionrarl r 1i'ur, iuier' whiil ruir'

Ir'rielary einlovre liiil whiir Wis iin existence r ii ,hllv' 24, 197 3,
lrav rolitilllr, to iritegrite (iii hilni vr'tr's r'ginrrrig tfore v ,n ' 1
198 ) at. tire srurrre l'el f i'riftegTrrrioni I* liV') its erts ini rl''et 1irher
the plii rr .111131 24, 197;, rll ie lir''' of irtegr'tirior i12% n iiin-
'easi'. (For' rairtilli'le, hii the stciril stei'rit, 'ite Ih Ist tI lire I luiir

ilis.Nt still riltiille tri ilitegrr'1llI it the old hvel.) ahlrwe''. run' si'f-
i'iipivir lillri whiirh ehirts f olitrert t it dii'rl illit brirsi i using
tin e ' a n lii iii i'rlrrrrili 'si''iir ir lito i') rirrrm ill ' rir'uu" hrr'rirr'itar i' p lan ,

crVill ur'tii' , l uri 24, 1f173, wihir rierts a ihir'frrr lirr l'i rrlfr'rtrt'h, tiiV
r tegr'rrtr'. Also, ilt)' r'urirt'hie y ln iii eit'xist it' t li t hil Y 24, fi78,



127

which shifts from a defined contribution plan to a defined plan may not
integrate.

Other spe5hl ('ttes for proprieta em /oyce plati .- Thpe Committee
bill also extends certain other provisions which apply to H.R. 10
plihs under present law to plans for the benefit of proprietary
emploees as vell. For example, payments inider a qualified
pension plan to a proprietary employee would have to begin by the
time lie attained age 701/2, aiid the e tployee's account would liave to
be paid out at least ratably over the life of the employee or thelives of
the employee and his spouse (sec. 401 (a) (9)). Also, if a proprietary
employee should die before his entire interest in th plan had beel
distributed to in, the plan would generally be required to distribute
that interest, or purchase an amitY for his beneticiaries;, within o
years after his death (see. 401(l) (7) )'.

Also, excess contributions oin behalf of any proprietary eitploye
would ha'e to be prohibited by the plan ( although, as under present
law, nondeductible employee cout ributitins could be nuade by t pro-
iri'ta' vt ployee, tip to A.7t 00 per year, in plIns tritete such cOltitri-

bntions may be made by emtltployees who ark not proprietors) (Secs.
401(d) (5) (A) and (13), and 40i (o) k1)). Any excess contriltions

wh were mttade inadvertentlv wotld have to be repaid bv the pltt to
the corporation within 6t ottIts after ulnailing of nloticeof tine over-
contribution l)v the Internal Revenue Servet' (secs. 401 (d) (

s
8) (A)

ant 401 (o) (2) (C)).
Also, death benefits paid by a qttalified x plan tti a litpriettY et-

ployee would not litalify for t it'*,t0t dtath bentteit exelisiot for
purposes of the Federal iticome tax (se. 101 ). Proprietarv emploves

ind individuals who had bten |pr 'iettrt emnploves at atty Ilit.t
\ithin y ars prior tt the list ttition) \\ould be treated the stmte
is self-eiploved pt'rsois ftor pui'loses of the titles w'it respect to tilt'
invo'ite tax tratlelt Of iIttistintlist riitittitois kstpc. 72(i) ).

In addition, if a iroprietarv ettiiloyee bolrro\\s tntiontv, pledigittg lis
interest iin the pension pull as security, lt'he pott ion pledgedt as seiittttv
shall be treated as a list rilitit it utter tdi pention plau to the tIMtt

ltio e tut (sec. 72m)t 4) ). The tuloe o ts t I isto t)t. tit i10
Olnplyee f'ronm enlrg-itl" ill tll arbitr'age rype o1f tranlsactiont, titt whicht'

hItitis t ittt scedtitl h lon[ vIitt i ti te lt'lil \ it' tISt tut'als
rtx es interest, tl n gets tiei ' ltoott ot o itie [estil ill tuitt t, t
nivllts ofl a [oatl seeuttrd b.\' 1its po)l-6tltl of the t[att asset", illtt lst
l:10'eives it tax dedhtetionl for t~ae amlountt of[ imt-ftest plaM~~ oil t[he loant
(.slbjipct tNt cpr1taill litnitathntls oilt excess im-vestilloett tiltSt k Se".

,1 ( d ) ) .
Tim, " fol. 11,14-im]ng ~ bto .- 'dt |It'esO taWV, eOtIlt'ittiotts

to at sel f-t-:ntlohved ptall multst |bo mladet bv the etitt of Ole taxatb~o \'ea ill

ordtr tote Itutk e tictibl for that vatu. 4) Ittit tins alt cretie ditfltilties
fitr the sptf-oentplttvod pertsonl wiho 111av ntil |tko\' at handli a|t the, itt-

['lut' ttit i il ti'iu'sstat u htitit it t er l t i'ri hI i tt tt th [it' is hoi-tlittt to.t

st bliit oili t OiWt') f t". Is ovkel' to e this probtl, th ioi'-
ntlittec, bill plotidhes that tax delhU'tibte ct:tibtttiotiS CO SeOH-01nt1toy. \ d
plans (anid 0t1 other qutlitied |,tans) may be mtenat +al y 611110 tit) to
t110 Illt \01011 010t F0ett1-al iRCtO11te tatX vturut~t (ct'+orp'rack or" itldivd-

ual, as tilt' eCtso flitY b0e) fori thac Year' is &wtt ktinehtditg~ aux extelt-
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sion). This rule should provide the additional time necessary for the
individuals involved to make the required calculations and determine
the amount of the maximum deductible contribution which is per-
nitted for the taxable year in question.

('.utod;,/ .1, ,ownts.-Under present law, a custodial account may
be treated as a qualified trust, but only if the custodian is a bank, and
the investments are made solely in the stock of regulated investment
companies, or solely in annuity, endowment, or life insurance con-
tracts (and certain other conditions are met) (see. 401(f)). The com-
mittee believes that present law is too restrictive in this respect and
the committee bill would allow the custodian of the account to be
someone other than a bank, provided, however, that the custodian
would have to establish, to the satisfaction of the Internal Revenue
Service, that it would manage the assets of the account in a manner
consistent with the intention of the tax law. (For example, it would
have to be shown that no premature distribution prior to age 591/2
would be made to owner-employees.) Also, a formal custodial account
would no longer be necessary under the bill. Any similar arrangement
having appropriate safeguards could be used if approved by the
Secretary.

Aso, the committee bill would provide that someone other than the
trustee or custodian. including the employer, can have authority to
control the investments of the plan account, either iy directing the
investment policy of the plan. or by exercising a veto power.

Generally, the requirement of the bill would be satisfied in a situa-
tion, where, for example, a regulated investment company or other
investment advisor might make investment decisions with respect to
the a sets of the account, but an independent third party. which might
be a bank or some other responsible institution, wonld administer the
plan, and handle distributions. The committee is desirous of affording
extra flexibility in this area, and reducing the cost of pension plan
adminiistiation, but it also wishes to preserve the safeguard of a plan
administrator which is independent with respect to the employer.

TVW/draeal of 'olitiareey cont-hution. by outne)eimployees._-TUn
-

der present law, amounts received from a retirement plan before re-
tireuent are tax fiei to all participants other than owner-employees
to the extent of all nondeductible contributions made to the plan by
the participants. Thus, all participants other than owner-emplovees
may, if the plan permits it, withdraw their volutarv contributions
prior to retirement. The committee hill would extend this same treat-
nient to owner-employees.

Effective dot
Generally, these provisions would take effect in plan years begin-

ning after'December 31, 1973. However. in the case of proprietary
employee plans in existence on July 24, 1973, that will he made su-
e't under the bill to certain uiiles and limitations which. under present

law, apply on]1- in the case of owniier-emplovee plans, the committee
I elieves that a transitional period is necessary to allow time for plan
amendments. Thus, proprietary plans in existence on ,July 4 1973.

will generally he made subject to the contribution limits for plan
years beginning after December 31E 197N. Extension of I.R. 10
ownr-rremployee plan restrictions to proprietary enmployee l)lans ill
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existence on July 24, 1973, will also generally take effect in plan years
beginning after December 31, 1974. In addition, proprietary employee
plans which were integrated on .July 24, 1973 may continue as inte-
grated plans, but may not increase the level of integration.

The repeal of the special subchapter S limitation (see. 1379) is
effective for plan years beginning after December 31, 1973, and sub-
chapter S corporations will then become subject to corporate rules
(including the rules on proprietary employee plans) in this area.

The treatment of proprietary employees as self-employed persons
for purposes of the death benefit income tax exclusion (see. 101) and
the rules on lump-sum distributions (see. 72 (n)) will apply to taxable
years beginning after December 31, 1973.

The amended rules, with respect to custodial accounts apply to plan
years beginning after December 31,1973.

Revenue effect
By increasing the maximum amount that self-employed persons

will be allowed to deduct as contributions under H.R. 10 plans to 15
percent of earned income up to $7,500 a year, an increased revenue loss
is estimated that will amount to N175 million annually. The provision
in the bill that allows individuals who are not covered presently by
pension plans to deduct up to $1.000 a year as contributions to personal
retirement plans will reduce revenues by an estimated $270 million a
year. A revenue gain of $125 million is estimated to be the result of
the provision that applies to certain proprietary employees of corpora-
tions the same limitations on deductible pension contributions that
apply to self-employed individuals under H.R. 10 plans. The net
result of these three provisions that are designed to equalize tax treat-
ment under pension plans is a revenue loss of $320 million. These esti-
mates assume 1973 levels of income and employment.

