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PENSION PLAN COMPLEXITY

FRIDAY, MARCH 23, 1990

U.S. SENATE,
SUBCOMMITTEE ON PRIVATE RETIREMENT PLANS

AND OVERSIGHT OF THE INTERNAL REVENUE SERVICE,
COMMITTEE ON FINANCE,

- Washington, DC.
The hearing was convened, pursuant to notice, at 9:35 a.m. in

room SD-215, Dirksen Senate Office Building, Hon. David Pryor
(chairman of the subcommittee) presiding.

Also present: Senator Heinz.
[The press release announcing the hearing follows:]

(Press Release No. H-14, Feb. 22, 19901

FINANCE SUBCOMMITTEE TO HOLD HEARING ON PENSION PLAN COMPLEXITY,
SIMPLIFICATION COULD ENCOURAGE MORE RETIREMENT COVERAGE, PRYOR SAYS

WAOIIINGTON, DC-Senator David Pryor (D., Arkansas), Chairman of the Senate
Finance Subcommittee on Private Retirement Plans and Oversight of the Internal
Revenue Service, announced Thursday that the Subcommittee will hold a hearing to
review the Internal Revenue Code rules governing private pension plans and discuss
options for simplification.

The hearing is scheduled for Friday, March 23, 1990 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

"I am afraid that pension rules have become way too complex, and that is having
a negative effect on retirement coverage. Many employers, especially small busi-
nessei, are scared away from starting pension plans because of the cost and com-
plexity of administration," Pryor said.

"Even those employers who have retirement plans and have decided to stay in the
game are finding they are spending more and more of their benefit money on ad-
ministration, and less on increasing benefits. I look forward to having a frank dis-
cussion on how to simplify the pension rules to encourage coverage," Pryor said.

OPENING STATEMENT OF HON. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS, CHAIRMAN OF THE SUBCOMMITTEE

Senator PRYOR. Good morning, ladies and gentlemen.
The purpose of this morning's hearing is to take a look at the

changes in ERISA over the past 15 years and to see what effect
they have had on plan coverage. -

When Congress enacted ERISA in 1974, many thought the act
was sufficiently comprehensive and flexible that further changes
would be relatively few and far between. But like many other good
intentions, things have not quite worked out that way with ERISA:
ERISA and the Internal- Revenue Code have been amended an av-
erage of almost once a year since 1974.

Most of those changes that have been made in the law over the
past 15 years are probably meritorious. They have attempted from



time to time to enhance benefit security, address possible discrimi-
nation in plans, and permit plans to adapt to the needs of a grow-
ing and economically diverse workforce.

But the time has come to take a look at what we have wrought.
ERISA clearly has become a boon for lawyers and consultants, but
I remain firm in my conviction that that was not the original
intent of Congress.

The goal of ERISA, of course, is to provide income to our Na-
tion's workers after retirement. And to achieve this goal, there
must be security of assets and sufficient flexibility to allow employ-
ers and employees to' establish pension plans that meet their needs.

I fear that maintaining a pension plan is no longer a routine,
simple administrative matter performed at a reasonable cost, but
rather has become a legalistic and very, very expensive endeavor.

I hope this morning that the witnesses will help this subcommit-
tee address two major questions that we will pose:

First, is the complexity of ERISA discouraging the initiation and
continuation of pension plans, particularly defined benefits plans?

And, two, how. and in what areas would it be most fruitful to ra-
tionalize or simplify the law?

With the help of our witnesses this morning, we hope to find an-
swers to these questions, answers that will help this subcommittee
make an informed judgment. I am afraid that the complexity of
ERISA has become so great that we risk stagnation or even decline
in our private pension system at a time when we should be actively
promoting it to support the Nation's growing retiree population.

The first witness that we will hear from this morning is probably
perhaps the foremost authority in the House of Representatives
and perhaps the Congress as a whole in the area of private pension
plans and the complexity of these plans. He has truly delved into
these complex sub ects. We look forward today to hearing from
Congressman Rod Chandler.

Congressman Chandler, we appreciate your attending today and
thank you for the insight that I know you will give us.

STATEMENT OF HON. ROD CHANDLER, A U.S. REPRESENTATIVE
FROM WASHINGTON

Congressman CHANDLER. Good morning; Mr.Chairman. And
thank you for those very kind and generous remarks.

I frankly think sometimes things ought to be kept off the record,
but now that you hnve said what you did, I perhaps will reconsider.

One of my friends in the front row asked me, what are you going
to say? And I said, I am going to say this is a worthy cause, and
Dave Pryor is a hell of a Senator. [Laughter.]

You could strike that if you want to.
Senator PRYo. No. We will keep that on the record.
Congressman CHANDLER. All right. [Laughter.]
Mr. Chairman, and members of the subcommittee, I come from

the State of Washington, and a few years ago we had a hanging in
the rural part of our State. And this man sentenced to hang stood
there on the scaffold, and the sheriff asked him if he had any last
words, and he said, "well, yes, I do. I don't think this damned thing
is safe." (Laughter.]



And I think you can imagine what it would be like to be running
a small start-up business-I was in that position myself at one
time-and thinking about setting up a pension system. When you
consider the patch work of law and regulation, you would probably
conclude that the damned thing just isn't safe or at least not work-
able.

Mr. Chairman, that is why I am so pleased to appear here today
and to continue my work with you on a subject of great personal
interest and of vital importance to millions of Americans, which is
the simplification of the Nation's retirement system.

I have long been concerned that too many changes in pension
law have been driven by revenue needs rather than by what consti-
tutes sound retirement income olicy. o

The entire decade of the 1986's was replete with tax and budget
bills that became vehicles for massive changes in pension law. The
jargon of the benefits field is littered with the acronyms with
which we are all too familiar: TEFRA, DEFRA, COBRA, OBRA
and, of course, TRA and its offspring, TAMRA. And the process
itself makes it virtually impossible to consider the pension provi-
sions apart from the others when Congress legislates by megabill.

Now, we should take pride as a nation in the fact that tax incen-
tives we have enacted enable employers to provide pension cover-
age to 45 million workers in this country. Employees and retirees
are well served by the fact that employers make 87 percent of total
pension contributions. The Treasury too benefits from this private
system. Since benefits are financed privately, either with tax de-
ferred or after-tax dollars, the burden on public programs is less-
ened. The question is hardly whether we can afford to support the
private pension system, it is whether we can afford not to.

The Nation's pension system is not only important to ensure the
retirement income security of America's elderly, but it is also vital
to improving the Nation's savings rate. In 1986, pension funds ac-
counted for 34.8 percent of the investment capital supplied by non-
bank financial institutions.

Let there be no confusion on this point. The complexity of the
pension system is not some esoteric issue. It is directly and signifi-
cantly related to the issue of pension coverage. If Congress and the
executive branch write laws and rules that sponsors of pension
plans cannot understand or that cost them too much to implement,
sponsors will terminate their plans. This is not a concern for the
future. It is happening now.

Like so many of my colleagues, I support legislative efforts to
allow individuals and families great opportunities to save for re-
tirement, education, new home purchases, and a host of other good
purposes. I hope the outcome of the current debate over expanded
Individual Retirement Accounts and family savings accounts will
be a responsible and attractive savings vehicle. But while Senate
and House Republicans and Democrats are trying to outdo one an-
other in crafting the best individual or family savings program, I
hope that we will not overlook the proven value of the employer-
sponsored retirement system.

Criticisms leveled against IRA's in the past is that they are at-
tractive primarily to wealthy individuals who have.money to save,
Now, I disagree with that. But while reasonable people may differ



on the accuracy of that claim about IRA's, no one can argue that
employer-sponsored savings plans, such as 401(k) plans with their
typical employer matching contributions, are especially valuable to
lower paid workers. These plans allow workers of moderate means
to save for their retirement. But rather than encouraging employ-
ers to sponsor 401(k)s, we hamstring them with extraordinarily
complex average deferral percentage tests-the ADP test-and it
just doesn't make any sense if we are trying to encourage middle
and lower income Americans to save.

Examples of this kind abound, and I know you have a long wit-
ness list today. Let me simply summarize, Mr. Chairman, by saying
that I think that this is extremely important work, complimenting
you on your efforts here, and also another organization, APPWP.
As you know, they have issued an excellent report. This report
called "Gridlock: Pension Law in Crisis and the Road to Simplifica-
tion." The report is, I think, a major contribution.

If I could, I would like to quote one statement from it, which I
think is the most compelling I have seen.

It says, "These intricate rules affect all employers, whether large
or small, and all of the working people planning for retirement.
The rules which have been altered by layer upon layer of legisla-
tive and regulatory change have become practically unworkable.
Rather than promoting retirement security, they are becomin* a
barrier to it. Unless the rules are simplified, the Nation's growing
older population will have inadequate resources to meet its retire-
ment needs."

Mr. Chairman, I again commend you for your efforts. I thank
you for this opportunity to walk across a beautiful campus this
morning and to testify in behalf of legislation which I hope will
solve this problem.

Senator PRYOR. Congressman, thank you. And once again, we
thank you for your contribution.

Let me ask one or two questions. Like I said earlier, you are
truly a real authority in this field. Why do you think that the Con-
gress year after year is having to amend or change the pension
rules? Why can t we enact something and just guarantee no
changes for, say, 5 years?

Congressman CHANDLER. I think that there are two basic rea-
sons. One of them reminds me of that old famous bank robber who
was asked one time, why do you rob banks? And he said, because
that's where the money is. And I think that is part of the problem
here for the Congress with pension plans. There is a lot of money
involved. And where that is the case, Congress is trying to capital-
ize on it for deficit reduction.

In addition to that, I think sometimes we see cases of abuse. And,
unfortunately, that is a part of every society on the face of this
globe. And we tend to overreact, Section 89, I think, is a prime ex-
ample of that. And for the vast majority of employers and employ-
ees, you wrap them up in law which is practically unworkable, if
not unworkable, while the others will probably continue to cheat
anyway.Those, I think, are the two major reasons. And I couldn't agree

with you more that we need to enact this kind of legislation and
leave it alone. If there's anything I hear from the employer com-



munity it is we need certainty. We need to know the law in effect
is going to be there for a while so we can plan on it.

Senator PRYOR. You know, in Washington, we have a hard time
knowing what the rules of the games are in this area. This is espe-
cially hard on smaller businesses, which often have no idea what
the rules are or what they will be next month or next year. I think
this constant changing of the law has certainly been a real detri-
ment to the building of a healthier retirement system.

Congressman CHANDLER. Well, I do too, Senator. And I represent
the Weyerhauser Co. On Section 89, for example they spent $2 mil-
lion to demonstrate that they were in fact in compliance with that
law. But contrast that with the business that my partner and I ran
together in Seattle, WA. We didn't have $2 million to spend on
anything. We did our books and our work on those kinds of things
on Saturday afternoon or on Sunday when we didn't have to be
meeting with clients and so forth. That kind of employer, if they
have a plan, they throw up their hands and quit; or if they don't,
they just say I just simply can't stand the thought of trying to in-
volve myself in that complexity.

And cost is no small part of this too, because consultants don't
come cheap. And even the consultants complain. We're the guys
who have to deliver the bad news and we're tired of doing it.

Senator PRYOR. Speaking of people who really know this field, I
know this is a sad day for you, in one respect, because your trusted
aide, staff member, associate and colleague, Mr. Mac McKenney, is
on his last day on the job. Now he is going into the private sector
to try to interpret what we have done on the Hill. I would like to
say, Congressman Chandler-and I see Mac here-he has been a
very, very splendid resource for us on this committee in looking at
these areas-so we share your loss in the departure of Mac Mc Ken-
ney, and we wish him well. And, Mac, I see you in the audience.
We sincerely appreciate your contributions very much.

Congressman CHANDLER. Senator, that is very thoughtful.
Senator PRYOR. You have been very, very lucky to have a young

man like this.
Congressman CHANDLER. And that is very thoughtful of you to

make those comments. And I certainly agree. And I have got to tell
you, we don't have a hole in our staff now. We have a crator. And
if any of you up there are interested-[Laughter.]

Thank you, Senator,
Senator PRYOR. What about me?
Congressman CHANDLER. All right. [Laughter.]
Senator PRYOR. Thank you, Congressman Chandler, very much.
Congressman CHANDLER. Thank you, Mr. Chairman.
[The prepared statement of Congressman Chandler appears in

the appendix.]
Senator PRYOR. We are going to call our first panel now. We

have a very, very outstanding panel-Howard Golden, Elmer Van
Egmond, Vance Anderson, and Paula Calimafde. Paula, I hope I
pronounced that correctly. Did I?

Ms. CALIMAFDE. You sure did.
Senator PRYOR. Thank you.
Howard Golden is a partner with Kwasha Lipton, testifying on

behalf of the association of Private Pension and Welfare Plans;



Elmer Van Egmond is chairman of the Arkansas State Legislative
Committee of the American Association of Retired Persons. We
welcome you, Elmer.

Vance Anderson is the assistant general counsel of the Allied
Signal Corp., testifying on behalf of the ERISA Industry committee;
and Paula Calimafde is the President of the Small Business Coun-
cil of America.

We are going to ask each of our panelists this morning to limit
their comments to 5 minutes. The entire body of their statement
will be placed in the record. We look forward to the contributions
that each of you can make to the committee. Howard, we will ask
you to begin.

STATEMENT OF HOWARD J. GOLDEN, PARTNER, KWASHA
LIPTON, TESTIFYING ON BEHALF OF THE ASSOCIATION OF
PRIVATE PENSION AND WELFARE PLANS, FORT LEE, NJ
Mr. GOLDEN. Thank you very much, Mr. Chairman. As you

stated, my name is Howard J. Golden. I am a partner in Kwasha
Lipton, an employee benefits consulting firm, headquartered in
Fort Lee, NJ. I am proud to serve also as chairman of the Retire-
ment Savings Committee of the Association of Private Pension and
Welfare Plans, the APPWP, which is the committee that, after a
year and a half of deliberation, produced the report "Gridlock"
which Representative Chandler was so kind to allude to.

We have sent a copy of this report, which is the basis for our
thinking on this problem, to all members of the executive and leg-
islative branches and respectfully request that it be part of the
record today.

Senator PRYOR. Without objection.he report appears in the appendix.]

r. GOLDEN. Thank you.
The APPWP, of course, is a national trade association. Our mem-

bers speak for employee benefit programs covering more than 100
million Americans on both the pension and welfare side. Of course,
we are honored and express our appreciation to appear today, and
also express our appreciation to the committee and the subcommit-
tee for its interest in the simplification area, and particularly you,
Mr. Chairman, for holding this hearing.

I would like to spend just a couple of minutes to summarize my
written testimony and, of course, it is impossible to summarize 29
specific recommendations that appear in our report.

We have decided, after deliberation, to echo some of the com-
ments already mentioned here that the pension system, while a
great tribute to this country and to this body, is complex and is

adin to employer discontent; termination of plans on both the
defined benefit and defined contribution side; noncompliance, par-
ticularly with respect to small employers; and, most importantly,
heavy administrative costs, paying to service providers such as out-
side counsel, consulting firms, and internal providers of services.

We think-and again, it has already been suggested-that the
reasons for this are perhaps two- or three-fold in terms of the com-
plexity. One is that there are taxation-driven interests, particularly
with respect to the most recent legislation over the past 15 years,



as you suggested, Mr. Chairman. Thp other two are spelled out in
the report to some extent. One we choose to call by the catchy
phrase, "evil plan myopia." Perhaps this is too catchy a phrase, but
it is one that simply means that a broad-based piece of legislation
attacks the non-abusers as well as the abusers. And it may well be
a feature of the legislation and a presumption behind it that every-
one is abusing. As a result, complex material aimed at rare abusive
situations becomes the law with which everyone has to comply.

The other ,point we attempt to express by a phrase is "computer
omniscience." Much of the legislation, we believe, has the assump-
tion behind it that it is easy to comply with some of the adminis-
trative matters occasioned by the legislation.

Now, although we have 29 recommendations, since we are happy
to confine our remarks to 5 minutes, I would like to give you two
or possibly three stories to reflect the tenor of our detailed recom-
mendations. And, of course, we look forward, if asked, to working
with the committee with respect to all of them.

One is something that seems as American as apple pie, and that
is the determination of who is a highly compensated individual. I
have become more of an expert in this than I care to be, but, tech-
nically, there are four separate ways of determining a highly com-
pensated individual. Such an individual is one to whom the tests of
nondiscrimination apply.

We have small client throughout the industry that are unable
to determine, based on the complexity of those tests, who such indi-
viduals are, and are throwing up their hands in despair, both in
terms of the numbers of such individuals, and the years and com-
pensation to be taken into account.

Another representative story-and again, this is based on a per-
sonal experience, I had with a large company within the last 2
weeks-there is a 71-year-old secretary of an executive who is faced
with the consequence of receiving a plan distribution under the
rules that require that active employees receive distributions begin-
ning at age 701/2. Because the company maintains a number of
plans, therm are so many technical issues involved in terms of the
nature of the taxation and the interrelation of the payments that
she has suggested, Mr. Chairman, that it might well be better for
her to retire than to invoke the ire of the IRS were there to be a
mistake in the tax consequences occasioned by a bad choice.

And I see that the time has concluded. We are very much inter-
ested in these types of things, in the simplification of annual re-
porting and other documentation that I know is a big concern of
the subcommittee, and in the elimination of multiple and redun-
dant tests without attacking what we consider to be generally the
valid policy behind it.

Thank you for the opportunity to speak, Mr. Chairman.
Senator PRYOR. Mr. Golden, thank you. I have a few questions. I

think on those examples of individuals, real live stories, I hope that
you will please feel free to put any further examples that you
would like to share with us into the record. We look at those per-
sonal case histories and at the problems they present. They help us
see what we should do to prevent some of the abuses and also some
of the inconsistencies in the system. We thank you very much for
your contribution.



Mr. GOLDEN. Thank you, Senator.
[The prepared statement of Mr. Golden appears in the appendix.]
Senator PRYOR. Elmer, we welcome you to Washington and look

forward to your statement this morning.
Dr. VAN EGMOND. Well, thank you.
Senator PRYOR. I hope you watched Arkansas defeat North Caro-

lina last night. [Laughter.]

STATEMENT OF ELMER VAN EGMOND, PH.D., CHAIRMAN, ARKAN-
SAS STATE LEGISLATIVE COMMITTEE, AMERICAN ASSOCIA-
TION OF RETIRED PERSONS, LITTLE ROCK, AR, ACCOMPANIED
BY DAVID CERTNER, LEGISLATIVE REPRESENTATIVE, AMERI-
CAN ASSOCIATION OF RETIRED PERSONS, LITTLE ROCK, AR
Dr. VAN EGMOND. Thank you. My name is Dr. Elmer Van

Egniond and I am chairman of the Arkansas State Legislative
Committee of the American Association of Retired Persons. With
me this morning is David Certner of the Federal affairs staff.

Senator PRYOR. David, we welcome you.
Dr. VAN EGMOND. I am pleased to represent AARP today on the

important issue of pension simplification. First, I would like to
thank the chairman, particularly for your lead sponsorship of the
bill to restore age discrimination protection for older workers' ben-
efits. And I have also personally attended your hearing in Arkan-
sas on limiting increases in prescription drug costs and improving
long-term care. We certainly laud you for those efforts.

the association commends this subcommittee for attempting to
improve the pension system by simplifying the pension laws. Sim-
plifying pensions with the largest single Federal tax subsidy and
the largest pool of money in the world is truly a challenge. The as-
sociation strongly believes that simplification efforts must achieve
a three-way balance among plan sponsors, plan participants and
pension and tax equity.

Simplification should further pension equity and ensure that
plan participants, particularly lower paid employees, are not ad-
versely affected.

In addition, simplification should ensure that tax subsidized ben-
efits do not primarily benefit higher paid employees.

It has been said that nothing sit,.ple is fair and nothing fair is
simple. And this is certainly true of pension law. For example, if
simplicity were our only concern, we could merely allow one specif-
ic plan formula for all plans. Of course, this is not consistent with
the flexibility which a plan sponsor desire nor with the needs of a
diverse workforce. However, it is just this desire for flexibility

-which leads to lengthy pension rules.
To achieve simplification, the association believes that flexibility

and not equity should give ground. The association suggests the fol-
lowing changes, which should simplify plan design and understand-
ing, as well as meet pension equity goals.

First, eliminate pension integration. The practice of coordinating
pension benefits with Social Security benefits permits unfair reduc-
tions in pensions. This complex and inequitable rule was partially
rejected in tax reform. The new test, although an improvement, is
still overly complex and still permits pension reductions for lower



paid employees. To simplify the pension system for employer and
employee, and to improve pension fairness, pension integration
should be eliminated entirely for all employees.

Second, modify the pension coverage rules. The coverage rules,
also very detailed, were improved in tax reform, but the new tests
also continue to permit plans to exclude a certain number of em-
ployees from coverage. The association, therefore, recommends
modifying the coverage rules to simply require an employer to
cover in any one facility 100 percent of the employee's earning
under the Social Security wage base. This test is simpler in applica-
tion and will increase pension coverage for those who may now be
excluded.

This simplified rule was originally proposed by Senator Heinz in
the 99th Congress.

The association believes that some aspects of pension law are
more difficult to simplify because of equity considerations. One ex-
ample is the top heavy rules which ensure that if a substantial por-
tion of benefits go to higher paid employees-over 60 percent-then
fairer benefits must be provided to lower paid employees. In par-
ticular, these important rules generally improve pension delivery
in small plans by ensuring faster vesting and minimum benefits.

Instead of repealing or modifying rules that have been shown to
provide important benefits, the association urges this committee to
pursue alternatives, such as model plans. Small employers could
then adopt these model plans which would ensure adequate bene-
fits to lower paid employees without the necessary testing. This
will achieve both simplicity and equity.

A second set of important rules are the so-called ADP test for
401(k) plans. These rules require that where significant 401(k) con-
tributions are made by higher paid employees, lower paid employ-
ees receive comparable benefits. 401(k) plans have experienced tre-
mendous growth in the past few years. These rules are essential to
maintain equity and ensure that lower paid employees receive ade-
quate benefits.

In conclusion, the association is prepared to work with this com-
mittee to pursue simplified alternative tests in this area as well as
in other suggested aspects of pension law. However, any new test
should continue to ensure that lower paid employees participate
and receive their fair share of benefits.

Thank you.
Senator PRYOR. Dr. Van Egmond, thank you very, very much.

We appreciate your coming today and thank you for your sugges-
tions. I will have a couple of questions relative to your statement.

[The prepared statement of Dr. Van Egmond appears in the ap-
pendix.]

Senator PRYOR. Now, Mr. Vance Anderson, who is representing
the ERISA Industry Committee, we appreciate you coming today,
Mr. Anderson.



STATEMENT OF VANCE J. ANDERSON, ASSISTANT GENERAL
COUNSEL, ALLIED SIGNAL, INC., TESTIFYING ON BEHALF OF
THE ERISA INDUSTRY COMMITTEE, MORRISTOWN, NJ
Mr. ANDERSON. Thank you, Mr. Chairman. As you pointed out, I

am here today on behalf of the ERISA Industry Committee, and
my remarks and my comments will reflect the views of ERISA.

Over the past decade, Congress has seen fit to enact a virtual tor-
rent of legislation affecting private-sector employee benefit plans. I
must say that ERISA has found itself in the position to support the
aims and objectives of much of that legislation, but we have also
concluded after the fact that the result has been to generate hun-
dreds of pages of technical, convoluted, difficult if not impossible to
understand, statutory requirements in the Internal Revenue Code.

The result from our experience has been to cause dramatic in-
creases in the cost of plan administration and compliance. We have
created confusion among plan participants, and many, many plan
sponsors feel extremely uncertain about their ability to comply
with these new legal requirements.

As a result, the formation and continuation of benefit plans has
been discouraged. We have produced, in the final analysis, a regu-
latory log jam at the Internal Revenue Service which has left
many of us in the plan sponsor community virtually incapable of
determining what course to follow if we want to comply with the
statutory requirements.

We would agree with you, Mr. Chairman, that complexity in the
Code, complexity in the regulatory scheme that governs benefit
plans is a distressing problem. We would urge the committee, how-
ever, to be wary of simplistic solutions to the extent that they fail
to enact reasonable practicable rules that people can live with.

Simplification for its own sake may not be the answer. Simplicity
that can produce fairness and that can remove the instability and
uncertainty that now exists in the system for both sponsors and
participants is indeed a desirable goal.

Constant change is in itself an impediment to providing stability
for participants and plan sponsors. The complexity that we have
been dealing with results as much from the frequency of recent
change over the last 10 years as it has been a result of the text of
those changes.

Let me also point out, Mr. Chairman, that as much as we laud
the goal of simplifying the statute, we nonetheless will continue to
be concerned with the substance of those changes.

We believe that it is important to maintain reasonable integra-
tion rules that relate to private defined benefit plans and the
degree to which those benefits may be integrated with Social Secu-
rity benefits. We also believe it is important to retain the ability
for private plans to receive after-tax contributions from its employ-
ees, as well as to provide that these plans may provide retiree med-
ical benefit coverages.

Some individuals have proposed in the name of simplicity that
some or all of these provisions be struck from the Code. We, of
course, do not believe that that is the case.



Let me suggest to you that our own list of items that you might
want to consider for simplification is co-extensive with the items
that I suspect others may well choose to propose to you.

We think that, generally speaking, you should consider any area
that can be identified for removing the constraints that presently
are imposed on plan sponsors with respect to the benefit design
issues generally. We would urge that you consider cost when you
are looking at these proposals. We would certainly urge that the
Congress consider more realistic-that is to say, longer effective
dates-for any new proposals that are enacted. We would also urge
that you seriously consider taking whatever hand you can take
with the Internal Revenue Service to convince them to allow tax-
payers to act on a reasonable, good faith interpretation basis of any
new statutory requirements that you may wish to levy prior to the
date that they are in a position to offer us final regulatory direc-
tions.

Finally, may I suggest to you that it would be our strong convic-
tion that to the extent that Congress sees fit to delegate to the In-
ternal Revenue Service legislative powers to regulate; that the
Service should be following the Administrative Procedures Act,
that is to say, provide notice of an opportunity for hearing before
they promulgate regulations under those delegations.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Anderson appears in the appen-

dix.]
Senator PRYOR. Mr. Anderson, we will put the full text of your

statement in the record. We appreciate you being here this morn-
ing, and thank you for your statement.

Paula, we look forward to hearing your statement. Thank you for
being with -us.

STATEMENT OF PAULA A. CALIMAFDE, PRESIDENT, SMALL
BUSINESS COUNCIL OF AMERICA, WASHINGTON, DC

MS. CALIMAFDE. It is a pleasure to be here today.
I am here on behalf of the Small Business Council of America,

the Small Business Legislative Council, and the National Associa-
tion of Women Business Owners, and as such represent the inter-
ests of literally millions of small businesses across the country.

We strongly support your effort to promote the voluntary private
retirement system through simplification.

There is no question that the onslaught of legislation that has oc-
curred over the last decade is having an adverse impact on the re-
tirement plan system, and, unfortunately, the quest for short-term
revenue is taking its toll on the system as is the piecemeal legisla-
tion.

Wilbur Mills, you may recall, said that "Tax legislation should
only be passed every 15 years." This would give people enough time
to learn what the law was, deal with the law, and you'd get cer-
tainty, you'd get compliance, you'd get clarity. I think Wilbur Mills
was right, and I think we have got to go back, maybe not to a 15-
year spread but even 3 or 4 years would feel mighty good at this
point.



The situation is exacerbated by IRS. There is just no question
that the regulations coming out from IRS are often untimely, often
retroactive, and I hate to say it, but they are basically unintelligi-
ble. The system has now confounded the best and the brightest.
And these are people who do nothing but pension law. They don't
know what's going on. Anyone who is really honest will admit to
that. I think it is even true at Treasury and at IRS; they don't
know what's going on, and that's why something has got to be done
to get the system back to where it was 10 years ago.

New plans are down 70 percent over the last 8 years. That's new
plan startups. And plan terminations are up 100 percent over the
last 9 years. This is based on IRS data. And this data may not even
tell the whole story on plan terminations because you don't have to
request letter rulings from IRS on a plan termination.

So those numbers prove what we are all saying, that the uncer-
tainty in the system and the complex legislation which is adding
increased costs, are taking their toll.

There is another side of the picture which is that benefits have
been slashed in the system, and I cannot weigh which one is im-
pacting it more at this time. But, clearly, you have a unique oppor-
tunity to get the system back on track in the simplification area
without adversely impacting revenue to any great extent, and with-
out adversely impacting the reforms underlying most of the legisla -
tion.

The system did work 10 years ago. Small business was adopting
plans in record numbers. There was clarity. There wasn't these tre-
mendous bills to the lawyers and other pension administrators. The
system was really working and it was working in large part be-
cause the rules were clear.

In our paper I have set forth a number of specifics that would
simplify the pension laws. Many of these suggestions have been de-
rived from the excellent paper prepared by APPWP, "Pension
Gridlock." Others are derived from an excellent paper by David
Kautter for the American Bar Association and AICPA.

I think they are specific and they set out the changes. I just want
to address a few, and I want to highlight some assumptions thp.t
seem to be sort of creeping around the edges in the small plen
area. I want to challenge the tax writers here because there is an
assumption that a small plan is some sort of an evil or a tax shel-
ter for lawyers and doctors. And there doesn't seem to be any other
small business out there but lawyers and doctors in the minds of
the tax writers. Apparently because small business is not pyrami-
dal-there's not a whole lot of staff employees for the top manage-
ment-that somehow the plan isn't as good; that because it pro-
vides benefits for the key employees or the owners, as well as all
the rank and file employees, it is still not as good as a large busi-
ness plan. This evil reference is incorporated in the top heavy
rules, where 60 percent of the benefits are going to the owners and
key employees-well that is simply mathematics. Virtually all
small businesses have top-heavy plans because of the way the test
operates. And there is nothing evil in it. I would like to suggest to
the committee that these plans in the small business area are pro-
viding a tremendous service as far as giving retirement security to



all rank and file and key employees, and in many cases are very
generous plans.

How long small business will continue those plans, I don't know.
The costs are escalating. Benefits are dropping. And as you may
know, there is this audit program going on with IRS right now
against small business defined benefit plans which was singled out
in the President's budget to raise $660 million over 2 years. Well, I
can tell you, if I was a small business owner I would not sponsor a
defined benefit plan if I knew I was "buying an audit" because
audits are expensive. A small business does not have the deep
pocket necessary to litigate.

So, hopefully, your attempts to simplify will work, and, hopeful-
ly, IRS will stop this witch hunt as far as these audits, and I think
then the system can start rolling again. Thank you.

[The prepared statement of Ms. Calimafde appears in the appen-
dix.]

Senator PRYOR. Thank you very much, Paula.
Speaking of simplicity-and all of you have mentioned that-I

have received a letter today from the Pension Rights Center, with
their suggestions, which I will include in the record.

Ehe letter appears in the appendix.]
nator PRYOR. Also, I will include the contents of a brochure

from the Pension Rights Center, entitled "The- Pension Plan
Almost Nobody Knows About."

[The brochure appears in the appendix.]
Senator PRYOR. Let me ask Mr. Golden this. In 1986, it seemed

like we spent about 4,000 hours in this room on the tax reform bill.
It was the first major tax bill I went through on this committee.
Since that time, we have been waiting for the Treasury Depart-
ment to give us rulings or regulations for most of the changes we
made in the pension area.

Now, why does it take them so long? What is the holdup? How
can we force them to do something? Rat should Congress do?

Mr. GOLDEN. Well, Mr. Chairman, I think that, first of all, it is
appropriate to say that there are people in the Internal Revenue
Service and Treasury Department who are trying hard to meet
deadlines, and are aware of the detailed requirements that necessi-
tate delay. On the other hand, our statement, in appendix B, shows
a listing of regulations that were supposed to be out over 2 years
ago and are not yet out. And our statement in appendix C, shows
some of our interactions with the Secretary of the Treasury in
terms of attempting to cause a diminution in employer anxiety
about what these rules are going to say.

I think that it may well be the case that oversight by this com-
mittee could relate to the fashioning of regulations on a more
timely basis and on a more equitable basis, and particularly with
respect to the Tax Reform Act regulations, enable-either through
legislation -or through oversight-some kind of guarantee that, for
years that have passed, the requirements of the Tax Reform Act
will not be retroactive. Particular issues relate to plan years begin-
ning in 1989, both in terms of complex aspects of the integration
rules, and complex issues of the coverage rules where we don't
have all the answers yet. It is not clear to us that the Treasury,
although working in good faith, is going to give employers and em-
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ployees some certainty that what they have done up to now is okay
until the regulations come out.

Senator PRYOR. I don't think any of us in Congress realize how
many individuals have to sign off on a regulation, how many desks
that a regulation is ultimately going to have to cross, or how long
it stays on each desk. Ultimately, I guess it goes to Dick Darman's
desk at OMB.

One day I think it might be of interest to ask all of those in the
IRS to come to the committee just to get an idea of how many
people are involved in the issuing of a regulation.

And I imagine it would fill this room several times.
Any comments on that?
Mr. GOLDEN. I completely agree, Senator. And I also feel that,

from my many years experience in the field-and there may be
good policy reasons for this-but there is a duplication of effort in
terms of both the IRS and the Treasury working on a particular
regulation that has to go within both bodies for various types of in-
ternal review before it gets to the higher regions of the Treasury
Department.

I want to emphasize that the IRS and Treasury have attempted
to issue the regulations, but the task was well beyond their capac-
ity and they have not performed sufficiently to enable employers
plan participants, and beneficiaries to have clarity about the situa-
tion now.

Senator PRYOR. Paula, you mentioned pretty alarming facts
about the number of pension plans that are terminating on how
few new pension plans are being started. Is that because of the con-
fusion or the fear of doing something wrong, or is it just pure disil-
lusionment with the system?

MS. CALIMAFDE. I think it is two different things. I think the first
is the fear of not knowing what the laws are, coupled with the cost.
Because as things get more complex, normal business owners
cannot rely on themselves to do the work any more in the small
business context. So they have got to go out to the specialists. And
in many cases, the specialists are saying this is the best I can give
you. This may not be the law either. And it is hampered by the
way IRS is currently operating. For instance, IRS right now is ap-
parently working on regulations on Section 401(aX4) which is the
underpinning of the whole retirement plan system. Congress has
not asked them to work on those regulations. This is sort of a
gratis act on their part. What is happening is that companies who
sponsor these retirement plans are being told at major conferences
by IRS spokesmen that there is going to be a major change in the
law and it is going to be imminent. Well, we have heard this since
last spring. And if you are running a retirement plan, and you
know there is going to be some major change but you don't know
what it is, then how do you operate your plan? This is the context
in which companies are attempting to operate their retirement
plans. Now, of course, I have to be honest with you; Senator. Bene-
fits have also been cut back. So as costs go up and benefits go
down, you know, there are a lot of companies saying we can do
better by just skipping the whole retirement plan system here.

Senator PRYOR. All right.



How can we reduce paperwork for small businesses? How'can we
do this?

Ms. CALIMAFDE. Well, the steps outlined in the APPWP report
and the steps that we have also outlined in our written testimony
would go a long way. There is a lot of complexity that is really un-
necessary because of the phobia of abuse, on the part of staff tax
writers. For instance, this highly compensated employee definition,
it is 94 lines to decide what a highly compensated employee is.
Well, you and I would say a highly compensated employee is some-
body who makes more than X dollars. And that's it. And it doesn't
matter if they are an owner. And if they are making $30,000 and
they are an owner, why should they be highly compensated?

So just by simplifying, getting to the meat of what was intended
will go a long way in this area.

Senator PRYOR. Thank you.
Dr. Van Egmond referred to a recent General Accounting Office

report which I am going to have printed in this record. I think it
would be a real addition to the record. I would like to read just a
couple of sentences from it and I would like all of you, if you
would, to comment on it. And I quote: for a participant who would
have lost vesting status had top heavy rules not been replaced by
the Tax Reform Act rules, the effect on retirement income would
likely be small and would occur only if she or he left the job before
fully vesting. End of quote.

[The GAO report appears in the appendix.]
Senator PRYOR. Now, my question is: what does this mean in real

dollars? What are we talking about here, if we could take some of
those cases, for example, that Mr. Golden is going to share with us
for the record? What does that mean in real dollars who has had 4
years of service, for example?

Mr. Certner, if you want to help and participate in this answer
you are welcome.

Dr. VAN EGMOND. I think I would defer to Mr. Certner on that.
Mr. CERTNER. In many instances, we are talking about small ad-

ditions to retirement income. But I think we have to remember
who the people are that we are talking about. We are talking about
the lower paid, shorter service employees. And these are the people
who are least likely to earn a pension, the least likely to earn a
sufficient pension. And we think that anything we can do to help
bring these people who are on the bottom up-and these people
generally tend to be some women minorities who are in and out of
the work force-anything we can do to help them meet retirement
income needs will be certainly a benefit. And we are talking about
a $2 trillion pension system. And we think it is important that we
help those people on the bottom have a chance to earn an adequate
retirement income.

Senator PRYOR. Thank you.
Are there any other further comments on the GAO statement?

Yes, Paula.
Ms. CALIMAFDE. Mr. Chairman, I would just say that in the top

heavy rules, if you are technically expert in the area, they really
only do two things at this time because of the reforms that have
been put in the system over the years. In some cases, they give an
employee a slightly higher defined benefit minimum accrual in a



defined benefit plan. But I am afraid that issue is more or less
moot because there are really very few small business defined ben-
efit-plans left. And I think; after this next go around there will
probably be none left.

