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)EFINITION OF EARNED INCOME FOR PENSIONPJtSAN.t
OF SELF-EIMPLOYED INDIVIDUALS

OCTTOBR 8, 1968.-Ordered to be printed

iMr. IONG oFLIouisiana, from the Committee on Finance, submitted
the following

REPORT
(To acompany H.R. 18253]

'The CIonlmittee on Finance, to which was referred the bill (H.R.
18253) to nideli the effective (date of the 19660 changee in tile definitioll
,f earned income for lurrposes of pension plans of self-employed in-
(Iividuals, hainilg considered the same, reports favorably thereoll
wit.lhout imedmenl t andrecnomnllmen(ds that tIle bill do Ip)s.

I. SUMMARY
H-.R. 18253 would make clear that the new defintiion of earned

income for purposes of pension plans for self-emrl)loye(l individuals
(sec. 204(c) of Public Il\w 89--809) applies to taxable years beginning
after Decembler 31, 1967. It would also provide thal, in allpplyinll the
3-year averaging provisions (sev. 401 (e) (3) of the code) in determining
\whether excessive contributions have been made to su'h plans, tlhe
new defiflition whichh io longer limits earnedd income" to 3() percent
of tle total income where capital is a material incolle-)rodu(llcing
factor) is to be applied as though im effect for years beginning before
January 1,1968.
The Treasury Department has indicated that it has 1no objections

lo the bill's enactment.

II. GENERAL STATEMENT
When H.R. 10 'was enacted in 1962, it permitted contributions each

year to self-employed pensionl plans in amounts ul) to the lesser of
$2,500 or 10 percent of thle owner-employee's "earned income" from
tlie busilless. Ho\wve\ir, where cal)ital was a material incolile-prod(ucing
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factor, not moire than 3()0 er'enlt of thle incomel fl'mll tlie blsillness
'()lttI(1 I) t reite(d as "elar'll'( illc('Oe" folr )lpurpises of this provision.

S'ilI('e such 1)ialscall accullmilulhe in(colle witlhol paying income
laxes ol tlie earnllings (of lthe invested funds, thle 19)(2 act pelnalized(
cntillril)tills to t) lle 1lans1 ill excess of tle ani)ount generally plermil((ed
i( hl)e cI'itIrilitie(d . T itavl\i(l iitlhardshi ill certtail lililitetd circumlistaetis,
tlsep() allieslare I(noilmplosed, llowever, where tle (ntrllibtiolls are
inl tlie forItll f I)lrwelillllS for allllliity, Cenil(ldowlent, or life inllsurance
po(ilit.ies a11 aire (nt greaterttii tiIe average llannua11 l )Cerlnissil ble
c{'itrilbution I)y the O\wner-elll)loyee for tlh 3 years immediately
i)prl(ecedliig tlhe year in wih e laic1 lle lst plicy cotlltralct was entilere(l itto.,

'iell p)rt' visi() I'ttlaltilgl ) self-ellipl)l)yt(l )elltsio()ll 1)1lan were lil)er-
tlihe(l il li t lullIt)ber (f respects ill 190(1 Imolg hem witsI)eliminti
of Ilhe(30-perlcell lillit ll io (lesclribled above. ''llis challa ge was 11ade
irslpel ive ()oliv. O)ne(frect(of this pospl)ective relpelof (lie 30-p)elrc(lt

liniltlit has 'been that, for 3 years' after this change, lose \who
al))ly lie1 aiceragiligpr)visions(ldese'ril)(Idai ve have,to, c(onititlle to
ill(li(le( in that alve(age II to 3 years ss I( which lie 30-per(celnt
limiitatio conttstiltles to apply. For thloseiindividuals, then, the effect
,f l :30-p)ercetllliaSmit als n; fully )beerevealed, il (ldetermiiigtliet
mitaxIIilimum penrtissible coit ributionli, uitil 1971.''1Ie co()lilllittee ragIrees
witl th(e IIoluse that congressss (lidl ot inited(l that there be a 3-vetar
waitingg p)er'il before thle repeal of tl(e :30-p)el'ellt limit becausee thily1
(,fre( t i\'e.

Fl'or tIlie reItISo)nl indicated above t his bill permits IlIhse who apply
the averaging Iro visions to co(mil)lte their averages for( taxablleyears
hegiiiinilng after l)Deemlber 31, 1967, without regard to the io)w-
'ep)ealed 30-perlcellt limllitationi. Thllis is accomplished b)y plrovidling
llat. for purposes of making tile comil)litations I ti(ler t le 3-year averag-
iLg p)rOVisiot1 tIlie )30-percent limlitation is treate(ld as repealed for years
i)(folre 1908S.