J. Employee Savings for Retirement

(Sees. 701 and 706 of the bill and sees. 72. 219. 408. 409. and 4960 of
the Code)

Present lati
Generally. an employee is not allowed a deduction for amounts

which lie contributes from his own funds to a retirement plan. There
is no provision for an employee to establish his own retirement plan
with tax-free dollars. Also. while an employer's qualified plan may
allow employees to contribute their own funds to the plan., no deduc-
tion is allowed for these contributions (except to the extent that tax
excludable contributions made in connection with salary reduction
plans. described below. may be viewed as employee contributions).
However. the income earned on employee contributions to an em-
ployer's qualified plan is not taxed until it is distributed.'

In the case of a salary reduction plam. however, in the past employees
have been permitted to exclude from income amounts contributed by

OGeoerall. if the p'ion alows it. rploytoes rly make volunitry contributions to a
tliiel retirement plan of iti to Iii percent of conipeii'otiofl i R.S. Poblieatinon 77,

.14 (Feb. 1972)
oAt on, timoe. Congress took the position that a contributions to on HR. 111 plati on

behiolf of a ef-otiyot f erono wa mad+ lf hi the eip or and hilf by the self.
lito oel ierron: no reduction was allowed for 1tu of tile contribution urelumably.

t le hlof "ontrhbott by" tile elf-employel per on. Tis 1 imitation i, 404a) (10))
non repealed for table yearn aftor eoniber 31. 196T.

21n243 0 73 - 9



their employers to a pension or profit-sharing plan, even where the
source of these amounts is the employees' agreement to take salary
reductions or fore,go salary increases. If the plan met certain nondis-
crimination requirements, the Internal Revenue Service in the past
had taken the position in rulings that, under certain circumstances,
the amount of the salary reduction would le treated as an employer
contribution to a qualified pension plan, not taxable to the employee
(until benefits were received from the plan). The maximum amount
that could be so treated was 6 percent of compensation.,

On December 6, 1972, however, the Service issued proposed regula-
tions (37 Fed. Reg. No. 235, p. 25938) which would change this result
in thecase of qualified pension plans by providing that amounts con-
tributed by an employer to such plans in return for a reduction in the
elmployee's total compensation, or in lieu of an increase in such coin-
pensation, will be considered to have been contributed by the em-

ployee and consequently will be taxable income to the employee
Public hearings have been held on these proposed regulations but reg-
ublations in final form have not yet been issued.

Ceuieral reasois for chbage
While in the case of may millions of employees provision is made

for their retirement out of ,tax-free dollars by their participation in
qualified retirement pliiis, ntany other employees do iot have the
opportunity to participate in qualified plans.* Often plans are not
available because an employer is not willing to incur the cost of cOn-
tributing to a retirement plan. This may he so even though the em-
ployees would be willing to contribute their own funds for this lllt-
pose. The employees not covered under a qualified plan who, as a
result, are not able to set anything aside for their retirement out of
after-tax dollars, are further disadwtintaged by the fact that in their
Case earnings oii their retirement savings are subject to tax, and grow
imore slowly than the tax sheltered earnings on contributions to a
qualified plan.

The committee bill deals with this problem by making available U
special deduction for amounts set aside for retirement by employees
who are not covered under a qualified plan includingg an IT.R. 10
plan), a government plan, or a tax exempt organization annuity plan
(see. 403 (b)). Individuals in this status, in computing their income tax,
will be permitted to deduct tip to $1,000 a year for contributions to an
individual retirement account. The earnings on this amount will also be
tax free. As iii the ease of I.R. 10 plams, the amounts set aside plus the
earnings become taxable to the individual generally after he has

oI the ease Of esplOes of tax-exemt elsrltable. eileatioaif religious, ete., organi-ostioson ani rllnployeo of polbtir educastionol lnotitoulns, a soeie stotu tory provision

Provides os employer eoatstbsouioos of .o to 2'0 er..t f rapenmpratia, times years
of "se1l. restored by osnolslsto tsresssnst ealtiilrci Ily the rmployer for anoottv (lO
traetso l t t, x extled boots s tie Miyiot'e (,oel 40,(9)). Thr regulation uoder the
stott sIow the employer 'oltstsillios to ie iade uinder tior solory redoetiss plls.
Antisiieertablation t'Ovislollo thaot ouisty gerlolily to qllltrl tis tlo niot apltly to tboIn.
tol Sieoteesi lt lltllitie , 

,  
cossnlnttee bitt (toes lot affset tile tSx treatment of their

eontribnlios

'Tis stoi"soed regulotioos wold not affect the tax treatment of contributions to
certain sualifieut scoti,ayilu Sani, Whle r tir eontribstetl notun.ts or, distribitahlo
oaly after a perIos of dfermiet. p roathlt' boa-e the tlurlt ix to reatenrit of ills
tye of lfl01l booe r'Itoisisesya Ictis -stansding series of reveno rulings, tRer.
IRl. at-49t, i9t 2 t. 4: Ro. ll. ff180, 106G-2 C.B. 1891; Ra. Stal. 6SS,
19(3-1 C. 402.)



reached retirement age, when ie receives benefits from the account. In
addition, as a way of gradually con velting retilrnent accounts of this
type into qualified retirement plans, the bill provides that employers
call (but are not required to) provide part or all of the $1,000 retire-
neet savings for employees.

kxplanation, of provisions
Ivc general.-Under the committee bill, any individual who was

not covered during a year as a acti ve participant in a qualified retire-
mont Iplan, or a government plan (whether or not qualified), or' a sec-
tion 403(b) annuity plan" is to be perrnitted a deduction of rip to
'$1,000 a year from earned income for contributions to a personal retire-
Inilt, account. In ord' to provide IO widhe st possible scope for the
provision, the cornclittee bill provides that tle deduction in this case
is to be from gross income, and is a result can be taken even by those
taxpayers who do not itemize the rest of their deductions. TIlis is de-
signed to assure every ornployee, or- self-employed person, the oppor-
tuinity to set aside at least source retirement savings on a tax sheltered
lasis. Earnings oil these contributions would also be tax free (until
actually distributed to ithe employee 1s benefits from the accountt.

In the case of a married c ociple,, each spouse may establish his or
her separate retirement savings account.and the $1,000 limitation is to
be plied separately to tlceearnecl income of eachs slous. For example,
a married woman with only a limited amount of earned income from
part-time employment would Ie, ellabled, under tie committee bill,
to set this aside for 1er own retirement. (For this purpose, earned in-
come is to be attributed to the person earning the income without
regard to tlny State coliIllil ity property laws.) 'I'llis provision permits
al individual to set soln4thing asidl for his or, hler Own retirement
bacsedl oni his or her li vii argued involi,.

Under the bill, the employee canr establish his own retirement sav-
ings account, or the retiremeit savings can be made through the
niediiim of contributions by fill employer (either in the form of addi-
tional compensation provided by the employer or a salary reduction
plan) if there is no qualified, government or exempt organization plan
which covers the employees in question. In other words, if the employer
docs not have a cUalifieCd plan, or' if he has such a plan but it does
not cover certain employees, the employer can establish a retirement
savings accoit of up to $1,000 for. eacli of these employees. Any
emiiployees not covered under tce employer plan (6ncI ding those ex-
cluded froni part paripation di to hercgthl of service reuiitlments, or
because of age) cin be covered 1nd(1- an onployer-sponsored retire-
lilent account, or alternatively, these in cli vidhcls cal establish their

own individual retiriilint a(c('Oll ts. 'r1 i committee believes, however,
hiat it is important to I~rs(rvJ thn employ er-sponsord retirement

iveolnt is tll oIption, becaisi it niaJv l)e easir"i adilinistratively for the
employer to set ii p individiial retiremelt accounts for his em ployees
than for each employee to have to set Jip his own account. In addition
such an mplover-sponsored plan is likely to grow into a qualified
pension or proit-shiaring plan.

If on] Citibutions wnr madle on behalf of rn inlividlal under a Plan during the
taxable year, lie wellI geIrally be con siderd ain active piartlicilan for that year.
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Where individual retirement accounts are set up by the employer,
the agr,,iregate tax excludable contributions and tax deductible con-
tributions by the employee (which are to be accounted for separately
in the records of the account) are not to exceed $1.000 per year.

6

Of coarse, all benefits under the salary reduction plan are to be
immediately vested. since the contributions, in effect, either represent
compensation to the employee or come from his own funds.

It is tie intention of the committee that where an employer has
both a qualified plan and employ er-sponsored retirement accounts,
that the qualified plan must meet tHie nondiscrimination standards
without regard to the individual retir',:'ent accounts.

Since the deduction for contribution, Lo individual retirement ac-
counts is to be available to the self-employed as well as employees,
the committee bill will also benefit people such as jockeys, who in
years of low earnings are limited in what thev can contribute to an
H.R. 10 plan by the percentage-of -income limitation (15 percent un-
der the bill). However, since there is no such limitation on contribu-
tions for personal retirement savings, an individual could, if he chose,
contribute all of his earned income to a qualified retirement account,
up to the $1,000 ceiling. Moreover. a self-employed person, such as a
jockey, might, if he chose, participate in an H.R. 10 plan in certain
years, and make contributions to an individual retirement account in
other years so long as he does not actively participate in both types
of plans in the same year.