The other thing that the top heavy rules do is that they provide
for a 3-year cliff vesting instead of a 5-year cliff vesting.

Now, if that is what we are really concerned with in the top
heavy rules, then it seems to me you can junk the top heavy rules
and simply put in a provision that says if you have got a plan with
fewer than 50 participants then the plan must have 3-year cliff
vesting if it is going to have cliff vesting at all.

Technically, you have done it all at that point. And I think that
that is the kind of simplification that again would go a long way in
this whole area.

Senator PRYOR. Are there any further comments on that? Mr.
Golden?

Mr. GOLDEN. Mr. Chairman, I want to associate my feeling with
those just expressed. Our paper suggests, and I think many employ-
ees in our association both large and small feel, that the Tax
Reform Act change to 5-year vesting, which is generally being used
rather than the graduated vesting took care of most of the top
heavy problems.

But even if it is a good thin to retain top heavy as a separate
policy for small employers, we also suggest that certain aspects of
the technical top-heavy rule can be modified to eliminate adminis-
trative complexities, such as eliminating a 5-year look-back rule in
determining who the key employees are and so on. This is much
beyond the need and also the abilities of the small employers to
whom it is addressed.

And if I may, Senator, one very brief further comment. This
whole GAO report raises the issue of the difference between simpli-
fication and policy. We have not attempted to usurp or even advise
Congress' function with respect to policy.

There are good or bad reasons for integration, for example. I
happen to think there are good ones, but there are arguments on
both sides. What we are simply saying is whatever the policy is, it
can be made more simple.

Senator PRYOR. Mr. Anderson in your statement you state you
believe that repealing the integration rules would-and I quote-
"impair the ability of employee benefit plans to operate effective-
ly."

Why is this, Mr. Anderson?
Mr. ANDERSON. Mr. Chairman, let me qualify my remark if I was

misunderstood.
I think that the charges, if we remain in a situation, where the

Service is incapable or unable to come up with the regulations that
we need to implement or to tell us what proper compliance is with
the integration rules, then it would seem to me that the 1986
amendments to those rules should be repealed, and we should go
back to the requirements that were in existence prior to 1986 with
respect to permissible integration.

It strikes me that integrating the benefit structures between
Social Security, or the Social Security benefit and the private bene-
fit, allows participants and employers to come up with a salary re-



placement ratio which is rational and makes sense. Now, if Con-
gress feels that it is appropriate to put some limitation on the per-
centage of the private plan benefit that can be offset or reduced be-
cause of the Social Security benefit, that makes good sense. But let
me submit to you Mr. Chairman, that I think Congress tried to
come up with that new rule almost 4 years ago, and whatever they
did, either the Services doesn't understand it or we don't under-
stand, or it just didn't get put down the right way. And it is a prob-
lem that ought to be remedied.

Senator PRYOR. You know, listening to this panel, I don't know
why anyone today would try to establish a plan for their business,
small or large. One thing that we did in the 1986 Tax Reform bill
which I did not like was to make some requirements retroactive. I
felt that was very bad policy. Mr. Anderson talks about some
degree of retroactivity. He also mentions allowing some reasonable
good faith interpretation of the statute by businesses until 6
months after the issuance of final regulations. Would this help to
give some degree of assurance to employers who are looking at the
possibility of setting up a plan?

Ms. CALIMAFDE. I think it would give a lot of assurance. It would
also be helpful if IRS would stay within the guidelines that Con-
gress has given it, because in a lot of cases they are just legislating.
And the area is so technical that few people in Congress are aware
of what is going on.

Senator PRYOR. I am very interested in your statement on the
IRS legislating. If you, Paiula, or if any other of our panelist this
morning could cite some examples of this, I would appreciate it. I
would like to ask the IRS to respond to this practice.

Ms. CALIMAFDE. I would be glad to.
Senator PRYOR. I am concerned that they are doing this. If you

have any examples, I would appreciate your giving them to the
committee.

Senator PRYOR. We are going to move on in just a moment. I
want to ask one question on safe harbors. What about safe harbors
for small plans as substitutes for the current top-heavy rules or
other areas of particular concern, especially to smaller plans? Any
further comment on this? Mr. Certner.

Mr. CERTNER. Senator, we would support changes like that in ad-
dition to some of the rules that already exist. And I think what we
have said in our statement is instead of repealing rules that pro-
vide real benefits to some lower paid persons, what we should try
to do for the small businessmen is to give them some simplified
models or simplified plans that they can follow so that they can
avoid the complexities.

Senator PRYOR. You are talking about a-prototype plan?
Mr. CERTNER. Prototype plans, I think you had a booklet that

you showed before that talked about simplified employee plans that
can provide benefits without the complexities so we can ensure
both equity and simplicity at the same time, and we would support
pursuing those efforts.

Senator PRYOR. Thank you.
Ms. CAUMAFDE. Mr. Chairman, can I make a comment on that?
Senator PRYOR. Yes, Paula.



Ms. CALIMAFDE. Model plans are portrayed as a solution to the
complexity problem, but in reality, the plan itself is very seldom
the problem. It is the rules that underline the plan that are the
problem. Someone can hand me a very simple plan, but if I still
don't know how to get benefits out of that plan and I don't know
how to get contributions into that plan, the fact that the plan itself
is simple really makes no difference. The simplification efforts
have to go far beyond simply a set of model plans. That won't do it,
in my opinion.

Senator PRYOR. Thank you, Paula.
Are there further comments from this panel?
[No response.]
Senator PRYOR. We want to thank you on behalf of the commit-

tee for being here today and sharing your thoughts with us. And
we will have your full statements, as I have stated, in the record.
Also, we would appreciate the additional information we requested
which will help us in our discussions. Thank you very, very much.

We are going to call our next panel, please.
This also is a distinguished group of Americans. Dallas Salisbury,

the president of the Employee Benefit Research Institute. Mr.
Salisbury is certainly no stranger to this committee, and we appre-
ciate him as we appreciate all of you.

David Kautter, national director of Compensation and Benefits
Tax Service, Ernst & Young, testifying on behalf of the American
Institute of Certified Public Accountants; James Holden, Steptoe &
Johnson, testifying on behalf of the American Bar Association; and
Andrew Fair, Fair & Aufsesser, testifying on behalf of the Ameri-
can Society of Pension Actuaries.

We will ask Mr. Salisbury to go first. We would respectfully re-
quest your statements be limited to 5 minutes each. The full body
of your written statements will be placed in the record.

STATEMENT OF DALLAS L. SALISBURY, PRESIDENT, EMPLOYEE
BENEFIT RESEARCH INSTITUTE, WASHINGTON, DC

Mr. SALISBURY. Senator, it is a pleasure to be here this morning.
I would just summarize a couple of brief points.

First, I would underline that the biggest problem vis-a-vis the
plan growth and decisions of employers to start plans with very
frequent legislative and regulators change, very frequently comes
down to the absence of individuals going out and asking employers
to start new-plans. If the people at companies are spending all
their time trying to figure out how to comply, they are not out
marketing. And much of the history of these plans, vis-a-vis small
employers, has led small companies to set up a plan to begin -with
is somebody coming in and taking the time to explain to them why,
how, the advantages, et cetera. If they never get a visitor, or if the
only visitor the individual sees now i% the accountant, and he says,
"now, understand that there are several thousand pages of regula-
tions that we will have to review before we take this step," it
doesn't exactly encourage plan creatic i.

The legislation enacted clearly has increased benefit security, but
it has moved us toward complexity and the loss of flexibility. And I
would underline that on the last panel there was some discussion



of whether or not pension integration should be allowed. Setting
aside the merits of the argument, the presence of integration
allows companies the flexibility to make choices in plan design.
Eliminating integration might well lead some companies that
would otherwise have pension plans to say they are not going to
have one at all. I would underline the difference between policy
and the complexity issue. I think the witnesses were on both sides
of that.

If we look at the system as well, it is interesting to note that
while Congress is consistently looking at new legislation, and while
the IRS is moving forward on proposals, the fundamental environ-
ment around pension plans and why people might or might not
want them has changed fairly fundamentally.

For the small businessman some years back who was at a 70 per-
cent marginal tax bracket, putting in a pension plan had signifi-
cant tax advantage. At this point, with rates much, much, much
lower, the economic value has significantly dissipated. And without
wanting to argue with any of the prior witnesses, the fact is that
with small businesses the tax angle is an exceptionally important
one. Lower dollar limits have reinforced the effect of lower tax
rates. First, I lower the tax rates, then I significantly lower what
the individual can put aside. Then I lower the contribution capa-
bilities with a 150 percent funding limitation. And as one of the
last Witnesses noted, then I go, as the IRS is now in the- eyes of
many, contrary to years of regulation, and saying retroactively to
small businesses, you used the wrong interest rate assumption even
though the regulations implied you were using the right one. And
at that point, the small number of small businesses still having
pension plans get to the point of putting up their hands and literal-
ly saying, why am I doing this anyway when there is no financial
advantage for me? The businessman and the degree to which I can
deliver benefits per dollar of administrative expense is constantly
becoming a less favorable ratio.

And I underline that particular ratio. How much it cost me to
have a plan, not contributions, but just purely what I pay, to actu-
aries, to lawyers, to investment people, to the accountants. The pro-
posals the administration sent to the Hill this week which would
increase the financial burden of the audits on individual plans will
further aggravate that relationship such that the result on small
business-now only 16 percent of workers in the very smallest busi-
nesses having pension coverage-we should expect that to dissi-
pate. And, frankly, if policy stays the way it is we should presume
that that is an objective of policy or at least a known result of
policy.

I think the other point, vis-a-vis the last panel, that I would just
underline is at times we seem to be losing sight totally as to why
we have got any of this stuff in the law anyway. The last witness,
one of them noted that if we did away with integration and re-
quired 100-percent coverage that the individual down there that is
a sporadic worker, part-time worker, would be able to have pension
coverage. I submit to you that it would be meaningless for that
person to have pension coverage in the scheme of current law. We
allow lump-sum distributions. We allow mandatory distributions
for an amount of $3,500 or less, and the evidence of faster vesting,



3-year vesting, and top-heavy plans, low-income workers is that it
does not produce pensions. It does not produce retirement income.
It very effectively produces small severance payments for individ-
uals. Is the objective severance payments? If so, we are moving well
in that direction. But if the objective is supplementation of Social
Security and retirement income, we are spiting ourselves at each
turn. And if we look at what the administration is now talking
about, setting aside its merits on a stand-alone basis of a family,
savings account which would allow the ability without any or this
hogwash, to be pejorative, to set money aside, and then if we look
at proposals the administration says they are going to put forward
on tax integration that would make dividend and interest pay-
ments non-taxable to any entity, let alone a pension plan, suddenly
one of the final financial advantages for companies to have pension
plans on top of contributions is eliminated while nothing will have
been done to decrease the administrative cost of dealing with these.

So I just, in conclusion, note that I think it is time for a step
back review of the way all of our tax policies interact in this area,
and an understanding that changes that have nothing to do with
pension programs are fundamentally affecting the equation of
whether a business wants to have one. Thank you.

Senator PRYOR. Thank you, Dallas.
[The prepared statement of Mr. Salisbury appears in the appen-

dix.]
Senator PRYOR. David Kautter, we appreciate your being here

this morning.

STATEMENT OF DAVID J. KAUTTER, NATIONAL DIRECTOR OF
COMPENSATION AND BENEFITS TAX SERVICE, ERNST &
YOUNG, TESTIFYING ON BEHALF OF THE AMERICAN INSTI-
TUTE OF CERTIFIED PUBLIC ACCOUNTANTS, WASHINGTON, DC
Mr. KAUrrER. Thank you, Mr. Chairman, for the opportunity to

testify on a subject of considerable importance to the American
public and to our membership. I am David Kautter, chairman of
the Employee Benefits Taxation Subcommittee of the American In-
stitute of Certified Public Accountants.

Our testimony is from the perspective of CPA tax practitioners
who constantly observe the conduct of taxpayers, both individuals
and businesses.

The rules governing the taxation of private retirement plans
have become increasingly intricate and-complex over the past 15
years and we believe that they now rival any other area of the tax
law in their complexity. In our opinion, his complexity is now at a
point where it is adversely affecting both the private pension
system itself and the administration of the tax system, and we be-
lieve this is an unhealthy state of affairs.

Specifically the current rules are having three adverse effects.
First, they are discouraging the establishment of new plans and

encouraging the termination of existing plans. Employers without
qualified plans, primarily small employers, are discouraged from
establishing new plans because of the cost of establishing and
maintaining arrangements which they cannot understand. Employ-
ers with existing qualified plans have grown weary of continuously



amending their plans with provisions that they cannot understand
and which do not, to them, seem to enhance employees' retirement
security.

We will, Senator, in response to your request to the first panel,
submit some specific examples of terminations, which have oc-
curred as a result of this complexity.

Senator PRYOR. The committee would appreciate those examples.
Thank you.

Mr. KAUTTER. Second, the current rules are diverting more
money toward plan administration and less toward actual benefits
to plan participants than would a simpler system.

Third, the current rules are resulting in increased noncompli-
ance, both intentional and unintentional. We believe this last trend
is a particularly dangerous one since it not only means that our
voluntary compliance system is diminished, but it means that tax-
payers who attempt to comply with the law are at a competitive
disadvantage with those who do not.

In the retirement plan area, as in other areas of tax policy, a bal-
ance must be struck between simplicity and equity. Equity usually
comes in the form of nondiscrimination rules in the pension area.
The size, shape, and scope of undue complexity are elusive and rel-
ative concepts, but it is clear that in reducing the complexity im-
plicit in some of the current pension rules, some equity of current
law will be lost. In simplifying other areas of the pension rules,
however, equity will be enhanced. We believe the goal is to find the
right balance between inhibiting as much discrimination as possi-
ble while utilizing rules that can be broadly understood and imple-
mented, and which encourage employers to establish and maintain
qualified pension plans. We also believe that it is possible to sub-
stantially reduce the complexity of current law while still achiev-
ing virtually all of the tax policy objectives of current law.

We propose that as Congress looks at this area in the upcoming
months it use the following test to guide it in determining which
rules of existing law should be retained and which should be
changed.

Is the incremental contribution to equity made by the rule out-
weighed by its incremental contribution to complexity of the law?

Although that test is easy to state, answering it in many cases
will not be easy. In some cases, reduction of complexity will not in-
volve a re-examination of the tax policy underlying the current
rules. In others, tax policy re-examination will be required and
may involve accepting, as a society, some incremental discrimina-
tion or enhanced equity beyond that which is currently provided. It
may also involve accepting less flexibility on the part of taxpayers
in the design and operation of tax-favored pension arrangements.
These choices may not be easy for some to accept.

In applying our test, we would urge you to follow two general
principles. First, completely eliminate rules which do not meet the
test instead of trying to patch them up in ways that will only add
more complexity. Second, use design based rules whenever possible
in order to avoid detailed testing rules which add to uncertainty
and plan administration costs.

As to specific proposals, my written testimony identifies 23 spe-
cific proposals which we believe would substantially simplify the



qualified retirement plan rules while retaining substantially all the
underlying legislative policy behind current law.

Unless the complexity of the retirement rules is reduced, the
trends of increasing plan termination and refusal to establish plans
are likely to continue, increasing noncompliance, both intentional
and unintentional, is likely to continue, and we will end up with a
weakened private pension system. We would be glad, Senator, and
enthusiastically look forward to working with you and your staff
on specific proposals in this area. Thank you.

Senator PRYOR. Thank you, Mr. Kautter. We appreciate very
much your statement and your suggestions, especially the 28 or 29
of them.

Mr. KAUTrER. Twenty-three.
Senator PRYOR. We will look at each and every one.
[The prepared statement of Mr. Kautter appears in the appen-

dix.]
Senator PRYOR. Now, representing the American Bar Associa-

tion, Mr. James Holden. We appreciate your being here, Mr.
Holden, and look forward to your statement.

STATEMENT OF JAMES P. HOLDEN, ESQUIRE, STEPTOE & JOHN-
SON, TESTIFYING ON BEHALF OF THE AMERICAN BAR ASSO-
CIATION, ACCOMPANIED BY MARK DRAY, CHAIR OF THE EM-
PLOYEE BENEFITS COMMITTEE OF THE SECTION OF TAX-
ATION, AND STUART LEWIS, CHAIR OF THE EMPLOYEE BENE-
FITS COMMITTEE OF THE SECTION OF TAXATION SUBCOMMIT-
TEE ON PROPOSED PENSION LEGISLATION
Mr. HOLDEN. Thank you, Mr. Chairman. My name is James

Holden. I am chair of the section of taxation of the American Bar
Association and I am testifying today on behalf of the American
Bar Association. I am accompanied by Mark Dray, who is chair of

-the Sections's Employee Benefits Committee.
Senator PRYOR. We welcome you, Mr. Dray.
Mr. HOLDEN. And by Stuart Lewis who is chair of our Subcom-

mittee on New-Pension Legislation.
Senator PRYOR. Mr. Lewis, thank you for coming.
Mr. HOLDEN. We are pleased to have this opportunity. The asso-

ciation is deeply committed to the principle of reducing the com-
plexity of the Internal Revenue Code and there is no portion of the
Code where that is more required than the employee benefit area.

The rules governing private pension plans have become far more
complex than is necessary. The adverse effects include increased
employer costs, reduced employee benefits, increased costs for the
Government and noncompliance by both employees and employers.

We believe that there are several areas for immediate improve-
ment and these involve statutory simplification, regulatory simpli-
fication and paperwork simplification. Under the heading of statu-
tory simplification, we are concerned with the qualification rules,
the taxation rules, and the funding rules.

With respect to the qualification rules we believe that the defini-
tional terms, the discrimination tests, the contribution and benefit
limitations, and the distribution requirements all create more com-
plexity than is necessary to carry out their basic purpose.



I am happy to say that individual members of the tax section are
now working with the staff of the Joint Committee on Taxation to
develop simple alternatives to these complex requirements.

With respect to the taxation rules, complexity is particularly on-
erous because it falls directly on employees since they are the indi-
viduals who have to pay those taxes rather than the employer.

Our written statement identifies five areas that require congres-
sional attention in this area. With respect to the funding rules, we
believe that complexity seriously impedes the adequate and level
funding of retirement plans.

Under the heading of regulatory simplification, we believe that
encouragement from Congress will be very helpful. We applaud the
current efforts by Commissioner Goldberg to achieve regulatory
simplification. And we are also greatly heartened by the fact that
Assistant Secretary Gideon has created the new position within the
Treasury of Benefits Tax Counsel, and that that position will be
filled by Thomas Terry who is a nationally recognized expert on
the subject of employee benefit law.

Our written testimony, again, identifies four areas that we be-
lieve justify simplification in the regulatory area. Under the head-
ing of paperwork simplification, we believe that the reporting and
disclosure requirements as they currently exist are in great need of
streamlining. Our written testimony, again, identifies specific con-
tributions in this particular area.

Our recommendations are that Congress enact this simplifying
legislation, and we applaud the chairman and this committee for
its interest in that area. There are six principles that we would
like to call to the committee's attention. First, we urge that the leg-
islation avoid excessive concern over hypothetical and very limited
abuses. Too often the legislative draftsmen seek perfection.

Second, simplification should be a priority goal and not merely a
by-product of other legislative attention.

Third, we urge that the Congress minimize the short-term reve-
nue considerations. We recognize the great concern about revenue
neutrality in today's tax legislation. On the other hand, this par-
ticular system demands long-term rather than short-term thinking.

Fourth, we urge Congress to refrain from frequent modification
of the law. We recognize that we are here urging changes and at
the same time making that statement. On the other hand, after
simplification has been achieved, a period of relative repose would
be greatly welcomed.

Fifth, we urge the Congress take steps to encourage the regula-
tory agencies that administer the ERISA provisions to stress sim-
plification.

And, finally we recommend that any changes in this area be
made prospective only to avoid the reliance problems that other
speakers have mentioned this morning.

In the face of all of this, the tax section looks forward to working
with you and your staff. Our goals are to maintain the essential
soundness of the existing system, to work to improve and simplify
it, and to educate our members and the public that has to work
with the system to operate within it.

And we thank you for your interest in this subject.
Senator PRYOR. Mr. Holden, thank you very much.



[The prepared statement of Mr. Holden appears in the appendix.]
Senator PRYOR. And now from the American Society of Pension

Actuaries, Mr. Andrew Fair. Mr. Fair, we appreciate you being
here this morning.

STATEMENT OF ANDREW J. FAIR, ESQUIRE, TESTIFYING ON
BEHALF OF THE AMERICAN SOCIETY OF PENSION ACTUARIES,
WHITE PLAINS, NY
Mr. FAIR,.Thank you, Mr. Chairman.
My name is Andrew Fair. I am an attorney and co-chairman of

the Government Affairs Committee of the American Society of
Pension Actuaries. ASPA is an organization whose 3,000 members
are involved in the development and design of qualified retirement
plans, primarily plans for small businesses, and, we estimate that
our members service approximately 30 percent of the plans in this
country. We thank you for the opportunity to present some of our
suggestions to this committee, as to how to better enable the pen-
sion law to operate to support the growth and maintenance of the
system. And what I would like to do in the few minutes available
to me is review some of the suggestions that we gave to this com-
mittee, and through this committee to the Congress, as to how
these goals can be achieved. And these suggestions are both long-
term suggestions in a couple of areas and some short-term goals as
well.

On a long-term basis, one of our concerns have been and remaii.s
that pension legislation tends to be passed and developed in recent
years as part of a body of other legislation, usually in the tax law,
and it gets lost in the shuffle. It gets buried in all of the areas of
consideration that are dealt with in the omnibus legislation in
which it appears. And one of our recommendations is that pension
legislation in the future-and that Congress specifically deter-
mine-that pension legislation in the future will be dealt with by
itself; that legislation affecting the retirement income security of
our Nation be dealt with separately from other areas of concern
that Congress may have.

Senator PRYOR. In other words, not in a big tax bill.
Mr. FAIR. Not in a big tax bill. And also the legislation, as it de-

velops, that the public be given the opportunity to speak on it, and
to participate in hearings with reference to the specific areas that
are proposed in the pension area, something that has been lacking
in the last couple of years.

The other thing we feel very strongly is necessary is that Con-
gress develop a national retirement income policy against which to
measure legislation that is proposed. The legislation that is devel-
oped is generally scattered legislation, certainly in recent years,
and doesn't relate to a coherent national policy, and as a result
doesn't produce a consistent position with reference to where we
are going with the retirement income security of our Nation. We at
ASPA have already commenced a series of papers dealing with the
national retirement income policy and submit it to this committee
the first of a series of papers which we have developed.

Now, those are long-range goals, and those are things that we
feel are an essential step that has to be taken in order to make on



a long-range basis our retirement income policy and our private
pension system function.

On the short range, we have the complexity that we have today.
We have the problem of the decline in new plan formation. Paula
gave us some numbers based on an 8-year measure. We have fig-
ures showing that between 1986 and 1989 the new plan formation
in this country declined by 63 percent, and the new defined benefit
plans in this country declined by 80 percent. There are three times
more defined benefit plans terminating in 1989 than we formed in
1989. And these are short-term concerns that we also feel we have
to address. Those short-term concerns can only be addressed by
doing away with some of the complexity that we are addressing,
and modifying not just on a legislative basis but also on an admin-
istrative basis the manner in which the system now functions.

We have included in our written statement a series of proposals
for change, modifications and repeal. These proposals are not too
different from those contained in the APPWP report or in the
other reports that members of these panels have prepared. Howev-
er, one area that we also would address is that there has to be
some recognition that the penalty structure that we are now deal-
ing with is also operating as a significant chilling effect on the pri-
vate pension system, on the new plan formation, and on the will-
ingness of advisors to assist their clients in dealing with these plan
problems.

In addition to legislative changes, however, we feel it is essential
that there also be some changes involved in the manner in which
the private pension system is administered. We have heard from
other speakers on this panel about the Internal Revenue Service's
delays, the policies that have been developed, and some of the steps
that have been taken. There are two areas-actually one area-in-
volving a change in the law. We would strongly recommend that
Congress delay the implementation of a change in the law until
after final regulations are issued to avoid the situation we are now
in for more than 2 years, we are worried about these discrimina-
tion rules.

If I may have another minute, there are two points that I really
would like to share with this committee.

Senator PRYOR. Surely.
Mr. FAIR. With reference to the administration of the private

pension system, we have a law which is now in effect which applies
a series of rules to these programs without the guidance from the
Internal Revenue Service that is necessary to make these programs
work. We have a position from the Internal Revenue Service which
allows us, in effect, to pretend that these plans froze in 1988, and
that since 1988 the plans basically have frozen their accruals under
a model amendment program developed by the Internal Revenue
Service because of the delays that have been resulting. Because the
regulations just are not out, the guidance is not available.

As a result, we are not in a position to advise many of our clients
what the benefits are for their employees, what the costs are for
the benefits they will ultimately have to provide retroactively to
1989, and, therefore, we are dealing in a situation where we are to-
tally lost in describing to people what it is they are doing or what
their benefits are.



On top of that, we have an Internal Revenue Service policy ap-
parently developed as part of a revenue estimate that, from what
we can best tell, they are trying to support it this point, developing
this small plan audit program which basically is going after 20,000
small plans in this country, challenging the methods used to devel-
op contributions to these plans 2 years ago, using procedures
which, in response to your invitation we will supply to you, using
procedures which are not permitted under the law, and a policy ap-
proach that, in our opinion, is one that is, the best word we can
-describe it with, is reprehensible.

We are structured in a system where 20,000 employers in the
small plan area have been told that they are going to have an
audit of their plan. These audits are being conducted in a fashion
where essentially the procedure that the Internal Revenue Service
has set up vests in four individuals in the national office final au-
thority to determine whether or not the program will be accepted
or the deduction will be disallowed.

We are in a system where this whole program is creating a tre-
mendous amount of additional costs, and has a significant chilling
effect on individuals who might want to consider establishing or
continuing to maintain one of these defined benefit programs.

And with that, I thank you for the time you have given me.
[The prepared statement of Mr. Fair appears in the appendix.]
Senator PRIOR. Mr. Fair, I am fascinated by this issue of the IRS

going after small businesses, and I am going to return to that in a
moment. We are very fortunate to have Senator Heinz, of Pennsyl-
vania, who I have worked with for many, many years, even when
we were both young men in the House of Representatives. [Laugh-
ter.]

And here we are as old codgers and old nesters in the U.S.
Senate.

Senator HEINZ. You are straining your credibility in saying that
we were ever young men.

[Laughter.]
Senator PRYOR. Still together. But we are very proud that Sena-

tor Heinz is with us. John, you have been referred to favorably by
at least one and perhaps two of our panelists this morning. And we
look forward to any statement you have or any questions. And if
you would take over for about 2 minutes, I will return.

Senator HEINZ. All right Mr. Chairman, thank you. Now, we can
get some work done around here. [Laughter.]

Senator Pryor may pretend to be advanced in age but, as you can
see, he is quite alert, particularly to any hostile takeover by Repub-
licans.

I want to apologize not only to this panel but also to the previous
panel of witnesses for not having been able to hear all the testimo-
ny, but this is one of those mornings when I have several hearings
to attend.

I do share the general concern expressed today about the com-
plexity of existing rules and the inability of the IRS to promulgate
regulations quickly and fairly. I am also personally quite concerned
about the failure of our public policymakers to develop a national
retirement income policy.



Such a policy would include both equity and stability. Unfortu-
nately, fairness and simplicity are natural enemies. Efforts to sim-
plify the tax code may cause taxes to be assessed unfairly.

I do have one general question for the witnesses. Are the low
pension participation and coverage rates by small businesses
caused by legislation, the complexity of the tax code, or a function
of changing labor market conditions? Let me start with Mr. Kaut-
ter.

Mr. KAUTTER. Well, Senator, I think it is at the moment largely
a function of the legislation and the cost of maintaining plans. We
have a number of clients of our firm who have terminated plans,
small clients. We have got other clients who will not set them up
because: (a) they cannot figure out what the cost of the plan will
be; and (b) they cannot understand what the rules are or what they
are expected to do for their employees. They have talked to other
small business people and hear horror stories about what has hap-
pened to them and their plans.

There is a natural inclination to stay away from these plans.
Senator HEINZ. Is there one factor you can single out above the

others?
Mr. KAUTrER. I think it is the complexity.
Senator HEINZ. And what is the best, or if you prefer, worst ex-

ample of that complexity that-you would care to mention?
Mr. KAUTTER. Well, I think the best example that you will see is

a regulation that is going to come out in the next few months on
discrimination in qualified plans under what is 401(aX4). And that
is really the heart of the issue. When you cannot answer that ques-
tion simply, it becomes just a morass after that.

But I think, to finish my statement and move on to the other
panelists, with small business people right now it is really the com-
plexity, the cost and the uncertainty that comes along with that.
They rely on their advisors to deal with the complexity, but when
it gets too expensive-and even then we cannot tell them what the
answers are or sure-they are discouraged and won't adopt a plan
or will terminate the plan.

Senator HEINZ. It doesn't exactly make your job easy.
Mr. KAUTTER. It does not.
Senator HEINZ. They must say, I wonder if this fellow really

knows his stuff. Right?
Mr. KAUTrER. That is true. And I think if you are honest with

yourself as a practitioner, you don't take pride in saying you don't
know the answers to these questions. When you run across a prac-
titioner who says they do know all the answers, the don't have a
whole lot of-credibility with me, frankly.

Senator HEINZ. Yes. Beware of people in our line of work who
tell you we have the answers, too.

Mr. Holden?
Mr. HOLDEN. Senator Heinz, as I explained to the chairman, Sen-

ator Pryor, a few moments ago, I delivered the testimony on behalf
of the American Bar Association, but I am accompanied by two ex-
perts. I am simply a chair; they are experts. So with your permis-
sion and his, I am going to turn to Mark Dray and Stuart Lewis to
handle questions for the association.

Senator HEINZ. All right. Thank you very much.



Senator PRYOR. Mr. Holden, that is the same role I occupy
around here. [Laughter.]

I just chair this thing. I am tlie referee but the experts are
behind us.

Mr. DRAY. I think I would pretty much echo David's comments. I
think in the context of coverage issues where we see loss of cover-
age is in plan terminations and a failure for new plans to start up,
I think both cost and complexities are major issues in this area and
are what are leading to both of those events.

As an illustration, for the first time ever -we now have a system
where we have to pay to apply for a determination letter from the
Internal Revenue Service.

The proposed fee for simply filing an application for adetermina-
tion letter from the Service on an individually designed plan is pro-
posed to move to $700. Again, that in itself is a deterrent for people
wanting to be a part of the system.

Senator PRYOR. Excuse me. Would you say that again about
$700?

Mr. DRAY. Under the system that we came to after the 1987 Act
to help spread the cost of the work that the Internal Revenue Serv-
ice does in giving an employer a determination letter that their
plan meets the statutory requirements in form, not in operation,
we now have a user fee, and that fee started out at $225 or so for
an individually designed plan. The proposed increase-I am not
sure when it is to take effect-would bring the fee to be $700 just
to apply for a determination letter on an individually designed
plan. These are the kinds of issues that do deter the consideration
of a new plan or the continuation of an existing plan. At least that
is a very simple threshold type of example of what we are dealing
with here.

I would add to it--
Senator HEINZ. Mr. Dray, on that point, if they went to you or

Mr. Kautter, how much would it cost to prepare such a plan.
Senator PRYOR. I wish I had the courage to ask that question. I

wanted to ask that a while ago. And I am glad you are here.
[Laughter.]

Mr. DRAY. I think you are talking about minimum fees for firms
like ours of somewhere around $3,000 to $5,000 to set up a new
qualified plan with summary plan descriptions and the like. And
this is an individually designed plan. This wouldn't be a model
plan or a shelf type plan. This would be an employer that wants
something that may not be a shelf type product.

Senator PRYOR. But when you set up that plan then you say
$3,000 to $5,000. Then there is a continuing cost.

Mr. DRAY. Every time you change the law we have to go in and
tinker with it. And we keep charging fees every time we make plan
amendments.

I would add one kind of a footnote to it, that it is not only the
lack of coverage, it is the type of coverage. What we have seen, be-
cause of the complexity in particular in the defined benefit plan

-. area. is really a termination of those kinds of plans in favor of de-
fined contribution plans. And again, my reaction is that that is a
very shortsighted kind of solution to a long-term problem.



We are fortunate in this country to have a private retirement
system, unlike our health care system, that it is on a pretty sound
funding basis, with assets that have been reserved to meet some
very significant retirement income needs in the future. But we are
clearly in the process, because of issues of cost and complexity, of
undermining or perhaps even destroying that system.

Our firm, for example, is in the process of considering terminat-
ing a defined benefit plan that covers some 600 staff type people in
our firm.

Senator HEINZ. Are there other comments on the panel? The
chairman probably does not know that I had asked while he was
out of the room.

Senator PRYOR. Yes. I heard you.
Senator HEINZ. Oh. I apologize. All right.
Mr. FAIR. I think I would add to the comments that were made

by the other panelists. One other area that we are finding is of
grave concern to people that are sponsoring these programs, and
that is the penalty area. I mean, we have all heard the too little,
too late, too much, too soon idea. No matter what you do, you are
walking into a wall where there's a penalty in front of you.

We have a line we can't quite see that we have to walk, and if
we slip off it, we owe somebody some money. And the penalties
that have involved running from 10 percent for taking the money
too soon, to 50 percent for not taking it soon enough, topped off
with the costs involved of maintaining a plan make it very difficult
to convince somebody that this is a good program to become in-
volved it. And I have to come back again to the audit program
which adds another element of uncertainty to the various elements
of uncertainty that a plan sponsor faces, because IRS can walkoin 3
years later and say this is what the rule used to be, and we are
going to penalize you for not satisfying that rule.

All of this layering of penalty upon penalty for people who don't
do the things that they can't quite understand in any event, cou-
pled with the complexities and the inability to tell people what it is
will really haPipen when they establish a plan, what benefits will
really develop when they provide it, is affecting especially the
small businesses because the small businesses cannot hack that
kind of a risk.

We have a rule which' is the subject of a lot of discussion under
Section 401(aX126) which sets up a structure for trying to describe
how many people you have to include in a plan. We have regula-
tions that are incomprehensible. In fact, they have been revised at
least once. And we understand that when the 401(a)(4) regulations
are issued they will be revised a little bit again.

These regulations were issued in February of 1989. They were
issued in proposed form, but the IRS indicated that we can rely on
them, meaning they are going to apply them as if they are final
regulations, beginning in the plan years in 1989, meaning for many
plans, January of 1989. If you fail that test, which you don't under-
stand, your plan loses its qualification with the effect that certain
employees-highly compensated employees who generally are the
decisionmakers-have to pay income taxes immediately with what-
ever associated penalties are involved on the value of their benefit.
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This kind of a structure, this kind of a penalty position in a pro-
gram that is intended to support, or presumably to support the
growth and maintenance of the private pension system, makes it
impossible for advisors to advise their clients to go ahead, start a
plan, go ahead, keep your plan. We just don't know what we are
doing because we don't have the proper guidance and because of
the complexity, and we run the risk for our clients, and in some
cases, for ourselves, if we advise people in a certain way, and one of
those myriad of penalties falls upon them.

Senator HEINZ. Thank you.
May I ask Mr. Salisbury?
Mr. SALISBURY. Senator, I would just add that I think we again

are getting a little more realistic; have to note the fact that the de-
cision as to whether or not a small business decides to have a plan
or maintain a plan is principally financial. And on top of the
things I mentioned earlier, I will just note, for small businesses
today with the accommodation of recent increases in the minimum
wage level-and -they most predominantly have minimum wage
employees-with the very significant increases in fica taxes, which
have been the subject of debates in this committee of late, the cost
of labor, per se, is going up significantly for small businesses that
affects their decision as to whether or not they can financially
afford to also have a pension plan.

A second factor is just what is happening in the system. The
issue of a small business with relatively high turnover, compared
to other businesses, of who is getting what. Whether they are pro-
ducing retirement income or whether they are producing sever-
ance. And one of the reasons that many small businesses said in
work that we did at the Institute in cooperation with the AARP
found that small businesses weren't even attracted to the simpli-
fied employee pension that Senator Pryor has a booklet on, was
this issue of severance versus retirement. The fact that because of
the very fast vesting and other factors that they just aren't inter-
ested in giving people that are only with them for 2, 3, 4, or 5 years
a severance payment out of a Simplified Employee Pension; that
they would rather take those people that stay with them longer
and pay them more compensation, or to give them a bonus, or to do
it through some other means, which isn't an issue necessarily of
complexity. It is far more just that simple issue of reward. So you
have got two factors that go beyond I suggest the subject of the
hearing in terms of complexity. It is the degree to which other ac-
tions taken by the Congress, whether they be fica taxes, minimum
wages, anything that affects the cost of doing business and the cost
of labor, ultimately has an impact on a decision particularly if a
small business, as to whether or not to sponsor a plan.

Finally, I note that in the small business setting you have one
other factor. From limited work we have done, it appears that until
a company has between 250 and 300 employees, they do not have
anyone on the staff who even claims to attempt to be a specialist in
these programs. And up until that point, they are totally depend-
ent on high hourly rate, outside technical expertise. And at the
point that the senior people in that small business have to start
worrying about and paying attention to these issues, frankly, they
frequently say, look, that is not why I put this in. This is not the



way I want to spend my time. It is not worth my time for the en-
terprise if I have got all this stuff to worry about, and I can no
longer rely on your advice, per the last example, if IRS comes back
retroactively and says that the professional advice you are getting
from your enrolled actuary was wrong, because they misinterpret-
ed what we were going to say, but they didn't know we were going
to say it. Then that executive says hey, I give up. I am paying this
big hourly fee and I can't rely on it. Life is too short, I'll get rid of
the plan. I'll pay myself more cash and I will save it in a post-tax
reform environment quite favorably. Thank you very much.