'l'lle bill llalso reeves any unlwertainty las to ie effective date of tlie
repeal of tlie :30-percent fimitationl by providing that it apl)plies to
,a1xalble years begintniig after I)ecetsiber 31, 19(17.

III. ('CIANG(ES IN EXISTING LAW

Ili collmplianc!e witlh slubsection (4) of rllle XXIX of the Standing
Rules of tLhe Senate, 'hanllges in existing law mallle by tile bill, as
reported, are shown as follows (new matter is printed in italic, existing
law in whichh tio change is iplrl)osed is shown in roman):

SECTION 2041 OF PUBLIC LAW 89-809
SE('. 204. REMOVAL OF SPECIAL LIMITATIONS WITH RESPECT TO

)EDUCTIBILITY OF CONTRIBUTIONS TO PENSION PLANS
BY SELF-EMPLOYED INDIVIDUALS.

(a) REMOVAL, OF SpE(CIA:LLJI.xrATIONS.--Paragral)h (10) of se(tiol(
104(a) )(relating to special limitation on almouitI.allowed s (ldeductioni
foir self-elployed individuals for contributions to certain l)ensio,
etc., pllais) is reIpealed.

(l)) (IONFO()MING AMENDMENTS.-
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(1) Eachl of Ihe follow\-iig Ipo0visiolls of section 401 is amended by
.siikinz oult "(determined witholit regard to) section 404(a)(10))"
eaclh I)l(.e it appl)l)ears:

(A) Subsection (a)(10)(A)(ii).
(B) Sul)aragra)llphs (A) and (B3) of sul)sectioll (d)(5).
(( ) Sulbplaragraph (A) of .sll)sectiol (d)(6).
(I)) Sltl)lbragralphs (A) ald (1B)(i) of sl1ubsection (e)(1).
(E) Subllaragraphs (1B) and (C) anmid thle last sentence of sul)-

c(tilon (e) (3).
(2) Sialll)lmragral (A)) of section 404(e)(2) is amended by striking

ttil determineln( without. regard to sbl)ect(ion (a) (10))".
(:) 'Paragralt11 (I) and slbI)para(gra pll (1B) of paragraphl (2) of

sect ion 404(e) are each a mended(i )y3 .,t rikinig out. ' (determilnedl wi Ihoit,
regard(1t Imragra ip (10) thereof)".

(c) DEFI NIT'1ION OF EAtINEI:)OINCOM:.- Sectliion 401((c)(2) (relating
t, (deliiniti(on of earned income for cer'taill I)llsio()l an( prof)lit-s;haring
pidahns) is attended bIy striking ollt, sl))laragrapl)hs (A) alnd (1B) alnd
tttshrting inli ei tlhereof t le followNing:

"(A) I1 (i:ENxi,HAL.-Th-'lle tler 'eartied inlo('Ie1' ellis1 t l(
net eartnigs fronl self-emptloymetl (as defined in sec ion 1402(a)),
I)I1t such. (net'!ieartigssiaUIll be delermiined(l

"(i) only witllh respect t t a trai e or business iii whlich
)wersoIial services of I(e' ll)tlx ert ar(ec i t aerial itlconie-
p)rod(lucilg factIor,

"(ii) without regard to paragra)ihs (4) at(i (5) rof sectiotil
1402(c),

"(iii) ill tle (case of 1any individualwl\o is treated ats a

employee under sections 3121 (d) (3) (A), ((C), or (1)), witl outt
regard to ptaragrapli) (2) of section 1402(c), and

"(iv) \ithlout regard to items whli(ch are ) ot, included in
gross int(conle for purposes of this clial)ter, and the ldedu(ctiols
properly all(oclbe to or (chargeabl)e against suc('l items.

o'r purposes of Ihis sul))aragral)h, section 1402, as iln effect,
for a taxabl)le year e(ndilg )on D)e(emler 31, 190(2, shall be treated
as lhavinrg b)eetl iln effect. for all taxable years ending I)efore Slit(cl
(Iate."

(d) EFECTIVE DATEl'.-The amendments 11made l)y subsections (a)
(mid (b) shall ai)pply with respect to taxable years beginning after
DecCmInber 31, 1967. The amendment made by subsection (c) shall apply
with respect to taxable yearsbeginning after December 31, 1967, and in
the case of a taxpayer who applies the averagjing proivMions of section.O01
(e) (3) of the Internal Revenue Code of 1J}5/.for a taxable year begin ningl
ofter Decembell 31, 196'7, the computation of the amount deductible under
actionn /0/i of such (ode for any prior taxable year which began before
January 1, I)196, shall be made, for purposes of such averagiintg pro-
riSions, as if the amendment made b1y subsection (c) were applicable to .s.uch
prior taxable year.
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