Rep;rem~r'ts for an ;,di,;l retirement acount.-An individual
who wishes 'to establish an individual retirement account (instead of
participating in an employer-sponsored retirement account) would
have to maintain, under the provisions of a written governing instru-
ment, a separate accounting of his contributions, the earnings on them,
and the distributions made either to the individual involved or to his
beneficiaries. The balance in the account could, for example, be in-
vested in insurance annuity contracts, in a common trust fund man-
aged by a bank, in a savings account with a savings and loan institution
or a credit union, or in stock of a mutual fund. However. in ant case,
the funds must be held by a bank or other person who establishes to
the satisfaction of the Service that the manner in which it will hold
the balance in the account is consistent with the intention of the new
provision. The funds might be held in a trust, a custodial account, or
any similar arrangement approved ht' the Secretary of the Treasurv.

The bill also contains a number of other provisions designed to
ensure that the accounts will be used for retirement saviirs, many of
which are similar to requirements which are already in the law with
respect to IR. 10 plans.

One of these requirements relates to excess contributions. The written
governing instrument is to provide that no contributions in excess of

6Any amount deductible or excltdable under these provisions is not to be considered
to be eart of tile employee's investment in the contract for purposes of computing the
losable part of the dtihlltlaonince nll of the contributions would be made, in effect.
sith tax-free Ilflas. If contrihations In e,' of these limits se made. the employer
ix not to rpe(,i . deduction far the excess entelbotion. and all excess woold hae to be
renad to the eptlop er

toorver in the en'.' of a married individual in oan community property State the
eoriittee bt tamould nlloo the establklioent of an inrnidual retirement amount. even
tough eointrhbtions to the account nwere treated as community property under the
5tate lose.
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the deductible limit can be made to the plan. Any excess contributions
inadvertently made would have to be refunded to the individual with
interest within 6 months after notice of the excess contribution was
sent by the Internal Revenue Service. If the excess contributions were
not repaid, the account would be disqualified for that year and all
succeeding taxable years. In this case, the individual would also be
required to take into income the assets of the account (valued as of the
first day of the taxable year in which the account became disqualified),
reduced by any contributions in the account for the current year (for
which deductions are denied).

In addition, if it is found that the excess contributions are made
willfully, the taxpayer's interest in all individual retirement accounts
is to be distributed to him and he is not to be permitted to establish
another retirement account for a period of five years (in the same
way that owner-emplovees are subject to similar penalties for excess
contributions to H.R. 10 plans).

An example of an excess contribution which would not be willful
might occur where the employee made a $1,000 contribution to a re-
tirement account believing at that time he would be eligible to receive
the deduction for this amount. Later in the year, however, the employee
might become ineligible because he changed jobs and became a par-
ticipant in a government or qualified pension plan. U-nder these cir-
cumstances, the employee would receive no deduction for the contri-
bution to the qualified retirement account, and the proper procedure,
in order to preserve the qualified status of the account, would be to
request repayment of the excess contribution.

Generally, an individual would only be permitted to receive a deduc-
tion for contributions to one individual retirement account in any one
taxable year. However, the bill provides an exception to cover the
situation where the employee entered or left employment during the
year with an employer who contributed to his qualified retirement ac-
count. For example, under these circumstances, an employee would be
permitted to contribute $200 to an account which he established, and
then, upon entering his new employment, the employee and employer
together could contribute up to $800 on a tax-free basis to an account
established by the employer.

In addition to the rules on excess contributions, the written instru-
ment is also required to provide that no distributions can be made to
the individual prior to age 591/, except in the event of death or dis-
ability. On the other hand, under the bill, the plan is required to begin
distributions when the individual attains the age of 701/, and distri-
butions then have to be made at least on a ratable basis over the life
expectancy of the individual, or the individual and his spouse. After
age 7019, an excise tax of 10 percent a year is imposed on any amounts
in the individual's account in excess of the amounts to be ratably
distributed. Also, under the committee bill, no tax deductible contri-
butions could be made to the account after the individual attains the
age of 701'. By these provisions the committee hopes to encourage the
use of the proceeds of these accounts for retirement purposes.

If the individual establishing the account should die before his en-
tire interest in the account has been distributed to him, the governing
instrument is generally to require that the undistributed assets be
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distributed, or applied to the purchase of an annuity for his bene-
ficiaries, within 5 years after his death. However, this rule does not
apply if distrihtiitions began prior to his death, and the account was
to be completely distributed over a period not exceeding the life ex-
pectancy of the individual and his spouse (measured as of the time
when distributions from the account began).

In addition, if the assets of the account are invested in an insurance
contract, the governing instrument must provide that any refunds of
premiums are to be held by the insurance company and applied toward
the payment of future piruiimns or the purchase of additional bene-
fits within the current taxable year or the next succeeding year.

Premhitr, distribut;oi ..- Premature distributions frustrate the in-
tention of saving for retirement, and the committee bill, to prevent this
from happening, imposes a penalty tax. If -, premature distribution
from the account is made before the individual attains the age of 591/2,
the distribution is subjected to a penalty tax of 30 percent.' This is in
addition to any other income taxes payable on this distribution, and
would not be offset by any tax credits (other than the refundable credits
for overwi thholding, overpayment of tax. and the gasoline tax credit).
Also, this tax would not be treated as reducing the individual's tax
liability under the minimum tax provisions (sec. 56).

The penalty tax is not to apply in the event of death or disability.
However, the committee expects that the Internal Revenue Service will
require that the custodian must receive proof of disability before
making distributions under the disability provision. Generally it is
intended that the proof be the same as where the individual applies
for disability payments under social security.

The penalty tax also is not applied in the case of a refund of excess
contributions which were not willful.'

Tarxation of beeflciaris.-Generallv, the proceeds of an individual
retirement account are to be taxable to the individual when distributed.
Since the contributions to the account will be made with tax free dol-
lars, the employee's basis in the account will be zero.

The amounts distributed to the individual are not to be eligible for
capital gains treatment, and the special averaging rules applicable to
lump sum distributions (under see. 72) are not to be available. This
should encourage the individual to take down the amounts ratably
over the period of his retirement. However, the individual would be
permitted to use the general averaging rules (scc. 1301).

If an individual borrows money,. pledging his interest in the re-
tirement; account as security, the portion pledged i, security is to be
treated as a distribution from the retirement account to the individual.
This treatment also is consistent with the committee's intention to en-
courage retirement savings, since in this ,ae if the employee had
already pledged his retirement account as security for a loan, lie has
no funds left for retirement. For the same reasui, arty contribution
to an individual retirement account, or any income of the account, ap-
plied to the purchase of life insurance protection under any retirement
'Th distribution wold not, however, be subject to the penalty provided under see-

ion 72 in) (5) for premature distributons to owner-empoyrees.
'For enampie. -onne qualified nS government plan permit an employee to elect to

porticipate If he -ner employee contrihutions. In some instances, the employee withsome yenro of service oerotty to his credit may Join the pane retrocitviv. by means of
inokeo contributions, If an emplove ould Join a qualifed plan on this retroactive
basis, tis individual retirement necounis for those retroactive yer, would no longer be
qualified. Thu, oe oolid hove to take the peviously deducted eontribunions into income
for that year, bit no pennity inn wood be pnybie.
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income, endowment, or other life insurance contract, also will con-
stitute income to the individual.

For purposes of the estate and gift taxes the amounts in individual
retirement accounts are not to be excluded from tax (sees. 2039(c) and
2517). This too is consistent with the committee's intent that the funds
be spent during the individual's period of retirement.

Rolloers.-To permit flexibility with respect to the investment of
an individual retirement account, the bill provides that money or prop-
erty may be distributed from an individual retirement account,
without payment of tax, provided this same money or property is rein-
vested by the individual within 60 days in another qualifying individ-
ual retirement account. The transfer may be desired because the in-
dividual desires to shift his investments, for example, from, or to, an
annuity contract, a mutual fund, a savings account or perhaps to a
Government bond (described below). To prevent too much shifting
of in estments under this provision, the committee bill provides that
this rollover can only be used once every three years. Also, before re-
leasing the account, the committee anticipates that the custodian will
be required by the Internal Revenue Service to receive a declaration of
intention from the individual as to the proposed reinvestment (except
in the case of an individual who was entitled to receive a distribution
because of his retirement at age 5912, or because of disability). The
custodian is also to be required to notify the Service that a distribution
of assets from the account had been made.

Qualified retirement bonds.-In addition to the various types of in-
vestment described above in which an individual retirement account
can be placed, the bill also provides that these amounts may be in-
vested annually in a retirement bond, to be issued by the gov-
ernment. The bonds are to be issued under the Second Liberty Bond
Act and provide for the accumulation of interest until the time of
redemption. In conformity with the general provisions for individual
retirement accounts, the bill provides that the bonds eeneral]y can only
be cashed after the individual has reached the age of 

5 91/2 years, or if
he becomes disabled. If he dies, the bonds could be redeemed by his
estate.