So it all wraps up into economics and the various economic fac-
tors that go well beyond, if you will, pension law, per se.

Senator HEINZ. I might just follow that up with a question. If
Senator Pryor and I were able to wave a magic wand of simplifica-
tion and stability, is it your position, Mr. Salisbury, that even
under those favorable circumstances small employers increase pen-
sion coverage because they must spend their money on too many
other things?

Mr. SALISBURY. Well, if you look back, take 20 years, when I
think everyone at this table would argue that the system was sig-
nificantly simpler than it is today, that margin tax rates for busi-
nesses and individuals were far higher than they are today, the
percentage of small businesses, and particularly the percentage of
all employees of small businesses that were covered by pensions
were larger than they are today, but they were not significant,
meaning by itself.

Senator HEINZ. Is there anybody who disagrees with that conclu-
sion?

[No response.J
Senator HEINZ. All right.
Mr. SALISBURY. I just want to add that I think what we are talk-

ing about to a very large degree at this point, if we look at the
overall tax system and the overall economic system, is more an
issue of how can we get people who already have plans to at least
keep them. Than, frankly, in my view, we are looking at ways or
ability at the moment to significantly increase through a voluntary
action plan formation at the small employer level, I mean the very
small employer level. We are talking 25, 35, 50. At the point you
get to 250, 300 employees I think the dynamics of that change.

Senator HEINZ. Is there anybody who substantially disagrees
with that conclusion?

Mr. LEWIS. The only thing I would like to add, Senator, is I think
Mr. Salisbury would agree that the complexity is a piece of the cost
factor that's involved here, and that there would be some incre-
mental improvement. But, fundamentally, I think he is correct.

Senator HEINZ. All right. Thank you, gentlemen. And thank you,
Mr. Chairman.

Senator PRYOR. Senator Heinz, I will tell you what we have done.
We have created-the Congress and the IRS-we have created
America's new growth industry. They are represented here in this
room, those individuals who advise business how to stay out of jail
if they establish any kind of a retirement plan. Truly, it is a new
industry out here.



Now, what I would like to do-I would like to have a plan so
simple and so fair and so stable, as Senator Heinz has stated, that
all of you all would be out of work, and that we wouldn't need ac-
tuaries, and CPA's, and-lawyers and consultants on almost a daily
basis.

Now, having said that, I don't know where we go from here in
the pension arena. I don't know that we even need any more hear-
ings. But I would like to suggest that some day all of the witnesses
who have appeared here-all of you and the panel before, Senator
Heinz and myself and the other parties-that we ask officials from
IRS to come up here and we close the doors and just see whether
we can hammer out a plan. Maybe it would be a prototype plan. I
don't know. Maybe that is too simple. Maybe it would be another
avenue of approach. But I truly think that pension complexity has
gotten to be totally absurd. Here we are at Congress trying to in-
vigorate retirement systems and to protect benefits of employers
and employees across the country. And here we have the IRS seem-
ingly doing everything it can to chill anything that Congress at-
tempts to do.

Let me ask this question. Does the IRS today have an advisory
committee from business to meet with them from time to time
before they implement any rules or regulations?

Mr. SALISBURY. Well, it's the next process, Senator, if I might.
They have many advisory committees, as does the Department of
Labor and other agencies. But under the terms of -the advisory
committee statutes passed by Congress and signed by the Presi-
dent, it is improper and technically illegal for those agencies and
departments to submit any proposal to those groups until after it
has been published in the Federal Register.

Senator PRYOR. It is too late then.
Mr. SALISBURY. So it basically ends up being the Catch 22, that

they do not even have the legal ability to get the advice from the
people that have been appointed to these groups before they take
action. And I would add the statement which others in the panel
might disagree with, that all too frequently by the time it is in the
Federal Register so much is invested in it, and so much is tied to it,
and it has taken so long for it to even get to that stage that the
ability to then have meaningful change take place is very difficult
unless they come and make your life and others very very difficult
to the point that you make their lives difficult at the IRS, which is
I would suggest not the ideal way for the system to work.

Senator PRYOR. I just finished reading a book by Mr. David Burn-
ham, formerly of the New York Times, entitled, "A Law Unto
Itself." It is a history of the IRS and it is very good. And a lot of
the book talks about some of the class action decisions of the IRS
in the past. I hope that we have curtailed that activity. But it ap-
pears to me, now, Mr. Fair, that the IRS is focussing on small busi-
ness, and that this is almost a class action operation against small
businesses with retirement plans. They are going to automatically
audit them and raise revenue through penalties in the small busi-
ness area. Is this a class action? Where did the IRS get this author-
ity? Where did the IRS obtain this authority to single out small
business firms?



Mr. FAIR. Actually ASPA has been asking them that for the last
couple of months since the program was implemented, and at this
point it is a little difficult for us to explain why or how they have
the authority to run the program certainly in the way they. are
running it. In fact, we have had a difficult time at ASPA trying to
determine, because our concern is, in part, for our membership.
Our members are many of the people who have been designing and
operating these programs that are now under challenge. And of
course, their concern on their own basis is what happens if IRS is
extremely successful in a program of this nature. And what we
have been doing is trying to get background information from the
Internal Revenue Service as to the program itself. And what we
have ended up having to do was file one after another freedom of
information request which, after a certain period of time, we may
or may not get a response.

I believe this morning we went into court another time for infor-
mation that has not been supplied to us upon our request. Twice
before we have received information, and in one case we only got
part of what was requested for reasons we still haven't quite gotten
clear ourselves.

In order to understand the program we need to know how the
program developed and what the genesis of the program is. And,
frankly, it looks to us as ii this particular program was developed
in part because somebody came up with a revenue estimate, and
then had to make the program that was being conducted try to
produce that revenue. It is like sending the traffic cops out in the
morning with a certain number of tickets that must be delivered.
IRS then sends out notice to the field basically directing the field
personnel who are conducting the audits to conduct the audits
without taking into account, as the law requires, the individual
facts of the case, and then sets up a procedure a few months later,
after we wrote to the Commissioner about the program, that says,
if you think at the field level-and there are 20,000 audits in proc-
ess at this point from what we understand-IRS sends a letter to
the field agent, the fellow conducting the audit, and says, if you
think you shouldn't disallow the deductions and raise these various
problems, you must send that thought and the reasoning behind it
back to the national office. And there are four individuals in the
national office who are then supposed to pass upon it.

The cost to our clients of these audits, the cost to our members-
ASPA's members, in this case the actuaries and advisors for these
plans-of these audits is excessive. And the effect of the program
itself, as I have indicated earlier is another element, and one that
is extremely significant in adding a chilling effect to people who
are considering maintaining or operating these programs.

Senator PRYOR. Let's take an audit like this. The IRS agent
walks in. At that point where is the presumption of innocence and
guilt? Where does that presumption really rest when that audit
begins? Who has to come forward and prove his case?

Mr. FAIR. The taxpayer. The plan sponsor,
Senator PRYOR. The business.
Mr. FAIR. What happens is the internal Revenue Service comes

in requesting information. Accumulating that information is in
itself an expense. Much of that information they already have, al-



though that is in accessing it from the reports that were filed; tax
return information, 5,500 filings. They come back and ask for it
again from the plan sponsor. And this is information in a small
business going back 3 years in most instances to a 1986 filing
income or pension filing.

That information, plus certain information from the actuary,
which in many instances was not prepared as part of the normal
operation of the plan, has to be developed and submitted to the In-
ternal Revenue Service agent. From there, depending on how the
agent operates and how the audit process works-there was a com-
puter program that was being used, which we understand has been
discontinued-and basically the agent looks at this information,
and then under instruction from the national office, appears to be
suggesting that there just be a disallowance without going any fur-
ther.

Senator PRYOR. Thank you.
Senator Heinz has to go. Let me ask Senator Heinz if he has fur-

ther questions.
Senator HEINZ. No, I don't, Mr. Chairman, I think the panel has

been extremely interesting.
Senator PRYOR. It has been a fascinating panel and it has been

an interesting morning.
Senator HEINZ. Thank you, Mr. Chairman.
Senator PRYOR. Thank you, Senator Heinz, for coming today.
I don't have many more questions. And perhaps I may ask your

permission, if I think of further questions I woulfd-like to follow in
writing with our panel.

I wonder if any of the panelists would like to make any com-
ments before we close our hearing? Mr. Holden?

Mr. HOLDEN. Mr. Chairman, with your permission, I would like
to comment on the question of the availability of advisory informa-
tion to the Service before they act on some of these matters.

In the ordinary course of rulemaking, of course, a proposed rule
is published in the Federal Register and comments obtained. How-
ever, in this era of a great backlog in the regulatory process, that
has broken down. What we see today are either temporary regula-
tions issued without advance hearings or, even more frequently, po-
sitions are adopted in notices and announcements that become
binding immediately on the taxpayer. And these directives are not
even signed by the Commissioner or the Assistant Secretary.

We have moved substantially away from the normal process of
advisory guidance from the business community before the Service
acts, and that has become I think a significant problem.

Mr. SALISBURY. Senator, if I could add to that.
Senator PRYOR. Yes.
Mr. SALISBURY. I think it goes even more dangerously beyond

that, as there is a degree to which increasingly in this area we are
also running into regulation by speech.

Senator PRYOR. Now, what do you mean there?
Mr. SALISBURY. That individuals from the Actuarial Division of

the IRS go to meetings of the ABA tax section and other organiza-
tions and sort of mention things that, their positions or what they
are doing or what will be happening or what tentatively, a conclu-
sion is, and you get the Catch 22 that regrettably not everyone in



the world that deals with these issues can be at the ABA tax sec-
tion meeting. And they may not, as a small business, choose to pay
the several hundred dollars a year to subscribe to the Daily Tax
Reporter, or now maybe $1,500 a year or whatever it happens to
be.

And so you have change taking place in this area by the frustra-
tion and breakdown of the regulatory process, that there is literally
no conceivable way that the small businessman in CENO is going
to have any idea that something has happened that they should be
aware of, let alone in many cases the small business person in

-Washington, DC.
Senator PRYOR. Are there other comments?
Mr. KAUTTER. Senator, let me just amplify. It is funny, looking at

the people on this panel, most of us I think were in practice at the
time when there was a fellow at the Service named Isidor Good-
man, and his speeches were as good as the law. And we got away
from that with ERISA. And it turns out that we are back to the
same position now, 20 years later, where statements by IRS offi-
cials are more incitefful than either the law or the regulations
themselves.

Senator PRYOR. Thank you.
When this transcript is completed, when our distinguished friend

over here gets a copy of this in my hands--
Mr. SALISBURY. Will you give us protection
Senator PRYOR. Yes, I will. [Laughter.]
I am going to call Mr. Goldberg, and I am going to respectfully

invite him to my office and I am going to hand it to him. And I am
going to say, Mr. Goldberg, I know you are new on this job, but you
need, to read this transcript. I think it will be very, very education-
al for him. I am going to do that. And this hearing has been an
education for me, and I know that this transcript and the proceed-
ings of this session will be educational to this committee.

Once again, I may follow on with some written questions to the
panel. I must say that I have got to go get on the plane. Tonight, in
Bentonville, AR, up in the northwest corner of our State, is the
annual bean supper, and I have got to go and attend that. I will
tell them about our hearing this morning. [Laughter.]

Thank you very much
[Whereupon, at 11:33 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF VANCE J. ANDERSON

Mr. Chairman and members of the Committee, my
name is Vance J. Anderson. I am Assistant General Counsel
of Allied-Signal, Inc. I appear today on behalf of The
ERISA Industry Committee, commonly known as ERIC. My
remarks representthe views of The ERISA Industry
Committee.

ERIC

ERIC is an association of more than 125 of the
Nation's largest employers concerned with national
retirement and welfare benefit issues. As the sponsors of
pension, savings, health, life insurance and other welfare
plans, covering some 25 million participants and
beneficiaries, ERIC's members share with the Committee a
deep interest in the success and expansion of the employee
benefit plan system in the private sector.

Discussion

Over the past decade, the Congress has produced a
torrent of legislation affecting private-sector employee
benefit plans. The legislation has --

# generated hundreds of pages of technical and
convoluted rules,

* increased the cost of plan administration,
thereby reducing the funds available to provide
benefits to employees,

# created confusion among plan participants,

* caused uncertainty on the part of plan sponsors
regarding their compliance obligations,

# discouraged the formation and continuation of
benefit plans,

shifted incentives away from defined benefit
plans and toward defined contribution plans,
thereby weakening the financial condition of the
Pension Benefit Guaranty Corporation, and

produced a regulatory logjam at the Internal
Revenue Service that has required many pension
plans to stop accruing new benefits for many or
all of their employees.
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The backlog in regulations is substantial. Most
of the new requirements imposed on pension plans by the Tax
Reform Act of 1986 became effective in 1989. However, the
Internal Revenue Service has not yet issued most of the
regulations that are required to implement the new rules.
None of the required regulations are in final form. Until
the Internal Revenue Service issues a complete set of the
final regulations governing qualified pension plans, many
plan sponsors cannot reasonably be expected to amend their
plans to comply with the Tax-Reform-Act.

The areas of particular concern to ERIC's members
are the following:

0 The Internal Revenue Service has failed even to
propose nondiscrimination regulations for
qualified plans under the Tax Reform Act.

# The IRS has failed to issue even proposed
regulations under the separate line of business
rules, which are an integral part of Tax Reform's
new coverage requirements for qualified plans.

* The IRS has not been able to issue proposed
regulations under the average benefit percentage
test, which is also an integral part of the new
coverage requirements.

The proposed integration regulations for
qualified plans are complex, rigid, and
incomplete.

* The proposed regulations under the Code's new
minimum participation standards are inordinately
complex and completely inadministrable; even the
Service now appears to concede that major surgery
is required.

# The proposed regulations on leased employees are
generally recognized to be unworkable; although
the IRS issued the proposed regulations in 1987,
it has failed to revise the proposed regulations.

* The IRS has completely disregarded the
requirements of the Administrative Procedure Act
when issuing legislative regulations.

The IRS's Drincigal response to the lack of
guidance under the Tax Reform Act comes in the form of
"transitional relief" that deprives employees of benefits.
The IRS has encouraged employers to adopt one or more of a
series of IRS "model amendments" that freeze the accrual of
pension benefits until the Service issues further guidance.

This is not an acceptable solution. It creates
an enormous employee relations problem. When an employee
with suspended benefits retires, he currently receives only
a portion of his ultimate retirement benefit and typically
does not know what his ultimate benefit will be. The
thousands of employees each year who are affected do not
readily accept being told that their benefits have been
frozen, that their benefits are uncertain, or that their
benefits depend on the content of future IRS regulations.
More fundamentally, suspending the accrual of benefits
prevents a plan from achieving its basic purpose: providing
pension benefits to employees in accordance with the plan's
benefit formula.



40

Indeed, *model amendments" are compelling
evidence that the system has broken down.

Although complexity is a major source of the pro-,
blem, we urge the Committee to be wary of simplistic solu-
tions. Broad-based "simplification" that overhauls funda-
mental aspects of current law might well be a source of
still more complexity. Additional complexity is the last
thing that we need.

"Simplifying" basic features of current law would
require plans to make substantial changes that will make
their operation even more complicated and unstable than it
already is. Constant change is complex. The complexity
that concerns this Committee lies as much in the frequency
of new rules imposed on benefit plans as it does in the
composition of the rules themselves.

We would oppose any efforts to "simplify" the law by
repealing the rules that allow plans to maintain integrated
benefit structures, to receive after-tax contributions from
employees, or to provide post-retirement medical benefits.
We also would oppose efforts to repeal provisions that
allow employees who receive lump-sum distributions to
qualify for income averaging. These proposals have
recently been presented to Congress on the basis of the
argument that they would simplify current law. In our
view, however, the proposals would further impair the
ability oi "ployee benefit plans to operate effectively.

Kt the same time, there are constructive steps
that the Congress can and should take to alleviate the
problems facing employee benefit plan sponsors and
participants.

First, the Congress should identify discrete
areas that can be simplified without creating more
complications. For example, the leased employee provisions
in Section 414(n) of the Code clearly require revision.
Last year, the Senate passed a bill that would have
successfully and simply addressed the problems created by
Section 414(n) without defeating the statute's basic
purpose. See S. 1750, 6 6303(a) (1989). We would be
pleased to work with the Committee to identify other
discrete provisions that can be simplified without creating
new complications.

In addition, the Congress should resist proposals
to "improve* the law by imposing "theoretically correct,"
but highly impractical, restrictions on employee benefit
plans. As Commissioner Goldberg testified before the House
Ways and Means Committee on February 7th, although the
quest for theoretical purity might be well intended, it is
extremely destructive. We should seek what is fair and
practical, not theoretical purity.

The Congress should reject proposals to "micro-
regulate" employee benefit plans. The key is to be
practical and "do it simple."

The Congress should carefully evaluate the costs,
including the compliance costs, of imposing new
requirements on employee benefit plans. For example, it is
clear that when Congress originally enacted section 89 as
part of the Tax Reform Act of 1986, the Congress did not
give sufficient attention to the onerous recordkeeping and
testing burdens that section 89 imposed on employers.
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The Congress should avoid changing the rules
governing benefit plans in the context of the budget
reconciliation process. %he experience of recent years
graphically demonstrates that the budgetary process
produces employee benefit rules that are complex, not fully
thought through, and riddled with drafting errors. In
addition, the revenue constraints imposed by the budgetary
process encourage Congress to enact rules that are based on
unrealistic expectations of how quickly the Internal
Revenue Service and employers can implement the changes
that the new rules require.

Entirely apart from budget reconciliation, the
Congress should be more sensitive to the lead time that the
Internal Revenue Service requires to issue regulations and
to the lead time that employers need to digest the
regulations and to make the required changes in their plans
and in their administrative systems. If budgetary
constraints or other considerations require the Congress to
adopt an accelerated effective date, the Congress should
insist that the Internal Revenue Service allow taxpayers to
act on the basis of a reasonable good faith interpretation
of the law until a reasonable period of time after the IRS
issues final regulations.

Specifically, we think that the reasonable good
faith standard should apply until the beginning of the
first plan year that begins at least six months after the
issuance of. final regulations. In the case of a
collectively bargained plan, the date should be extended
until the beginning of the first plan year that begins at
least six months after the expiration of the last to expire
of the applicable collective bargaining agreements that are
in effect when the final regulations are issued. (The
traditional "25 percent" test should be used to identify
collectively bargained plans for purposes of this rule.
See H.R. Rep. No. 807, 93d Cong., 2d Seas. 52 (1974); H.R.
Rep. No. 1280, 93d Cong., 2d Sess. 267 (1974); Staff of
Joint Comm. on Taxation, General Explanation of the
Revenue Provisions of the Tax Eonitv and Fiscal
ResDonsibilitv Act of 1982, 97th Cong., 2d Sess. 290-91
(1982); 53 fed. feg. 29722 (Aug. 8, 1988).)

Until the Treasury issues a complete set of final
regulations, many employers will not be able to adopt plan
amendments on which plan participants and plan
administrators can rely. Proposed regulations, which have
not yet been revised to reflect public comment, do not
represent an authoritative interpretation of the law and
often do not provide a reliable basis for adopting plan
amendments. For example, the proposed regulations on
leased employees -- which are now generally acknowledged to
be excessively broad -- fail to provide the guidance that
employers need to comply with the Tax Reform Act's coverage
and nondiscrimination requirements.

Until the Treasury issues a complete set of final
regulations, an employer or plan administrator should be
protected if he relies on a reasonable good faith interpre-
tation of the statute. The legislative history of the ,
Technical and Miacellaneous Revenue Act of 1988 ("TAMRA")
provides that until the regulations under section 89 are
issued, a taxpayer may comply with the provisions of.
section 89 by following its own reasonable good faith
interpretation of the statutory requirements. fis H.R.
Rep. No. 1104, Vol. II, 100th Cong., 2d Sess. 30 (1988)
("Conf. Rep."); H.R. Rep. No. 795, 100th Cong., 2d Sees.
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493 (1988) ("H. Rep."); S. Rep. No. 445, 100th Cong., 2d
Bess. 487 (1988) ("S. Rep."). According to the committee
reports for TAMRA, the interpretation must be based on the
statute and legislative history and must represent "an
objective determination of the likely position that would
be taken by the IRS and the courts." H. Rep. at 493; S.
Rep. at 487. The taxpayer, however, will not be considered
to be acting in good faith if it consistently resolves
unclear issues in its own favor. Conf. Rep. at 30; H. Rep.
at 493.

Although the explanation of the "good faith
compliance" standard in the legislative history of TAMRA
refers specifically to section 89 (which has since been
repealed), the House and Senate reports make clear that
this standard is generally applicable to all statutes for
which the Treasury has not issued rules on which the
taxpayer may rely. The House and Senate reports state that
"[ijf the Secretary does not issue the required rules by
October 1, 1988, then until the issuance of such rules,
taxpayers are expected to make reasonable interpretations
of section 89 based on the statute and its legislative
history, as is the case with respect to any statute for
which there is no guidance issued by the Secretary." H.
Rep. at 493; S. Rep. at 487 (emphasis supplied).

- We are gratified that Assistant Treasury
Secretary Gideon and IRS Commissioner Goldberg are
committed to the issuance of more timely and less
complicated regulations. We urge the Committee to do what
it can to support and encourage their efforts.

Although many of the regulations that the IRS
issues are interpretative, and therefore exempt from the
Administrative Procedure Act, a significant number of the
regulations in the employee benefits area are legislative,
and therefore subject to the Act. Legislative regulations
are those-that are promulgated under a specific grant of
authority to define a statutory term or to implement a
statutory provision. For example, regulations under the
following sections of the Internal Revenue Code clearly
represent delegations of legislative authority that require
the Service to comply with the Administrative Procedure
Act:

# Section 401(a)(261(IU, which authorizes the
Service to issue regulations providing that a
separate benefit structure shall be treated as
a separate plan for purposes of applying the
Tax Reform Act's new participation
requirements;

* Section 414(ol, which authorizes the Service
to issue regulations to prevent the avoidance
of certain employee benefit requirements
through the use of separate organizations,
employee leasing, or other arrangements; and

* Section 415tb)(5t)(D, which authorizes the
Service to issue regulations providing that
the reduction in the Section 415 dollar limit
on benefits for employees with less than ten
years of plan participation shall apply to
each change in a plan's benefit structure.

This is an illustrative list; it is not exhaustive.



Compliance with the Administrative Procedure Act will
assure that employers, employees, and other-interested parties
have an opportunity to comment on the IRS's proposed
regulations and that they are given a reasonable time to
prepare for the effective date of the final regulations. We
regret to say that, to date, the Service appears to have
ignored the requirements of the Administrative Procedure Act.
This Committee can make a real contribution by insisting that
the IRS comply with the Act.

Finally, we are concerned about so-called ERISA
enforcement proposals that would subject employee benefit plans
to still greater burdens. If the IRS or the Department of
Labor requires additional resources or personnel to discharge
its enforcement responsibilities, we would support the
necessary appropriations. However, this Committee and the
Congress should resist any effort to impose unnecessary and
superfluous private litigation, auditing, recordkeeping, and
testing'requirements on employee benefit plans.

Like Section 89, such requirements will only place
more costs and more burdens on plan sponsors, further impairing
their ability to provide benefits to employees and their
beneficiaries. Moreover, encouraging litigation is a costly,
inefficient, and haphazard way of assuring that plans are
properly administered and that employees receive the benefits
to which they are entitled. If, in addition, participants are
given standing to sue to enforce the provisions of the Internal
Revenue Code, as was proposed last year by the House Labor
Committee, it would establish a dangerous precedent that could
cause the IRS ultimately to lose control over the
administration of the tax laws.

An employer has only limited resources for employee
benefits. To the extent that those resources are spont to
conduct compliance audits and to defend lawsuits, less is
available to provide the benefits that the employer and its
employees desire.

ERISA already gives employees the right-to bring suit
to recover their benefits, to correct a breach of fiduciary
responsibility, and to recover attorney's fees and other costs
of the suit.-- The Committee should oppose any efforts to enact
superfulous remedies that increase the cost of providing
benefits and discourage additional coverage.

Thank you very much. I will be happy to respond to
any questions that the Chairman or other members of the
Committee might have. a
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PREPARED STATEMENT OF PAULA A. CALIMAFDE

Mr. Chairman and Members of the Committee, I am Paula Calimafde, President
of the Small Business Council of America, Inc. (SBCA). I am pleased to appear today
on behalf of the SBCA, the Small Business legislative Council and the National As-
sociation of Women Business Owners. As representatives of millions of small busi-
nesses, we strongly support the effort to promote the voluntary retirement system
by simplification.

I can also speak on behalf of the Small Business Delegates to the 1986 White
House Conference on Small Business at which I served as the commissioner of the
Payroll Cost Section. This section covered employee benefits and the private retire-
ment system. The 1,813 delegates to the White House Conference on Small Business
from across the country foimulated, for the President and the Congress, 60 detailed
policy recommendations. The 20th recommendation reads as follows: To promote the
retirement security of our nation's employees, Congress must support and promote
the continued viability of the private retirement system in the small business com-
munity. In support of this goal, there must be a five-year moratorium on further
changes in our private retirement plan laws except for the following changes which
we recommend: (a) promote-parity between large and small plans and between pri-
vate and public sector plans; simplify filing requirements and paperwork; (c) in-
crease contribution benefit limits, including 4Dl(k) plans and IRAS, to be at least as
great as the pre-1986 tax reform act limits ....

NEEDLESS COMPLEXITY IN THE PRIVATE RETIREMENT SYSTEM AND ITS NEGATIVE IMPACT
ON PENSION COVERAGE

The voluntary private retirement system is being slowly destroyed by a relentless
layering of complex tax laws. Over the last decade, Congress has amended and re-
vised the tax laws governing retirement plans at an alarming rate. In the quest to
find short term revenue to offset the budget deficit, the long term impact of a bill
on the retirement system is not given enough consideration. This piecemeal legisla-
tion is taking its toll on the retirement system in America.

In the last seven years alone, the following major laws have impacted significant-
lyon retirement plans: The Tax Equity and Fiscal Responsibility Act of 1982; The
Deficit Reduction Act of 1984; The Retirement Equity Act of 1984; The Tax Reform
of 1986; The Omnibus Budget Reconciliation Act of 1986; The Omnibus Budget Rec-
onciliation Act of 1987; The Technical and Miscellaneous Revenue Act of 1988, and
The Revenue Reconciliation Act of 1989. This is simply too many changes for any
system to assimilate properly. One of the outstanding practitioners in the country
recently wrote to Mr. Gideon at the Department of the Treasury, "You may recall
that Wilbur Mills insisted that there be 15 years between major tax laws. We had
the 1939 Code, the 1954 Code, and what we thought (erroneously by today's stand-
ards) was a major tax bill in 1969. Such a time frame allows the taxpayers, their
advisors, and those of you in tax administration to become comfortable with the
system. It is constant change which is the problem." This same practitioner has de-
termined that there have been over 8,280 changes to the Internal Revenue Code sec-
tions since 1981!

The frequency and complexity of these changes in the retirement plan area is
greatly exacerbated by IRS regulations which are often untimely, retroactively ef-
fective, and difficult to comprehend. In some cases, the change is so incomprehensi-
ble that IRS basically suspends operation of the law until it can fiure out what to
do with the change. Th is what it has done in determining the rules for integrat-
ing plan contributions with Social Security. This suspension of benefits has asstedIRS and companies sponsoring retirement plans, but it sure makes for bad plan law.
For over a year, IRS spokespersons have said new regulations on Code section
401(aX4) will be issued "imminently." These regulations were not mandated by any
Congressional change to that Code Section, but rather have been devised by IRS as
part of an overall plan to revamp the rules of comparability. IRS says that these
new regulations will dramatically change the way pasare designed, written and
operated not because wfany change in the law by Con but because of IRS fiat.
At this writing, these regulations are still expected to be issued "imminently." In
this same time frame, Rumania has ousted its leaders, Nicrua has ousted the
Sandinistas, the Soviet Union has become capitalistic, but the IRS cannot release
the 401(aX4) regulations. Companies, however, are attemptingto make major dei-
sions based on the law as it stands today, knowing there may be substantial changes
coming, and having no way of ascertaining the possible imact of those changes.
Meanwhile, there are many other areas where regulatory gudance is essential but
not forthcoming. Apparently, the IRS would rather restructure the entire retire-



ment plan system through changes to the 401(aX4) regulations even though Con-
gress has not changed the law in this area or asked IRS to rewrite the regulations.

Today the laws governing the retirement plan system even confound the "best
and the brightest." By this, I mean the elite of the pension world-the practitioners
who work exclusively in this area as well as the people at IRS and Treasury work-
ing at the very highest levels. Few if any, of these practitioners, can honestly say
that they completely understand the law in its present state or that the plans they
represent are operating in compliance with the law at this time. This is the result of
overly complex, piecemeal legislation where one small change in a Code section im-
pacts other Code sections-even though the impact may not be discovered until
months after the legislation has been passed.

CURRENT STATE OF AFFAIRS: INCOMPREHENSIBLE LAWS AND REGULATIONS, ESCALATING
TERMINATIONS OF EXISTING PLANS AND DRAMATIC SLOWDOWN OF NEW PLAN ESTAB-
LISHMENTS

Statistics are now available which show that retirement plan terminations are in-
creasing rapidly while new plan adoptions are slowing down dramatically. Data de-
rived from Internal Revenue Service determination letter requests Indicates that
the establishment of new retirement plans has declined by at least 70% in the last 8
years. The decline for new defined benefit plans is even more precipitous-a drop
greater than 80%. Conversely, termination of plans has increased markedly more
than 100% in the last 9 years. This is the result of additional costs and complexity
injected into the private retirement system over the last decade and the reduction of
benefits to retirees. It is not clear how much the system has been harmed by the
cutback in benefits as compared to the Increased costs of complexity. It is clear,
however, that the needless complexity is a real threat to the continued health of our
private retirement system and that the Congress, under the leadership of this Com-
mittee, can simplify the system without adversely impacting revenue or the under-
lying policy of the changes.

Small business represents the most vital sector of our Nation's economy the new
ideas, the new jobs, the entrepreneurs willing to take risks-are found in this
sector. Small business employs approximately 60% of all employees. If the small
business sector has to offer comparable benefits to retain employees, staff as well as
key employees, then it cannot be whipsawed by costs which are far higher propor-
tionately than those assumed by larger businesses. It has been shown that the costs
of maintaining a retirement plan for a small business on a participant to partici-
pant basis is as high as 10 to 1 (Mitchell & Andrews, 1981). Nonetheless, stable and/
or profitable small businesses will voluntarily sponsor a retirement plan when bene-
fits are meaningful in order to provide retirement security for its key as well as
staff employees to attract and retain a good labor force.

A current trend facing employers is the aging of the population. The percentage
of the population 65 years and over has grown from 10% in 1970 to 12% in 1985 and
is projected to go to 13% by the year 2000. In 1970, approximately 20 million Ameri-
cans were age 65 or older; by the year 2000, -that number Is projected to be approxi-
mately 85 million. Further, several economists predict that employers will be facing
a labor shortage as we approach the year 2000. An estimated 75% of the work force
for the year 2000 Is already in the labor force today. Small businesses employ ap-
proximately 60% of all employees.

If the retirement security of our Nation's employees employed by the small busi-
ness sector-including the retirement security of key employees and entrepreneurs
who are driving this sector-is important, then Congress should take immediate
steps to resuscitate the system. Retirement benefits in the small business context
are provided primarily by the retirement plan; this is not true for key employees in
a large company. In the large company context, other vehicles provide most of the
retirement savings for top management. If Congress wants to ensure the competi-
tiveness of the small business sector in the Nation and the world, then Congress
must place retirement benefits within the reach of small business by making the
provision of benefits affordable.

IF THE VOLUNTARY RETIREMENT SYSTEM ISN'T WORKING, SHOULDN'T IT JUST BE THROWN
OUT AND A NEW SYSTEM PUT IN ITS PLACE?

Ten years ago, when the voluntary retirement system was stable and the rules
were clear, the system was flourishing. Costs to administrators and pension special-
ists were reasonable and companies were able to take actions knowing what the re-
sults would be. The system was working extremely well. Instead of throwing out the
baby with the bath water, Congress, under the leadership of this Committee, has a



real opportunity to return the system to its prior simplicity, reliability and clarity
while retaining the reforms that have been injected into the system during the last
several years. The second step in restoring the system to its prior viability would be
to restore retirement benefits to the levels that existed prior to the onslaught of leg-
islation.

SIMPLIFY THE SYSTEM

The following proposals are respectfully offered, for changes to the present law
which could simplify the administration, and thus, the costs of maintaining retire-
ment plans. These changes would be a necessary first step to revitalizing the
system.

* Repeal or modify Code Section 401(aX26). The reach of the proposed regulations
is to broad that almost all plans, except the most elemental, will be subjected to this
code section. These proposed regulations are the antithesis of simplification and can
be expected to waste taxpayer and IRS dollars.

* Simplify the definition of Highly Compensated Employee. The definition of
highly compensated employee which applies a number o highly complex rules to
four basic definitions should be streamlined to a single rule that says that any em-
ployee who earns over 875,000 (indexed) is a highly compensated employee.

* Modify the full funding limitation. Code Section 412(cX7) was amended to pro-
hibit funding of a defined benefit plan above 150 percent of current termination li-
ability. This is misleading because termination liability is often les-' that the actual
liability required to close out a plan at termination, and the limit is applied to on-
going plans which are not terminating. In effect, current law inappropriately mort-
gages benefit promises by prohibiting the level funding that is the reasonable way
for plans to fulfill-benefit obligations and, instead, requires plans to be funded with
payments which escalate in later years. Instead, the full funding limitation should
be based on ongoing (projected) liabilities, and not on termination liability.

* Eliminate the Top-Heavy Rules under Code Section 416. Because of many of the
changes enacted under the 1986 Tax Reform Act, including the new coverage and
participation rules, new vesting standards, strengthened integration requirements,
and new limits under Sections 401(aX17), 402 and 415, the top-heavy rules are un-
necessary and redundant. They should now be repealed. The slightly higher defined
benefit minimum accrual which resulted from the top-heavy rules is no longer an
issue since small business is terminating defined benefit plans due to the combina-
tion of increased costs and reduced benefits. Some people argue that if the top-heavy
rules are repealed, small business employees, in particular women employees, would
be hurt by the three-year cliff vesting provisions changing to a five-year cliff vest-
ing. A simple solution to this problem would be to require small business employers
(for example, with less than 50 employees) who elect cliff vesting to vest employees
after three years of service. Although this is patently unfair, the top-heavy rules
themselves are patently unfair in operation.

* Make uniform the definition of compensation under the Code. Code Sections
414(s), 414(q), 415, and 401(aX17) all provide different definitions of compensation
which are relevant for different purposes under the pension laws. Having to comply
with so many different definitions is confusing and invites error.

* Simplify the rules on affiliated service groups and leased employees under Code
Section 414. Inexact language in the statute and overboard regulations issued in
proposed form have combined to creates artificial affiliations which do nothing to
promote the integrity of the retirement plan system. Solution: have Congress give
greater direction to the IRS on the types of abuses to be covered.

* Simplify the minimum distribution rules under 401(aX9). Solution: return to a
rule similar to the one in effect prior to the 1986 Act: requiring that distributions
begin by the April 1 of the year following the later of (i) the year in which the em-
ployee attains age 71 or (ii) the year in which the employee retires; and by simplify-
ing the calculation of the 'minimum distribution (e.g., by requiring that the full
amount be distributed in 25 years, which is the expected return multiple for an or-
dinary joint and last survivor annuity for a 71 and 61 year-old individual).

* Eliminate the excise tax on excess distributions. The rationale for maintaining
such taxes, the prohibition against excessive accumulations, is outweighed by the
complexity of the provisions. This provision was initially intended to take the place
of the complex 415(e) calculations. However, since 415(e) was not repealed, the
excise tax is unnecessary. Alternative: repeal the 415(e) fraction.

R Repeal the new 401(1) rules on permitted disparity. These rules are incompre-
hensible to many practitioners. Solution: Outright repeal of the new rules and a
return to the former rules with a minimum benefit or contribution requirement to
ensure inclusion of all eligible employees would go far towards simplifying this area.



• Repeal new Code Section 401(m) and the multiple use limitation. Subjecting
matching contributions to the 401(aX4) rules and defining voluntary after-tax contri-
butions as annual additions for purposes of the 415 limits provides sufficient restric-
tions on the use of such contributions.

* Eliminate Code Section 414(o). This section provides a broad grant of regulatory
authority to the IRS to deal with business arrangements which would allow circum-
vention of the qualified plan requirements. We believe that this section should be
eliminated because it has made it virtually impossible for a sole proprietor and
other small businesses to determine eligibility for plan contributions when it is in-
volved in any way with another entity.
• Simplify coverage under Code Section 410(b) by eliminating the second part of

the average benefit test. Solution: return to the "old" fair cross-section test as the
alternative test for determining adequate coverage under a qualified plans.

* Simplify distribution of qualified preretirement survivorannuity. Solution: No-
tices of such survivor annuities should only be required upon commencement of em-
ployment and when requested thereafter.

o Eliminate the average deferral percentage test under Code Section 401(k). This
test was initially adopted prior to the $7,000 limit on elective deferrals. The ADP
test was found to be unnecessary for the Federal Employees Thrift 401(k) Plan be-
cause the $7,000 limit on elective-deferrals adequately limited participation by
highly compensated employees. The same reasoning should be applied to eliminate
the ADP test for 401(k) altogether.

* Eliminate the tax on nondeductible contributions. This tax combined with the
quarterly contribution rule of Code Section 412 places many employers in an unfair
position. Either or both of these rules should be repealed.

* Simplify basis recovery rules under Code Section 72. Solution: repeal the rule
requiring pro-rata recovery of basis and return to the ruler permitting basis recov-
ery in three years. Any potential benefit of pro-rata recovery is outweighed by the
administrative costs of compliance.

o Simplify the distribution rules of Code Section 402. Solution: Code Section 402
should be restructured in a more comprehensible form and unnecessary distinctions
between the treatment of types of distributions should be eliminated. A participant-
should be able to roll any amount over into an IRA from any type distribution
(other than from required minimum distributions). The current restrictions on par-
tial rollovers not only add complexity but also limit portability.

Finally, Congress must halt the overt discrimination audits which is occurring in
IRS small business defined benefit plan audits. The President in his proposed budget
has directed IRS to collect 660 million in 2 years from small business defined benefit
plans. Next year, we'll be told they want 1 billion dollars from any small business
plan! This is, plain and simple, reprehensible. To go after a class of taxpayers be-
cause it is known they do not have the deep pocket necessary to litigate against the
IRS cannot be tolerated. This program is unseemly-secret memos requiring agents
guidelines for small business, key officials at IRS and Treasury publicly stating they
know nothing of the prograiv &.id forcing the public to get the memos and other
data through Freedcm of Informat~on. It will not be enough to simplify the system
if companies know that by sponsoring a retirement plan, they are basically
"buying" an audit. Audits are expensive. Congress must direct the White House and
the IRS that overt discrimination against any sector of our economy cannot be toler-
ated and to call off this unseemly witch hunt immediately.
Attachments.
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December 12, 1989

Paula Calimafde, President
Sma ll Business Council of America
1 Bethesda Center, 7th Floor

4800 Hampten Lane
Wethesda, MD 20814

Dear Pau1a:

Recent news reports have documented the decline in the numberof pension plans administered by small businesses for their

employees. The Social Security Administration estimates that the
number of full-time workers with employer-financed pension plansfell to 46 percent last year, from 50 percent in 1979. Further,
only 29 percent of the workers in companies employing between 25

and 49 workers have such plans.

As the ranking Republican on the Senate Committee on Small
Business, I have for some time been concerned that Congress is
slowly but surely reguatn tu retirement planning industry out
of business. Although the latest figures seem to support this
view, my colleagues here in Congraess take a different view and
seem to think the number of people covered by retirement plans is

not declining.

I am writing to ask your assistance in answering this question.
I am gravely concerned with the proclivity of members of Congress
to further micro-manage these plans. In order for me to
effectively respond to advocates of further regulation, I need

solid data. My intention is to review t hearing in theSmall susineas Committe e i e Sprin o In ad on, I will be
looking for ideas to reinvigorate th retired p anning
industry, especially in the context fig small bu sinees. Any
suggestions you wish to make in tha regar idfe most helpful.
If yo hvny que o pease ovac et reyle of my staff
at 202-224-5175. I appreciate yoUai

Iawrtntoakyour assstni answrngti questionspe.ec

inc

cc: Sam Gilbert
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ROBERT WILLIS ASSOGIATES

NORTHPARK TOWN CENTER

1000 ABERNATHY ROAD

BUILDING 400, SUITE 165

ATLANTA, GEORGIA 30328

April 18, 1990

ROBERT T WILLI. JR. CPA (404) 396-7160

Rudy Boschwitz
United States Senator
Committee on Small Business
Washington, DC 20510-6350

RE: SMALL PENSION PLANS BEING REGULATED OUT OF EXISTENCE

Dear Senator Boschwitz:

The purpose of this letter is to commenton your letter to Paula
Calimafde, President of the Small Business Council of America,
dated December 12, 1989 (copy of your letter attached). I am
also sending a copy of this letter to Laura Wilcox, Hearing
Administrator for the Senate Finance Committee concerning this
subject, and to Senator Sam Nunn.

Many large pension benefits consulting firms have undoubtedly
provided their comments. This letter will succinctly put the
matter into simple dollars and cents perspective. My firm has
been involved exclusively with small pension plans. Over the
last ten years, we have handled most every aspect of pension plan
implementation and administration: plan design, document amend-
ments for law changes, annual administration, participant record-
keeping, and investment of plan assets. Our typical client has
less than 50 employees, does not have a personnel or benefits de-
partment, and does not have in-house legal counsel.

The following cost analysisshould clearly explain why many small
businesses are terminating their pension plans and why an
increasing number of small businesses are deciding not to incur
the prohibitive cost of implementing plans. The result is less
retirement security for the rank and file-employee and therefore
greater ependence on the soc-al s-ecurit system and government
finacin4 thereof.



Description of
Services Required

1. Explanation of plan
design alternatives to
client

2. Adoption of prototype
plan and submission to
IRS for approval

3. Explaining plan amendments
to client and change in admin-
istrative procedures

*4. Annual administration in-
cluding IRS 5500 and partici-
pant reporting

*5. Participant termination
procedures and forms

*6. Independent investment
management to avoid ERISA
trustee liability

*7. CPA audit

8. Proxy voting

Frequency
Of
Services

One time cost

One time cost

Every two or
three years when
Congress changes
the law

Annual amount

Whenever a parti-
cipant quits, is
fired or dies

Annual fee at 1%
of trust value

Annual amount

New DOL require-
ment

Plus proposed legislation that would add to these fees.

9. Visclosky bill Annual legal fees
to deal with joint
trustee issues

Sum of these amounts approximates annual administrative costs.
Note, the CPA audit requirement currently is not required for
plans with less than 100 participants. However, the DOL is now
strongly lobbying for that 100 participant exemption to be
removed thereby requiring all plans to have an annual audit.

Sum of *s $2,500

Estimated
Fee

$ 500

750

500

700

100

1,000

700
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The typical owner of a small business cannot justify the above
costs and administrative burdens because of the following cost-
benefit analysis:

Amount of plan contribution
fcr 15 employees, including
owners, at 10% of employees'
compensation $ -30,000

Amount of contribution allocated
to owners 10,000

Amount of contribution allo-
cated to non-owners and viewed
by owners as an expense -20,000

Tax savings on $30,000
contribution deduction 10,000

After tax cost of providing
pension to non-owners -10,000

Annual administrative -2,500
fee cost (see *s p.2)

Not cost to owner to maintain $ -12,500
a pension plan

versus
Economic benefit to owner $ 10,000

LOSS $ -2,500

The above cost-benefit analysis ignores the initial implementa-
tion cost of a plan and the enormous amount of time an owner has
to spend with advisors regarding ongoing administrative issues.
The owner has no economic incentive or reason to establish a plan
because of the excessive annual costs and the lack of tax or
economic benefits for himself.

The foregoing analysis should clearly illustrate why more and
more small business owners are concluding it simply is not worth
it to implement a plan, or to keep the plan they currently have.

Respectfully,

4ROB R I_ 
LIS ASSOCIATES, 

P.C.

aort T. Willis, Jr., CPA

RTWJR/ab

cc: v6aura Wilcox
Senator Sam Nunn
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PREPARED STATEMENT OF HON. ROD CHANDLER

Mr. Chairman and members of the subcommittee, I am pleased to appear here
today on a topic of great personal interest to me, and of vital importance to millions
of Americans-the simplification of the nation's retirement system.

I am a former state legislator, and now a Member of congress who served first on
the Education and Labor Committee and serves now on the Ways and Means Com-
mittee. During my career, I have tried to promote policies that would protect the
benefits of the current private retirement system and foster the growth of that
system. Frankly, from my review of the recent litany of Congressional tinkering in
the pension area and from speaking to my constituents who are struggling to
comply with what Congress, the Treasury Department, the Internal Revenue Serv-
ice, the Labor Department and the Pension Benefit Guaranty Corporation require, I
am sometimes surprised that we still have a private, voluntary pension system. And
if the current trend continues, the system may not survive.

I have long been concerned that too many changes in pension law have been
driven by revenue needs, rather than by what constitutes sound retirement income
policy. I said at the time that I thought it was a mistake to include such far-reach-
ing pension changes in the 1986 Tax Reform Act. There was neither the time nor-
to some extent-the inclination during that process to carefully evaluate how these
changes would effect the ability of employers to continue to provide retirement
plans to their employees.

And, of course, TRA was only one example. The entire decade of the 198 0's was
replete with tax and budget bills that became vehicles for massive changes in pen-
sion law. The jargon of the benefits field is littered with acronyms: TEFRA, DEFRA,
COBRA, OBRA and, of course, the TRA, and its offspring, TAMRA. Of course, the
process itself makes it virtually impossible to consider the pension provisions apart
from the others when congress legislates by megabill.

We should take pride in the fact that tax incentives we have enacted enable em-
ployers to provide pension coverage to 45 million workers in this country. Employ-
ees and retirees are well served by the fact that employers make 87 percent of total
pension contributions. The Treasury, too, benefits from this private system. Since
benefits are financed privately-either with tax deferred or after-tax dollars-the
burden on public programs is lessened. The question is hardly whether we can
afford to support the private pension system, it is whether we can afford not to sup-
port it.

The nation's pension system is not only important to ensure the retirement
income security of America's elderly, but it is also vital to improving the nation's
savings rate. In 1986, pension funds accounted for 34.8 of the investment capital
supplied by non-bank financial institutions, up from 27.6 in 1970. Equity holdings as
a share of pension portfolios quadrupled from about 7 to 35 from 1950 to 1987. This
money provides the equity capital necessary to fuel America's growth. That means
we should encourage employers to sponsor retirement plans and we should make it
possible for individual participants in these plans to contribute savings.

Let there be no conftnsion on this point: the complexity of the pension system is
not some esoteric issue. It is directly and significantly related to the issue of pension
coverage. If Congress and the Executive branch write laws and rules that sponsors
of pension plans cannot understand-or that cost them too much to implement-the
time will come when they will drop their plans. Certainly, new and small companies
are not going to set up retirement plans in this environment-and that's where the
new jobs are.

Like so many of my colleagues, I support legislative efforts to allow individuals
and families greater opportunities to save for retirement, education, new home pur-
chases and a host of other good purposes. I hope the outcome of the current debate
over expanded Individual Retirement Accounts and Family Savings Accounts will
be a responsible and attractive savings vehicle. But while Senate and House and Re-
publicans and Democrats are trying to outdo one another in crafting the best indi-
vidual or family savings program, I hope that we will not overlook the proven value
of the employer-sponsored retirement system.

A criticism leveled against IRAs in the past (and one to which I take exception) is
that they are attractive primarily to wealthy individuals who have money to save.
Certainly that was the theory behind the limitations on IRAs in the 1986 Tax
Reform Act. But while reasonable people may differ on the accuracy of that claim
about IRAs, no one can argue that employer-sponsored savings plans-such as
401(k) plans with their typical employer matching contributions-are especially val-
uable to lower paid workers. These plans allow workers of moderate means to save
for their retirement.
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Considering this reality, it troubles me that 401(k) plans which we should be en-
couraging-are hamstrung by extraordinarily complex average deferral percentage
(ADP) tests. Before 1986 when highly-paid individuals could put up to $30,000 into
401(k) plans, there was a justification for strict nondiscrimination rules. But when
we drastically lowered the limits to $7,000 (indexed) in 1986 we should have elimi-
nated the ADP tests. Instead we made them harder. The irony, of course, is that the
very highly compensated executive can still put aside $7,000 into the 401(k) plan be-
cause he or she is limited by the dollar limitation. But the middle income earner
who falls just inside the so-called "highly compensated" group is drastically limited
in the amount he or she can save-while co-workers earning just a shade less can
save higher amounts. This is complex, inequitable and just plain silly if we are
trying to encourage middle and lower income Americans to save.

I am, of course, pleased that Chairman Rostenkowski has announced that simplifi-
cation of the Internal Revenue Code is a priority for him and for the Committee. I
intend to work with the chairman-and-my- House colleagues to make sure that a
large component of any internal Revenue Code "simplification" bill includes much-
needed simplification in the pension area.

Mr. Chairman and members of the subcommittee, like you, I have received a copy
of an excellent report prepared by the Association of Private Pension and Welfare
Plans (APPWP) entitled "Gridlock: Pension Law in Crisis and the Road to Simplifi-
cation." I have reviewed the report and believe that it contains many practical, eq-
uitable and doable recommendations. I understand that other respected organiza-
tions also are preparing reports urging the adoption of these and other simplifica-
tion measures that will help the pension system prosper.

I note that APPWP and some of these other groups are appearing here today to
describe their recommendations. I commend you for bringing before your subcom-
mittee these experts who will help us determine which areas of pension law are
most "in crisis" and how we can start down that "road to simplification."

Mr. Chairman, I commend you for initiating this important effort in the Senate. I
will be working with my colleagues in the House to do the same. Together, on a
bipartisan basis, we can achieve something positive for the-pension system. It is es-
sential that we do so if we are to provide the financial security to which older
Americans are entitled.

Thank you.



PREPARED STATEMENT OF ANDREW J. FAiR

REASON FOR CONCERN

The American Society of Pension Actuaries (ASPA) is an organization whose 3,000
members are primarily involved in the design and administration of qualified pension plans,
primarily plans maintained by small businesses. ASPA estimates that its members provide services
to about 30 percent of the qualified pension plans in the country.

Statistics developed from Internal Revenue Service records indicate a disturbing trend: From
1986 to 1989, new pension plan formation has declined by about 63 percent; defined benefit plan
formation has declined by about 80 percent. For 1989, there were 'about three times as many
terminations of defined benefit plans as there were startups. In addition, the level of confusion on
the part of plan sponsors, plan participants, and their advisors, and the uncertainty which prevails
throughout the private pension system, leaves those still maintaining qualified plans without
confidence in the system upon which they depend.

NEED FOR SIMPLIFI(ATION

The private pension system in the United States is in disarray because the legislation
governing the system has become too complex and overbroad for even those administering the
system to understand. This is clearly indicated by the inability of the Internal Revenue Service to
issue regulations within the time mandated by Congress and by the need for the Internal Revenue
Service to withdraw and/or modify regulations once they are written. The problem is compounded
by the unwillingness of the agencies administering the law to recognize that the confusion and
uncertainty make it difficult, if not impossible, to operate a plan in total compliance with the law.
The problem is further compounded by the perception on the part of those within the Internal
Revenue Service that the primary functions of the IRS in its administration of the private pension
system are revenue generation and the prevention of any possible abuse (without consideration of
the likelihood of such abuse occurring).

The only way the problem can be resolved is through a two-part simplification process.
The first part is legislative, and is addressed in the immediately following material. The second
part is administrative, and is addressed toward the end of this series of proposals.

Legislative Changes

A workable private pension system must be governed by a consistent set of rules, developed
in an understandable fashion and interpreted intelligently. The starting point for such rules is a
national retirement income policy, against which proposed legislation is tested. Such a policy does
not now exist.

ASPA has been in the forefront in- the development of a national retirement income policy
and has already released the first in a series of papers addressing the need and a suggested
approach. Copies of this paper have been provided to the Subcommittee.

We urge the Subcommittee to consider the paper, and the policy outlined, in its
determination as to the long-term retirement income security of our populace. However, we
recognize that the development of a national retirement income policy is a long and difficult
process; in the meantime, the private pension system must obtain some relief from the onerous rules
under which it now attempts to operate. Without such relief, the system will not survive.

Provisions Which Should be Repealed

With reference to specific legislative provisions, we recommend the repeal of the following

rules:

1. Top-heavy rules under section 416 of the Internal Revenue Code.

These rules have outlived their usefulness given the vesting changes and compensation
limitations applied to all plans under the Tax Reform Act of 1986. There is no difference in the



compensation limits applicable to top-heavy and non-top-heavy plans. There is limited difference
between the vesting schedules applicable to each type of plan. The minimum accrual and
contribution requirements are almost irrelevant as a result of the permitted disparity requirements
of section 401(1). Yet the law still requires annual testing to determine whether or not a plan is
top-heavy. The cost and complexity are not worth any benefit derived from these provisions.

2. The minimum participation requirements of section 401(aX26) of he Code.

These rules, which require that a minimum of 50 employees or 40 percent of the employees
participate in the same plan, were intended to address a particular concern relating to the com-
parability of benefits provided under separate plans maintained by the same employer. The
proposed regulations issued by the IRS in February 1989 (and which we understand are to be
substantially modified whenever proposed regulations are issued with reference to section 401(a)(4),
which prohibits discrimination in favor of high compensated employees) are so broad in their
application, and have been interpreted in so complex a fashion, that no one appears to really
understand the rules. The repeal of section 401(a)(26) will go a long way toward reducing the
confusion now confronting the private pension system.

The coverage requirements of section 410, in conjunction with modifications to the
comparability formula developed by the Internal Revenue Service in Revenue Ruling 81-202, will
more than protect against the perceived abuse against which section 401(aX26) is directed.

3. The family attribution rules under section 414(q) and 401(aX17).

These rules limit the compensation considered for benefit purposes for all family members
of certain highly compensated employees to $200,000, indexed for inflation. The law discriminates
against spouses and children, who are effectively prevented from receiving pension benefits on their
earnings simply because they are married to or the offspring of a highly compensated employee.
The law presumes that there is something reprehensible about a business which employs family
members of highly compensated employees, apparently because somebody assumed the compensation
would, of necessity, be excessive. IRS already has in its arsenal a procedure to prevent the abuse
against which the family attribution rules are directed through its ability to disallow deductions for
unreasonable compensation and benefits related to such compensation.

4. Rules which distinguish plans for self-employed individuals from those for
corporate employees.

Special aggregation and deduction rules, and a-myriad of other provisions, continue to be
different between plans for self-employed individuals and those benefitidng common law employees.
These distinctions serve no useful purpose.

5. Permitted disparity under section 401(1).

Like the provisions of section 401(a)(26), the permitted disparity rules as interpreted by the
Internal Revenue Service are incomprehensible. The IRS has announced it will be "simplifying"
some of the rules contained in proposed regulations issued in November 1989 when it finally
produces regulations under section 401(a)(4), but it seems virtually impossible to apply that section
in a manner which makes sense. Repeal of permitted disparity should be replaced by rules similar
to those in effect prior to 1989, with minimum benefit or contribution requirements to avoid the
exclusion of otherwise eligible employees.

6. Virtually all of the draconian penalties established by the Tax Reform Act of
1986.

The penalties and excise taxes imposed on plan sponsors, advisors, and participants have
had a serious chilling impact on those affected. In some instances, affected individuals are unable
to determine the proper application of a rule which, if they fail to apply same, results in a penalty.
This is especially true in the funding of defined benefit plans, where lack of regulations leaves
employers uncertain of required contributions and subject to penalties for "wer-contributions and
under-contributions, and to attack by the IRS if assumptions used to develop cow's do not accord
with IRS determinations.
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Provisions Which Should be Modified

1. The combined plan limits set forth in section 415(e).

These limitations require complicated calculations to test benefit limits when more than one
plan is maintained by the same employer. In some cases, annual testing is required, and records
of benefits, contributions, and compensation must be retained for the entire period of an employee's
employment. If the combined limits are retained, the formula for measuring the limit should be
simplified by using projected rather than accrued benefits and contributions.

2. The definition of highly compensated employee und.v section 414(q).

The definition of highly compensated employee is much too complicated to be accurately
applied, especially in larger plans. There is no reason a simple compensation measure (for example,
$75,000 indexed for inflation) can not be used in place of the alternate tests now imposed. This
would eliminate the need for plan administrators and employers to maintain detailed dam with
reference to employees without affecting the ability to test discrimination concerns.

3. Modify the full funding limitation,

The computation of the full funding limitation now required under section 412(c)(7Yinvolves
actuarial calculations using methods and assumptions not otherwise necessary. In effect, a second
actuarial valuation is required for all defined benefit plans, purely to verify the full funding
limitation. The cost of such calculations, and the inability in many instances to adequately fund
benefits, jeopardizes the retirement income security of plan participants and the long-term viability
of the defined benefit plan. The full funding limitation should be returned to its pre-OBRA 1987
position.

4. Require the use of projected benefit calculations in measuring discrimination
under section 401(a)(4).

Since the introduction of discrimination rules under section 401(a)(4), the Internal Revenue
Service has measured discrimination by comparing projected benefits available to employees under
defined contribution and defined benefit plans. During the last two years, the IRS has threatened
to change its approach to such testing, and to measure benefits accrued each year by highly and
non-highly compensated employees. That process would virtually eliminate the defined -benefit plan,
since the accrual for older employees, by definition, must exceed the accrual for younger employees
in defined benefit plans in almost all cases. Section 401(a)(4) should be clarified to indicate that
the measure of discrimination is the projected benefit provided employees under a plan, not the
benefit accrued in the year tested.

5. Simplify the affiliated service group rules and the leased employee provisions
under section 414.

The affiliated service and leased employee rules under section 414 have proven a fertile
ground for confusion, in part because of the imprecise language of the statute and in part because
of the overbroad definitions contained in IRS proposed regulations. Those regulations, proposed
some years ago and neither finalized or withdrawn, were an abuse of the discretion vested by
Congress in the IRS under section 414. The IRS now states that the proposed regulations were a
trial balloon, not intended to be applied, yet those regulations caused a major problem for certain
professional organizations in 1989 because the IRS would not respond to their concern as to the
IRS interpretation.

The discretion vested in the Internal Revenue Service to draft regulations to prevent
avoidance of the statute should be rescinded, and specific rules should be set forth in. theJaw to
address whatever concerns remain with reference to the use of separate entities to avoid
discrimination requirements.

Administrative Changes

The manner in which a law is interpreted and administered is as important as the content
of the law, and in recent years the interpretation and administration of the pension laws, primarily
by the Internal Revenue Service, has compounded the confusion and complexity now destroying the
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private pension system. In many instances, the Internal Revenue Service has not only contributed
to the problems of the private pension system, but has actually caused them.

Consider the following examples:

1. Regulation delays.

Despite a Congressional mandate to issue final regulations with reference to certain pension
provisions of the Tax Reform Act by February 1988, the IRS not only failed to provide such
guidance in the time provided, but in certain areas has yet to provide needed information to the
industry. The private pension system is now operating under a law which has not yet been fully
explained, with promises from the IRS that the explanations already provided are being rethought.
Many plans are already well into their second year under a law which is not yet understood, and
many plan participants remain unsure as to their benefits.

The regulation delays are-in part the result of the complex nature of the law, but are, in
our opinion, more the result of the refusal of those writing the regulations to deal with the issues
in a responsible manner. The attempt to prevent any possible perceived abuse, whether or not there
is evidence that such abuses exist, has led to a virtual paralysis in the regulatory process. When
regulations am finally issued, they are so complicated and confusing that they are literally
meaningless. The 401(a)(26) regulations, the 401(1) regulations, and it would appear, the as yet
unissued 401(a)(4) regulations, are all examples of the problem created by the overprotective
approach to the regulation process.

2. The nondeduction penalty.

The Tax Reform Act of 1986 imposes a penalty on employers who contribute amounts to
plans which are not deductible. The legislation was passed in 1986 and first applied to
contributions made in 1987. There was a great deal of confusion after the 198,6 law was passed
as to the amounts which could be deducted for contributions to qualified plans, and that confusion
was compounded by the changes in funding limits imposed by the 1987 Omnibus Budget
Reconciliation Act. That confusion was further compounded by quarterly contribution requirements
which were added at the same time.

The Internal Revenue Service was aware that many employers were confused and
contributions were made in 1987, 1988, and 1989 which could not be deducted in the year made.
These contributions were made in good faith, and, in fact, in the legislation Congress permitted a
withdrawal within a certain period of time to avoid the application of the otherwise applicable
penalty. However, almost as soon as the problem developed, the Internal Revenue Service began
advising employers that a withdrawal of a nondeductible amount could disqualify the plan. Efforts
to encourage the Internal Revenue Service to develop a procedure to deal with such withdrawals,
although commenced immediately after the law was passed, did not bear fruit until mid-1989 with
the issuance of a Revenue Procedure. The procedure established required an employer to spend
almos $1,000 in actuarial and user fees to obtain a ruling from the Internal Revenue Service that
a contribution was not deductible. That procedure was issued more than two years after the IRS
became aware of the problem, and at a time and in a manner which made it unavailable to
employers who made nondeductible contributions in 1987 or 1988 if they filed their tax returns
on time.

Now, the Internal Revenue Service has announced that it is reconsidering the procedure
because it has not worked, and it has indicated it may adopt a method recommended by ASPA
more than a year ago involving actuarial certifications. The extraordinary delay, the development
of a procedure which was structured to discourage its use, and the belated recognition of the
problem it created is a classic example of the problems created by the IRS for the private pension
system.

3. Improper procedures.

In the last few years, the Internal Revenue Service has followed procedures which we
consider improper in its administration of the pension law. We have already discussed the proposed
regulations under section 414 relating to affiliated service groups and leased employees and the
difficulties presented to certain employers by those regulations. In fact, those regulations apparently
were proposed, even though the IRS had no intention of finalizing the rules in that fashion, purely
in the form of a trial balloon. Those regulations defined management services so broadly that
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virtually all service providers fell under the definition, and they extended the concept of leased
employee to include many professionals who are clearly independent contractors.

In 1989, the IRS issued a notice establishing an effective date for new limitations on
benefits provided under a defined benefit plan, even though the law anl prior pronouncements by
the IRS required that the limitations would not be effective until regulations were issued. No
reason was given for the violation of law here involved.

In 1987, Congress imposed a new series of rules for the determination of the full funding
limitation under defined benefit plans. Congress directed the IRS to issue regulations with reference
to the rules by August 1988 and to provide Congress by that date with the results of a study as
to the effect of the limitation. IRS neither issued the regulations (they remain unissued at this
writing' nor conducted the study.

Many actuaries expressed concern that the limitation would adversely affect the security of
benefits provided under defined benefit plans. ASPA formed a task force specifically to provide
information and recommendations with reference to the regulations to IRS representatives. Our task
force proposed a method of determining liabilities which we felt would go a long way toward
protecting benefits for participants in defined benefit plans. Representatives of the IRS repeatedly
stated over a two-year period that the rules, when finally published, would not permit the approach
suggested by ASPA.

Then, in 1990, IRS issued Notice 90-11 which did incorporate the ASPA suggestion, but
for reasons not explained permitted its use only for 1988 and 1989 plan years. Again, the guidance
was not issued in the form of regulations, as mandated by Congress, but in the form of a notice.
Again, the guidance was issued well after the date Congress set. And the guidance, issued almost
one and one-half years after it was supposed to be issued, permits the calculation of liabilities in
a way the IRS insisted would not be available. This, of course, requires the recalculation of
funding liabilities for years already completed, at additional expense to the plan sponsor, if the
additional protection accorded by the notice is to be used.

There are many other examples of interpretations given by the Internal Revenue Service in
a manner most devastating to the priviat pension system. The regulations which have been issued
under section 401(k) have been modified and may soon be modified again because of too harsh
initial interpretations of the rules. The regulations issued under section 401(a)(26) and 401(1) have
been modified and will soon be modified again. Regulations issued in proposed form are applied
as if they were final and, in what ASPA considers one of the most egregious abuses of power by
an administrative agency, the IRS has launched an abusive attack against the small plan segment
of the private pension system.

4. The small plan audit program.

In 1989, the Internal Revenue Service launched a purely revenue driven campaign to
disallow deductions taken for contributions to small defined benefit pension plans in 1986 and 1987.
The IRS first estimated the revenue which would be obtained through the program, and then
apparently designed the program to assure the generation of the projected revenues. The program
requires the agent conducting an audit of a small defined benefit plan to deny the small plan
sponsor the opportunity to demonstrate compliance with the requirements of the law, forcing the
plan sponsor to expensive appellate procedures and possible litigation.

The law provides that contributions to a defined benefit plan must be determined based on
actuarial assumptions which are reasonable based on facts and circumstances. The IRS, ignoring
the statutory provision, has directed its field personnel to disallow deductions if certain
predetermined assumptions were not used. Through ASPA's efforts, certain information with
reference to the campaign was made public, and the IRS modified its audit position slightly.
However, the effect of the modification is primarily cosmetic, ard still precludes an agent auditing
a small plan from exercising his or her own judgment.

The audit program is, in ASPA's opinion, a reprehensible exercise of power by the IRS.
The program tagets only one segment of the private pension system, the small plan. The program
targets that segment because it is least able to defend itself, both because of the costs of such
defense and the time involved. The development of an audit program purely as a revenue
generating measure, the determination to ignore the law in the audit process to generate the



59

anticipated revenue, and the failure to adequately modify the instructions to the field auditors even
after the program was revealed, provide significant evidence of the need for oversight with reference
to IRS administration of the pension law.

5. Model amendments and compliance.

Because the IRS did not provide the needed guidance to permit employers to comply with
the changes made by the Tax Reform Act of 1986 in time, the IRS published model-amendments
and permitted plan sponsors to freeze benefit accruals until the guidance was provided. The first
notice was published in December 1988, less than a month before the new law became effective,
and required employers to operate plans as if they were in compliance even though plan language
did not conform. Apparently, at the time the notice was issued, the IRS expected to provide
guidance some time in 1989 because the original amendments expired at the end of the 1989 plan
year.

Because guidance was not forthcoming, in November 1989, IRS issued a second nonce
extending until the end of the 1991 plan year the date by which plan documents must be brought
into compliance with the 1986 law changes and imposing a series of conditions on employers
electing to continue the freeze on accruals. Those conditions include, in some instances, an
inability to deduct contributions which must be made to satisfy funding rules, with the resulting
penalty for making nondeductible contributions imposed on the sponsor.

As a consequence of the delays, all the result of IRS failure to provide the necessary
guidance, many employees participating in pension plans do not know the benefits to which they
are entitled. Many plan sponsors have no way of determining the costs of the benefits they are
providing. Most advisors to participants and plan sponsors are unable to provide coherent advice
to their clients.

It seems strange that IRS can find the time and resources to launch a massive audit
campaign against small defined benefit pension plans, but can not find the time and resources to
develop the guidance necessary to permit employees and plan sponsors to know the benefits the are
providing.

Administrative Simplification

Because the administration of the pension law is as important to the simplification process
as the language in the statute, ASPA recommends the following procedures be adopted to better
control the administrative process:

1. Delay the effective date of the law.

The effective date of pension legislation should be delayed until plan years beginning at
least eleven months after the final regulations are issued. This will prevent the confusion and
uncertainty which results when IRS is unable to complete regulations before the law is effective,
and it will allow plan sponsors to know the rules which apply before they are effective. This will
encourage new plan formation and benefit improvements during the period prior to the effective
date of the law change by eliminating the fear that a new rule with retroactive effect will be
radically difference than anticipated.

2. Develop pension legislation independently from other law.

Pension legislation must be developed on its own merits, and only after hearings are
conducted and the public is given the opportunity to be heard. The piecemeal approach followed
in recent years is automatically destructive since it develops neither consistent nor intelligible. rules.
The private pension system is becoming the most important element in the retirement income
security of our populace, and modifications to that system must be given the attention so important
a system deserves.

P nsion legislation must not be lost in larger tax bills nor slipped into unrelated legislation.
ASPA recommends that Congress specifically direct that pension legislation be proposed only after
appropriate hearings have been conducted and full consideration has been given to the effect of the
legislation.
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3. Conduct frequent oversight hearings.

ASPA strongly recommends that frequent oversight hearings be conducted with reference
to the administration of the pension law by the agencies charged with that responsibility.
Congressional oversight will cause the administrative agencies to listen to the concerns of the
private pension system and encourage intelligent and supportive responses. Congressional oversight
will permit the early recognition of serious problems and assist in preventing such problems from
becoming major roadblocks to the strengthening and growth of the private pension system. We
recommend that such hearings be held at least twice a year.

CONCLUSION

In any attempt to develop a blueprint for simplicity in the rules governing qualified pension
plans, the process must involve not only the repeal of too complex or overly broad legislation and
its replacement by simpler and less all-encompassing rules, but also the exercise of a greater degree
of control over the agencies administering the pension law.



NATIONAL
POLICY
ON
RETIREMENT
INCOME

PART I:
OVERVIEW

AMERICAN
SOCIETY
OF
PENSION
ACTUARIES

34-866 0- 90 - 3



EXECUTIVE SUMMARY

There is no national policy on retirement income, even though it affects vir-
tually all Americans and has great impact on the economy and the social stability
of the nation.

Such a policy is urgently needed.

There are three challenges:

1. Achieve a consensus on the best policy in light of the many complexities
and diverse factors involved.

2. Convince Congress of the necessity for such a policy and that it must make
no more changes without having such a policy to follow.

3. Educate and persuade the public on the mutual advantages of this policy
to all segments.

The goal of the National Retirement Income Policy should be: Income from
all sources throughout retirement that provides the same standard of living as
that enjoyed in the later years of full-time employment.

This requires a four-legged retirement structure:

1. Social Security.

2. Voluntary employer-sponsored retirement plans that are virtually universal,
with incentives for small employers.

3. Personal savings (including use of home equity as a form of savings).

4. Availability of gradual retirement.
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MEMORANDUM

TO: ALL RETIREMENT BENEFIT PROFESSIONALS

FROM: AMERICAN4 SOCIETY OF PENSION ACTUARIES

DATE: FEBRUARY 1, 1989

RE: A NATIONAL POLICY ON RETIREMENT INCOME

Practitioners in all aspects of retirement benefits share an awareness of the need
for a single, cohesive national policy on retirement income. As legislation af-
fecting retirement benefits becomes increasingly complex and seemingly irra-
tional, our awareness of this need becomes increasingly acute.

We all share, as well, a consternation that the people making the laws do not
always appear to see this need. Or, even worse, it appears at times they pretend
that we do have a policy and that the morass of recent legislation reflects it.

What follows is PART 1 of a series of proposals. It presents an overview of a
possible policy. It will be followed shortly by several other parts, to focus on
the details.

In PART 1, we state that "the first challenge is to develop a statement of national
retirement income policy and obtain a broad consensus of agreement on its
appropriateness."

Then, we state that "the next challenge is to convince our legislators and public
servants of its importance."
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MEETING THE FIRST CHALLENGE: DEVELOPING A CONSENSUS

We must unify ourselves and those we serve regarding a national policy.

A considerable portion of this task will be educational. For example, we must
address soberly and unemotionally the conventional wisdom among employers
that full immediate vesting and cost of living indexation will increase costs pro-
hibitively. We must measure the costs objectively and then determine whether
they are prohibitive.

It is particularly important that the business oriented groups, consumer oriented
groups, women's groups, and retired pensioner groups find a common ground.
ASPA is proposing a policy. But adoption of ASPA's proposals doesn't come close
to being the most important goal.

THE REALLY IMPORTANT GOAL IS A POLICY WHICH ENJOYS

A BROAD CONSENSUS OF SUPPORT.

We offer ASPXs proposals as a first step.



MEETING THE SECOND CHALLENGE: CONVINCING CONGRESS
OF ITS IMPORTANCE

Once we have a consensus, we must convince our elected legislators they can- -
not afford to ignore us.

We propose an important interim step in this second challenge. We propose that:

THERE SHOULD BE AN IMPACT STATEMENT REQUIREMENT
ASSOCIATED WITH EVERY LEGISLATIVE PROPOSAL
AFFECTING RETIREMENT INCOME.

This impact statement should undergo the same lawmaking scrutiny as every
other aspect of the bill to which it is attached. It should be part of every
introduced bill. It should be discussed in hearings. It should be addressed at
markup time. And it should be fully subjected to the checks and balances of
a bicameral legislative body.

But on a long term basis, we must be much more ambitious. We must reach
out to the rank and file. We must sell the workers, the voters, on the impor-
tance of our policy.

Congress is not easily swayed by entrepreneurs. Congress is not easily swayed
by the retirement plan industry. But Congress listens ever so closely to the voters.
The fact of life, the essence of democracy, is also our biggest challenge.

WE MUST SELL RANK AND FILE AMERICA
ON THE IMPORTANCE OF OUR MISSION.

We would d-o well to treat this as a challenge to be attacked with the same
resources and the same vigor that Madison Avenue brings to its public infor-
mation assignments. We'll need to utilize all the media available to the modern
communicator.

The job will require tremendous effort and a tremendous expenditure. It will
be a selling job of the first magnitude. But the stakes are worth the effort.

Fir-it things first. Before -we talk about large amounts for advertising, we must
reach agreement on a policy. In the months to come, the American Society
of Pension Actuaries will be reaching out to other professionals to offer - and
to seek - help in accomplishing this important goal. We hope you will welcome
our overtures as we shall welcome yours.

If we unify, we can achieve our goal. The issues are too critical for us to do
anything but.
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A NATIONAL POLICY ON RETIREMENT INCOME

PART 1: OVERVIEW

This is the first in a series of position papers by the American Society of Pension
Actuaries (ASPA). This paper discusses the need for a national retirement in-
come policy and outlines a proposed basic framework. Later papers will add
detail to various portions of that framework.



THE NEED

ASPA believes it is time to acknowledge that our nation has been making deci-
sions affecting retirement income without benefit of a consensus on policy.
Indeed, acknowledgement is way overdue.