There would be one further exception to cover the case of an in-
dividual who purchased the bonds, believe ing that he would be eligible
for the deduction for that year, only to discover later that he was not
eligible. For example, an individual might purchase the bond early in
the year, and later become a participant under a qualified retirement
plan sponsored by his employer. To meet this situation, the committee
bill provides that the bond may be redeemed at any time within 12
months of its purchase without penalty (and without payment of
interest) .e This provision could also be used by individuals who pur-
chased the bond, but discovered within a year that they needed the
money for other purposes. In this case the Internal Revenue Service
would be notified that the bond had been redeemed and. therefore,
would be on notice that no deduction should be allowed because of its
purchase.

Consistent with the general rules for individual retirement accounts,
the bill provides that the bonds are to cease to bear interest when the

'aIf the bond was not cashed within the 12 month grace period, the individual would

still not receive the deductiaa, in those cases where he was not eligible for it. However,
when he cashed in the bond at retirement age, the proceeds of the bond would constitute
income to him (since his basis in the bond wauld be zero under the committee bill).



individual reaches age 701/2. In addition, during that year the indi-
vidual is also required to take any of these bonds he is still holding into
income, even if he does not cash them in. It is anticipated that these
rules will be set forth on the face or back of the bonds.

Also, for similar reasons, the committee bill provides that bonds
are to cease to bear interest not later than five years after the death
of the individual in whose name the bonds have been issued.

The bonds are to be issued in the name of the individual who pur-
chases them for his retirement and are not to be transferrable, under
any circumstances, except to his executor in the event of his death (or
to a trustee for his benefit in the event he became incompetent to man-
age his own affairs). For example, the bonds could not be pledged for
the payment of debts, and could not be assigned to a trustee in bank-
ruptcy. Also, the bonds could not be awarded to the individual's spouse
as the result of a divorce settlement.

When the bonds are redeemed, the full proceeds of the bonds, in-
cluding any interest earned on them, is to be treated as ordinary
income to the individual, whose basis in the bonds would be zero.

1

However, if the individual chose to do so, he could treat this income
under the general averaging provisions of the tax law (sec. 1301
et seq.).

Other rules.-To safeguard the individual retirement accounts, the
committee bill imposes certain additional riles with respect to fiduci-
ary standards and reporting. Under these provisions, the qualified re-
tirement account is to be treated as an owner-employee plan for pur-
poses of the rules with respect to the excise tax on prohibited transac-
tions (see. 551 of the bill and see. 4973 of the code) and also for pur-
poses of the provisions relating to returns of information by exempt
organizations (see. 6033) and fiduciary returns required to be filed
in connection with certain trusts, annuity and bond purchase plans
(sec. 6047). In addition, the rules with respect to unrelated business
income (see. 511) also are to apply to these accounts.

A special rule is also provided in the case of divorce settlements.
Under present law, if an asset of an individual is transferred pursu-
ant to a divorce settlement, the individual is deemed to realize gain
on the difference between his basis in the asset and its fair market
value at the time of the transfer (if the asset has appreciated). The
committee believes that this is not a desirable result with respect to in-
dividual retirement accounts. As a result, under the committee bill, if
an individual retirement account should be transferred to the indi-
vidual's spouse pursuant to a divorce decree, or settlement agreement,
this transfer is not to be taxable under the bill. Thereafter, the ac-
count would be maintained for the benefit of the spouse. and only the
spouse could make further contributions to the account.

Sir pere t salary redliction pios.-The committee bill also clarifies
the law with respect to the tax treatment of 6 percent salary reduction
plans. As discussed above, until recently, the Internal Revenue Service
had taken the position that amounts contributed to a qualified retire-
inent plan on a salary-reduction basis eould, under certain conditions,
be considered as tax excludable employer contributions to the plan.

1t A l1tited excltion to this rote io provided in the ease of an indieidoal who redeem,
Pond, after s 59%l,. aod reinvest, the proceed, ithin GO days in another atiied
ctiretont qveount. This form of "rolior" from one tre of qualifed retirement ocont
to another Is permitted onrer the committee bill on a tax-free bAsis in order to provide
flexibility of investment. Prior to oge 5it'. there could be a rollover from on individual
retirement account to the purchase of boods, butt not vice-vera. because the bonds coold
not be cashed.
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Under the committee bill, this treatment is continued with respect
to contributions to a qualified pension or profit-sharing plan made
prior to January 1, 1974. Thereafter, as is already true under present
law, in the case of employee contributions under the Federal Civil
Service Plan, or similar government plans, contributions which are
really employee contributions (whether required to be made or made
at the individual option of the employee in return for a reduction in
his basic or regular compensation, or in lieu of an increase in such
compensation) are to be treated as such and -will no longer be exclud-
able from income by the employee. The only modification in this rule
is that where an individual is not covered by a qualified plan, a gov-
ernment plan, or a sec. 403(b) annuity plan, employer contributions
of up to $1,000 per annum can be made to an individual retirement
savings account under a salary reduction arrangement. Income earned
on amounts contributed under a salary reduction plan prior to 1974
would for the future remain tax exempt as also would the earnings
on these amounts.

Section 403(b) annuity plans.-Under present law, the proceeds of
a section 403 (b) annuity plan, for the benefit of teachers or employees
of tax-exempt organizations, may be invested only in insurance con-
tracts. The committee believes that it would be desirable to provide
more flexibility in this area and, accordingly, the committee bill pro-
vides that the assets of these accounts may also be invested in mutual
funds, under appropriate custodial restrictions.

Retirement income credlt.-A conforming amendment provides that
amounts distributed from an individual retirement account, or the
proceeds of qualified retirement bonds, are to be treated as retirement
income for purposes of the retirement income credit. As a result, this
form of retirement income will form part of the base for determining
the credit, in the same manner as other forms of taxable retirement
income do under present law.

Net operating loss provisions.-The bill provides that any individ-
ual retirement account contributions by individuals which are deducti-
ble are to be treated as personal expenses and not as trade or business
expenses of the individual for purposes of the net operating loss
provisions. As a result, contributions to a qualified retirement account
may not be used to create or increase a net operating loss. This is
consistent with the treatment afforded contributions under H.R. 10
plans.

Effective date
These provisions will apply with respect to taxable years beginning

after December 31, 1973.

Revenue effect
It is estimated that these provisions (at 1973 levels of income) will

result in a revenue loss of $170 million in 1974. rising to $270 million.

K. Lump-Sum Distributions

(Sec. 703 of the bill and secs. 72,402, and 403 of the Code)

Present lair
Retirement benefits generally are taxed as ordinary income under

the annuity rules (see. 72) when the amounts are distributed, to
the extent they do not represent a recovery of the amounts contrib-



uted by the employee. However, an exception to this general rule
under the law in effect before the Tax Reform Act of 1969 provided
that if an employee's total accrued benefits were distributed or paid in
a lump-sum distribution from a qualified plan within one taxable year
on account of death or other separation from service (or death after
separation from service), the taxable portion of the payment was
treated as a long-term capital gain, rather than as ordinary income.

The capital gains treatment accorded these lump-sum distributions
allowed employees to receive substantial amounts of deferred com-
pensation at more favorable tax rates than other compensation re-
ceived currently. The more significant benefits under this treatment
apparently accrued to taxpayers with adjusted gross incomes in excess
of $50,000, particularly in view of the fact that a number of lump-sum
distributions of over $800,000 have been made.

To correct this problem, the Tax Reform Act of 1969 provided
that part of a lump-sum distribution received from a qualified em-
ployee's trust within one taxable year on account of death or other
separation from the service (or death after separation from service)
is to be given ordinary income treatment. instead of the capital gains
treatment it had been given under prior law. The ordinary income
treatment applies to the taxable portion of the distribution (i.e., the
total distribution less the employee's contribution) which exceeds the
sum of the benefits accrued during plan years beginning before 1970,
and the portion of the benefits accrued thereafter which does not con-
sist of employer contributions (sec. 402(a) (5) and 403(a) (2) (c)).

The 1969 Act provided a special limitation in the form of a seven-
year "forward" averaging formula which applies to the portion of the
lump-sum distribution treated as ordinary income. An employee (or
beneficiary) is eligible for the special 7-year forward averaging pro-
vision if the distribution is made oii account of death or other separa-
tion from service (or death after separation from service)' and, in the
case of receipt by al employee, if he has been a participant in the plan
for 5 or more taxable years before the taxable year in which the dis-
tribution is made.

Reasons for chage
The Treasury has had great difficulty in formulating regulations

to carry out the 1969 Act provisions for determining the precise break-
down between ordinary income and capital gain in a lump-sum distri-
bution. It has also had great difficulty in formulating regulations to
carry out the 1969 Act provisions for determining the amount of
tax imposed on account of the "ordinary income" element of post-
1969 lump-sum distributions. Recently, 'the Treasury withdrew its
earlier proposed regulations on the second point and substituted new
ones which, in general, would produce lower tax liabilities than those
determined under the earlier set of proposed regulations. The new reg-
ulations would produce lower tax liabilities than under current long-
term capital gain rates in niaiv cases, and this could mean that they
would result in revenue losses, rather than revenue gains, in compari-
son to the law which would have applied in the absence of any special
action with respect to this provision in the Tax Reform Act of 1969.

'Self-enployed taxpayers, on the other hand. continue to be eligible for their sunial
,_pear forward averaging ony on lump-sum distributions received on account of death,
disability as defined in see. 72(m)(7) of the Code, or if received after age 59% and, in
the rase of receipt by an employee, after at least 5 years of participation.
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More important, the new proposed regulations appear to share with
the old proposed regulations the problem of excessive complexity. It
is frequently maintained that lump-sum distributees are unable to
compute their taxes, and that accountants and tax lawyers have been
refusing to attempt the computations.