We seek an integrated, cohesive policy setting forth our nation's goals on retire-
ment income for our citizens, and stating how we expect to achieve those goals.
The longer we wait to define these goals, the more difficult (and painful) it will
be to achieve them.

It is not acceptable to say, simply, that our nation should constantly strive to
do more for its retired citizens. As with any society, we have limited resources.
We must acknowledge that more resources spent on one need will inevitably
mean fewer spent on another. As with any society, we must intelligently ration
our resources.

This basic concept is made more critical by our rapidly changing demographic
profile. In just a few decades, our birth rates have fallen dramatically. They have
declined from levels sufficient to support continued population growth to levels
not even sufficient to maintain current size. The inevitable impact of this change
is an aging society. This process is already far advanced and its consequences
abundantly evident. Experts predict that this trend will continue. They predict
that in 30 years the average age of the U.S. population will increase by 24%.

The bottom line is clear: we can no longer be casual in our policymaking on
retirement income. In earlier days, when we perceived needs among our retired
citizens, we could take action to meet these nees. Mostof us were so far from
retirement that the funding to implement these actions could occur gradually
- and painlessly.

This comfortable posture is being changed rapidly. Today, when we perceive
needs, we can still take action. But funding is no longer painless. A large percen-
tage of our population is closing in too rapidly on retirement. Our nation is
approaching the day when making decisions and implementing them through
gradual funding will be nothing more than a historical memory.

If we reach that day without having implemented a cohesive policy, the results
will spell disaster for our older citizens. Theyounger ones will be asked to make
the sacrifices which should have'been spread evenly over many generations.
They may refuse. The ultimate protective net of prior days, the extended family,
will nolonger exist. It has already disappeared. At least figuratively, we could
end up placing our older citizens on ice flows, casting them off to die quietly
and* unobtrusively.

Do we not have a policy already? Yes, we have one, of sorts. But it is framed
in broad generalities - so broad that virtually any legislative or regulatory action
can be claimed to fit within it. And in many cases, even the broad generalities
are ignored.
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The current scene is pock marked with two types of legislation. Although at
opposite extremes, they are equally destructive to coherent retirement income
planning.

At one extreme,

WE HAVE BEEN ROCKED WITH LAWS AFFECTING
RETIREMENT INCOME WHICH DO NOT EVEN PRETEND
TO FIT INTO A LONG TERM POLICY

These arr the laws enacted solely to help control the federal deficit. The objec-
tive is to increase taxes without admitting it. Laws affecting future retirement
income have proven to be easy, if irresponsible, ways to accomplish this.

At the other extreme, are laws aimed at buying the votes of rank and file America.
These are the "get tough" laws. They tighten anti discrimination rules. They
mandate benefit and vesting levels. They restrict the extent to which all sources
of retirement income can be integrated to form a rational whole.

Some laws in this second category may be highly desirable. But many are
counterproductive. The counterproductive ones share the same flaw. They were
formulated without asking the crucial question: how does this proposal serve
our long term national policy? They were formulated with the assumption that
the only goal to be considered is doing more for rank and file workers. They
ignore the limited nature of our resources.

We believe:

THE FIRST CHALLENGE IS TO DEVELOP A STATEMENT OF
NATIONAL RETIREMENT INCOME POLICY AND OBTAIN
A BROAD CONSENSUS OF AGREEMENT ON ITS APPROPRIATENESS.

THE NEXT CHALLENGE IS TO CONVINCE OUR LEGISLATORS
AND PUBLIC SERVANTS OF ITS IMPORTANCE.



THE TOTAL RETIREMENT INCOME GOAL

Probably the element on which a consensus will be easiest is the one describ-
ing our goals for total retirement income. We doubt there will be much disagree-
ment over this:

INCOME FROM ALL SOURCES THROUGHOUT RETIREMENT
SHOULD PROVIDE THE SAME STANDARD OF LIVING AS THAT
ENJOYED IN THE LATER YEARS OF FULL TIME EMPLOYMENT.

We choose our words carefully:

" Medical needs, including long term care, could require greater income just
to maintain an earlier standard. These medical needs must be considered
in setting any National Retirement Income Policy.

" A reference to income throughout retirement is quite different from a reference
to income immediately after cessation of full time employment. Inflation must
be accepted as a fact of life.

" "The same" means "not better than" as well as "not worse than:' There is
poverty in our society which demands attention long before an individual
reaches retirement age. Orderly solutions will not be fostered by the posi-
tion that the disadvantaged person should receive more after retirement than
before. Here, the fix should be aimed at the problem: inadequate education
and training, leading to lost employment opportunities.

" The standard enjoyed in the later years of full time employment is likely to
exceed that of earlier years, when child rearing sacrifices were being made.
We do not believe an individual should be asked to step backwards, to the
standards of those earlier years.

* Finally, we define full time employment to include unpaid child care, in those
households which have-elected to follow the more traditional single wage
eamer model. Where this traditional model has existed and is broken by death
or divorce, survivors' shares should not depend on who was the wage earner
and who was the child care provider. The thrust here is equity between the
parties, not the doubling of their aggregate benefits.

In a separate paper, we shall explore the question of replacement ratios necessary
to achieve this overall retirement income objective. In others, we shall discuss
the potential mix of devices (such as social security, private plans, and personal
savings) to produce these ratios.
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MEETING THE GOAL

Much has been said of the three legged stool as a fundamental basis of our
nation's retirement income policy. The three legs are social security, voluntary
employer sponsored retirement plans, and personal savings. We embrace the
concept of these three legs working together. However, we would add a fourth
leg.



THE FOURTH LEG: AN END TO CLIFF RETIREMENT

With some trepidation, we refer to this fourth leg as "part time work after com-
mencement of retirement." Our trepidation stems from our concern lest we be
cast as ogres, advocating forced employment until death. We mean no such
thing.

We address the question of work following retirement from the viewpoint of
years spent observing the traditional approach. Traditionally, one works full time
until retirement date, and then stops working. Me call this cliff retirement. It
would be difficult to overemphasize the emotional trauma wrought by this tradi-
tional approach.

CLIFF RETIREMENT CAN BE MENTALLY UNHEALTHY.

From the standpoint of health and well being, we believe gradual retirement
is far better. Gradual retirement means cessation of full time employment fol-
lowed by gradually reducing amounts of part time work.

Gradual retirement has other merits for today's society:

" As we move from a smokestackio aserv we see a decline in
those jobs which are both boring and j1hling. In their place, we
see jobs where the worker is able continue on, past traditionally
normal retirement ages. We see j ere wisdom and experience are
positive attributes. We see a Ay which needs this wisdom and experience.

From the standpoint of human resource management, continued work by
older employees is changing from a negative to a positive.

" As longevity and productivity continue to increase, we face both the ability
and the desire to increase the portion of our lives spent in leisure activities.
One approach would be to keep the years spent in full time employment
unchanged, and lengthen the time spent in retirement.

But the extent to which our leisure is enforced leisure - enforced by physical
deterioration - is diminishing.

So, we are experiencing increasing opportunity for leisure, and increasing
control over when it is spent.

Solid work for the first part of an adult lifetime followed by uninterrupted
leisure for the remaining part is no longer the only possible model. As options
become available, many of our citizens will find them more attractive. It
will seem increasingly rational to intersperse work and play throughout the
entire adult lifetime.
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-. Whether the stool has three legs or four, one of them is voluntary personal
savings. But there will always be those among us who, although able, do
not save in advance. With some, this will involve a rational, conscious deci-
sion. With others, it will simply reflect improvidence. Either way, the individual
needs an optional plan. Work after retirement date facilitates this optional
plan.

In a separate paper, we shall-develop details of possible models for gradual retire-
ment, and a rationale for offering work after retirement as a tradeoff for per-
sonal savings. We shall also make suggestions on steps to make part time work
more readily available and more attractive to both workers and employers.



THE FIRST LEG: SOCIAL SECURITY

In a paper on Social Security, we shall develop detailed proposals for a drastic
but very gradual reshaping of the program.

We shall be suggesting a transition, to occur over a 50 year period..Thence,

UNDER OUR PROPOSALS, THE ENTIRE FOCUS
WILL BE ON THE PROVISION OF A SAFETY NET
DESIGNED TO PROTECT ALL OLDER CITIZENS FROM POVERTY.

We believe benefits should be unrelated to wages. In fact, a wage history should
not be a condition for benefit receipt.

In general, the ultimate arrangement would reflect a significant diminution in
the social security program. But this diminution-would affect only those workers
with incomes comfortably above the poverty threshold. As at present, the pro-
gram would avoid needs tests, with their demeaning implications. Yet, by its
very structure, the program would be far more effective than the current arrange-
ment in funneling benefits where they are most needed.

Viewed in combination with our other recommendations, our proposals on
social security represent a significant change in approach to funding. Over a
very long period, this change will substitute advance funding for non funded
benefits. One consequence may be an increase in the formation of investment
capital.

The current social security tax scheme is highly regressive. The tax, as a percent-
age of total wages, goes down as wages go up.

OUR PROPOSALS WILL ELIMINATE THIS HIGHLY
UNFAIR REGRESSIVE TAX.

By decoupling benefits from earnings histories,

OUR PROPOSALS WILL ELIMINATE TWO SERIOUS SOURCES OF
INEQUITY WHICH CURRENTLY FALL MOST HEAVILY ON WOMEN.

First is a relationship between taxes and benefits which is less attractive for two
wage earner couples than where there is only one breadwinner. Second is the
unfair impact of divorce on a non wage earning homemaker.

Our proposals will provide for benefits whether or not the individual-works
after retirement. This will give meaning to our-proposals on part time
employment.
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By incorporating a very long transition period, our proposals will not be viewed
as a threat to current generations of older workers.

Because they would scale back taxes, we believe our proposals will be welcomed
by younger Americans. These younger Americans are becoming skeptical, in
the extreme, over the continued viability of the existing arrangement.

Indeed, we shall make it clear that no generation will be asked to sacrifice,
as the program is shifted to a more rational basis.



THE SECOND LEG: PERSONAL SAVINGS

It has become conventional wisdom that saving for retirement is almost impossi-
ble, in the face of the current demands of modern life. The facts speak differently.
Indeed, many segments of our nation's most recent generations of retirees are
enjoying unexpectedly comfortable life-styles. And the most decisive factor is
personal savings.

But these generations were the beneficiaries of certain economic accidents of
good fortune which may not be repeated for future retirees. In fact, statistics
already point to declines in savings, in recent years, and the rate of decline
appears to be steepening.

America's citizens are not, by and large, improvident spend-thrifts. Now, we
must find ways to encouarge and utilize personal savings under all different
economic and demographic circumstances.

We see three different levels of savings.

The first should be defined in terms of equivalency to a specified amount of
post retirement wage income. This is the other side of the coin of personal choice
already mentioned: you can save now or work later.

To help encourage saving now, we believe:

EVERY WORKER SHOULD BE GIVEN ACCESS TO A TAX
SHELTERED VEHICLE FOR PERSONAL SAVINGS.

The structure, today, is a hodgepodge. It includes IRAs, tax sheltered annuities,
401(k) plans and personal Keogh plans. At present, some workers have access
to many of these. Some are prohibited from making deductible contributions
to any of them. In a paper on tax incented personal savings, we shall recom-
mend a rational replacement for the current morass.

In a separate paper, we shall offer a possible basis for defining the degree of
self sufficiency expected of each citizen. This will be defined in terms of sav-
ings before retirement or wage earning thereafter.

The second level of savings is one we believe should be expected only of per-
sons of middle class stature or highe, At this stature,

HOME EQUITY OR ITS EQUIVALENT SHOULD BE VIEWED
AS AN IMPORTANT SOURCE OF RETIREMENT INCOME.

Currently, it is not as easy as it should be to unlock this source. Many citizens
have been trapped into frugality, in their final years, only to die leaving substantial
home equity behind.
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We shall be making proposals to mitigate this problem. One will bear the
acronym HERO: Home Equity Roll Over. Working much like a rollover IRA,
it would permit a tax sheltered conversion of home equity into a retirement
spending account. Another would make the concept of a reverse annuity mean-
ingful. Under this concept, retired individuals could-remain in their homes and
at the same time use their equity to meet current expenses. These proposals
will be set forth in a paper on unlocking home equity .

The final level of savings reflects the inevitable differences among us. Some
of us have greater retirement income needs than others. An example would be
the cost of college education, where the worker formed a family late in his career.
These individually different needs will also be well served by our proposals
for tax sheltered savings.



THE THIRD LEG: VOLUNTARY EMPLOYER RETIREMENT PLANS

In a separate paper, we shall define the total retirement income goal. In other
papers, we shall define the roles of part time work, social security, and per-
sonal savings in meeting this objective. We propose that voluntary employer
retirement plans will constitute the balancing item. They will tie the whole to
the sum of its parts.

When we talk about voluntary plans, we mean employer sponsored plans
(whether or not collectively bargained) and jointly sponsored labor manage-
ment plans. We do not mean employer financed plans which exist because of
a mandatory pension law.

Voluntary plans have made great strides in recent history. Since the middle of
this century, coverage percentages among U.S. workers has increased from less
than 25% to roughly 50%.

But we must do more.

If the voluntary approach is to be viable,

VOLUNTARY PLANS WILL NEED TO BE VIRTUALLY UNIVERSAL.

This will require incentives stronger than those available today. It will require
a more intelligent and rational approach to benefit standards and anti discrimina-
tion rules. And, it will require a regulatory climate which offers stability and
freedom from political gamesmanship.

Satisfaction of these requirements will involve new approaches to:

* Vesting,

* Portability,

* Inflation protection,

• Protection for non working or lower earning spouses,

* Special incentives for smaller employers,

* Funding, and

* Plan termination insurance.

We shall treat these issues in separate papers.



We shall be devoting special attention to incentives. We believe:

-THERE SHOULD BE SPECIAL INCENTIVES FOR SMALL EMPLOYERS.

Firms with fewer than 20 employees are generating more than 90% of the net
new jobs created in this country. Unfortunately, these same firms account for
a large portion of the jobs not yet protected by employer sponsored retirement
plans.

Too much legislation in the past has-involved provisions which served as
disincentives to plan formation among these smaller employers. High on the
list are complex rules which serve to increase administrative and actuarial costs.
With elimination of these disincentives, a great deal will be possible without
overemphazing tax favors for highly compensated employees.

We have emphasized the word "voluntary" We believe the diverse needs of
various worker groups in various parts of our nation will be best served by strong-
ly incented voluntary programs. And, we are impressed by the lack of success
of mandatory arrangements, wherever they have been tried.

We must not give up on the voluntary approach. It must be giver a fair chance.
The endless stream of legislation in the years since 1981 has impeded oppor-
tunities for voluntary growth. We must clear away the impediments and restore
incentives. Once this is done, once a fair chance for growth has been restored
and given a reasonable period to work, we must rationally evaluate progress.
We believe this rational review will lead to a conclusion that the voluntary
approach does work.
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PREPARED STATEMENT OF HOWARD J. GOLDEN

Mr. Chairman and members of the Subcommittee. My name is Howard J. Golden.
I am a partner of Kwasha Lipton, an employee benefits consulting firm headquar-
tered in Fort Lee, New Jersey. I also serve as chairman of the Retirement Savings
Committee of the Association of Private Pension and Welfare Plans (APPWP) on
whose behalf I appear today. The APPWP is a national trade association whose
members include not only employers of all sizes who sponsor employee benefit plans
for their employees, but also the leading support organizations for benefit plans
such as banks, insurers, accounting, investment, actuarial and benefit consulting
firms. Together, our members speak for employee benefit programs covering more
than 100 million Americans.

We applaud you, Mr. Chairman, for holding these hearings to investigate the
state of the nation's private retirement system and to determine whether there is a
need for simplification of the laws and regulations governing this system. It is not
overstating the case to tell you today that the retirement security of literally mil-
lions of America's current and future elderly depends on the Congress uncovering
how the regulation of the nation's private pension system has gone awry and taking
immediate steps to simplify it. By doing so, the impediments to maintaining quali-

- fled retirement plans created by needless complexity can be reduced and employers,
who are frustrated and dispirited by rule changes which raise administrative costs,
can be encouraged to continue to provide retirement income to their employees.

A MAGNIFICENT PENSION SYSTEM IN PERIL

The nation's pension system is a paradox. On one hand, it is a model of success
thanks, in great measure, to tax incentives that Congress has wisely encouraged
over many decades. On the other hand, the very survival of that system is threat-
ened as never before. First, the good news.

Today, some 45 million Americans are covered by the private pension system and
employers account for roughly 87 percent of the contributions to retirement plans.
According to the U.S. Department of Labor Statistics, the private pension system
has grown from $17 billion in assets in 1950 to $1.7 trillion today.

Moreover, the private pension system stands out as perhaps the only bright light
in an otherwise dismal record of national savings. In 1986, pension and profit-shar-
ing plan contributions accounted for roughly 51 percent of new savings. According to
a study submitted by David Wise to the National Bureau of Economic Research, em-
ployees would have to save an average of 3 to 7 percent of their wages to make up
for what employers put aside for them.

The best news, however, is that the private retirement system is one of the best
bargains for retirees and for the Federal Treasury. Although the Federal revenue
expenditure for private pensions is estimated at $47.4 billion in Fiscal Year 1990,
the benefits paid to retirees by employer plans in 1988 (the most recent year for
which data is available from the National Income Accounts of the U.S. Commerce
Department) is approximately $200 billion. Benefits paid are 4.6 times the foregone
Federal tax collected! And of course pension contributions are not tax excluded but,
rather, tax deferred until benefits are paid.

While the good news is very good, the bad news is very bad. For those fortunate
enough to participate in the system, employer plans are generous and fair. But em-
ployers-in truly alarming numbers are finding that it has become too costly, too
cumbersome and too-onerous to continue sponsoring retirement plans.

Data reported by the Internal Revenue Service for 1989 tells the story in graphic
terms. Last year there were three times as many terminations of defined benefit
pension plans-plans which are the bedrock of the American pension system-as
there were new plan creations. That is even worse than in 1976 when the full
impact of the Employee Retirement Income Security Act (ERISA) was felt and ter-
minations doubled new plan establishments. (See Appendix A)

Regrettably, we can not even take comfort in the belief that the bad news last
year was due solely to provisions of the 1986 Tax Reform Act (TRA which required
the termination of many plans in 1989. The really alarming news last year was that
while terminations of existing plans rose by 37 percent, new plan creations plunged
by 67 percent. American businesses are dissatisfied with the system and are cancel-
ing plans. And newer companies are concerned with the confusion, cost and com-
plexity of the system and they are avoiding the formation of new plans which are
essential if we are provide tomorrow's retirees with more than just a Social Security
check to meet their income security needs.



THE CAUSES OF PENSION GRIDLOCK

What has caused all this complexity? Several factors. In great measure it has
--been the unrelenting legislation and regulation in the pension arena. Congress has

significantly revised the rules governing the benefits system in 1980, 1981, 1982,
1984, twice in 1985, twice in 1986, 1987, 1988 and 1989.

Since 1986 alone, over 300 typewritten pages of proposed employee benefits regu-
lations have been published by the Treasury Department. And that is the good
news. What has really frustrated employers and employee benefits professionals is
that the regulatory agencies are nowhere near completion of the issuance of regula-
tions. For most employee benefits provisions of the 1986 Tax Reform Act, the Treas-
ury Department was given until February 1, 1988 to issue final regulations so that
plan changes could be made in 1989. Many of these regulations are not even yet
published in proposed form. Employers are being forced to comply with many provi-
sions of law with little or no guidance from the regulatory agencies. (See Appendix
B)

What has caused this flood of legislation and regulation? Unquestionably, a desire
to raise revenue is partially to blame. Fully 15 percent of the $280 billion in tax
increases levied by the Tax Reform Act came from pension and other benefits
changes. For too long pensi' ' law has been governed by revenue considerations,
rather than retirement policy. But that is not the whole answer. Revenue alone does
not explain why one third of the TRA's volume involved employee benefits provi-
sions.

The reason for complexity, we believe, lies also to great extent in two erroneous
beliefs held by many lawmakers and regulators. The first is something we call "evil
plan myopia." In short, it is the myopic view of many policymakers who believe that
employers are intent upon cheating their employees out of a fair share of benefits
and, therefore, the rules governing plans must take into account every theoretical
kind of alleged abuse imaginable. Instead of focusing on actual abusive situations,
form is elevated above substance. The result is that the vast majority of employers
are compelled to comply with complicated rules that have little bearing on their
practices.

The second erroneous belief is what we call "computer omnipotence." This is the
equally unrealistic assumption that once employers are directed to make certain
changes to their plans, or to apply certain tests, all the employer needs to do is
press a button and magically compliance will be possible. Computer omnipotence to-
tally overlooks the reality of corporate recordkeeping. Companies typically have dif-
ferent payroll systems--especially where there are separate lives of business or fa-
cilities in different geographic areas. Much of the compliance requires obtaining in-
formation from employees and former employees who are often reluctant to disclose
this information. Even where accurate compliance is possible, the expense of engag-
ing lawyers, accountants, actuaries and consultants-to say nothing of inside per-
sonnel-to cope with continually changing laws and regulations is driving employ-
ers away from their traditional support for the pensioh system.

More than a decade of legislation, delayed and voluminous regulations, a thirst
for revenue from the private employee benefits system, "evil plan myopia" and
"computer omnipotence" have all combined to cause total pension gridlock. Pension
law-and along with it the future income security of America's retirees-is in crisis.

ROAD TO SIMPLIFICATION

The APPWP does not wish to dwell simply on the complexity of the private retire,
ment system. We want to tell you that what can be done to achieve simplification.
The APPWP's Retirement Savings Committee and its Board of Directors spent
nearly a year developing a list of legislative changes that Congress could enact to
erase much of the complexity that is due to duplicative, obsolete or simply unneces-
sary rules. Our report: "Gridlock: Pension Law in Crisis and The Road to gimplifica-
tion" published in September 1989 contains 29 specific recommendations that, if
adopted, would make the system simpler and more rational.

We are heartened that since the publication of "Gridlock" other organizations
have endorsed the recommendations made in our report. Likewise, we are gratified
that many on Capitol Hill and in the Administration have recognized that simplifi-
cation of the Internal Revenue Code is a worthwhile goal. We commend Rep. Dan
Rostenkowski for stating that simplification will be a personal priority for him and
the Ways & Means Committee this year. We hope that proposals in the House of
Representatives will include a number of the simplification recommendations we
have made in the pension area.
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It is not possible to describe today all 29 recommendations we have made. A copy
of our "Gridlock" report has been sent to all members of the Senate Finance and
House of Representatives Ways and Means committees and we submit it to you
today for inclusion in the formal hearing record. I would just like to take this oppor-
tunity to list a few examples of egregious complexities in the pension system in
need of simplification:

A. Excise Tax on Excess Distributions
A provision enacted by TRA, Section 4980A, imposes a 15 percent excise tax on

individuals to the extent that annual aggregate distributions from tax-favored ar-
rangements exceed the greater of $150,000 or $112,500, indexed.

This excise tax originally was intended during TRA to replace the complex com-
bined plans limitations of section 415(el _ithasinmpler and more equitable scheme
for limiting retirement income. However, as finally enacted, the excise tax does not
replace the combined plans limitations but is applied in addition to them, and it is
neither simple nor equitable. We believe, therefore, that tax should be eliminated.

B. Minimum Participation Rules
The minimum participation rule, Section 401(aX26), was designed to prohibit dis-

crimination in favor of highly compensated employees and employees with signifi-
cant ownership interest in the employer. Its original focus was comparatively
narrow: it was aimed at the elimination of individual defined benefit plans, plans
which covered only the highest paid employee of the employer. However, the provi-
sion has grown a life of its own, and now appears so broad that nearly all plans will
be affected by it, and so complex that compliance necessitates review of a large
number of pages of regulations and expenditure of excessive amounts of time and
money.

The regulations will prohibit small employers from using a variety of comparable
plans to tailor their benefit packages to individual groups of employees. For many
plan sponsors these rules are equivalent to Section 89 in pension clothing. While we
understand that the Treasury and Internal Revenue Service are considering repro-
posing regulations under section 401(aX26) Congress needs to reconsider the policy
underlying the statute.

C. 401(k) Average Deferral Percentage (ADP) Tests
As we all know, the contribution limits for 401(k) plans, the most popular savings

vehicle ever in a savings starved nation, were severely reduced by TRA from $30,000
to $7,000. But the TRA, in the name of greater equity, also further tightened the
average deferral percentage test ("ADP") permitted under the law. The ADP test
was originally designed to assure -participation by nonhighly compensated employ-
ees (i.e. those who earn less than about $50,000 per year) by limiting 401(k) deferrals
by highly compensated employees to a ratio based on deferrals by the lower paid.

The rules for calculating, returning and taxing deferrals in excess of the ADP
limits are extremely complicated. In addition, the ADP tests include a multiple use
test which make 401(k) contributions subject to still other test limitations under sec-
tion 401(m) rules on lineal descendants, separate testing for ESOP portions of the
plan, and an "adjusted balance" provision for determining income on excess
amounts, all of which are examples of unnecessary complexity that far outweigh
any possible utility.

While the ADP test may have made sense when the maximum 401(k) deferral was
$30,000, its impact on senior management under the reduced limitation is negligible.
Because of the interaction with the maximum limitation (once again, originally
$7,000) on 401(k) deferrals, the ADP test only serves to penalize the lower end of the
highly compensated group. In a typical situation, if an employee earning $50,000
contributes $7,000 to a 401(k) plan, the individual's deferral percentage will be 14
percent. If the firm president contributes $7,000 and earns $200,000 that person's
deferral percentage is 3.50 percent. If the ADP tests are not met, the $50,000 em-
ployee's deferral must be reduced first, because of that person's higher deferral
ratio, even though that individual's contribution was the same as the president's.

To assure compliance with the ADP tests, many plan sponsors enact rules limit-
ing the amount that the highly-compensated can defer, unfairly penalizing the
lower end of the highly compensated group to the advantage of the most highly paid
employees. For example, if a company places a 3.5 percent ceiling on contributions
by the highly compensated, a president earning $200,000 could defer $7,000, but an
employee earning $50,000 could defer only $1,750. Another employee earning
$49,000 could defer the full $7,000 simply because he or she is not deemed to be
"highly compensated." Because of results like these, the incentives associated with
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having senior management's level of contribution dependent on the contributions of
lower paid individuals is dissipated.

It further frustrates private employers that the Federal Government recognizing
that the degree of equity obtained versus the complexity introduced by these re-
duced limited was out of balance sought and obtained an exemption to the ADP
tests In its own savings plan.

In sum, while the rules may have made some sense when the deferred limits ap-
plied to 401(k) plans were $30,000, they don't make much sense when the maximum
limit is around $7,000. Given their complexity and the anomalous situation that
many highly paid executives can put more money into 401(k) plans than lower paid
executives, the additional costs associated with the tests are not warranted by any
corresponding increase in equity. This test is unfair, inequitable and discourages
employers from offering 401(k) savings plans to employees. These "ADP" rules must
be eliminated.

D. Paperwork Burdens
The burdens of the-various reporting and disclosure requirements that ERISA and

the Internal Revenue Code impose upon retirement plans cannot be overstated.
While many such requirements are valuable, and almost all are well-intentioned,
many of these requirements are costly and serve to confuse plan participants. Em-
ployers are deluged with paperwork requirements which include Annual Reports,
Summary Annual Reports, Summary Plan Descriptions, Summary of Material
Modifications, IRS forms 5300, 5301, 5302 and so on, PBGC Form 1, etc. Following
1987 tax and accounting changes, employers who previously could meet ERISA re-
quirements by paying an actuary to do a single valuation, must do at least four
valuations.

Much of this required paperwork is duplicative and unnecessary. The Summary
Annual Report, which is distributed for all ERISA plans to employees, is a good ex-
ample. Employers are required to use a format dictated by the Department of Labor
which is intended to insure uniformity and clarity. This requirement needs to be
eliminated.

Reporting requirements, should be reviewed so that they only require disclosure
of information that is truly useful to either participants or the government. The
APPWP urges that any changes in required reports or forms only be made if the
changes are substantial and made at one time. Typically, it costs more to reprogram-
computers, retrain employees and set up new filing systems than is saved by just
minor changes.

R Rational Effective Dates
As I described above, many employers and others who provide services to retire-

ment plans find that compliance with the law is made infinitely more difficult by
the enormous delay of the regulatory agencies in issuing regulations. Sometimes the
delay is caused by the regulators' overly-complex evaluation of Congressional intent.
Other times, Congress, itself, has not given clear guidance or has simply legislated
so much that those who write the implementing rules are overwhelmed.

In either case, employers should not have to squander resources simply because
regulations are issued years late. Retirees should not suffer because employers are
forced to freeze benefit accruals due to a lack of guidance from the government.

We propose that, henceforth, Congress make clear whenever it is adopting new
benefits legislation, that the effective date of the changes made be delayed until
some reasonable period (perhaps eleven months as envisioned in TRA) after the is-
suance of final regulations. This period should give plan sponsors an adequate
period of time to make any necessary plan changes and communicate those changes
to plan participants. Congress must also step-up its oversight of the regulatory agen-
cies to ensure that they meet the deadlines set for them by law.

On a very specific and immediate level, we urge Congress to adopt new effective
date relief for implementation of the vast changes made to the pension system
under the TRA. Attached to Appendix B, the aforementioned list of the status of
regulations to implement TRA's provisions, is a letter the APPWP sent to Secretary
of Treasury Nicholas Brady urging his assistance in granting whatever administra-
tive relief possible in the area of effective dates. (See Appendix C) We urge you-to
work with the Administration to achieve this goal which will benefit Congress, the
Administration and employees, retirees and sponsors of pension plans.

PENSION SIMPLIFICATION IS COST-EFFECTIVE

We are mindful that two charges may be made by some against an effort to
achieve major simplification. The first, is that simplification, itself, may cause addi-



tional administrative expense if it necessitates plan or operational changes. Of
course we oppose change for the sake of change. When the APPWP developed
"Gridlock" we considered ard rejected a number of changes that, while furthering
simplification, might have caused additional administrative changes that were not

-worth the level of simplification achieved. The APPWP has taken great care to
ensure that the enactment of the changes meet the test of common sense practicali-
ty. These are changes that real corporate benefits managers will find helpful and
worthwhile.

Most of our recommendations involve specific elimination or modification of un-
necessary, obsolete or duplicative rules-or at least giving plan sponsors options
from which to choose. Hence, Congressional enactment of these recommendations
will for the most part not necessitate additional regulations nor plan or operational
changes by benefits managers.

The APPWP strongly believes that those who may contend that adopting simplifi-
cation recommendations will somehow cause more complexity and expense because
employers would then have to comply with new albeit simpler-rules, are applying
the same kind of tortured reasoning that regulators sometimes use in justifying
pages and pages of regulations on the basis of a few simple lines of statutory lan-
guage. Benefit managers who are on the front lines of administering plans are the
ones who developed these recommendations. Even where additional plan or oper-
ational changes might be necessary, they believe that the overall resulting siatplifi-
cation and long-term cost savings will be well worth the immediate changes made.

The second concern that may be raised regarding pension simplification, is that
some important changes may result in lost Federal revenues. In the current budget
deficit climate, it is vital to squarely address this matter. It is ironic that so much
pension complexity has been championed over the years in the name of achieving
equity-while the sponsors of pension plans have long suspected that raising reve-
nue was often the real culprit. Now that virtually everyone acknowledges that the
pension system is a complex mess, revenue loss is mentioned as an obstacle to
making changes that are essential to simplifying the system so that its benefits can
more equitably be enjoyed by more Americans.

In calling for pension simplification, the APPWP is not urging new revenue ex-
penditures. Congress has already wisely concluded that certain revenue expendi-
tures are appropriate to encourage the growth of the private sector pension system.
What we do urge is that the system be allowed to work. overly complex and techni-
cal rules that constrain the growth of the system and that require employers to
waste money on needless plan administration-rather than on benefits-should be
corrected or eliminated.

At the same time, we urge the Congress to keep in mind not just the cost of the
private pension system-but its value as well. We discussed above the enormously
positive cost/benefit ratio of the pension system in terms of tax revenues deferred in
exchange for benefits paid. Congress must consider how much more expensive it
would be-for taxpayers to directly subsidize--either through increased Social Securi-
ty benefits or other programs-the same level of retirement benefits now provided
by private pensions.

CONCLUSION

The need to simplify the nation's private pension system in order to save it is ap-
parent. The APPWP offers 29 specific recommendations for simplification. We stand
ready to work with Congress to enact these and other measures that will help con-
tinue the vibrancy of the private retirement system. Thank you.
Enclosures.
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APPENDIX B

PZGJTATION8 REQUIRED T BE ISSUED 3113 FEUARY I, 1988
BY SECTION 1141 O THE TAX IN"1FO ACT OF 1986

STATUS As OF FZRUtY 23, 1990

TRA 86
2=0 PROPOSED REGS. FINAL REGS.

1111 Application of nondiscrimination Published Not 'issued
rules to integrated plans 11/15/88

1112 Coverage requirements for Portion Not issued
qualified plans published

5/18/89

1113 Minimum vesting standards Published Temporary
1/6/88 Regulations

issued
1/6/88

1114 Definition of highly compensated Published Temporary
employee 2/19/88 Regulations

issued
2/19/88

1115 (1) Separate lines of business Not Not issued
published

(2) Definition of compensation Published Temporary
2/19/88 Regulations

issued
2/19/88

1116 Rules for 401(k) plans Published Not issued
8/8/88

1117 Nondiscrimination requirements Published Not issued
for employer matching and 8/8/88
employee contributions

1120 Nondiscrimination requirements Not Not issued
for tax sheltered annuities published

1133 Tax on excess distributions Published Temporary
12/10/87 Regulations

issued
12/10/87
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A PW P APPENDIX C

Howard C. Wulzkma
Executive Director

October 19, 1989

The Honorable Nicholas F. Brady
Secretary of the Treasury
1500 Pennsylvania Avenue, NY
Washington, DC 20220

Dear Secretary Brady: --

The Tax Reform Act of 1986 ("TA") brought profound changes to the
rules regarding employee retirement plans. Recognizing that these
changes would revolutionize the way in which employers design and
administer retirement plans and would affect huge numbers of
employees, Congress mandated that the Treasury Department issue final
regulations in most of these areas by February 1, 1988 (TRA Section
1141). We are writing to express our concern that, nearly three
years after the statute was passed, regulatory guidance from the
Treasury Department is still incomplete and the private retirement
system is in disarray. Our specific areas of concern include:

Section 401(a)(26). The TRA added the requirement that tax
qualified pension and profit sharing plans benefit a
specified number of participants. On February 13, 1989, the
Treasury Department issued over 120 pages of proposed
regulations which many feel go significantly beyond the
intent of the statute. Many of the requirements contained in
the proposed regulations are new to employers and, like
section 89 which was enacted at the same time, will require
employers to dissect plans and test different levels of
benefits against the statutory requirements.

Section 401(l). This section concerns the integration of
private employer retirement plans with social security and
railroad retirement benefits. These proposed regulations
were originally issued on November 15, 1988 and have been
supplemented by three subsequent notices. Virtually all
retirement plans using a formula which coordinates benefits
with social security or railroad retirement benefits will
have to be studied and redesigned to comply with the
regulations. Because guidance is still unclear and
incomplete, employers cannot compute the retirement checks
for employees retiring in 1989. As a result, both employers
and employees alike are uncertain and confused as to how much
retirement income they will receive.

Section 410(b). These proposed regulationsi which provide
minimum coverage rules for retirement plans were issued on
Nay 17, 1989. They are incomplete as to key requirements for
compliance and provide no guidance as to the most difficult
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of the statutory tests. Without this information, employers
cannot determine whether they comply with the new coverage
requirements.

Sotion 414(r). This section deals with the definition of
separate lines of business. These regulations are necessary
to determine compliance under most of the above regulations.
We are informed that proposed regulations under this section
will be issued no earlier than late this year.

The provisions cited above create additional burdens because they are
interrelated. Thus it is impossible to be assured that compliance
with one sot of regulations will also mean compliance with others
when they are issued. For example, it im unreasonable to expect
employers to redesign benefit formulas urder section 401(1) while
guessing at regulations which have been promised but are yet to be
issued under the forty year old general rule of non-discrimnation
under section 401(a) (4). Likewise, it is inequitable to require
compliance with the minimum coverage standards without guidance on
appropriate lines of business under section 414(r).

We are sympathetic to the enormous burden the TRA has placed upon
Treasury. But as Congress initially recognized, it is unfair and
needlessly costly to require employers to commit millions of dollars
to comply under incomplete regulations which themselves are subject
to-change. It should also not be overlooked that in addition to
these statutes, employers are racing to comply with final and
proposed regulations on 401(k) plans, fringe benefits and plan loans.
The system is simply overloaded. The complexity and sheer volume of
the proposed regulations issued to date under the above Code sections
(nearly 300 pages) alone suggests that a reasonable period of time
for compliance should be permitted.

On behalf of the APPWP's over 400 members who sponsor or represent
plans covering tens of millions of workers, dependents, and retirees,
we urge you to delay the effective dates of these rules to the
earlier of plan years beginning after 1992 or 11 months after the
issuance of the last of the above tax reform regulations (i.e., the
time originally allotted by Congress). We believe that both
authority and precedent exists for such action. Except for certain
plans permitted under prior integration rules, such a deferral would
have little or no negative impact on plan participants or federal
revenues. In the case of the relatively few situations necessitating
corrective action, we would suggest that appropriate interim rules
could be issued which would carry out Congressional intent in these
narrow areas while final regulations are being developed.

We will be happy to provide additional information concerning these
issues and to work with your staff in fashioning appropriate relief.

Sincerely yours,

Howard C. Weizmann
Executive Director



BOOKE & COMPANY,
Winston-Salem, NC, April 4, 1990.

Mr. HOWARD C. WEIZMANN, Executive Director,
Association of Private Pension and Welfare Plans,
1212 New York Ave., N.W,
Suite 1250,
Washington, DC

Dear Howie: We applaud the efforts Senator Pryor is making towards the goal of
simplifying the rules governing qualified erement plans. As pointed out in the
APPWP's paper entitled, Gridlock: Pension Law in Crisis and the Road to Simplifi-
cation, the private pension system is in jeopardy.

Although I currently serve as Chairman of the APPWP, the purpose of this letter
is to give you the views of Booke & Company.

The vast majority of our clients truly want to assist in providing an adequate re-
tirement income for their employees, but have become frustrated over the ever-in-
creasing complexity in the system. Some have even terminated plans, both defined
benefit and defined contribution plans, because of the costs and other burdens of
administration. Further, many clients have expressed the frustration their employ-
ees have felt when trying to understand their own retirement plans.

The major causes of this complexity are twofold:
" First, the frequency and inherent complexity of legislative changes.
* Second, the degree to which regulations issued by various agencies have become

not only complex, but often in conflict with other laws or regulations.
It is no wonder that plan sponsors are frustrated with the private retirement

system.
We need to support the private system and help plan sponsors and their employ-

ees work together to plan for retirement. Millions of workers rely on the benefits
provided by employer sponsored plans as an important part of their retirement
income.

Again we applaud the APPWP's and Senator Pryor'iefforts to simplify the rules
governing qualified retirement plans. We hope that the suggestions made in the
APPWP's Gridlock paper will receive serious attention.

Sincerely,
DONALD C. INGRAM, President.

Enclosure.

GRIDLOCK: PENSION LAW IN CRISIS AND THE ROAD TO SIMPLIFICATION

[The Association of Private Pension and Welfare Plans, Washington, DC, September 19891

FOREWORD

Legislative and regulatory assaults launched on pension plans in the last decade
have hit plan sponsors with rules and requirements that have them running hard to
stay in the same place. Expansion of defined benefit plans has come to a halt in the
1980's and complexity imposed from Washington, no matter what the motivation, is
largely to blame.

Unsnarling pension plan gridlock should be a goal of Washington policy makers
who have their eyes on America's biological clock. We must aggressively expand
pension plan coverage in the waning days of this century to better meet the retire-
ment needs of the baby boom retirees early in the next century.

The driving force behind this prodigious undertaking was Howard Golden, from
Kwasha Lipton, who has served as the Chairman of the APPWP Retirement Sav-
ings Committee for many years. Without his determination and patience, the contri-
butions and concerns of his committee colleagues, and the scholarship of Birgit
Anne Waidmann and Victoria Judson of Steptoe & Johnson, this paper would not
have been possible. I also want to add my thanks to Larry Kirby and Booke & Co.
for the wonderful artwork and support.

The next steps on the road to simplification belong to all of us. We must take this
policy document and use all the resources available to us to achieve the very
"doable" recommendations contained herein.

HOWARD C. WEIZMANN.
Washington, DC.



INTRODUCTION

The Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406
("ERISA") was a landmark piece of legislation. It constituted an important step in
achieving the national goal of fostering retirement income security. ERISA was in-
tended to protect participant benefits and strengthen the private pension system by
subjecting retirement plans to minimum standards. Unfortunately, subsequent ef-
forts to improve the Aaw through changes to ERISA and the Internal Revenue Code
("the Code') have needlessly overburdened plans to the detriment of sponsors, par-
ticipants, and government regulators, actually working against their best interests.
Furthermore, the statutes are not the sole source of the host of dysfunctional re-
quirements. The agencies responsible for the implementation and administration of
the pension laws-principally the Internal Revenue Service ("IRS") and the Depart-
ment of Labor ("DOL")-have added to the burden through the regulatory process.

Key problems have been created both by th- frequency of legislative change and
the general approach to regulation. Too often, the dominant philosophy has been
that it is best to restrict all plans by setting up elaborately structured exceptions
and limitations in order to eliminate any possibility of abuse. Little effort is made to
advance the beneficial aspects of ERISA and the Code by focusing (through a mini-
mal regulatory framework of qualification, reporting and disclosure requirements)
on encouraging plan sponsors to provide fair, secure and adequate retirement
income. In addition, the regulatory pattern has been characterized by constant
changes and insensitivity to the enormous compliance costs and burdens such
changes impose.

The nature and frequency of change in the laws and regulations governing pri-
vate retirement plans have resulted in a system that is so complex that it consumes
enormous amounts of resources in compliance costs which could be better directed
to the provision of benefits. Consequently, overburdened plan sponsors are discour-
aged from establishing, maintaining, or strengthening the private retirement
system. Moreover, vast regulatory resources are expended on efforts to understand
and implement the complicated rules rather than developing policies to promote re-
tirement goals or undertaking enforcement efforts. The time has come for a com-
plete overhaul and simplification. Otherwise, we will find a growing older popula-
tion without adequate resources to meet its retirement needs.
A. Reasons for Complexity

The complexity in the current rules governing private retirement plans is caused
by the frequency of legislative change and lack of an overview, misconceptions
which lead to enactment of rules that are difficult to implement, and lack of regula-
tory coordination, as well as by the nature of retirement plans themselves.

1. Frequency of Legislative Change and Lack of an Overview
A major cause of complexity in the private pension system is the constant change

imposed by new legislation.
ERISA was enacted in 1974. From 1975 through 1980, various revenue acts

amended retirement plan provisions of the Code but not Title I of ERISA. Since
1980, an average of one statute per year has been enacted to extensively change the
laws governing private pension plans.' In fact, since October 1986 four new statutes
have ben enacted to change the pension laws: the Tax Reform Act of 1986 ("TRA
'86"), the Omnibus Budget Reconciliation Act of 1986 ("OBRA '86"), the Omnibus
Budget Reconciliation Act of 1987 ("OBRA '87"), and the Technical and Miscellane-
ous Revenue Act of 1988 ("TAMRA").

This plethora of legislation has lead to a mass of confusion due to the additive
effect of new laws, passed at a tremendous pace, and the detail in each set of
amendments. The complexity has snowballed as new laws were enacted before regu-
lations implementing existing laws were promulgated. Confusion has been caused in

1 See Multiemployer Pension Plan Amendments Act of 1980, Pub. L. No. 96-364, 98 Stat. 899
(MPPAA); Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172 (ERTA); Tax
Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, 96 Stat. 324 (TEFRA); Deficit
Reduction Act of 1984, Pub. L. No. 98-369, 98 Stat. 494 (DEFRA); Retirement Equity Act of 1984,
Pub. L. No. 98-397, 98 Stat. 1426 (REA); Consolidated Omnibus Budget Reconciliation Act of
1985, Pub. L. No. 99-272, 100 Stat. 82 (COBRA) Single Employer Pension Plan Amendments Act
of 1986 Pub. L. No. 99-272, 100 Stat. 237 (SEPPAA); Tax Reform Act of 1986, Pub. L. No. 99-514,
100 Stat. 2085 (TRA '86)- Omnibus Budget Reconciliation Act of 1986, Pub. L. No. 99-509, 100
Stat. 1874 (OBRA '86); Omnibus Budget Reconciliation Act of 1987, Pub. L. No. 100-203, 101
Stat. 1330 (OBRA '87); Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647,
102 Stat. 3342 (TAMPA).
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part as this vehicle for social policy has been used to raise revenues. Further, there
as been no concern for simplicity, nor has there been an attempt to create a logical

structure of the law. Often, new legislative proposals fail to recognize prior provi-
sions addressing the same issue, resulting in an incomprehensible array of irration-
al rules. As a result of this failure to consider overall structure, efforts to strength-
en the laws have simply led to a patchwork of overlapping, duplicative or inconsist-
ent provisions creating an environment in which compliance is nearly impossible
and in which penalties for failure to comply with all of the rules are substantial.

It is as if planners first set up a city on a grid with streets and services laid out in
a logical order, but then dealt with all new needs and demands by building addi-
tions willy-nilly, on top of roads and on top of each other. The resulting city would
have facilities to address different needs, but no one would be able to ,reach them or
use them. Similarly, new laws and regulations have abounded to address often le-
gitimate concerns, but they have been enacted or promulgated without adequate
consideration of their effect on each other, or the ability for the over-all private re-
tirement system to function. The result has been chaos rather than improvement.
For example, under the rules affecting benefits of individuals working beyond
normal retirement age, it is nearly impossible to reconcile required accruals after
normal retirement age with the suspension of benefits rules and minimum distribu-
tion requirements. See Recommendations Section B.1.

Similarly, the regulatory structure lacks workable rules with respect to basic con-
cepts that underlie all pension plans. For example, the Code lacks a clear, consistent
definition of who is an employer, who is an employee, and what is compensation, all
of which are absolutely basic to retirement planning strategy. The determination of
who is an employer and who is an employee involves application of a multitude of
rules concerning predecessor employers (Code section 414(a)), employees of a con-
trolled group of corporations (Code section 414(b) with regulatory cross-reference to
Code section 1563(a)), employees of partnerships under common control (Code sec-
tion 414(c) with regulatory cross-reference to Treas. Reg. section 1.1563-1(d)), em-
ployees of affiliated service groups (Code section 414(m)), leased employees (Code sec-
tion 414(n)), and Code section 414(o) which permits adoption of additional regula-
tions to treat employees of different organizations as employees of the same employ-
er. Similarly, the Code lacks a uniform definition of compensation. Compensation is
defined differently under 414(s), 414(qX7), and 415(cX3).

Once the thorny questions of who is an employer, who is an employee, and what
is compensation have been decided with respect to a plan, highly compensated em-
ployees must be identified for discrimination purposes. The rules for making such a
determination exemplify the problem created by excessive regulatory detail. TRA
'86 contained a new definition of highly compensated employees under Code section
414(q), which includes a myriad of alternative definitions, involving numerous tests,
including some which require treatment of two or more family members as one em-
ployee. The salary levels that must be considered include $75,000, $50,000, and
$45,000, each of which are indexed annually. --

The highly compensated employee definition has so many tests that it will require
expenditure of significant resources to implement. Furthermore, the requirement
that all employees within an employer's controlled group be tested together adds
significant cost with little benefit. Employers usually do not aggregate employee
salary information in one system, but keep separate employee records for each com-
pany. Moreover, where companies change hands during the year, it is difficult to
determine the proper universe of employees who must be included in the calcula-
tions. While limiting discrimination is laudable, this approach imposes a tremen-
dous burden of compliance requirements and expense on all plans, including those
unlikely to have any discrimination problems.

When statutes and regulations are constantly changing, lack a clear structure and
include excessive detail, sponsors, participants, and recordkeepers are unable to
keep up with the law.

2. Misconceptions That Impede Enactment of Functional Rules
The complexity in ERISA and the/Code may be attributable to two fundamental

misconceptions that underlie the current legislative approach. We call these miscon-
cetions 'evil plan myopia" and "computer omnipotence."

lvil plan myopia is regulators' tendency to formulate general rules by (1) consid-
ering only those few plan sponsors with abusive intent, and (2) failing to consider
the effect of the regulation on the vast majority of sponsors, who have no such
intent. Plan sponsors and administrators generally will not take advantage of the
rules. The view that it is less important to encourage the continuance and growth of
responsible pension plans than it is to ensure that the potential for abuse is totally
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eliminated poses a serious threat to employers' willingness to maintain and insti-
tute these programs. Priorities appear to be skewed-the focus is on the few small
plans which may seek to take advantage of the rules, and not on the majority of
plans, which generate most of the retirement income security in this country. a
result of evil plan myopia, all sponsors are forced to expend enormous sums comply-
ingwith regulations which are aimed at an abuse in which they do not engage.

Computer omnipotence describes the regulators' assumption that all compliance
problems can be easily solved by pushing-a few buttons on a computer. Regulators'
cavalier attitude with respect to the compliance burden may well be due to a good
faith but faulty understanding of how businesses are run. Much of such data needed
to comply with new rules is not kept in one place for any legitimate business pur-
poses and is not in a form that can be reorganized and aggregated to meet new reg-
ulatory requirements.

For example, in many cases salary data for different companies under common
control, or even for different divisions, may be kept in different data bases and on
different computer systems. Accordingly, such tasks as ranking employees in the top
twenty percent based on compensation, as is required for highly compensated em-
ployee determinations, can be difficult and expensive.

Also, historic information may not be retained in an easily accessible form be-
cause of the high cost of retaining such information on the computer system itself.
Each time a regulation requires use of old data or storing a new type of data, the
regulation imposes substantial compliance costs and difficulties. --

Furthermore, creating the software necessary to do the calculations required by
new laws and regulations is a very time consuming process, yet regulations and IRS
Forms usually are not issued in final fQrm until well beyond the effective date of
new statutory provisions. For example, the revised 5500 (Annual Report) Forms for
1988 were not released until March 1, 1989. See 54 Fed. Reg. 8631. Compliance is
rendered extraordinarily difficult where forms and requirements are not released
well in advance of the period for which a report is due.

In summary, because regulators do not have a realistic sense of the way biiness-
es are organized and the barriers to data collection, retention, and aggregation, they
impose tremendous compliance costs on all plans, including those of small business-
es.

S. Complexity Due to Lack of Regulatory Coordination
The regulatory framework within which the nation's pension system operates has

become such a morass that even the regulators cannot keep track of requirements.
So many different highly specialized individuals woik on these laws and regulations
that the drafters are unaware of apparent conflicts they create. For example, in
August of 1988, the Treasury issued regulations which permit sponsors to hold elec-
tive deferral contributions for up to twelve months after the plan year to which the
contribution relates, before transferring them to a trust; however, final regulations
issued by the Department of Labor (DOL) in May of 1988 permit employers to hold
such contributions only until the earliest date on which the contribution may be
segregated from employer assets, but in no event for more than 90 days after they
were received by the employer.2 While each agency had its own purpose in formu-
lating its rules, any such overlay on particular subject matters should be better co-
ordinated, so that a uniform standard is-adopted, or it is clear that different stand-
ards apply for different purposes. Individual plan sponsors and participants should
not have to try to determine the intention of each of the regulatory agencies or rec-
oncile conflicting regulatory requirements.

In other cases, major delays have resulted from agencies' failure to reach a con-
sensus. For example while the minimum funding standards were changed in 1987,
the PBGC and the iMS have not yet agreed on whether the term "current liability,
a concept which is crucial to funding determinations, includes all accrued benefits
as defined for purposes of Title IV of ERISA, or something less.

While many other examples of failure to coordinate exist, it is clear that the
agencies can work together and make rules that do not overstep their jurisdictions.
In promulgating proposed and temporary regulations defining "highly compensated
employee' under Code section 414(q), the IRS specifically stated the relationship of
section 414(q) to Title I of ERISA, the purposes for which this deflition might
apply, and the provisions over which the DOL has jurisdiction.

Over the years, many have argued for a single agency which would have jurisdic-
tion over all aspects of employee benefits, to avoid problems with lack of coordina-

'Compare Treas. Reg. section 1.401(k)-l(bX6XiXB), 53 Fed. Reg. 29658, 29666 (Aug. 8, 1988) with
DOL Reg. section 2510.3-102 53 Fed. Reg. 17628, 17630 (May 17, 1988).



tion and jurisdictional battles. We believe similar results could be achieved, howev-
er, without abandoning DOL and IRS jurisdiction, simply by maintaining opin lines
of communication between the agencies and committees invohfed in pension regula-
tion and by clarifying policy goals.

4. Complex Nature of Subject Matter
The complexity of the rules governing private pension plans is not entirely due to

the legislative and regulatory process. Funding retirement benefits over the working
life of an employee is by its nature a complex task. Moreover, complexity is also
inherent in a system which permits diversity and employer discretion with regard
to plan design. This diversity is beneficial because it allows creation of plans that
better suit the needs of different employees and retirees.

Simplification, then, should not be sought by mandating a uniform retirement
plan for all employers and all employees regardless of their situations. Permitting
diversity is essential for plans to be tailored to fit the specific needs of the employ-
ees and retirees they cover.

It should be possible to achievea simpler, more workable structure without jeop-
ardizing beneficial flexibility and diversity, by recognizing the misconceptions we
have identified, adopting an overall retirement income policy, maintaining commu-
nication among those charged with its management, and emphasizing development
of a regulatory framework which encourages the responsible maintenance of fair,
secure and adequate retirement benefits.
B. Complexity Impedes Goals of Retirement Security

1. Effect of Complexity on Adoption, Maintenance. and Compliance of Plans
As a result of the complexity we have discussed, plan sponsors either (1) abandon

attempts to comply with the law, (2) terminate their retirement plans, or (3) spend
ever-increasing amounts of time and resources designing and operating these plans,
which may result in reductions in the amounts available for benefits.

It is enormously costly to repeatedly amend plans, constantly change software
and allocate significant staff time in plan design and administration. These staffing
requirements are particularly onerous on the plans with fewer than 100 partici-
pants, which comprise a large proportion of existing plans. The additional record-
keeping costs may reduce benefits available to all participants. Moreover, the com-
plexity results in a nation of non-compliers, as sponsors either erroneously believe
they are meeting requirements or give up attempts to comply.

This complexity imposes significant costs on the government agencies as well. For
example, there are inconsistencies in the plan qualification process and enforcement
efforts are haphazard because the current rules are too complicated for IRS agents
to understand and apply. This results in inadequate review of ciptermination letter
requests, imposing un air burdens on the agents and leaving sponsors unsure wheth-
er the determination letters have any value.

Finally, the complexity aio imposes enormous coets on the economy, retirement
savings system, and the nation's fiscal resources as an incalculable number of staff
hours, computer hours, and other resources are spent on the intricacies of compli-
ance.

All these burdens discourage private employers from adopting new plans or main-
taining existing plans, and deprive the public and private economy of needed capital
resources.

2. Effect of Complexity on Participants
The complexity of the rules and regulations also imposes severe burdens on plan

participants who lack the training to adequately assess the options available with
respect to plan contributions and distributions. Despite valiant efforts of employers
and service providers to disseminate clear information and assist employees, there
remains a significant risk that individuals will err out of ignorance, and thereby
will lose important retirement savings through penalties that they cannot under-
stand.

Take, for instance, the ordinary act of electing a distribution from a tax-qualified
retirement plan. In this situation, if the participant/taxpayer elects to receive a dis-
tribution too early-generally before age 59 with numerous exceptions-there is
an additional 10 percent tax on the amount includable in gross income. See Code
section 72(t).

On the other hand, if the participant/taxpayer defers the payment of benefits to a
date which is too late--generally, after age 70 even for individuals who have not
yet retired there is an excise tax of 50 percent of the amount which should have
been distributed. And, even if the participant begins receiving benefits by age 70 ,



the 50 percent excise tax will be imposed if the amount received in any year is less
than a prescribed amount, or is paid out over longer than a prescribed period, deter-
mined under regulations that exceed 200 pages with multiple references to lengthy
tables. See Code sections 401(a(9) and 4974.

Finally, even if the participant/taxpayer correctly handles the timing-that is,
the distribution begins neither too early nor too late and is spread over the correct
period so each distribution is not too small-the participant/taxpayer faces an
excise tax of 15 percent if the benefit is too large. See Code section 4980A. This is
the case even where the "too large" is attributable solely to good investment re-
turns. Like Goldilocks and her porridge, every participant/taxpayer must find the
distribution which is "just right." One can't help but conclude that there is some-
thing fundamentally wrong with a regulatory system which requires that a 72-year-
old working secretary who inadvertently fails to take a minimum distribution from
an IRA will lose an amount equal to 50 percent of the minimum required distribu-
tion.

This complex structure of penalty provisions is symptomatic of the real problem,
which is the underlying complex series of minimum standards for qualified plans.
The complexity exists not only with respect to distributions but with respect to roll-
overs, lump-sum averaging and basis recovery as well. Average citizens who must
struggle to understand these rules are provided with IRS Publication 575, which in-
cludes almost 40 pages of single-spaced text and over 60 pages of tables, but still
fails to answer numerous questions. The land mines abound for the unwary. The
rules are so complex that individuals cannot properly plan for retirement, or deter-
mine the best way to take pension distributions.

C. Call to Simplification
The time has come to stop adding layer upon layer of special provisions to a pri-

vate retirement regulatory structure which is already hamstrung by complicated
rules. Instead, an effort must be made to simplify the law and regulations. While
there will be many different views of what constitutes simplification, there should
be no dispute concerning the need to begin the task.

To this end, we offer the following suggestions on how to begin. In producing this
list of suggestions, we have targeted the following problems:

1. Redundancy-provisions which duplicate other rules, supersede older provi-
sions, or accomplish the same policy goa as another rule should be eliminated.

2. Obsolescence -outdated provisions should be deleted. -
3. Evil plan myopia -provisions with broad impact which were intended to elimi-

nate a narrow abuse should be redirected.
4. Administrative complexity-plan administration and rules affecting partici-

pants should be simplified, particularly because in many instances the cost of com-
pliance far outweighs the benefit.

Each of the recommendations made below is proposed in order to solve one or
more of these problems. In making our recommendations, we have sought to main-
tain the diversity and flexibility in the nation's retirement system, rather than
mandating adoption of a uniform plan for employers. Our recommendations are set
forth by type of provision (thus, for example, suggested changes to rules designed to
prohibit discrimination are grouped together) but each suggestion is independent of
the rest.

We look forward to working with th3 Congress and the regulatory agencies on
these and other changes in an effort to restructure the regulatory requirements so
that they are understandable, enforceable, and equitable.

RECOMMENDATIONS

A. Rules Designed to Prohibit Discrimination

Simplify Definition of Highly Compensated Employee (Code Section 414(g))
In a laudable effort to simplify the law, TRA '86 instituted a new uniform defini-

tion of "highly compensated employee," and changed many rules to refer to this
term in determining the existence or absence of discrimination. Thus eliminated, for
example, were the "top 1/3-lower %" distinctions for the nondiscrimination tests
under section 401(k), and the notion of the "prohibited group" under Section
401(aX4). However, the definition of highly compensated employee as enacted and
elaborated in Treas. Temporary Reg. section 1.414(q)-IT is far too complicated.

The definition of highly compensated employee should be simplified by replacing
the $75,000 rule, the $50,000 top paid group rule, and the officer earning 50 percent
of the defined benefit limit rule, with a single rule making any employee earning
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over some specific amount (between $45,000 and $75,000 (indexed)) a highly compen-
sated employee. Five-percent owners would continue to be treated as highly compen-
sated employees. The rule should allow the plan administrator to decide which
period to use a. the determination period (plan year, tax year or calendar year) In
addition, the plan administrator should be allowed to choose whether to use prior
year compensation or current year compensation (with compensation annualized for
employees hired during the year) so long as these choices are consistently applied
andmay only be changed by filing for approval of the change. This would allow em-
ployers the opportunity to use their existing data bases and systems, without sacri-
ficing any compliance goals.

2. Institute Uniform Definition of Compensation (Code Sections 414(s), 414(a),
415 and 401(a)(17))

The new definition of compensation in Code section 414(s) and the definitions In
section 415 and section 414(qX7) should be amended to institute a uniform definition
which should apply for all pension discrimination testing purposes (but not for pur-
poses of the plan benefit formula) Under this uniform definition, compensation
would mean W-2 earnings, with elective contributions under Code sections 125,
401(k), 402(h), 403(b), 457 and 501(cX18) added back at the option of the employer. In
addition, clarification is needed concerning the specific Code sections and plan cal-
culations for which the $200,000 limit of Code section 401(aX17) applies.

8. Eliminate Limitation on Benefits in the Event of Early Termination (Reg.
Section 1.401-4(c))

The rules of Treasury Regulation section 1.401-4(c), promulgated in 1956, are ob-
solete and should be eliminated. ERISA's requirements for the allocation of assets
upon termination, the provisions of SEPPAA, the TRA '86 vesting rules, the
strengthened funding requirements of the Pension Protection Act (a part of OBRA
'87), and the phase-in of the section 415 limitations over years of participation ade-
quately protect participants and make it impossible for the owners of a business to
walk away from a plan with all of its assets. Thus section 1.401-4(c) is unnecessary.

Moreover, the rule creates substantial complexity, both in plan drafting and ad-
ministration. Treasury Regulation section 1.4 1-4(c) requires that all defined benefit
plans contain language which limits the benefits payable to the 25 highest paid em-
ployeee of the employer in certain cases. Boiler-plate language which is not under-
stood by most plan administrators must be included in the plan document. Because
the language is arcane and its purpose obscure, there is massive noncompliance
with these rules. Where a reasonable attempt is made to comply, plan sponsors are
required to get private ruling letters in order to pay benefits to some participants-
an inefficient and ineffective method of plan management. There is no reason to
retain such complicated rules when their objectives are accomplished through other
provisions.

4. Eliminate or Modify the Minimum Participation Rule (Code Section
401(aX26))

The minimum participation rule was designed to prohibit discrimination in favor
of highly compensated employees' and employees with significant ownership inter-
est in the employer. Its original focus was comparatively narrow: it was aimed at
the elimination of individual defined benefit plans, plans which covered only the
highest paid employee of the employer. However, the provision has grown a life of
its own, and now appears so broad that nearly all plans will be affected by it, and so
complex that compliance necessitates review of a large number of pages of regula-
tions and expenditure of excessive amounts of time and money.

The regulations will prohibit small employers from using a variety of comparable
plans to tailor their benefit package to individual groups of employees-an option
which will continue to be available to larger employers (those who can assure that
at least 50 employees participate in each plan). However, all employers, both large
and small, will be required to divide their benefit programs into "separate benefit
structures," treating every variation in terms or benefits as a separate plan subject
to these rules. The complications are enormous, and the goals have been obscured.
This epitomizes evil plan myopia, as it is apparently based on the assumption that
any business which employs fewer than 125 employes (the rule requires coverage of
at least 50 employees or 40 percent of all employees, and 40 percent of 125 is 60) or
provides any variety in benefits or options is seeking to take advantage of the rules
to the detriment of its rank and file employees.

The rules set forth in the proposed regulations add significant compliance costs
and produce very little benefit. In lieu of these rules, a simple rule designed to pro-
hibit clearly abusive behavior should be crafted. For example, such a rule generally



could apply only to plans covering a nominal number of employees (e.g., 5 or fewer)
and would exempt arrangements such as frozen plans, plans for retirees only, wast-
ing trusts, plans maintained for an employer's former employees upon the sale of a
division, and plans maintained for employees of an acquired business, because other
provisions wil ensure that such arrangements are non-discriminatory. Because the
abuse at which section 401(aX26) was directed involved only defined benefit plans,
the law could exempt defined contribution plans, or at least treat each such plan as
a single benefit structure. Furthermore, the law should operate in accordance with
reasonable rules for determining comparability of plans and benefits rules which
the Treasury has been directed to promulgate to replace those of Rev. Rul. 81-202,
1981-2 C.B. 93. When such rules have been designed, there will be no need for the
complexities of section 401(aX26) as it is now interpreted.

5. Eliminate the ADP Teats of Section 401(k)
The average deferral percentage ("ADP") tests of Code section 401(k) are too com-

plex, and are unnecessary, as well as unfair to those at the low end of the group of
highly compensated employees. Accordingly, these tests should be eliminated.

The ADP tests are designed to assure participation by the low paid and to limit-
deferrals by the high paid. The rules for calculating, returning and taxing deferrals
in excess of the ADP limits are extremely complicated. In addition, the ADP tests
include a multiple use test, rules for treating amounts which were elective deferrals
as contributions subject to the tests of Code section 401(m), or vice versa, rules on
lineal descendants, separate testing for ESOP portions of the plan, and an "adjusted
balance" provision for determining income on excess amounts, all of which are ex-
amples of unnecessary complexity that far outweigh any possible utility.

The tests were found unnecessary for the Federal Employees Thrift Plan and,
therefore, they should not be required for private sector plans. The Federal Govern-
ment successfully lobbied Congress to exempt the Federal Employees Thrift Plan
from the ADP requirements, because the $7,000 limit on elective deferrals of Code
section 402(g) adequately limits participation by the highly compensated. In section
401(k) plane, elective deferrals are available to all participants, up to the section
402(g) limit, in the same way that IRA or SEP contributions are available to em-
ployed individuals. However, the participant in the section 401(k) arrangement has
the advantage of being in an employer-sponsored plan which must meet the cover-
age requirements and offers economies of scale and possibly employer contributions
as well.

Not only are the ADP tests unnecessary, but they also interact with the Code sec-
tion 402(g) limitation in such a way as to penalize the lower end of the highly-com.
pensated group. In a typical situation, if a store manager earning $50,000 contrib-
utes $7,000, her deferral percentage will be 14 percent. If the firm president contrib-
utes $7,000 and earns $200,000, his deferral percentage is 3.50 percent. If the ADP
tests are not met, the store manager's deferral must be reduced first, because of her
higher deferral ratio, even though her contribution was the same as the president's.
Moreover, in order to assure compliance with the ADP tests, many plan sponsors
enact rules limiting the amount that the highly-compensated can defer, unfairly pe-
nalizing the lower end of the highly.compensated group to the advantage of the
most highly paid employees. For example, if a company places a 3.5 percent ceiling
on contributions by the highly compensated, a president earning $200,000 could
defer $7,000, but a store manager earning $50,000 could defer only $1,750. Another
store manager earning $48,000 could defer the full $7,000 simply because he or she
is not deemed to be "highly compensated."

We suggest that the section 401(k) rules be simplified by eliminating the ADP test
and adopting the requirements governing elective deferrals under section 403(b) an-
nuities. Section 403(b) does not Impose an average deferral percentage test, but, in-
stead, requires that all non-excludable emp~,'ees be eligible to make a salary defer-
ral of at least $200, but not more than an anhialHmum amount of $9,500. If all
employees are eligible for salary reduction contributions, no further testing is neces-
sary.

6. Simplify Rules for Aggregation of Employers and Employees (Code Sections
4 14(b), (c), (m), (n), and (o))

As discussed in Section A.1 of the ..'.troduction, the rules for determining who is
an employer and who is an employee involve complicated tests and cross-references
and should be totally re-examined and simplified.

The leased employee rules are so complex that they are impossible to apply and
so broad that they defy logi,,. The perils involved in these requirements, as inter-
preted in voluminous proposed regulations (Prop. Reg. sections 1.414(m)-5, 1.414(m)-
6, 1.414(n)-l through 1414(n).4 and 1.414(o)-l), have been well documented. Under
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these regulations, even a professional service provider, such as a lawyer or account-
ant, who spends a substantial amount of time working on one client's matters could
be deemed to be an employee of the client. Moreover, contract employees, such as
those employed by a food service organization, may be deemed to be employees of
the business which hired the food service organization to run its cafeteria. Office
cleaning personnel and security personnel and even construction employees fall into
this category.

These rules go far beyond curing any conceivable abuse and should be simplified.
We recommend that the Code define employees to include individuals who (1) would
be considered employees under common law standards, or (2) are considered employ-
ees under the Federal Insurance Contributions Act (FICA), see Code section 3121(d).

We have not offered a specific recommendation on how the rules for aggregating
employers and businesses should be changed because the rules and policy objectives
behind them are particularly complex and merit further study. Yet, we are con-
vinced that these rules can be improved. We look forward to working with Congress
and the regulatory agencies in efforts to formulate simpler methods for identifying
the "employer" for the purpose of applying the laws and regulations governing re-
tirement plans.

7. Eliminate or Simplify Top-Heavy Rules (Code Section 416)
Code section 416 sets forth complicated testing and definitional rules for deter.

mining whether or not a plan is top-heavy. Top-heavy plans are required to satisfy a
special vesting schedule and make minimum contributions or accruals for "non.key
employees." Plans which are "super top-heavy" must make additional minimum
contributions or accruals and are subject to a lowered aggregate limitation under
Code section 415,

The law requires that top-heavy provisions be included in P.1l plans, even those
which can never conceivably become top-heavy. Eliminating this requirement alone
would be a major step forward for simplicity. Even wiser would be the elimination
of the top-heavy rules altogether. Because of the changes enacted as part of TRA
86, including the new coverae and participation rules, new vesting standards,

strengthened integration requirements, and new limits under sections 401(aX17)
402(g), and 415, the topheavy rules are unnecessary and redundant. The TRA '8d
rules will ensure that the objectives which led to imposition of the top-heavy rules
are met; that is, benefits are limited for the highly compensated, and rank and file
employees receive minimum benefits with early vesting. Therefore, these rules
should be eliminated, or, at a minimum, simplified. For example, the rules might be
simplified by eliminating the five-year look-back for key employee determinations,
by deleting the special top-heavy vesting schedule and by keeping only the "super
top heavy' test, instead of having two sets of tests and rules.
B. Benefit Limitations

1. Simplify Rules on Minimum Distribution of Benesfits (Code Section 401(a)(9)
In general, distributions from all qualified Flans, IRAs, tax-qualified annuities,

and custodial accounts must begin by April 1 o the calendar year following the cal-
endar year in which the employee attains age 70V2 ("the required beginning date")
regardless of when the employee retires. The distributions must be made over the
life of the employee or over the lives of the employee and designated beneficiary, or
over a period not extending beyond the life expectancy of the employee or the life
expectancy of the employee and designated beneficiary. The "incidental death bene-
fit requirement" of Treas, Reg. section 1.401-1(b) imposes additional restrictions on
the distribution unless the employee's designated beneficiary is a spouse or no more
than ten years younger than the employee.

As we discussed in Section B.2 of the Introduction, to apply the minimum distri.
bution rules, it is necessary to refer to voluminous proposed regulations and make
computations using various IRS actuarial tables. See Prop. Treas. Reg. sections
1.401(aX9)-1 and 2. In one large employer's case, a significant amount of time and
energy was spent on understanding and implementing these proposed rules, but
only two out of approximately 64,000 employees were affected when the first pay-
ment was finally required, in April 1989. Moreover, these two employees were not
high-paid executives attempting to build up their estates or extend indefinitely the
tax deferral advantage of their pension funds, but rank-and-file employees who cQn-
tinued to work past age 70 in order to continue receiving a paycheck.

The minimum distribution rules are detailed and fairly rigid. Generally, no credit
is provided with respect to distributions made prior to the required beginning date.
Therefore, an individual who takes a large distribution at age 70 to purchase a re-



tirement home could not forego distributions from age 71 through 75 to save plan
resources for other needs, such as anticipated medical expenses.

Not only are the minimum distribution rules themselves complex and rigid, but
also, these rules add substantial complexity when combined with the suspension of
benefit rules and the rules prohibiting cessation of accruals for employees working
beyond normal retirement age. For years, ERISA and DOL regulations have permit-
ted certain suspensions of plan benefits when an employee works beyond normal re-
tirement age. Generally, such an employee is not entitled to receive pension distri-
butions (which are derived from employer contributions) until after actual retire-
ment. s When TRA '86 amended Code section 401(aX9) no exception to the minimum
distribution requirement was provided for benefits that are suspended. Further.
more, after enactment of TRA '86, OBRA '86 amended the Code to prohibit cessation
of benefit accruals because an employee attains a specified age, thereby mandating
that pension accruals continue past normal retirement age. See Code section
411(bXXXH) and (b2). Accordingly, employees must continue accruing benefits even
if distribution of benefits may be suspended, and even if minimum benefits must be
paid. Proposed regulations provide some guidance on the interrelationship between
the accrual and suspension rules, including permissible offsets. Yet, the rules are
complicated to apply and administer. See Prop. Treas. Reg. section 1.411(b)-2, 53Fed. Reg. 11870, 11879 (April 11, 1988). Im ping the minimum distribution require-
ments on top of this structure of suspensions and accruals adds complexity which
far outweighs any conceivable benefit, and is likely to become a trap for the
unwary.

The distribution rules are not only overly complex but also unnecessary. The min-
imum distribution rules were initially included in order to prevent tile wealthy
from using qualified plans as an estate planning device. However, this risk general-
ly was removed when the estate tax exclusion for distributions from qualified plans
was repealed. See former Code section 2039(c) (repealed by the Deficit Reduction Act
of 1984, P.L. 98-369, section 525 and TRA '86, section 1852(e)).

The minimum distribution rules should be reviewed and changed to limit the ad-
ministrative burden they impose. These rules are unnecessary for the majority of
plan participants, because these participants will use their benefits for retirew,.nt
purposes regardless of whether or not minimum distributions are required by law.
Options for simplifying the minimum distribution rules include their:

(a) repeal;
(b) modification to apply only on a participant rather than a plan-basis, and

to apply only with respect to individuals who have total account balances over a
speci fed amount, such as $750,000 (representing a benefit of $50,000 per year
for 15 years);

(c) modification to apply only on a participant rather than a plan-basis, and
to apply only with respect to five-percent owners; or

(d) modification to return to a rule similar to the one in effect prior to TRA
'86: requiring that distributions begin by the April I of the year following the
later of i) the year in which the employee attains age 71 or (ii the year in
which the employee retires, except that distributions of five-percent owners
must begin by the April I following the year in which the participant attains
age 71; but simplifying rules with respect to calculating the minimum amount
of the distribution (e.g., requiring that the full amount be distributed in 25
years, which is the expected return multiple for an ordinary joint and last sur-
vivor annuity for a 71 and 61 year-old individual).