To eliminate undue complexity but maintain the revenue at least
as high as that which would result tnder the proposed regulations
under the 1969 Act provision, the committee chose to introduce a
new and simplified method of computing the tax due on lump-sum
distributions. The substance of the 1969 change in the tax treat-
ment would be preserved, however. Under the bill, all pre-1974 por-
tions of lump-sum distributions would be taxed as capital gain, rather
than as ordinary income. The effect of the January 1, 1974, cutoff date
under this bill is to provide long-term capital gains treatment for that
portion of future distributions that relates to years after 1969 and be-
fore 1974; under the 1969 Act, portions of the distributions allocable
to those years would have been taxed as ordinary income.

Under the simplified computational mules, ordinary income portions
of lump-sum distributions from qualified plans are to continue to bene-
fit from special "forward" averaging. The portion of the distribution
representing pre-1974 value is to receive capital gains treatment, as
stated above. The portion of the distribution attributable to post-1973
value in excess of the employee contributions is to be subject to tax
as though it were ordinary income of the taxpayer, but his only in-
come. and with 15-year averaging.

This ordinary income treatment for the post-1973 value of the lump-
sum distribution is computed completely separately from the tax-
payer's other income. This separate computation is used because it
was found that taxpayers were, in effect, being treated quite differently
depending upon the presence, or absence of other income in the year
of distribution-something which they sometimes had in their power
to control. The 15-year averaging is provided in order to give roughly
the equivalent of what the tax would be were the individual to live
15 years after retirement and receive his interest in the plan over that
period. In this case, a tax is computed on 1i5th of the distribution
computed as if the taxpayer had no other income or deductions. After
the tax is computed, the result is multiplied by 15, and this amount is
then added to the employee's tax liability on his other income. His tax
liability on this other income takes into account not only his tax on
wages, salary, or investment income, etc., but also the capital gains
tax on the portion of the lump-sum distribution attributable to pre-
1974 value. The tax liability on this other income does not in any way,
however, take into account the portion of the lump sum distribution
treated as ordinary income.

In making the ordinary income computation on the post-1973 value,
a special minimum distribution allowance is provided to insure that
the tax on relatively small lump-sum distributions will generally be
not more than it would be under present law. This allowance is
phased out for lump-sum distributions over $20,000.

A major problem with the rule arrived at under the 1969 Act was
the difficulty in determining the value of the distribution attribut-
able to years before 1970 for w-hich capital gains treatment was con-
tinued by that Act. To meet that problem, the committee bill provides
that where a lump-sum distribution relates to active participation
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which began before 1974 and ended after that time, the distribution
is to be apportioned between the pre-1974 participation (eligible
for capital gains treatment) and post-1973 participation (treated
as ordinary income under a separate 15-year averaging computation)
on the basis of the amount of time in which the employee was an active
participant in each period. This method will significantly simplify
the computation previously required.

Table 1 presents a comparison showing the average effective tax
rates applicable for taxpayers in various situations and with various
amounts of lump-sum distributions, with the methods of computing
post-1973 taxable value as capital gain, under present law (with the
proposed regulations), and under the committee bill.

TABLE I.-COMPARISON OF INCOME TAX TREATMENT OF LUMP SUM DISTRIBUTIONS UNDER THE COMMITTEE
BILL WITH CAPITAL GAINS TREATMENT AND WITH THE TREATMENT PROVIDED IN 1969 (AS SHOWN BY
PROPOSED REGULATIONS)

Average effective income tax rates (percent)
Assumed adjusted

gross income, Rates which apply
other than Assumed lump Capital gains 1969 treatment under Finace
tump sum i sum distribution 2 treatment as shown by Committee bill when
di stributi on (1973 law) a proposed regulations 4 all but employee

contributions are
ordinary income

$5,000 $2, 500 7. 4 5.1 7.0
5000 7.7 5.3 7.0
O,000 7.4 5.6 7.0
50 OO 8. 5 10.6 15.4
60,000 8.7 00.3 06.6
100, 000 10.6 03.2 19.0

$10,000 5,00 H.0 .7 7.000, ... 5.H 0.0
20,000 9.5 8.9 7.1
50000 10. 4 0. 0 5. 4

100,0 12. 2 15.4 19. 0
200,000 15.8 19.5 22.6

$25,000 12, 500 05.6 11.5 7.002500 0O 5. 7 0309 9. 3
50,000 16.7 16.0 1.4

000,000911.1900.000, 000 00.3 00.0 OH. 0
200 0 2h 0.0 30.500, 00O 25,.6 27. 2 32. 9

$50, 000 25 1 24. 6 19. 6 9.3
50, 000 24 8 21.0 15.4
00, 00 25.5 22. 20.1

250,000 27.0 25.2 24.3
500,000 29.1 28.4 32. 9

0,000, OO 302 2.5 46.0

$100, 000 00,0 00 25.0 30.1 15.4
100, 0 28. 2 31.4 19.0
200, CO0 30.7 33.8 20.6
500,000 3. 0 7.0 32. 9
000,000, 33 8 38.8 46.9

2,000,000 035. 43.9 57.3

Income other than lump sum distributions consists of income taxed at ordinary rates and which is not subject to either
the maximum tax on earned income or the minimum tax on items nI ta preference. To anoid problems of maximum tax
on earned i nrome, ordinary income in excess of $50,000 is considered as coming Item semrce otier than ernings. Tee-
able income is computed from AGI by deducing oh larger of the standard deduction or itemized deductions equivalent
to 15 percent of AGI and from pes onneamptiors of $750 ech. Taxpayer is considered to be married and filing a joint
return. No additional itemized deductions are considered to accrue to the taxpayer doe to the receipt of lump sum
d is tribu ion.

a Net of taxpayer's basis.
5 50 percent inclusion of capital gains in AGl. Taxpayer is eligible for either alternative tax of 25 percent on 1st $50.000

of capitol gains or normal Spear income averaging. Four prior year baseperiod income is assumed to n the sam. as taxable
income excluding distribution ar Ike current year, except tor $5,000 AGI class which is assumed to hav a base of
$0,460.90 and the $10,000 AGi class which is assumed to nave a base of $5,850.

4 70 percent of distribution assumed to be capital gains; 30 percent ordinary income.



Explanation of provisions
Under the simplified computation of the tax on lump-sum distribu-

tions, the post-1973 portion of a distribution is to be taxed as ordinary
income (but with 15-year 'forward" averaging), thus maintaining
the recognition in the Tax Reform Act of lIi9W tNat the taxable por-
tions of these distributions are basically deferred compensation, and
generally should be taxed as is other compensation; that is as ordinary
income. Fifteen-year averaging is provided to recognize the fact that
the distribution represents compensation which generally is received
spread out over the taxpayer's life beginning with the time he retires.
The fifteen-year averaging insofar as the size of the tax is concerned
achieves this result. It is believed that it would be unfair to use the
high tax rate that would be applicable if the distribution were treated
as received wholly in one Year. As a result of the averaging, the distri-
bution would be taxed roughly as if it were received in 15 equal parts
in 15 years. The decision to tax this income separately from all other
income (to the extent it is not treated as pre-1974 income eligible for
capital gains treatment) was made on the basis that most distributees
will have little or no other taxable income in the years following their
retirement.

The portion of the distribution attributable to pre-1974 service is
to be taxed as capital gain and taxed along with any other income the
taxpayer may receive. For this income, the committee believed it was
appropriate to preserve the pre-1969 treatment (at current capital
gains rates) to the fullest extent possible. The portion which constitutes
a return of employee contributions continues to be nontaxable as a
return of basis.

Under the computation, the capital gain portion is included in the
amount of the taxable distribution prior to the deduction of the mini-
mum distribution allowance and the application of the 15-year avcrag-
ing rule. After a total tax is determined under the 15-year averaging
rule, the tax on the ordinary income element is the portion of that total
tax determined according to that portion of the plan participant's total
time in the plan that was spent after 1973. The capital gain is added
to the taxpayer's other income and the combined amount (minus regu-
lar deductions, exclusions, etc.) is taxed under usual rules. (See the
examples at the end of this Explanation of pror'is/ons section.)

A further simplification from prior law in the computation is the
determination of the amounts to be attributed to pre-1974 employ-
ment (capital gain taxation) and to post-1973 employment (15-year
averaging with ordinary income taxation). That attribution is to be
made on the basis of the amount of time in which the distributee was
an active participant in each period. Thus, if a distributed was an ac-
tive participant from January 1, 1971, through December 31, 1980,
three-tenths of the taxable portion of his distribution would be taxed
as capital gain while seven-tenths would be taxed as ordinary income
and averaged over 15 years.

In order to treat all distributees equally, all computations of the tax
on the 15-year averaging ordinary income portion are to be made on



the basis of the tax schedule for unmarried individuals.
2 

In addition,
community property laws are to be ignored for these purposes. Thus, a
distributed in a community property State is to compute his tax on the
basis that the entire amount of the distribution is his income.

The committee recognized that excessive computational problems
would arise if separate computations were made where a plan partici-
pant had accrued some of the value of his lump-sum distribution over
the years as a rank-and-file employee, while accruing another portion
as a self-employed individual or as a proprietary employee.

3

To avoid undue complexity in these cases the committee bill provides
that the five-year averaging available for self-employed persons and
proprietary employees is to be used for the entire distribution if the
number of years spent by that person while he participated as a self-
employed person or proprietary employee exceeds 50 percent of the
total time he was a participant in the plan. If not, the 15-year averag-
ing rule is to apply.

In the 15-year averaging computation, a minimum distribution al-
lowance is to be allowed to reduce the amount of the distribution sub-
ject to tax. In this computation, the amount of the taxable distribu-
tion (the total distribution less the distributed's basis) is to be reduced
by the minimum distribution allowance before the tax is computed.
The minimum distribution allowance is one-half of the first $20,000 of
the distribution. This allowance is to be phased out at the rate of $1
for every $5 by which the distribution exceeds s20,000. Thus, the entire
allowance would be eliminated for distributions of '70,000 or more.

It was recognized that a tax avoidance possibility would exist if a
taxpayer were able to apply separate 15-year averaging computations
to distributions received in different tax years. For that reason, al-
though it is believed that few will have to use the provision, the bill
provides for a 5-year "lookback", under which distributions made dur-
ing the previous 5 years are included in the 15-year averaging computa-
tion for the purpose of determining the tax on the second distribution.
When the total tax is determined, the amount of the tax liability on
the earlier distribution or distributions is subtracted, and the remainder
is the tax on the second distribution.

All distributions made within the previous 5 years to the same dis-
tributee, whether or not with respect to the same plan and whether or
not with respect to the same participant, are to be subject to this 5-
year lookback.a

Earlier distributions (or purchases of annuities) for the spouse of
the distributed are not to be included under the lookback rule. Each
spouse is to have his or her distributions taxed tinder a separate
computation.

.Distrlbutees, In computing the tax on their other Income (including the capital gain
'eement of the distribution) may use any appropriate tax schedule. They are not
restricted to the schedule for unmarried Individuals. They may also use, when appropriate,
the regular five-year averaging method for the tax on their other income (including the
capital gains portion of the distribution). The regular five-year averaging rule is provided
under present law for cases In which taxable Income In any taxable year increases markedly
fromn taxable Income In prior years.

3In general terms, a proprietary employee is an employee with a two percent ownership
taterest In a business having a plan In which the accrued benefits of such proprietary
employees have an aggregate total exceeding 25 percent of the accrued benefits from
employer contributions.

I A lump-sum distribution Is made a reportable event, under the bill, in the provisions
for plan termination Insurance (As a result, under appropriate circumstances, the plan
might hr terminated. Lor purposes of providing a time limit to the lookbak rule, the five
yesrs Is determined from the time the distribution Is reported to the insurance
corporation.



The computation is to take into account any annuity purchased for
the plan participant in the year of distribution or in the previous
five years. For purposes of the computation, the amount included with
the taxable portion of the distribution is the cash surrender value of
the annuity. The value of the annuity is to be added to the value of the
other property distributed and a tax is calculated on the sum. From
that is to be subtracted the tax calculated on the value of the annuity
alone (using the minimum distribution allowance applicable to the
total). The remainder is to be used in calculating the tax on the taxable
(nonannuity) portion of the distribution. No changes are made with
respect to the treatment of distributions of employer securities, as
such.

Examples of tax computations involving lump-suort distributions.-
The tax computations involved in lump-sum distributions can be
shown by the following two examples, the first involving a distribution
in 1975 and the second a distribution in 1976 which also involves the
lookback provision.

First exam ple.-On December 31, 1975, A (who was not self-em-
ployed or a proprietary employee) retires and receives a lump-sum
distribution of $50,000 from a qualified plan. A has been participating
in the plan since January 1, 1966. The plan is noncontributory. A is
married; both A and his wife are over 65. Their only other income
is A's salary of $15,000 and his salary from a second job ($5,000).
Their itemized deductions are $3,000. Their avearge base period in-
come for the preceding four years (1971 through 1974) is $14,000.

The tax on the portion of the distribution which is not treated as a
long-term capital gain is computed as follows:

Net distribution $50, 000
Less: minimum distribution allowance: 50 percent

of first $20,000 ------------------------------- 10, 000
Reduced by: 20 percent of net distribution in excess

of $20,000 6,000

4,000

Distribution less allowance -- -- 46,000

The tax on 1/15th of the distribution less allowance computed from
the tax rate schedule for single taxpayers is $512.67.

Multiply this amount by 15: $7,690.05.
Then, multiply by the fraction,

Years of participation in plan after 1973 2- 0.2
Total years of participation 10

which yields $1,538.01.
Thus, the tax on the ordinary income portion of the distribution is

$1,538.01.
The amount of the distribution taxed as a long-term capital gain is

the amount of the net distribution multiplied by the fraction,

Years of participation before 1974 8
Total years of participation =To= 0.8

Net distribution - 50, 000
Capital gains element ----------------------------- 40, 000
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The capital gains element is taxed along with other income (exclu-
sive of the ordinary income element) in the normal way. The tax
on the taxable income of $34,000 ($15,000 salary from first job,
plus $5,000 from second job, plus $40,000 capital gains element
of lump-sum distribution, less $20,000 capital gains exclusion, less
$3,000 itemized deductions, less four times $750 personal exemptions)
is calculated using the tax rate schedule for married taxpayers filing
joint returns. In this case the alternative tax on capital gains is not
available, but the regular five-year income averaging provisions are.

Ordinary tax ------------------------------ - $9,500.00
Tax-Using regular income averaging - - -- '8,348. 00

'As indicated above, average base period income is $14,000.

Selecting the tax computation method which yields the smallest
amount of tax, A uses the regular 5-year income averaging method
and has a tax of $8,348.00.

Finally A combines the tax on the capital gains portion of the dis-
tribution and his salary, with the tax on the ordinary income portion
of the distribution:
Tax on salary and capital gains portion of distribution --- $8, 348. 00
Tax on ordinary income portion of distribution --------- 1,538.01

Total 1975 income tax- 9, 886. 01
Second example.-On December 31, 1976, A retires from his second

job and receives from that employer a nontransferable annuity con-
tract, the cash value of which is $6 000, and a lump sum distribution of
$4,000 financed solely by the employer. A had participated in the
plan since January 1, 1967. Mr. and Mrs. A's only other income is
A's salary of $5,000 and interest of $3,000 on the prior lump sum distri-
bution of $50,000. They have itemized deductions of $2.100. Mr. and
Mrs. A's 1976 tax is computed as follows:
First, compute the tax on the port;on of the di.trbution which is not
treated as a long-term capital gain and whi h is tared separately.
Step 1:
1976 cash distribution -------------------------------- $4,000
1976 annuity contract ................. .................. 6,000
Prior year distribution ---------------------------------- 50, 000

Less: Minimum distribution allowance: 50 percent of
first $20,000 ---------------------------------- $10,000

Reduced by: 20 percent of net distribution in excess
of $20,000 -- - ------ -------------------- ---- $8,000

2,000

58, 000

Fifteen times the tax on one-fifteenth of $.S.000 (from the rate sched-
ule for single taxpayers) is $!),!) .(1.5.

60 000I



Step 0:
1976 annuity ................. ----------- -------------- - $6, 000
Minimum distribution allowance from step No. 1 -- 2,000

4,000

Fifteen times the tax on one-fifteenth of $4,000 is $559.95.

Step 3:
$9,970.05 -$559.95 =$9,410.10

Step 4:
Determine ordinary income and capital gains elements of A's dis-
tribution and his prior year distribution. The ordinary income element
of A's latest distribution is determined by multiplying $4,000 by:

Years of participation in plan after 1973 3-
Total years of participation -1 0.3

Thus, A's ordinary income element is $1,200. $10,000 of Mr. A's
prior distribution of $50,000 was ordinary income.
Thus, the tax on the ordinary income element is the fraction of the tax
from Step 3 which the ordinary income elements of the 1976 and prior
year distributions bear to the entire distributions.

($1,200+$10,000) X$9,410.1o $1,951.72
($4,000+$50,000)

Step 5:
The tax on the ordinary income element of A's 1975 distribution
from their 1975 income tax return was $1,538.01. Subtracting that
from the tax calculated in Step 4 yields the tax on the ordinary
income element of A's latest distribution:

$1,951.72- $1,538.01 =$413.71
Second. compute the tax on all other income, including the capital
gains portion of the distributioni.

Step 6:
In Step 4, the ordinary income element of the distribution was cal-
culated as $1,200. Therefore, the long-term capital gains element is:

.4,000.00 - $1,200.00 = $2,800.00
Step 7:
The capital gains element is taxed along with other income in the
ordinary manner.
Capital gains element -- ----------------- L--------------$2,800
Less: 50% of net long-term capital gain --- 1,400

1,400
S alary -------------------------- -------------------- 5,000
Interest - --- 3,000

Adjusted gross income --- 9,400
Less: Itemized deductions -..- 2,100
Less: Personal exemptions (4 x $750) -- 3,000

Taxable income -.... 4, 300



The tax on $4,300 from the rate schedule for married taxpayers
filing joint returns is $677.00. The A's income does not make them
eligible for either the regular five year income averaging or the alter-
native tax on capital gains.

Third, combine the taxes computed above.

Step 8:
Tax on capital gains portion of distribution and on other

income -------------- $677.00
Tax on ordinary income portion of distribution 413. 71

Total 1976 income tax ------..... 1, 090. 71
Effective date

The effective date of the lump-sum distribution provisions of the
bill is January 1,1974.