2. Eliminate Excise Tax on Excess Distributions and Modify Limitations on
Contributions and Benefits (Code Sections 4980A and 415)

A 15 percent excise tax is imposed on individuals to the extent that annual aggre-
gate distributions from tax-favored arrangements exceed the greater of $150,000 or

112,500, indexed, where an individual elects five-year income averaging with re-
spect to a lump sum distribution, the excise tax will be imposed on the amount of
the distribution that exceeds $760,000 or five times $112,60, as indexed. Individuals
could have elected to exclude benefits accrued as of August 1, 1986 from the tax, if
these accrued benefits exceeded $562 600 and an election was made with, or prior to,
the 1988 income tax return filing. However, those who made such a grandfather

a EKISA Indicates that a suspension occurs if benefits are suspended after their payment has
commenced, i.e., with respect to retirees who are re-employed. See ERISA section 2034aK3NXB).
The DOL, however, has taken the position that a suspension can occur even with respect to an
employee who has never begun receiving benefits but works beyond his or her normal retire-
ment date. See DOL Reg. section 2530.203-3.



election are subject to the threshold of $112,500, indexed, not the $150,000 (or
$750,000 for lump sum) threshold, when determining the amount of excess distribu-
tions after the grandfathered amount is recovered.

This excise tax originally was intended to replace 'he complex combined plans
limitations of section 415(e) with a simpler and more equitable scheme for limiting
retirement income. However, as finally enacted, the excise tax does not replace the
combined plans limitations but is applied in addition to them, and it is neither
simple nor equitable. Therefore, this excise tax should be eliminated.

While one of the purposes of the excise tax was to prohibit the accumulation of
multiple maximum benefits from several employers as well as individual savings in
an IRA, no additional tax is needed to accomplish that goal. There is no need to
encompass IRA benefits in an overall limitation because IRA deductions are elimi-
nated for employees earning over a threshold amount who participate in employer
plans. Similarly, contributions to section 408(b) annuities are coordinated with other
elective deferrals and with the section 415 limits. Thus, the only conceivable gap in
this system of limitations involves the high-paid individual employed by several
completely unrelated employers, who earns maximum benefits under plans of each
employer. This situation is so rare that the impLcition of the excise tax only to cover
it is completely unwarranted. Furthermore, even where a high paid individualworks for multiple employers, his ability to def,:r income in qualified plans is not
unfettered because: (1) section 415(c) limits contributions to defined contribution
plans each year, (2) the defined benefit limit Is now phased In over i0 yeo.r of par-
ticipation rather than service, and (3) compensation taken into account under plans
is limited to $200,000. There is, therefore, very little policy reason to justify tis
excise tax.

Also, because the excise tax is imposed on the dollar value of retirement distribu.
tions, it acts as a penalty on investment success. Such a penalty, even if it were
necessary, contravenes so much other valid policy that it bears close re-examination.
While we believe the excise tax itself is unnecessary, If it proves impossible to elimi.
nate altogether, It should be applied only to excess distributions from qualified de-
fined benefit plans so as not to penalize capital Investments. Moreover, this tax
serves as a disincentive for owners to continue to contribute to plans on behalf of
their rank-and-file employers once their own benefits have reached the section
4980A threshold.

Not only is the excise tax redundant and contrary to other policies, the structure
of the tax is so complex that compliance is extremely difficult. There are ma)or un-
answered questions concerning the application of both the tax on retirement income
and the estate tax, so that even tax professionals and IRS personnel may miscon-
strue the rules, and the excise tax poses severe difficulties for any individual poten-
tially subject to it.

For all the reasons given above, this tax should be eliminated. If, however, the tax
is preserved in anything resembling its present form, the combined plans limitation
of section 415(e) should be deleted. The recordkeeping requirements of this test are
enormous, and if the excise tax is retained, the section 415(e) limitation is redun-
dant.

A final change which should be made in section 415 is to eliminate the 25 percent
of compensation limit on annual additions. See Code section 415(c). This limitation
'simply harms the lower-paid and is unnecessary in view of the dollar limitation and
the deduction limits under Code section 404.

". Simplify Basis Recovery Rules (Code Section 72)
TRA '86 repealed the three-year basis recovery rule of section 72, under which an

employee's investment in the contract was deemed to be recovered before any tax-
able amounts, if the full amount of the basis could be recovered within the first
three years of annuity payments. The new rule requires pro-rata recovery of basis
involving calculation of an exclusion ratio which is applied to each payment untif
the entire basis is recovered. This rule should be repealed, and the three-year rule
reinstated, because any potential benefit of pro-rata recovery of basis is outweighed
by the administrative cost of compliance.

4. Permit Rollovers of Employee Contributions and Partial Rollovers of Any
Amount (Code Section 402(a)5))

Under current law, an employee may not roll over employee contributions. The
prohibition on rollovers of employee contributions should be removed since employ-
ees may now make non-deductible contributions to IRAs and may exclude from tax
that portion of an IRA distribution that constitutes a return of properly reported
non-deductible contributions. Thus, IRAs must now account for after-tax contribu-



tions, and there is no reason not to allow them to accept such contributions through
rollovers as well as annual contributions.

A participant should be permitted to rollover any ar aunt into an IRA, including
partial distributions of less than 50 percent of the balance to the credit of the em-
ployee (but excluding any minimum required distribution) The current restrictions
on partial rollovers and rollovers of employee contributions add complexity and
limit portability. In fact, these restrictions create an incentive for participants to
spend distributions rather than saving them for retirement, contrary to the explicit
recommendation of the President's Commission on Pension Policy, and the provi-
sions of proposals on portability being considered in Congress.4

5. Eliminate Hardship Rules of Section 401(k)
Code section 401(kX2XB) restricts distributions of amounts attributable to employ-

ee elective deferrals. These amounts may be distributed only upon separation from
service, death, disability, termination of the plan, attainment of age 59 and 1/2, or
hardship. Treasury regulations concerning the hardship standards under section
401(k) appear to be more stringent than the standards which generally apply to
profit-sharing plans. While profit-sharing plans may permit hardship distributions
only in accordance with objective criteria set forth in the plan, sponsors are not re-
quired to make inquiries with respect to the participant's other resources available
to meet a heavy and immediate financial need. In contrast, the 401(k) regulations
require that plan sponsors determine whether (1) an employee has an immediate
and heavy financial need and (2) the distribution is necessary to satisfy such a need.
The determination of whether a distribution is necessary to satisfy a financial need
may be satisfied by using a safe harbor that imposes significant restrictions or
through "reasonable reliance" on a detailed employee representation. Compare
Treas. Reg. section 1.401(k)-1(dX2) with Treas. Reg. section 1.411 (d)-4, Q&A 4(b) and
6 and Rev. Rul. 71-224.

The requirement that administrators determine whether a participant has other
resources available to meet a financial need is administratively burdensome, intru-
sive on employee privacy, and unnecessary. The Code section 72(t) ten percent pen-
alty on early withdrawals adequately assures that an employee will seek to satisfy
financial needs from other sources before taking withdrawals from retirement
plans.

Moreover, imposing rules with respect to elective deferrals and earnings as of De-
cember 31, 1988 (but not earnings after such date, and not amounts treated as elec-
tive contributions) which differ from the rules imposed with respect to withdrawals
of employer contributions and earnings adds unnecessary recordkeeping complexity.
See Prop. Treas. Reg. section 1.401(k)-(d(1Xiii). Under current law, a profit-sharing
plan may permit distributions after a fixed number of years, the attainment of a
stated age, or the prior occurrence of some event such as separation from service,
illness, disability, retirement, death, or hardship. See Treas. Reg. section
1.401(bXlXii) Rev. Rul. 71-224. There is little reason why the rules governing certain
distributions from section 401(k) plans should be any different than the general
rules governing distributions from profit-sharing plans. For all these reasons, we
recommend that Code section 401(kX2XB) be deleted.

C. Reporting and Disclosure Requirements
ERISA and the Code require that so many forms be prepared, distributed to par-

ticipants and filed with the government that the resulting costs and burdens im-
posed upon plans and plan sponsors have been enormous. This paperwork burden is
not, as some suggest, an unqualified benefit to participants. Not only are the costs of
the reporting and disclosure requirements borne in part by current plan partici-
pants; they also discourage small employers from establishing new plans for employ-
ees not now covered.

Despite the negative impact on plans, new reporting obligations have been added,
often without adequate consideration of their usefulness or practical application.
(See, e.g., the discussion of ERISA section 204(h) below). The time has come to care-
fully weigh, in light of nearly fifteen years' experience under ERISA and parallel
Code provisions, the costs and benefits of applicable reporting and disclosure re-
quirements, and improve or eliminate those requirements that have not proven cost-
effective.

4 See President's Commission on Pension Policy, Coming of Age: Toward a National Retire-
ment Income Policy, at 45 (1981) and, eg. H.R. 1961 3, 100th COng., 2d See. (1988) (portability
act expected to be reintroduced in 101st Congress).
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It should be pointed out, however, that it is essential that changes not be made in
any required report, form, or document unless those changes are substantial and
made at one time, after adequate public notice and participation, rather than seria-
tim. Typically, it costs more to reprogram computers, retrain employees, and set up
new filing systems than is saved by small changes.

L Simplify Annual Report
ERISA section 103 requires each plan to prepare and file with the Secretary of

Labor an Annual Report (currently the Form 5500 series) Much of the information
required in the Annual Report is of minimal use to participants or the government:
e.g., the detailed listing of plan investments and all 5 percent transactions.$ Submis-
sion of this data is enormously burdensome and costly; yet it is inappropriate for
plans funded through bank trust funds or pooled insurance accounts, provides little
useful information to participants generally, and is rarely, if ever, scrutinized by the
DOL absent other problems which would suggest a more thorough investigation of
plan asset investment.

ERISA section 103 should be amended to reduce the amount and detail of data
required in the Annual Report. The Annual Report should contain only information
useful to participants and necessary to the agencies in identifying problem areas.
Despite efforts to streamline these Forms, they still require much information that
cannot possibly be truly useful. Therefore, 'the government should pare down the
Forms to include only items it actually uses in a meaningful way, and eliminate all
others. In the alternative, the simplified Forms 5500C and 5500R should be used for
all plans. If problems are indicated, the agencies may then require more specific in-
formation.

2. Eliminate Summary Annual Report and Plan Description
The summary annual report (SAR) requirement of ERISA section 104(bX3) should

be eliminated. The SAR Is widely regarded as a document with more form than sub-
stance. It tells a participant virtually nothing of value, and serves only as a remind-
er that there is a plan, the details of which must be found elsewhere. At the same
time, it is expensive to prepare and mail, and because of its brevity, it may often be
misleading or raise questions which would be far more efficiently answered by refer-
ence to actual plan documents, the summary plan description, or the annual report
Itself. Therefore it should be eliminated, or the requirement should be limited to
posting a notice in a prominent site in the work place.

Moreover, the requirement of ERISA section 102(aX2) and (b) that a "plan descrip-
tion" be filed with the Labor Department should be eliminated, with appropriate
changes to DOL regulations.

S. Simplify and Clarify Reporting Obligations With Respect to Distributions
Currently, confusion abounds regarding the reporting obligations of plan adminis-

trators, payors, and participants. First, the reporting rules generally are not con-
tained in regulations, but only on Forms and Instructions, so it is often difficult for
recordkeepers to determine their obligations. Second, the same information is often
required from different sources (such as the plan recordkeeper and the participant),
resulting in additional costs and unnecessary duplication. Third, guidance on report-
ing Items affected by changes in the law is often insufficient, unclear, or provided
too late. A thorough revision of reporting requirements to eliminate duplication and
clarify obligations is needed.

An example of the confusion regarding reporting requirements is the situation
which led to publication of Notice 89-32, 1989-12 I.R.B. 76, retroactively correcting
the positions taken in IRS Notice 87-77, 1987-2 C.B. 385 and Notice 88-38, 1988-13
I.R.B. 23. These Notices all concern the proper reporting of corrective distributions
of excess deferrals, excess contributions and excess aggregate contributions. Con-
gres retroactively changed the treatment of these amounts in TAMRA, generating
considerable confusion. The rules add complexity by distinguishing between various
excess amounts, splitting the excess and Its earnings into two separate years and
treating refunds of lee than $100 differently from refunds in excess of $100. There
should be one simple rule-all refunds of excess amounts and income thereon
should be treated as income in either the year of contribution or the year of receipt.
Regardless of the action taken on the underlying provision, however, when the gov-

s Recently, the DOL did change the reportable transaction threshold from 3 percent to 5 per-
cent and eliminated the requirement of reporting the dates of reportable transactions. See DOL
Beg. section 2520.103-6 as amended in 54 Fed. Reg. 8624 (Mar. 1, 1989). While this constitutes an
improvement, it does not go far enough in eliminating unnecessary detail from required reports.
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ernment position regarding the reporting and treatment of distributions shifts in a
manner such as we have described, the government should provide sample language
which may be used by payers to notify participants of their reporting options and
regulatory requirements.
With respect to a more general problem, it is very difficult for payers to properly

report distributions, not only because of constant changes in the law and IRSguid-
ance, but also because of the use of multiple forms by the IRS and because of lack of
clear regulatory guidance on reporting. The IRS should combine the Form W-2P
(which is required for reporting of retirement distributions other than total distribu-
tions) with the Form 1099R (which is required for reporting of total distributions)
There is no statutory basis for requiring use of the two different forms. Prior to
adopting a new combined form, however, the IRS should provide time for comment
by payers. Furthermore, the IRS should recognize that significant time will be
needed to reprogram computer reporting systems to comply with a new format, Ac-
cordingly, the final version of the new form should be released well in advance of its
adoption.

Also, in order to reduce the unnecessary paperwork burden imposed on plan
payers and administrators, the procedures for electing out of withholding could be
simplified. The IRS should explicitly permit participants to elect out of withholding
on their benefit applications, and should provide a short sample notice of election
rights which could be provided to participants at the time they complete their bene-
fit applications.

4. Simplify REA Consent Requirements
The requirements for consent to receive a distribution are far too complicated. If

the rules themselves were simplified, the required notices to employees could be
.simplified. Specific situations where the rules could be simplified include the follow-
ing:

a. Section 1.411(a)I-(c) of the regulations requires that plans give partici-
pants a general description of the material features, and an explanation of the
relative values, of the optional forms of benefit available under the plan at least
30 days prior to the annuity starting date. The term "annuity starting date" is
defined to mean the first day on which a benefit is payable. This requirement
appears to preclude a plan from paying benefits any earlier than 30 days after a
special notice is given, even if, for example, under the plan, the benefit is pay-
able in any form and a surviving spouse requests an immediate distribution to
pay funeral expenses. At minimum, the rules should be modified to allow pay-
ment to begin when it is requested.

b. The rules for consent to receipt of benefits prior to normal retirement age
(or 62, if later) require that consent be given if the benefit is "immediately dis-
tributable" and provide that a benefit which is distributable immediately upon
the attainment of normal retirement age or age 62, if later, is not immediately
distributable, so no consent is required. While the policy behind this convoluted
language may be appropriate, the regulations are so complicated that plan ad-
ministrators cannot understand them. These regulations should be amended to
clearly state that consent is not required for distributions made after the later
of the plan's normal retirement age or age 62.

c. The age 35 threshold for waiver of the QPSA should be eliminated, in favor
of a rule allowing waivers to be made upon commencement of participation, and
withdrawn and remade at any time thereafter. Notices and explanatory materi-
al should be required upon commencement of participation, and when requested
thereafter (but not more frequently than once a year). The current complicated
rules add significant administrative expense and reflect an erroneous attitude
that anyone under age 35 is simply too young to know what he is doing.

5. Limit Scope of Requirement of Notice of Reduction in Future Accruals
(ERISA Section 20(h))

ERISA section 204(h) added a requirement prohibiting any significant reductions
in future accruals under plans subject to the minimum funding standards unless
written notice of the amendment is provided to all plan participants, certain benefi-
ciaries, and certain employee organizations, at least 15 days prior to the effective
date of the amendment.

The intent of this requirement was to provide prior notice to employees when an
employer, on its own initiative, seeks to significantly cut back on plan benefit for-
mulas, However, the provision, as written, imposes the same notice requirement
where an employer must change accruals to comply with federally mandated
changes in the law.
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Recently, sponsors were in a quandary whether to provide cut-back notices in face
of the tardy release of integration regulations which will require significant changes
in plan design. Plan amendments effecting these changes are not required, general-
ly, until the due date, with extensions, for filing the employer's tax return for the
1989 plan year. In Notice 88-131, 1988-52 I.R.B. 15, the IRS provided some relief
from the ERISA notice requirement, but this relief was not provided until the day
before sponsors would otherwise have been required to notify all employees of un-
known changes in accruals.

In order to prevent such situations in the future, ERISA section 204(h) should be
amended to exclude from the notice requirement any future accrual changes made
to comply with changes in the Federal law governing qualified plans, or to require
such notice not earlier than a reasonable time after the amendment is actually
adopted.

6. Eliminate Requirement of Notice to Interested Parties
The IRS requires the notification of all "interested parties" prior to the filing

with the IRS of a request for a determination letter. See Treas Reg. section
601.201(oX3Xxvi) Rev. Proc. 80-30, 1980-1 C.B. 685, as modified. Determination let-
ters are routinely sought by plan sponsors when a plan is adopted, materially
amended or terminated. The notification requirement is unduly burdensome and ex-
pensive, serves no useful purpose, and is generally ignored or misunderstood by par-
ticipants. Therefore, the notice to interested parties should be eliminated.

7. Delete Requirement of Submission of Annual Statement of Collective Trust
or Insurance Carrier Account (ERISA Sections 109(bX() and 10,Y(b)4))

The statutory provision requiring the submission with the plan's annual report of
an additional report for plans held in common or collective trust funds or separate
accounts of insurance carriers should be deleted.

ERISA section 103(bX3XG) provides that if some or all of a plan's assets are held
in a bank common or collective trust fund, or separate bank trust, or insurance car-
rier separate account, the plan's annual report must include the most recent annual
statement of the trust or account. ERISA section 103(bX4) and DOL Regs section
2520.103-9 permits direct filing with the DOL by the common or commingled trust
of the account involved.

This requirement of filing the statement of the underlying collective fund should
be deleted. For reporting purposes, a plan's investment in a bank's collective trust
fund should not be treated differently from its investment in mutual funds or in an
insured separate account, which do not require reports of the underlying investment
medium. As a result, no filing of such information should be required, although it
could be made available to the Department of Labor upon request.

D. Funding Limitations

1. Amend the Full Funding Limitation (Code Section 412(c)7))
Code section 412(cX7) was amended by OBRA '87 to redefine the full funding limi-

tation as 150 percent of termination liability. Contributions in excess of this limita-
tion are not deductible and are subject to a 10 percent excise tax. The calculation of
this limitation requires a separate actuarial valuation each year, which adds to the
cost and complexity of maintaining a defined benefit plan. This, alone, may be suffi.
cient justification for calling for a return to the limitation as it existed prior to
OBRA '87. Moreover, there are policy issues surrounding this limitation which over-
whelm the simplification argument for its removal. While the limit may appear rea-
sonable-why should a plan need assets in excess of 100 percent of "termination"
liability-it is very misleading. "Termination liability" is often less than the actual
liability required to close out a plan at termination, and the limit is applied to ongo-
ing plans which are not terminating. The effect of the current full fullding limita-
tion is that a plan's actual funding will always lag behind in the funding needed for
reala" benefits at retirement where such benefits are based on final average pay,
and level funding over the life of a plan is impossible.

In effect, current law inappropriately mortgages benefit. promises by prohibiting
the level funding that is the reasonable way for plan sponsors to fulfill their benefit
obligations and, instead, requires plans to be funded with payments which escalate
in later years. This results in tremendous cost in terms of plan benefit security.
Ironically, this is the type of funding which Code section 412 was designed to elimi.
nate, not require. Therefore, the full funding limitation should be based on ongoing
(projected) liabilities, not on termination liability.
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2. Eliminate Tax on Nondeductible Contributions (Code Section 4972)
A 10 percent excise tax is imposed on employers making nondeductible contribu-

tions to qualified plans. The purported abuse at which this penalty is directed-plac-
ing large amounts of funds intoplans in order to obtain the advantage of tax defer-
ral on the income generated-is simply not a common occurrence.

There are numerous reasons why employers do not, as a general rule, make un-
necessary contributions to plans. First, Code section 412(cX3) requires that actuarial
assumptions must be reasonable, and an excise tax is imposed for the overstatement
of pension liabilities. See Code section 6659A. Second, it is impossible to recoup
excess amounts contributed to a plan without terminating the plan (unless a mis-
take of fact can be established). Third, amounts recovered at plan termination are
themselves subject to a 15 percent excise tax. Fourth, contributions in excess of
those needed to fund the plan may not be deducted. Fifth, businesses cannot tie up
funds indefinitely, but have other uses for their money.

Not only is the tax riot needed to accomplish its intended purpose, but also it may
result in imposition of inappropriate penalties. After the recently enacted funding
rule changes, many employers will be subjected to this excise tax, not because they
have any abusive intent, but because they made reasonable and, in some cases, le-
gally required contributions which are no longer deductible. For example, the
change in the full funding limitation, which eliminates the deduction for contribu.
tions in excess of those needed to provide 150 percent of termination liability, will
cause significant year-to-year variations in the deductible amount. An employer who
makes level contributions for budgetary reasons may incur the excess tax periodical-
ly, because of swings in termination liability due to variations in interest rates and
t composition of its work force. Furthermore, the new funding provisions require
quarterly payment of estimated contributions. If the estimate exceeds the full fund-
ing limitation, the excise tax will be incurred despite the fact that the contributions
were required to be made before valuation results were available, and once made
cannot generally be withdrawn. Finally, where an employer is required by the
terms ofa collective bargaining agreement to make certain contributions to a multi.
employer plan which is or becomes overfunded, the employer may incur the excise
tax although it cannot reduce its level of contributions and has no control over the
terms of the plan. For all these reasons, this excise tax should be eliminated.

E. Fiduciam. Rules

1. Modify Prohibited Transaction Exemption Procedure (Code Section 4975 and
ERISA Section 408)

The current procedures for receiving~an exemption from the prohibited transac-
tion rules of ERISA section 408 and Code section 4975 take much too long to ccm-
plete. Many investment options which would benefit participants and plans are fore-
closed because of the delays created by these procedures, particularly the require-
nient that the notice of a proposed exemption--and the decision to grant an exem-
tion-must be published in the Federal Register. See DOL Prop. Reg. section 2570..0
et. seq. 53 Fed. Reg. 24422 (June 28, 1988).

The prohibited transaction exemption procedures should be modified to provide
the Department of Labor with a specified time, such as 20 days, in which to deny an
application. If no denial is issued within that period, the application for exemption
should be deemed to be granted. This suggested procedure is similar to the proce-
dure used with respect to securities registration statements under section 8 of the
Securities Act of 1933, as amended, 15 U.S.C. section 77(h).

2. Revise and Consolidate the Excise Taxes on Prohibited Transactions (Code
Section 4975a) and (b) and ERISA Section 502(i))

Under current law, Code section 4975 imposes a 5 percent excise tax on disquali-
fied persons engaging in prohibited transactions with respect to tax-qualified plans,
and ERISA section 502(0) permits Imposition of a 5 percent civil penalty with respect
to other plans. Both the Code section 4975(a) tax and the ERISA section 502(1) penal-
ty are imposed on the amount involved in any prohibited transaction, but the Code
excise tax is automatic, and applies regardless of knowledge or intent. Because of
the automatic nature of this tax, It reaches too broadly, and applies to innocent
errors where no losses occurred. In contrast, under ERISA section 50201), the DOL
has the right to impose a 5 percent penalty for the commission of a prohibited
transaction, but is not required to do so.

Under Code section 4975(b), an excise tax of 100 percent is imposed where a pro-
hibited transaction is not corrected. See Code section 4975(b) and ERISA section
3003(a) (permitting waiver of tax in appropriate cases). Similarly, under ERISA sec-
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tion 502(i), the DOL may assess a civil penalty of 100 percent for uncorrected trans-
actions.

Under Reorganization Plan No. 4 of 1978, the general authority to issue regula-
tions, rulings, opinions, and exemptions for prohibited transactions under Code sec-
tion 4975 was transferred to the Department of Labor. See Executive Order No.
12108, 44 Fed. Reg. 1065 (December 28, 1978). The provisions relating to taxes on
disqualified persons under Code section 4975(a) and (b), however, and exemptions on
certain limited transactions, were not included in this transfer of authority. In
order to minimize administrative complexity, and prevent the anomaly of having
one agency determine whether a transaction constitutes a violation of the prohibit-
ed transaction rules while another agency enforces penalties for such a violation,
the power to impose penalties should be shifted to the Department of Labor. Accord-
ingly, the prohibited transaction excise taxes of Code section 4975(a) and (b) should
be repealed and the DOL should be given authority to impose civil penalties for pro-
hibited transactions with respect to all plans under ERISA section 50201). In addi-
tiun, the DOL should retain flexibility not to impose the 5 percent penalty in appro-
priate cases.

F Miscellaneous

1. Eliminate Half.Years in Code Provisions (Code Sections 72, 219, 401(a# ,
4 02(e), 4 02(b))

Several provisions in the Code relate to the age of the employee at a certain time.
Using half-year ages for these determinations is confusing and adds complexity for
no apparent: reason. For example, if an individual turns age 70 on July 1, 1989, he
or she must pour through voluminous regulations to determine if he or she is 70 AS
in 1989 or in 1990, In contrast, everyone knows his or her birth date, and this date
is already included in plan and employer records. Basing rules on half birthdays re-
quires additional records and adds confusion. All half-years should be eliminated.

2. Delete Extension of Amortization Period (Code Section 412(e))
Code section 412(e) should be deleted. The Secretary's authority to extend the am-

ortization period has rarely, if ever', been used. The minimum funding waiver proce-
dure of section 412(d) is sufficient for the intended purpose.

3. Replace Fite.Year Phase-In of Benefit Guarantee With Three-Year Cliff
Guarantees (ERISA Section 402'2(b(7))

ERISA section 4022(bX7) provides that benefits are guaranteed only to the extent
of the greater of 20 percent of the amount which, but for the fact that the plan or
amendment has not been in effect for 60 months or more, would be' guaranteed, or
$20 per month, multiplied by the number of years (up to five) the plan or amend-
ment has been in effect. This rule unnecessarily complicates the determination of
guaranteed benefits, and should be replaced with a rule guaranteeing all benefits
(up to the general limit on guaranteed benefits) which have been in effect for three
years or more.

The purpose of ERISA section 4022(bX7) has been largely accomplished with the
changes enacted in SEPPAA. It is no longer possible for a solvent employer to enact
large benefit increases and dump the liabilities on the PBGC. A three-year waiting
period for coverage would assure that an employer in distress could not dump new
liability on the PBGC, and would be much easier to implement.

4. Narrou, the Definition of Participant (ERISA Section ())
The definition of "participant" in ERISA section 37) should be narrowed to ex-

clude any non-employee who is not receiving benefits and who does not have a
vested right to an accrued benefit. Such individuals have no current or future right
to any benefits under the plan, unless they are subsequently rehired, The elimina-
tion of this category from the definition of participant would simplify reporting obli-
gations and payment of PBGC insurance premiums. The PBGC premium, of a mini-
mum of $16 per "participant," should not be assessed on behalf of individuals who
are in fact no longer participants.

This change would also clarify entitlements upon the termination of a plan.
Under currentlaw it is unclear whether non-vested terminated employees regain a
right to the amounts they previously forfeited if the plan is terminated within a
certain period of time up to & years, according to some interpretations), after the
employee's termination. The suggested change in the definition of participant would
help clarify that non-vested terminated employees are not entitled to receive such
amounts.
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5. Eliminate Remnants of H.R. 10 Plans
Since 1982, when TEFRA was passed, Congress has attempted to create parity be-

tween the income tax treatment of self-employed individuals and common-law em-
ployees. A few changes are still necessary in the retirement plan rules in order to
fully achieve this goal. The fact that a number of separate rules and limitations still
exist is confusing, adds additional complexity, and impedes the professed objective of
attaining parity. The most troublesome of these remaining rules are as follows:

(a) The employer aggregation rules of Code section 401(d) (1) and (2) differ
from those in Code sections 414(c) d, (in), and (n), and impose more restrictions
on owner-employees. The additional complexity is not justified by the minimal
opportunity for abuse in this area.

(b) Code sections 401(cX2) and 404(ax8XC) limit contributions on behalf of the
self-employed to their "earned income." No such limit exists for corporate em-
ployees. Furthermore, contributions to retirement plans should be subtracted
from earned income before determining the deduction limits or the section 415
limits, as such contributions are not included as compensation for corporate em-
ployees.

(c) Plan loans to self-employed participants are prohibited transactions, unless
the plan obtains an administrative exemption under ERISA section 408(a).
Qualified loans to other participants are not prohibited transactions.

(d) Lump sum treatment of distributions (Code section 402(e)) is not available
to the self-employed upon separation from service, though common law employ-
ees may receive lump sum treatment upon separation from service. Conversely,
self-employed individuals may be eligible for ump sum treatment upon becom-
ing disabled, but common law employees are not.

These separate rules for self-employed employees should be eliminated.
6, Clarify Standards for Retroactive Revocation of a Plan

A plan which satisfies all the requirements of Code section 401(a) is considered a"qualified plan" and consequently receives a special status for tax purposes. In the
event the plan fails to satisfy any requirement for a qualified plan in any year, the
IRS may retroactively disqualify the plan.

Under Code sections 401(b) and 7805(b), the IRS may provide relief from retroac-
tive disqualification. These Code sections should be clarified to make clear that (1)
such relief is available when sponsors have made good faith efforts to comply with
statutory requirements and (2) participants who had no control over plan design are
exempted from adverse tax consequences of disqualification.
Attachments.
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ASSOCIATEDD
BENEFITSPr OORPORATION

April 4, 1990

Mr. Jim Klein
APPWP
1212 New York Avenue, XW.
Suite 1250
Washington, D.C. 20005

Dear Jimi

You asked me to describe for you some of the experiences
.we have had lately that might be eased by simplification of
our pension laws, Where to begin?

Let me start by saying that our staff of ten people averaged
over eleven hours a week during 1989 reading CCH, Prentice
Hall, IRS, DOL, PBOC and various consultant publications in an
attempt to avert accidentally violating anything or anybody.
We are a small Company but when you magnify this over the
pension industry you can see that our Government has done a
good Job of providing employment opportunities for writers,
printrs, and mail handlers. Unfortunately, we do the bulk of
our reading evenings and weekends, and nothing I've seen in
the last decade has made any of our tasks simpler.. quite to
the contrary.

We ran across a particularly good example of the tail wagging
the dog. One of our clients could not make a deductible
contribution to their defined benefit plan using the MW full
funding assumptions...but owed a risk premium using the PBOC
assumptions... and had phantom income for FAB 87. We know that
the Financial Accounting Standards Board is not an official
government agency, but the conflict with the IRS and the PBOC
assumptions are a big enough problem with out FAS.

we have made presentations to no less than ten employers in
the past three months who should really have defined benefit
plans for their employees. We believe in full disclosure
however, and when an employer gets advice that says this is
best for your employees but here are the rules ymi must
funativss "der ('we think", or "as we understand them" and
"subject to change, retroactively") they very quickly move in
other directions. I don't blame them.

2929 WESTOWN PARKWAY * WEST DES MOINES, IOWA 50265 * (515) 226-0303
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Jim Klein
,Page 2

1 don't pretend to hay, an accurate count on all the pending
and proposed new legislative actions affecting pensions, but
I can readily think of over a dozen. Put these on top of the
legislation that is as much as six years old, for which we do
not have regulations and must make a good faith effort at
complying with, and complexity becomes a gross understatement.

We got some relief, however. We do not have to amend our plans
for some of these laws, that are already in force, until the
regulations are finalized. That saves us significant dollars
in that. we don't have to try to amend, and then amend again
beoaus our try didn't fully meet the regulations.
Unfortunately, we have to treat our participants as if the
plan was amended during the period we wait for the rags. This
makes absolutely no sons, The Participant is confused, we
are confused, and Washington says "such is life".

Now, to add insult to injury, proposed legislation is carrying
dates that would make the laws, if passed, effective when the
legislation is proposed (i.e. Son. Metzenbaux's latest effort
at eliminating reversions). That is simply not fair. We used
to at least be able to count on having actions taken today
that are legal today, not be deemed illegal six months or a
year later because there was pending legislation. How can we
funotion..,how can we advise...how can the system live with
uncertainty of that magnitude.

I wish I was old enoughto retire.

Sincerely,

Thomas C. Walker, ChFC

President

TCW/hos
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Mason Corporation
POST OFFICE BOX 59226

BIRMINGHAM, ALABAMA 35259 9226
TELEPHONE 205 942 4100

FAX 205t945 4393

I'1\\
April 5, 1990

Mr. James A. Klein
Deputy Executive Director
Association of Private Pension

and Welfare Plans
1331 Pennsylvania Avenue, N.W.
Suite 719
Washington, D.C. 20004

Dear Jim:

It was good to talk with you by phone and I would like to elaborate on our company's decision to
discontinue our pension plan.

In 1954 we adopted a qualified profit sharing plan and in 1955 we adopted a qualified pension
plan, also.

Our company has provided additional employee benefits which we have felt give us an advantage
in tract better employees which obviously makes for a better company.

In recent years, Congress has seen fit to impose changes and additional requirements on companies
that sponsor qualified profit sharing and pension plans. As you know. these changes cause a
considerable administrative burden both in explanation to employees and being forced to hire rather
expensive employee benefit experts to rewrite the plans. With the added costs imposed by the
recent requirement, eliminating the Social Security offset and with the proposed changes that are
being considered by the Congress; Le., the anti-reversion proposal and the Visclosky amendment,
we have elected to discontinue the pension plan and have filed all the necessary papers to
accomplish this.

We are not at all pleased with being ford to make this decision, but we do not feel that we can
afford to continue to spend the time and the money necessary to maintain a pension plan in a
constantly changing environment. While the profit sharing plan has provided a much greater
benefit for those persons who have retired, the pension plan provided a nice additional benefit

We are continuing to sponsor the qualified profit sharing plan, but are very concerned that
congressional tampering maydetrat from the possible future retirement benefits (such as the
Kusebaum proposal which is nothing more than a foot in the door to tax earnings of profit sharing
and pension trusts).

There are other companies in Birmingham who have chosen to discontinue pension plans and I am
enclosing an article that appeared recently in the Atlanta paper indicating that a great many
companies have already decided to discontinue pension plans. I am extremely concerned that
with what Congress has already done, there is, in fact. irreparable damage to the national
retirement system. I don't think our people in Congress understand:

1. That most employers want to provide some type of private retirement benefit for
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Mr. James A. Klein
Page Two
April 5, 1990

their employees.

2. Small businesses cannot afford to be and will not be "abused" by Congress's
frequent and arbitrary changes in laws governing the operation of private retirement
plans, both defined benefit and defined contribution.

REMEMBER SECTION 89 !

1 want to thank you for your efforts on behalf of the private retirement plans and please let me
know any time that I may be of help to you.

Best personal reards.

Frank L Mason

Chairman of the Board

FLM:sbn

Enclosure: Newspaper article
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March 22, 1990

Mr. Jim Klein
Deputy Executive Director
Association of Private Pension

and Welfare Plans
1212 New York Avenue, N.W., Suite 1250
Washington, D. C. 20005

Dear Mr. Klein:

On behalf of American Managed Care and Review
Association ("AMCRA"), I am writing to expross our
strong support for legislation that would simplify
the rules governing private pension plane.
Compliance with the existing rules under the Internal
Revenue Code is extremely burdensome and discourages
small employers like AMCRA and our member companies
from establishing, or continuing to maintain, their
qualified plans.

In general, while the administrative requirements
apply equally to all employers, the complexity of
those requirements make it very difficult, if not
impossible, for small employers to comply on their
own. The multitude of existing rules coupled with
the need to keep abreast of the various changes in
the governing laws and regulations necessitates that
these employers seek the advice of pension
specialists which further adds to the cost of
maintaining their qualified plans.

Because administrative costs are relatively fixed,
the administrative costs per employee are higher
for small businesses. As a result, employers like
AMCRA are finding that they are unable to offer
benefits comparable to those offered by larger
companies. In fact, because of the significant costs
associated with continuing to maintain a pension
plan, AMCRA is currently considering terminating its
pension plan and one of our members has recently
terminated its plan. The inability to offer
comparable benefits significantly disadvantages small
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AM@RI
Mr. Jim Klein
March 22, 1990
Page 2

companies in trying to compete with larger companies
for well-trained, experienced employees.

Changes. in the laws which would ease the
administrative burden and keep down the costs
associated with qualified plans would go a long way
in assisting and encouraging small employers in the
maintainence of pension plans for their employees.
For example, the various government forms could be
designed so that a person with little or no expertise
in the area of employee benefits could complete the
required forms.

Simplification of the complex pension rules would
serve to send a strong message that Congress is
committed to encouraging employers to provide
retirement income to their workers. We strongly
support that message.

Sincerely,

Ronald A. Hurst
Executive Vice President

cc: The Honorable David H. Pryor
The Honorable Lloyd Bentsen
The Honorable John Heinz

1227-25th Street, NW, Suite 610, Washington, DC 20037 # 202/728-0506 * FAX 202/728-0609
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PREPARED STATEMENT OF JAMES P. HOLDEN

Good morning. My name is James Holden. I am Chair of the Section of Taxation
of the American Bar Association. I am testifying today on behalf of the American
Bar Association at the request of L. Stanley Chauvin, Jr., President of the Associa-
tion. I am accompanied by Mark Dray, Chair of the Employee Benefits Committee
of the Section of Taxation, and Stuart Lewis, Chair of that Committee's Subcommit-
tee on Proposed Pension Legislation.