This early date was chosen to eliminate at the earliest practical date
the problems and confusion that result from attempting to compute
tax on lump-sum distributions under current law. As previously
stated, current law provides that the pre-1970 value of lump-sum
distributions (and a portion of the post-1969 value) is to receive the
capital gain treatment.

Revenue effect
The revised tax treatment of lump-sum distributions from qualified

plans is expected to result in relatively small increases in revenue over
the next few years since the bulk of the lump-sum distributions in
these years will be attributable to pre-1974 years. However, after a
transition period, this provision is expected to result in annual reve-
nue gains amounting to $35 million a year based on 1973 levels of
income.

L. MISCELLANEOUS PROVSo-xS

1. Right to elect a survivor annuity (see. £61 of the bill and sec. 401
of the Code).

Under present law, there is no requirement that a qualified retirement
plan must offer the option of a survivor annuity. This can result in a
hardship where an individual primarily dependent on his pension as a
source of retirement income is unable to make adequate provision for
his spouse's retirement years, should he predecease her. To correct this
situation, the committee provision requires that a joint and survivor
annuity be offered as aii option with respect to aliy benefit under a
qualified retirement plan which is payable as an annuity. If the option
is exercised, and a survivor annuity is elected, the participant's own
annuity may be reduced, so that the value of the joint and survivor an-
nuity and the value of the annuity the participant would have been en-
titled to receive had the option not been exercised are actuarially
equivalent.

This provision generally applies to plan years beginning after the
date of enactment. However, in the case of a plan in existence on the
date of enactment, the provision applies to plan years beginning after
December 31,1975.
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2. 5 percent deduction limitation (see. 706(d) of the bill and sec. 404
(a) (1) of the Code).

Contributions to a pension plan are deductible under three alterna-
tive provisions, the "5 percent" method which allows deductions to be
taken for contributions not in excess of 5 percent of the annual com-
pensation of the covered employees (see. 404(a) (1) (A) of the code),
the "level cost" method (see. 404 (a) (1) (B) of the code), and the "nor-
malcost"method (sec. 404(a) (1) (C) of the code).

Unlike the "level cost" method and the "normal cost" method, the 5-
percent limitation on contributions is often unrelated to the funding
needs of the pension plan, for it frequently is not determined by the
level of benefits provided by the plan. Consequently, the 5-percent
method has allowed employers to contribute and deduct more than is
reasonably needed to fund a pension plan.

The bill repeals the 5-percent deduction limitation (sec. 404(a) (1)
(A) of the code). Thus, deductible contributions under a qualified pen-

sion plan are to be limited under either the "level cost" or the "normal
cost" methods.

3. Retroactive remedial changes to qualified plans (sec. 706(h) of
the bill and see. 401 of the Code).

Employers may now retroactively cure defects in employee benefit
plans (which do not meet the requirements for tax qualification) by
making remedial amendments by the 15th day of the third month after
the end of the taxable year of the employer in which a plan is newly
established. Retroactive remedial changes however may not be made
with respect to plan amendments.

The time allowed for remedial changes may be too short for a plan
to be cured to qualify as of the year in which it is established. This
occurs because many plans are established at the end of the year and
thus only 21/ months are available to cure a plan. Additionally, plan
amendments (which may be as significant as newly established plans)
may not be retroactively cured. As a result of these limitations, plans
may not be qualified, to the detriment of employers and employees.

The committee bill provides that retroactive remedial amendments
may be adopted to cure a plan regardless of whether failure occurs on
establishing a new plan or because of an amendment of an existing
plan. The bill also extends the time to adopt a retroactive remedial
amendment to the time (including extensions) for filing the employer's
return for the taxable year for which the plan or amendment was put
into effect, or to a later time designated by the Service. It is expected
that the regulations will provide for extension for reasonable cause,
such as the filing of a bona fide request for a determination by the
Service that a plan or plan amendment is qualified.

4. Reporting and publication of returns (see. 706(i) of the bill and
sees. 6040, 6103, and 6104 of the Code).

In order that many of the new rules governing qualified plans may
be enforced, new reporting and publication requirements are needed.

The bill restates present law by requiring employers (or plan ad-
ministrators) who establish or maintain deferred compensation plans
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to file annual information returns. In addition, the bill extends this
requirement to individuals who establish individual retirement ac-
counts (described in section 408 of the Code, as added by the bill) and
individual bond purchase plans (described in section 409 of the Code,
as added by the bill). Also, to enable the Internal Revenue Service to
enforce the limits on contributions to individual retirement accounts,
the bill requires additional information from persons who pay wages
to individuals covered under qualified plans.

The bill makes certain information returns open to inspection by
proper officers of the Pension Benefit Guaranty Corporation, in order
that the Corporation can properly administer the insurance program.
In addition, the bill opens to public inspection applications for a
determination that a plan is qualified and that the trust under the plan
is exempt, except for plans where the employer has less than 26 em-
ployees; annual returns with respect to qualified plans are also open to
public inspection. These rules enable plan participants and beneficiaries
to easily obtain the full information needed to enforce their plan rights,
pursuant to the new rules established in the bill. With respect to plans
of smaller employers, this information will be available only to par-
ticipants and beneficiaries from the employer and the Service; this
limitation is established because of the more confidential nature of
small business.

The bill establishes a penalty for failure to file annual returns
(under sec. 6040 and sec. 6047 of the code) ; the penalty will be
$10 for each day that a return is late, up to a maximum penalty of
$5,000 for any one failure to file. However, this penalty will not be
owed if failure to file is shown to be due to reasonable cause.

V. EFFECT ON THE REVENUES OF THE BILL

In compliance with section 252(a) of the Legislative Reorganiza-
tion Act of 1970, the following statement is made relative to the effect
on the revenues of this bill. The committee estimates that the bill
will on balance reduce direct tax revenues by $237 million a year
over the long run. This figure includes an estimated $48 million of
annual receipts from two new taxes imposed by the bill (the audit fee
tax and the tax to finance plan termination insurance). However.
deductions taken by employers for their payment of these two new
taxes will offset these receipts by $23.4 million a year.

In addition, because'it increases employer contributions to qualified
plans and hence tax deductions, the minimum vesting standard
adopted by the bill involves an estimated annual long-run revenue
loss, which could range from $130 million to $265 million, but which
is probably closer to $130 million. The minimum funding standards
imposed by the bill also result in a modest reduction in revenue as a
result of larger tax deductions for contributions to qualified plans.

The administration of the more comprehensive requirements for
qualified plans adopted by the bill will add an estimated $13 million
a year over the next five years to the present cost of administration of
the provisions relating to such plans by the Internal Revenue Service.
This additional cost of administration is financed out of the proceeds
of the audit fee tax provided by the bill.
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The Treasury Department agrees with this statement. Part III of
this report contains a more detailed statement of the revenue effect of
the bill.

VI. VOTE OF THE COMMITTEE IN REPORTING THE BILL

In compliance with section 133 of the Legislative Reorganization
Act, as amended, the following statement is made relative to the vote
of the committee on reporting the bill. This bill was ordered favorably
reported by the committee without a roll call vote and without
objection.

VII. 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).





VIII. ADDITIONAL VIEWS OF MR. HARTKE

Today over 34 million working men and women are subject to great
inequities in the private pension system. These inequities cause the
intolerable situation in which only one out of ten employees en-
rolled in pension plans will ever receive benefits. It is fortunate that
the Senate Finance Committee has reported out a bill on the private
pension system. It is unfortunate that their proposal falls short of a
viable and comprehensive reform. The committee is taking steps in
the right direction at a time when large strides are necessary.

Over the past 9 years, I have introduced a number of proposals
aimed at providing a degree of security for the millions of workers
enrolled in pension plans. Beginning with termination insurance
legislation and now with the inclusive Federal Pension Plans Protec-
tion Act (S. 1858), which I introduced this year. I have been motivated
by the conviction that every working man and woman in this country
deserves the dignity and security of adequate means of support for
his or her retirement years. I am greatly distressed that so many
people still consider pensions a form of insurance in which most must
lose so that some may gain. The committee proposal seems based on
this concept. In rejecting this notion, I maintain that a pension should
not be a game of chance. I

Some may be satisfied with the committee's minimal proposals on
vesting, funding, portability and termination insurance. I am not
content. The committee solutions aid only a few, leaving millions
who need adequate and secure pension coverage wanting. Let me
specifically explain my points of difference with the committee.

I. ADMINISTRATION AND ENFORCEMENT

A. THE COMMITTEE PROPOSAL

Principle responsibility would be placed in the Treasury Depart-
ment. The Secretaries of Labor, Treasury and Commerce would be
the trustees of the termination insurance program and the voluntary
central portability program, and the Secretary of Treasury would be
the managing trustee.

". OBJECTIONS

While I agree that the Treasury Department should be responsible
for enforcement of the provisions of the bill, I believe that the Labor
Department should be the principle agency for administration. Rather
than playing political gaines over questions of committee jurisdiction,
our principle concern should be safeguarding the rights of workers. I
do not believe that the principal administration of this bill should be
given to an agency whose primary interest is tax collection.
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C. THE HARTKE APPROACH

Under my proposal, the Secretary of Labor would administer the
vesting standards and termination insurance program. The Treasury
Department would administer funding standards and would be
responsible for the enforcement of the bill. The Labor Department is
charged historically with the protection of workers' rights and collects
and analyzes annual information on assets, costs, and actuarial
liabilities under the Pension and Welfare Plans Disclosure Act.

I. PARTICIPATION

A. THE COMMITTEE'S PROPOSAL

A qualified pension plan would require, as a condition of eligibility,
service of no more than 1 year, or attainment of age 30, whichever
occurs later.

B. OBJECTIONS

Most workers begin their jobs in their late teen years or early
twenties. A fair and equitable reform should not exclude these early
years of service. Age 30 is too late a date for participation because it
delays the acquisition of vesting rights.

In many cases the committee's proposal is only slightly more pro-
gressive than the administration's vesting standards-the so-called
"rule of 50," i.e. a worker gains 50 percent vesting when his age and
years of participation equal 50, and 10 percent additional each year
thereafter. (See table below under vesting.) Under the committee
proposal a worker who started at age 20 would have to work 15 years
until age 35 before he attained his full vested rights. The committee
proposal would make attainment of full' vested rights difficult or
impossible for millions of part-time and part-year workers. Examples
of these groups of workers excluded by the committee bill are given
below under vesting.

C. THE HARTKE APPROACH

Pension benefits should not be considered an exclusive privilege of
the fortunate few; rather they should be made a right for all. My
reasonable approach provides for a more quickly attainable eligibility;
participation would commence after a period of" service no longer than
2 years or age 25, whichever occurs later.

III. VESTING

A. THE COMMITTEE'S PROPOSAL

A qualified plan must provide at least 25 percent vesting after
5 years participation, 5 percent additional vesting for each of the
next 5 years, and 10 percent each year for the next 5 years thereafter.
This formula would provide for at least 25 percent vesting after
5 years participation, 50 percent after 10 years and 100 percent after
15 years.
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B. OBJECTIONS

Progressive vesting rights are the heart of pension reform. Weak
vesting clauses make for ineffectual and superficial pension legislation.
The committee's proposal gives the illusion of reform without the
substance. The vesting provisions are extremely weak and inadequate.
Such a scheme would discriminate against women, seasonal workers,
and workers in mobile or faltering industries. A recent Senate Labor
Subcommittee study found that, for plans requiring 10 years participa-
tion or less for vesting, 78 percent of those separated did not qualify
for benefits. Under these same conditions, the committee proposal
would provide 50 percent vesting after 10 years participation for only
22 percent of those who separate. I do not consider such an approach
acceptable.

Achieving vested rights for women is also difficult under the com-
mittee's proposal. Most women work at a job for shorter periods than
men, and often work part-time or part-year. The committee has made
no provision for part-time or part-year work. While men in manu-
facturing have a median of 14.3 years of service, women in their later
years, have only 8.3 years of service. And in retailing, women over 45
had an average of 4.9 years. As a result, a woman would achieve only
40 percent of her vested rights. This is not a decent retirement benefit.

A moderately good benefit will give $5 a month for each year of
credited service. A normal retirement for a woman would be 8 years of
credited service or $40 a month. But the committee's proposal would
provide only 40 percent of this or $16 a month-less than $4 a week.
And that benefit is subject to erosion by inflation between the time it
vests and the time it becomes payable.

Aerospace is an example of a faltering industry in which many plants
have shut down and many more will shut down in the future. A recent
study found that 80 percent of the employees in this industry had
completed fewer than 10 years of service. At the very best, the com-
mittee's proposal would provide 50 percent vesting for these workers--
too minimal a standard.

With no provision for part-year work, it will be virtually impossible
for the seasonal worker to attain vested rights. Many cumulative
years of service will add up to nothing in retirement.

The committee vesting proposal would provide for little or no
benefits for the majority of workers in this country. It ignores the
overwhelming evidence which demonstrates that the weaker the
vesting requirements, the less likely it is that the participant will ever
receive his needed pension benefits.

C. THE HARTKE APPROACH

I propose that 100 percent vesting be achieved after only 5 years
of service. These more progressive rules on vesting will open the way
for more frequent job changes, increases in work satisfaction, a more
mobile and a more effective labor force. We owe this to the working
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men and women of this country. In order to demonstrate graphically
the superiority of the Hartke approach, I submit the following table:

VESTING TABLE

Percent vested Percent vested Percent vested
committee administration Matrke

Age proposal proposal proposal

2 ----------..---------------------------------............. 1

0 ----------------------------------- ---------- 50 0 1025. 50 00 100
35 ------------- ................ 0 1............ 1 040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100 50 10.45 100 100 100

The table shows what would happen to a worker beginning his job
at age 20. Under the committee proposal, this worker would not qualify
for participation until the age of 30. After 10 years of work he would be
only 50 percent vested. This worker would be 35 before he was fully
vested under the committee bill, 45 under the Administration's bill;
but only 25 under the Hartke proposal.

IV. FUNDING

A. THE COMMITTEE'S PROPOSAL

The committee agreed to a minimum funding standard which re-
quires the payment of current or normal pension costs and the level
payment, or amortization, over a 30 year period of unfunded accrued
abilities, without regard to whether such past service liabilities are

vested or unvested. A plan amendment resulting in a 5 percent in-
crease in unfunded past service cost existing at the time of the amend-
ment is to be regarded as a "substantial" increase in unfunded past
service costs which may be treated as a new plan and funded over 30
years.

B. OBJECTIONS

Inadequate funding is the primary reason that thousands of workers
yearly lose their benefits when a plan terminates. In 1964, when the
Studebaker plant in South Bend, Indiana, shut down, over 8,500
employees lost their pensions because there w as not enough money to
fund them. The Committee's bill would not hate presented this tragedy.
Studebaker had a 30 year funding schedule. Tragedies like the Stude-
baker case occur every year and in all parts of the country. Only strong
funding requirements will prevent them from occurring

u. THE HARTKE APPROACH

My proposal would require past service liabilities to be funded over
a 25 year period, and substantial increases in liabilities due to amend-
ments would also be funded over 25 years.
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V. TERMINATION INSURANCE

A. THE COMMITTEE'S PROPOSAL

Vested rights of participants would be insured up to a maximum of
50 percent of the average monthly wage over the past 5 years and
not to exceed $750 a month. For the first 3 years, the termination
insurance would be financed by a 50 cents per capita payment for
each participant in the pension plan. After such time, premiums would
be set at a level based on cost experience.

B. OBJECTIONS

On the average, 20,000 workers a year are affected by pension
failure . The participants hit hardest by these closeouts are those
between the ages of 40 and 60. This group is usually paid little or
nothing in pension benefits for many years of service.

I am gratified that the Committee's proposal would establish an
insurance program to protect these thousands of workers, but I am
disappointed that the proposal would provide such inadequate bene-
fits. Fifty percent of expected benefits is simply not an adequate
means of support for the average worker. When a worker enrolls in a
pension plan he has the right to expect adequate benefits regardless
of whether the plan folds, whether his department is phased out,
whether his company goes out of business or merges with a larger unit.

C. THE HARTKE APPROACH

My plan would insure vested benefits to a maximum of 80 percent
of the highest average wage over a 5 year period or $500 a month,
whichever is less. The insurance premium rate would be no higher than
0.5 percent of unfunded liabilities.

VI. PORTABILITY

A. THE COMMITTEE'S PROPOSAL

A voluntary central portability fund would be established as a
private corporation under the trusteeship of the Secretaries of Labor,
Commerce and Treasury, with the Secretary of Treasury being the
managing trustee. If the employer and employee both agree, the de-
parting employee could transfer his vested benefits to the fund.

B. OBJECTIONS

Voluntary portability will do very little for the employee. There is
little reason to expect that an employer would give away dollars to a
departing employee which he could give to a retiring employee who
remains with his company. The trusteeship of the fund by three
Secretaries causes needless confusion and duplication of effort. It is
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much simpler and more reasonable that the Secretary of Labor alone
be the managing trustee of the fund.

C. THE HARTKE APPROACH

I will propose the establishment of a compulsory portability fund
into which an employee's vested benefits would automatically be
transferred. The employer would have a maxmum of 5 years to pay
these vested benefits into the portability fund.

The private sector should be given an initial opportunity of at
least 18 months to develop plans for the organization of a portability
fund. If they fail to act, the Secretary of Labor would establish the
plans for portability funds. I strongly believe that these efforts should
be made to keep pension monies within the private sector.

The central portability fund should also have the option of offering
basic plans of pension coverage to companies that do not have any.
Such plans would be limited to employers with 300 employees or less.
This service would be particularly beneficial to smaller companies
who cannot afford the high costs of establishing and operating pension
programs. We must make a strong effort to expand the private pension
industry to cover the millions of Americans not presently enrolled.

VII. CONCLUSION

These are among the changes to the committee's proposal which
I propose to bring real reform to the private pension system in this
Nation. I emphasize that we should not accept any illusions of reform
but rather we should have the courage to help the 34 million working
men and women who are enrolled in pension plans. W€hen the Senate
begins debate on pension reform, I intend to initiate a full discussion
of the issues which I have raised in this statement.

V CE HARTKE.



IX. SUPPLEMENTAL VIEWS OF MR. CURTIS

This legislation is important to our private pension programs in the
United States. It carries many provisions which I advocate and
endorse. I am especially interested in the provisions which make it
possible for an individual not covered by a company pension or an
H.R. 10 pension to set aside for his own retirement and have the tax
advantages that other plans have. This is o matter that I have worked
for for many years.

In general, I would have preferred to have had the enactment of
my own bill, S. 1631, which was supported by the Administration.
The provisions of that bill are more acceptable in several respects
including the issue of professional corporations.

CARL T. CRars.
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