We are pleased to have been invited to testify on the need to simplify the laws
governing private pension plans. The American Bar Association endorses the impor-
tance of simplifying these rules and is pleased to cooperate with Congress in helping
to reduce this complexity. The Chairman and the members of this Subcommittee
are to be commended for focusing the attention of Congress on the vital need for
simplification.

We note that our comments today will address only the simplification of the rules
applicable to qualified pension and profit sharing plans and will not deal with sim-
pification of the rules regarding welfare plans and other employee benefit issues.
We believe, however, that simplification of these other areas is also an important
goal that should be pursued by Congress at the first opportunity.

THE IMPORTANCE OF SIMPLIFICATION

The goal of an appropriate pension policy should be to develop rules that contain
only the minimum amount of complexity necessary to achieve the policy objectives
established by Congress. Unfortunately, the rules governing private pension plans
have achieved a degree of complexity that goes far beyond what is necessary. In
fact, the complexity itself has become a significant deterrent to increasing pension
coverage among American workers and therefore should be promptly eliminated as
an important first step to improving the retirement security of Americans.

The adverse affects created by unnecessary complexity are numerous. Let me ar-
ticulate a few that are particularly troublesome.

1. Increased Cost for Employers.-Complexity increases the costs of providing re-
tirement benefits to employees. This cost initially arises in the designing and rede-
signing of retirement plans to comply with frequently changing and unnecessarily
difficult qualification rules. Once designed, the various administrative tests required
to ensure that plans continue to comply with all of the limitations, nondiscrimina-
tion and other rules applicable under ERISA and the Internal Revenue Code ensure
continued high compliance costs. Further, compliance costs are also increased
through the completion of annual reports, disclosure statements and tax returns,
and the preparation of valuations and audit costs.

2. Increased Costs/Reduced Benefits for Employees.-This increased compliance
cost most likely has the effect of reducing the retirement benefits available to em-
ployees. In general, employers will view the entire cost of the benefit programs in
determining the level of the retirement benefits to provide and, therefore, will take
into account these increased costs in establishing the level of benefits or deciding
whether to increase (or reduce) benefits for employees in the future. Employees also
experience increased costs by having to evaluate complicated alternative tax options
pertaining to the distributions they receive because of the necessity of obtaining
professional advice with respect to the complicated rules applicable to the taxation
of such distributions.

S.-Increased Cost for the Government.-Because the rules are also difficult for the
government to administer, the complexity of the rules governing pension plans has
a direct adverse affect upon the government. One immediate affect is that greater
staff time (and budget authority) is required in order to develop rules and regula-
tions that carry out these complex mandates. This not only means more time devot-
ed to the development of regulations, but also decreased effectiveness of the rules
since often regulations are substantially delayed because of the difficulty in develop-
ing and coordinating them among agencies with overlapping jurisdictions. In addi-
tion, there is an increased cost through diminished enforcement capability. When
the rules and regulations become ab complex as they currently are, the government
has considerable difficulty training employees to understand the rules so that there
can be adequate government enforcement. This creates increased pressure for guid-
ance from the government and decreased effectiveness in ensuring compliance with
the rules.

4. Complexity Leads to Noncompliance.--Overly complex rules regarding the pri-
vate pension system significantly undermine Congressional policy objectives. Em-
ployers may not carry out the mandates inherent in statutory schemes simply be-
cause they fail to understand these complex rules fully. Worse, they may not comply
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fully because the complexity creates doubts about adequate enforcement of the law.
An employer or an employee may feel that the rules have become so complex that
nobody understands them anymore and therefore there is no need to comply with
all of the details. This breeds a disrespect for the laws that can undermine impor-
tant policy objectives and that should not be allowed to continue.

5. Effects of Decreased Retirement Security.-Because increased complexity means
that less money is delivered to employees at retirement, the important social goal of
increasing the adequacy of retirement coverage will be seriously undermined. Fur-
ther, the complexity of the rules may lead many employers, especially small em-
ployers, to redirect their efforts to provide direct compensation instead of retire-
ment benefits. The consequence of that may lead to increased consumer consump-
tion, lower personal savings rates, reduced provision for private retirement pensions
and increased pressure on the social security system to be the principal provider of
income.

The Need for Simplification is Urgent
Congress should immediately consider, as a top priority, the need for simplifica-

tion of the rules applicable to pension and profit sharing plans. IRS statistics dem-
onstrate a substantial increase in plan terminations and a substantial decline in the
creation of new retirement plans. Unnecessary complexity and expense are major
factors in this decline and should be addressed promptly in an effort to stem this
unfortunate trend. Under current proposals it would cost a plan sponsor $700 to
simply apply for a determination from the Internal Revenue Service on an individ-
ually-designed retirement plan. Unless action is taken by Congress, employers will
continue to abandon benefit programs and either reduce the retirement benefits of
their employees or substitute increased direct compensation in its place. Once this
change has been made it will be difficult to induce employers to reestablish retire-
ment plans once again. Therefore, unless prompt action is taken, the complexity
burden imposed on the private pension system will have the effect of substantially
diminishing the retirement security of many Americans.

AREAS FOR IMMEDIATE ATTENTION

We believe several areas of the law are deserving candidates for the Subcommit-
tee's immediate consideration. These can be grouped into areas involving statutory
simplification, regulatory simplification and paperwork simplification. All are equal-
ly important. Even though regulatory and paperwork simplification may not be di-
rectly the result of the statutory rules, Congress can and should also act to simplify
these rules and should encourage Treasury and the Internal Revenue Service to

- simplify the regulations and paperwork requirements.

Statutory Simplification

A. Qualifwation Rules
The qualification rules applicable to pension and profit sharing plans under the

Internal Revenue Code contain four general areas that are in substantial need of
simplification.

1. Definitional Term.-The Internal Revenue Code defines numerous terms that
are used elsewhere in the plan qualification requirements. Many of these terms are
unnecessarily complex and the analytical work required in order to apply the defini-
tions is unnecessarily burdensome. Some of the definitions that are particularly in
need of simplification concern the definition of highly-compensated employee under
section 414(q) of the Code; the definition of compensation under section 414(s) of the
Code; the controlled group and affiliated service group rules under sections 414(b),
(c) and (m) of the Cqde, and the separate line of business rules under section 414(r)
of the Code. Too much effort was and is being spent designing definitions to deal
with every conceivable situation when the definitions should instead be directed at
establishing a general standard that can be readily recognized and applied by em-
ployers.

. Discrimination Tests.-Without question, the backbone of-the rules applicable
to qualified plans is the maintenance of viable nondiscrimination tests for ensuring
that qualified plans do not unduly favor highly-compensated employees. At present,
however, these tests have become so numerous and so complicated that they are ex-
tremely burdensome to apply. The coverage tests under section 410(b), the basic non-
discrimination tests under section 401(aX4), the minimum participation require-
ments under section 401(aX26) the top-heavy rules under section 416, the maximum
disparity rules under section 401(1) and the special rules regarding Keogh plans
under section 401(d) are all in need of reexamination, repeal and simplification. Sub-
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stantial simplification in these rules is entirely feasible while maintaining the nec-
essary nondiscrimination standards in the law.

3. Contribution and Benefit Limitations.-The Internal Revenue Code establishes
numerous limitations on the contributions and benefits that may be provided to
qualified plan participants. The purposes of these limits is to control the govern-
ment's revenue expenditure and to ensure that excessive benefits are not provided
to highly-compensated employees while maintaining adequate incentives for those
employees so that employers will establish qualified retirement plans. In three
areas, however, the rules create excessive complexity without commensurate bene-
fit. One area concerns the overall contribution and benefit limitation of section
415(e). This provision not only adds substantial complexity but in practice has the
effect of undermining retirement security by further encouraging employers to
maintain defined contribution plans instead of defined benefit plans. More than
likely, few, if any, plan sponsors understand or properly administer this limitation.
In addition, the testing rules for cash or deferred arrangements under section 401(k)
and the rules regarding employee contributions and matching employer contribu-
tions under section 401(m) require excessive annual testing that has proven to be an
expensive administrative burden and one fraught with expensive traps for the
unwary.

4. Distribution Requirements.-The Internal Revenue Code imposes not only com-
plex minimum distribution requirements under section 401(aX9), but also qualified
joint and survivor annuity rules under section 401(aX1) and section 417 that create
more complexity than is necessary to carry out their basic purposes. Individual
members of the Tax Section's Employee Benefits Committee are currently working
with the staff of the Joint Committee on Taxation to develop simple alternatives to
some of these requirements.

B. Taxation Rules
Another area in which statutory simplification is urgently needed concerns the

taxation rules applicable to plan benefits and distributions. Vuch of this complexity
falls directly on employees rather than employers since it is the employees who
must pay these taxes. Five areas in particular deserve Congressional scrutiny: (1)
the excess accumulations tax under section 4980A of the Code; (2) the basis recovery
rules under section 72; (3) the rules regarding lump-sum distributions under section
402; (4) the rules regarding tax-free rollovers under section 402; and (5) the treat-
ment of net unrealized appreciation in employer securities under section 402(a) and
section 402(e). Each of these rules carries significant complexity and simplification
could undoubtedly be achieved. Individual members of the Tax Section's Employee
Benefits Committee are currently working with the staff of the Joint Committee on
Taxation to develop simple alternatives to some of these rules.

C. Funding Rules
The third general area affecting qualified plans that needs statutory simplifica-

tion are the complex rules of section 412 regarding the funding of qualified plans.
Primarily for revenue reasons, the level of complexity that has been achieved here
not only goes beyond the need to fund retirement plans adequately, but it in fact
seriously impedes that goal by preventing, in many cases, the adequate and level
funding of retirement plans. Thi is clearly evident in the recently-enacted limita-
tions on full funding-which intentionally reduce funding below levels required tofund the ultimate retirement benefits adequately. The adequate funding of retire-
ment plans was an original motivating purpose for the enactment of ERISA in 1974and yet recent legislation has actually hindered the achievement of that goal.

Regulatory Simplification
A second area deserving Congressional attention is the need to simplify unneces-sarily complex regulations that have been issued. Encouragement from Congress to

the Internal Revenue Service in these areas will help ensure that that regulatory
simplification is achieved. We recognize and applaud current efforts by Commission-
er Goldberg and the IRS to simplify regulations currently being developed. We arealso very pleased to note that the Assistant Secretary of Treasury for Tax Policy
has recently established the Office of Benefits Tax Counsel, to be headed by ThomasTerry, a nationally recognized expert in this field. This new Treasury office can-
and, we assume, wlll-focus exceedingly useful efforts on precisely the sorts of con-
cerns we described here. We believe that Congressional encouragement of and sup-
port for these efforts will be very helpful.

Four areas that we would single out as being in need of prompt and immediate
simplification concern the regulations dealing with leased employees under section
414(n); the regulations on affiliated service groups under section 414(m); the regula-
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tions under section 414(o) of the Code; and the regulations dealing with hardship
distributions from section 401(k) plans. In each case, these regulations create com-
plexities that go far beyond the objectives that need to be achieved or that Congress
mandated. A reexamination of these rules in their entirety is appropriate.

Paperwork Simplification
Clearly it is important to provide an adequate disclosure of information to em-

ployees.so that they both know the amount and type of retirement benefits that
they will receive and, in addition, will be aware of any problems that may be cre-
ated so that they can take the initiative in ensuring their own retirement security.
However, the reporting and disclosure requirements as they currently exist appear
to be excessive and therefore wasteful. Some of the paperwork complexity arises
from statutory requirements while the rest results from regulatory and other re-
quirements. Congress should attempt to streamline these requirements in a way
that will carry out the objective of providing adequate information to employees
without being unduly expensive and burdensome.

We believe that there are five areas that particularly deserve reexamination and
simplification. One of those includes the summary annual report requirement which
we believe provides no meaningful information to employees and yet has become a
significant cost in maintaining retirement plans.

A second is the income tax withholding requirements and notices applicable to
employees. Experience has strongly shown almost all employees will elect not to
have income tax withholding applicable to pension distributions. Yet employers are
forced to provide complex notices depending on the type of benefits to be provided
and are then forced to obtain elections from employees verifying that they do not
wish to have income tax withholding applied to their benefits. This charade of pa-
perwork serves no purpose other than to increase the cost of administering retire-
ment plans.

A third area concerns the confusion and difficulties of reporting pension distribu-
tions to employees and to the IRS. Currently three forms are used, form 1099, form
W-2P and form W-4P. The Internal Revenue Service should take immediate action
to simplify and streamline these reporting requirements so that they are more
easily understood by employers and can behandled with a single form rather than
forcing the employer to determine which form is applicable..

A fourth requirement that has proven to be unnecessary is the notice to interest-
ed parties regarding an application to the Internal Revenue Service for a determina-
tion letter. This not only delays IRS applications, because of the various time con-
straints required under the IRS procedures (e.g., the IRS application must generally
be held for two to three weeks under the prior notification rules) but its results are
not effective. Almost without exception employees do not comment to the IRS on
applications for determination letters. This requirement could be easily simplified in
a way that would decrease the burden on employers and still provide employees
with an adequate opportunity to make their views known.

Finally, the requirements of the summary plan description, which are vital for
employee understanding of their pension benefits, have become misdirected. Courts
have frequently held employers liable for mistakes in summary plan descriptions so
that these documents, instead of being helpful to employees, have become overly
complex legal defense documents to ensure that they do not create any inadvertent
legal liability on the employer's part. As such, they have become far less useful as
laymen's descriptions of pension plans. Efforts should be taken to establish guide-
lines in this area that would enable employers to more easily describe the benefit
provisions of plans.

RECOMMENDATIONS

We recommend that Congress promptly take action to enact legislation simplify-
ing very considerably the laws governing private pensions. In enacting this legisla-
tion we suggest that there are three important goals that should be kept in mind.
First, the legislation should avoid excessive concern over hypothetical or very limit-
ed abuses. Too often these types of concerns distort and complicate legislation in a
way that imposes a significant burden on employers and employees.

Second, simplification should be treated by Congress as a priority goal in the en-
actment of legislation. It should not be given low priority treatment as it has in the
past but instead should be viewed as a goal that is vitally important and necessary
to effective legislation. Although simplicity was a stated goal of the Tax Reform Act
of 1986, the legislation adopted in the benefits area-as illustrated by the Congress'
recent repeal of section 89 was far from it.
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Third, although we recognize the budgetary problems and constraints facing Con.
gress, we urge that Congress minimize short-term revenue considerations in enact-
ing legislation regarding the private pension system. This may be difficult, especial-
ly in view of the potentially large revenues available from pension plans, but the
important social policies that need to be protected require Congress to carefully
weigh its options before taking steps that may prove detrimental in the long term.
The health of this system demands that Congress apply long-term, not short-term,
thinking because to do otherwise will severely undermine the retirement security
that the private pension system needs to provide.

Fourth, we urge Congress to refrain from frequent modification of the law. We
recognize that in our testimony we have urged that you enact pension legislation.
We do this only regretfully. We believe, however, that the complexity in the system
currently is such that "cleanup" legislation is necessary. Thereafter, we strongly
urge that Congress make any effort to avoid changing the rules for a significant
period. The frequency of change in and of itself creates very considerable complexity
and uncertainty, which is detrimental to the system.

Fifth, we urge that Congress take steps to make the need for simplification known
to the agencies that administer the rules governing ERISA so that they take steps
on their own and in concert each with the other to reduce the paperwork and com-
plexities created by inconsistent administration of the rules and that they treat as a
priority goal in and of itself the need for simplification.

Finally, except where the changes simplify existing-complicated rules, we recom-
mend that any changes made in the statutory rules be made only on a prospective
basis with a substantial lead time so that employers are not forced, as they current-
ly are, to deal with the complexity of complying with rules on which there is little
or no guidance. Further, we urge Congress to encourage Treasury and the Internal
Revenue Service to exercise their discretion to make relations in this field effec-
tive only prospectively after the date of their finalization. This encouragement is
important. Such delayed effective dates would alleviate the burden placed on em-
ployers of being perpetually confronted with the problem of trying to comply with
complex regulations that are only proposed and that may not be finalized for many
years. Regulations should not be effective until a date after they have actually been
finalized (perhaps the commencement of the second plan year following their adop-
tion) so that employers will not be forced to choose between complying with regula-
tions that may ultimately be changed or not complying with the regulations and
facing sanctions. Few changes are important enough to require the chaos created
under the current system.

The Tax Section looks forward to working with you and your staff to help with
the legislative process wherever you or they think our participation might be useful.
Our goals are to maintain the essential soundness of the present system, to work to
improve and simplify it, and to educate you and our members about it. We look for-ward to working wit the Subcommittee to those ends.

PREPARED STATEMENT op DAVID J. KAuTrER
Thank you, Mr. Chairman, for the opportunity to testify today on a subject of con-

siderable importance to the American Public and to our membership. I am David J.
Kautter, Chairman of the Employee Benefits Taxation Subcommittee of the Ameri-
can Institute of Certified Public Accountants Federal Tax Division.

The AICPA is the national, professional organization of CPAs with 290,000 mem-
bers. Our testimony is from the perspective of CPA-tax practitioners who constant-
ly observe the conduct of taxpayers, both individual and business.

The rules governing the taxation of private retirement plans have become in-
creasingly intricate and complex over the past 15 years and we believe that they
now rival any other area of the tax law in their complexity. In our opinion, this
complexity is now at a point where it is adversely affecting both the private pension
system itself and the administration of the tax system, and we believe this is an
unhealthy state of affairs.

Specifically, the current rules are having three adverse effects on the private pen-.
sion system and the administration of the tax laws. First, they are discouraging the
establishment of new plans and encouraging the termination of existing plans. Em-
ployers without qualified plans, primarily small employers, are discouraged from es-
tablishing new plans because of the cost of establishing and maintaining arrange-
ments which they cannot understand. Employers with existing qualified plans have
grown weary of continuously amending their plans with provisions that they cannot
understand and which do not, to them, seem to enhance their employees' retirement
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security. Second, the current rule divert more money toward plan administration
and less toward actual benefits to plan participants- than would a simpler system.
Third, the current rules are resulting in increased noncompliance-both intentional
and unintentional. We believe this last trend is a particularly dangerous one since it
not only means that our voluntary compliance system is diminished, but it means
that taxpayers who attempt to comply with the law are at a competitive disadvan-
tame with those who do not.

There are a number of reasons why the current rules are overly complex:
9 One reason can be characterized as "incremental overload," the relentless

layering of one set of changes upon another without the integration of these sets of
changes into a comprehensive statutory scheme. Part of the reason for the incre-
mental overload is the budget deficit and the yearly pressure on Congress to raise
revenues. There is no doubt that closing so-called "loopholes" in the qualified plan
rules to raise revenues as part of this process has resulted in increased complexity.

o A second reason is the attempt by policy makers to write rules that are so com-
prehensive and so specific that it is impossible for a taxpayer, even in the most
remote circumstance, to contravene statutory intent in the slightest. Not all of the
complexity attributable to this second cause emanates from Congress. The Executive
Branch in its efforts to "fine tune" statutory language and fully implement the
intent of Congress has written exhaustive regulations which are virtually incapable
of being fully understood either by practitioners or Internal Revenue Agents. For
example, regulations implementing the rules of §401 (aX26), dealing with minimum
participation in qualified plans, are so broad in scope and intricate in detail that
their full impact will take years of implementation to comprehend. Yet taxpayers
and agents are expected to understand and Implement the rules almost immediately -
after their issuance. The current approach can be likened to that of a fisherman
who weaves his nets so tightly, to prevent even the smallest fish from slipping
through the net, that the fisherman is pulled overboard when the net is tossed into
the water.

o A third reason is the process by which qualified plan rules have been changed
in recent years. Often there are no hearings held on the specific qualifiedplan pro-
posals contained in budget reconciliation bills and continuing resolutions. These pro-
visions become lost and buried in the volume of these bills as they are rushed to the
floor with little time allowed for comment by the public, floor debate of many provi-
sions, or any real opportunity to alter or amend their content.

o The final reason involves those of us in the private sector and it is the desire on
the part of taxpayers and their advisors to retain as much flexibility as possible in
designing retirement arrangements. It seems clear that some flexibility will have to
be sacrificed if the rules are to be made simpler.

In the qualified plan area, as in other areas of tax policy, a balance must be
struck between simplicity and equity. Equity usually comes in the form of nondis-
crimination rules in the pension area. The size, shape, and scope of "undue" com-
plexity are elusive and relative concepts, but it is clear that, in reducing the com-
plexity implicit in some of the current pension rules, some equity of current law
will be lost. In simplifying other areas of the pension rules, however, equity will be
enhanced. We believe the goal is to find the right balance between inhibiting as
much discrimination as possible while utilizing rules that can be broadly understood
and implemented and which encourage employers to establish and maintain quali-
fied pension plans. We also believe that it is possible to substantially reduce the
complexity of current law while still achieving virtually all of the policy objectives
of current law.

We propose that, as Congress looks at this area in the upcoming months, it use
the following test to guide it in determining which rules of existing law should be
retained and which should be changed:
Is the incremental contribution to equity made by the rule outweighed by its incre-

mental contribution to complexity of the law?
Although this test is easy to state, answering it in many cases will not be easy. In

some cases, reduction of complexity will not involve a re-examination of the tax
policy underlying the current rules. In others, tax policy re-examination will be re-
quired and may involve accepting, as a society, some incremental discrimination or
enhanced equity beyond that which is currently allowed. It may also Involve accept-
ing less flexibility on the part of taxpayers in the design and operation of tax-fa-
vored pension arrangements. These may not be easy for some to accept.

In applying this test, we would urge you to consider the complete elimination ofrules which do not meet the test instead of trying to patch them up in ways that
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will only add more complexity. We also urge the use of design based rules whenever
possible in order to avoid detailed testing rules which add to uncertainty and plan
administration costs.

In summary, the process of reducing complexity in this area must involve two
steps. First, the existing rules must be restructured into a comprehensive statute.
This requires clarity of purpose and entails the elimination of a number of provi-
sions which are largely or partially duplicative. Second, both the statutory and regu-
latory rules need to be amended to focus on the general rules instead of the excep-
tions. Taking this second step means modifying or eliminating those rules whose in-
cremental contribution to equity is outweighed by their incremental contribution to
complexity. Even at a time of significant budget deficits, implementing these two
steps does not have to be difficult since some changes will raise revenue while some
will reduce revenue. Unless the complexity of the retirement rules is reduced, the
trend is likely to be increasing noncompliance-not intentional, but unintentional
brought about by taxpayers' inability to understand what is expected of them under
the law-and a weakened private pension system.

The balance of my testimony identifies specific areas of the law where we believe
substantial simplification can be achieved while retaining substantially all of the
underlying legislative policy behind current law.

GENERAL PROPOSALS

A. Proposal: Use a single set of terms to describe qualified retirement plan in the
Internal Revenue Code-Defined Contribution Plans and Defined Benefit Plans

1. Proposal and Rationale-The Code should be structured around the ERISA
terms-defined contribution and defined benefit plans. The elimination of the "prof-
its" requirement for a profit-sharing plan leaves very little distinction between the
types of defined contribution plans from a definitional point of view. It is difficult to
see what policy purpose is now served by using two terms in the Code to describe
each plan (defined contribution and defined benefit v. profit sharing, stock bonus
and pension). While distinctions would continue to be permitted between the types
of defined contribution plans, for example an employer could still establish a plan
calling for either fixed or discretionary contributions or one that mandates distribu-
tions in employer stock, those distinctions would be meaningless in applying the
qualification, deduction, and distribution rules.

2. Reduction of Complexity Achieved-This proposal would allow taxpayers to use
one set of terms to apply the qualification, deduction and distribution rules. This
,, oposal would also conform the terminology of the Code to the terminology of Title
I of ERISA (the rules administered by the Department of Labor) facilitating the
ability of taxpayers to understand both the non-tax and tax consequences of their
actions.

Specifically, §§401(aX27) and 401(aX23) would be repealed. The changes required to
§404 will be discussed later in the paper.

B. Proposal: Segregate leveraged ESOPs from the qualified plan requirements and
treat them as a separate financing vehicle

1. Proposal and Rationale-The leveraged ESOP requirements should be removed
from the qualified plan rules and collected in a separate subchapter of the Code.
The rationale is that, in substance, leveraged ESOPs have tended to be a financing
vehicle rather than a retirement -vehicle, although they have attributes of both.
There are a number of requirements that are unique to leveraged ESOPs which
appear throughout the qualified plan rules. Unless someone is intimately familiar
with all these rules and their location in the Code, the chance of their overlooking a
particular requirement is unnecessarily high. Isolating these rules from the quali-
fied plan rules would eliminate a source of complexity in the qualified plan rules,
recognize the unique nature of leveraged ESOPs, and collect all the related rules in
one subchapter.

It is not being proposed that the leveraged ESOP rules be repealed. What is being
proposed is that these requirements be collected separately in their own subchapter
so that someone need not be an ESOP expert in order to answer a question with
respect to them.

2. Reduction of Complexity Achieved-When dealing with qualified retirement
plans, the following sections would no longer need to be considered: §§401(aX28), 409,
404(aX9), 404(k), 41 5(cX6), 4975(eX7), and 4975(dX3). These sections would be collected
in a separate subchapter of the Code.
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C. Proposal: Eliminate, to the extent possible, the remaining statutory distinctions be-
tween self-employed individuals and common-law employees.

1. Proposal and Rationale-Those distinctions that remain after TEFRA can be
divided into two groups: 1) those designed to treat certain self-employed individuals
differently from other plan participants (the owner-employee rules), and 2) those
necessary to make sure there is equivalent treatment between self-employed individ-
uals and other participants. Eliminating the first set of distinctions would simplify
the law without sacrificing any significant policy goals. It is proposed that the flush
language in §4975(d) that prohibits loans from qualified plans to participants who
are owner-employees be repealed. The special aggregation rules of §401(d) should
also be repealed. These changes would eliminate an existing trap for the unwary as
well as simplify the Code.

Retention of the second set of distinctions will ensure equivalent treatment be-
tween self-employed individuals and other participants.

2. Reduction of Complexity Achieved-The flush language in §4975(d) would be re-
pealed. Also repealed would be §§401(cX3), 401-(cX5), 401(d), and 401 (aXOXA). Section
416(iX) would be repealed as part of an overall repeal of the top-heavy rules dis-
cussed below.
D. Proposal: Simplify the definition of highly compensated employee under #414(q).

1. Proposal and Rationale--One of the key concepts that permeates the entire
qualified plan area is the prevention of discrimination in favor of "highly compen-
sated" employees. Under TRA 88, the Code for the first time specifically set forth
rules for determining who is in this group. However, the definition is difficult to
work with and a clear simple definition would reduce complexity. It is recommend-
ed that the Code define e highly compensated group as: (1) 5% owners with attri-
bution (as defined in §318 of the Code), and (2) those earning compensation in excess
of $75,000 (indexed for inflation). In addition, the "highly compensated" group
would be determined on the basis of the preceding plan or employer year, not the
current preceding years as under current law.

2. Reduction of Complexity Achieved-The proposal would simplify plan adminis-
tration and testing because the highly compensated group would be easy to Identify.
. Proposal: Provide a uniform definition of compensation for purposes of the em.

ployee benefit rules.
1. Proposal and Rationale-A uniform definition of compensation should be estab-

lished to simplify the task of plan sensors and administrators.
The uniform definition should be tied to taxable compensation with elective con-

tributions under §§125, 401(k), 408(k), 403(b), 457, and 501(cX18) added back at the
employer's election on a uniform and nondiscriminatory basis. For example, a calen-
dar year plan would simply use W-2 compensation including the specified elective
contributions if the employer elects. A fiscal year plan could either determine tax-
able compensation on the fiscal year basis or use W-2 compensation for the calen-
dar year which ends in the fiscal year. This definition should be used for all pur-
poses of the employee benefit rules.

2. Reduction of Complexity Achieved-A uniform, simplified standard for compen-
sation which would reduce complexity in plan design and administration, and elimi-
nate the existing trap for the unwary.

PLAN QUALIFICATION PROPOSALS

A. Proposal: Repeal the top-heavy rules.
1. Proposal and Rationale-The special rules of §416 should be repealed. While

§416 served a purpose when it was passed, one limitation imposed by §416 ($200,000
cap on compensation) now applies to all plans and another (faster vesting) is virtual-
ly the same for top-heavy and non-top-heavy plans. The other significant difference
between top-heavy and non-top-heavy plans involves benefit accrual, and with
recent changes in the permitted disparity rules in TRA 86, this difference is signifi-
cantly less than it was in 1982. The regulations to be issued under §401(aX4) could
provide further guidance if any perceived gaps exist. -

The top-heavy rules also contain their own definition of the employees in whose
favor discrimination is prohibited ("key employee"). Following TRA 86, most Code
sections affecting discrimination use the term 'highly compensated employee." At a
minimum, the use of the term "key employee" should be eliminated andthe TRA
86 definition of highly compensated employee substituted.

In view of the fact that virtually all plans must include these provisions, and that
the incremental benefit of the top-heavy rules has been diminished by subsequent
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changes in the Code, these provisions could be eliminated with little adverse impact
on participants and reduce complexity in the law and plan documents.

2. Reduction of Complexity Achieved-Repal of §§416 and 401(aX10XB) and the
yearly testing that is required under the provision.
B. Proposal: Reconsider J401(aX)26).

1. Proposal and Rationale-The §401(aX26) minimum participation rules are
aimed at preventing multiple plans covering few employees from discriminating
against nonhighly compensated employees. Section 410(b) is also aimed at prevent-
ing discrimination against nonhighly compensated employees, but may be applied
on a group plan basis if such plans are comparable in accordance with Rev. Rul. 81-
202, 1981-2 CB 93.

In enacting §401 (aX26), the legislative history indicates Congressional concern
that although plans that are aggregated are required to satisfy comparability re-
quirements with respect to the amount of contributions or benefits such an ar-
rangement may still discriminate in favor of the prohibited group. differences in
the rates at which benefits are accrued (e.g. presence or absence of past service
credit) and the selective use of actuarial assumptions in valuing plan benefits may
cause a plan that satisfies the requirement of comparability with respect to the
amount of contributions or benefits to favor the highly paid. Similarly, in the case
of plans that are comparable with respect to the amount of contributions or bene-
fits, discrimination favoring the highly paid may occur because of disparate funding
levels and benefit options that are not taken into account in such a comparability
analysis.

Congress was concerned that because of the large number of these arrangements,
the inherent complexity of comparability analysis and the difficulties in discovering
all differences in funding levels and benefit options, the IRS lacked sufficient re-
sources to monitor compliance with the nondiscrimination standards by small aggre-
gated plans. Thus, Congressional intent may be summarized as desiring to obtain
both nondiscrimination and simplicity.

The regulations issued under §401(aX26) by all standards are anything but simple.
The Service has stated that it will soon issue a new revenue ruling which will

expand upon Rev. Rul. 81-202 and make it more difficult to discriminate using com-
parability of plans in order to satisfy P410(b).

Eliminating one-person plans or highly specialized plans that cover small num-
bers of employees Is appealing in reducing the number of plans maintained by, a
controlled group and in easing the audit burden of the Internal Revenue Service.
However, unless the regulations under §401(aX26) can be re-drafted in a manner
that reflects the straightforward manner of the statute, then §401(aX26) should be
repealed. If the regulations can be properly drafted, the repeal of §401(aX26) may
not be necessary.

If the regulations cannot be re-drafted and if §401(aX26) is repealed, then any per-
ceived problems with comparable plans should be dealt with directly by amending
the rules of Rev. Rul. 81-202. Section 410 should adiq-iiately cover the objective of
preventing plans from being discriminatory against the nonhighly compensated. If
any gaps exist, the forthcoming revenue ruling, final §410(b) regulations, or addi-
tional pronouncements from the Service, could cover them. Alternatively, the per-
centage tests of §410(b) could be increased above 70% to minimize any abuses. This
proposal i! one which could result in some incremental discrimination above that
allowed by current law, but the reduction in complexity achieved would be substan-
tial.

2. Reduction of Complexity Achieved-The complexity resulting from §401(aX26)
and the regulations promulgated thereunder would be eliminated.
C. Proposal: Eliminate the ability to provide medical benefits to retirees from quali-

flied plans.
1. Proposal and Rationale-Provided other adequate means are available for pre-

funding retiree medical expense, qualified retirement plans should not be allowed to
provide medical benefits for retirees. Qualified retirement plans should be plans of
deferred compensation designed to replace wages upon retirement, not plans de-
signed to replace an employee's entire compensation arrangement. These accounts
cause additional complication in plan documents, plan administration, and plan
design.

It is not being pro sed that employers not be allowed to pre-fund any of their
retiree medical liability. Those who wish to pre-fund this obligation could do so on a
tax-preferred basis by utilizing a voluntary employee beneficiary association (VEBA)
described in §501(cX9). In order for this to be an adequate alternative, however, the
VEBA rules need to be amended so that employers can more adequately fund their
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retiree health obligations, e.g., earnings on funds set aside for retiree health obliga-
tions should not be subject to unrelated business income tax.

2. Reduction of Complexity Achieved-The elimination of §§401(h) and 415(1) and
modification of §404(e).
D. Proposal: Eliminate Vl.401-40(cX2ii) concerning restriction of benefits which may

be paid to the 25 highest paid employees-
1. Proposal and Rationale-Under §415, the benefits which may be paid to an em-

ployee are limited to no more than $90,000 (indexed) or 100% of compensation actu-
arially reduced for early retirement. In addition, §415 now sets forth the require-
ment that the maximum benefit payable may only be accrued ratably over 10 years
of plan participation. This prevents a highly compensated employee from receiving
a large benefit shortly after a plan has been estab ished. This structure significantly
diminishes the possibility of abuse at which §1.401-4(c) is aimed. In addition, this
regulation was adopted before ERISA, which introduced the P@nsion Benefit Guar-
anty Corporation and minimum funding rules. Both innovations have also helped to
prevent the type of abuse which this regulation was originally enacted to prevent.
Finally, the new minimum funding rules under the Omnibus Reconciliation Act of
1987 (OBRA) also help to ensure that plan participants and beneficiaries are pro-
tected from the type of abuse at which this regulation is aimed.

Due to the diminished possibility of abuse, §1.401-4(c) of the regulations should be
revoked. This is a situation where significant reduction in complexity could be
achieved by eliminating a largely redundant provision.

2. Reduction of Complexity Achieved-Treasury regulation §1.401-4(c) would be
eliminated and, therefore, plan design would be simplified.
E. Proposal: Simplify the distribution of qualified pre-retirement survivor annuity

(QPSA) notices.
1. Proposal and Rationale-The OPSA notice should be required to be provided

only to individuals within a reasonable period after they become plan participants.
There is little logic in providing this notice only at the current age range, since

most employees are sophisticated enough to understand the notice at any age. This
provision has simply resulted in an increased compliance burden for plan sponsors
without a commensurate return, either in understanding on the part of the partici-
pants, or in achieving effective disclosure.

2. Reduction of Complexity Achieved-This would result in the repeal of
§417(aX3XBXiiXI).

BENEFIT ACCRUAL PROPOSALS --

A. Proposal: Eliminate the actual deferral percentage test in cash or deferred ar-
rangements.

1. Proposal and Rationale-The actual deferral percentage test of §401(k) was en-
acted at a time when highly compensated employees could elect to defer up to
$30,000 annually under a §401(k) plan. It is aimed at preventing a 401(k) plan rom
discriminating against lower compensated employees, and operates to supplant §401
(aX4). The potential for discrimination in a 401(k) plan has been dramatically re-
duced by the lowering of the elective deferral limitation in TRA 86 to $7,000, (in-
dexed for cost of living). The performance of the actual deferral percentage test is
time consuming for a plan of any significant size and many plan sponsors have not
accurately tested on a timely basis.

The §401(k) rules should be amended: (1) to require that all employees with a req-
uisite age and year(s) of service and not in excluded categories under §410(b) be per-
mitted to make deferrals under an employer's 401(k) plan, and (2) the actual defer-
ral percentage test be repealed.

2. Reduction of Complexity Achieved-Code §401(kX3), §4979 and the regulations
and notices promulgated thereunder would be eliminated. Section 402(gXl) would be
modified to reflect a lower limit and the §402(gX5) adjustment for cost-of-living
would remain in effect.
B. Proposal: Expand the coverage rules for 401(k) plans to include employees of tax-

exempt organizations and eliminate the separate rules in §4OS(b).
1. Proposal and Rationale-It is difficult to understand why tax-exempt organiza-

tions are prevented from making salary deferrals available under §401(k), and yet
can make salary deferral elections available in an even more liberal fashion under
§403(b).

In addition, there appears to be no compelling policy justification for requiring
employees of tax-exempt organizations to participate in annuity contracts or custo-
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dial accounts rather than in the investments available to employees of non-tax-
exempt organizations. The repeal of §403(b) should be considered In an age wheie
self-directed accounts are very commonly available through any of the large, nation-
al brokerage firms or other financial institutions, individual accounts are relatively
easy to establish, not very costly, and much more convenient for employees of tax-
exempt organizations than when §403(b) was enacted.

In order to simplify the Code, tax-exempt organization employees should be treat-
ed the same as all other employees for salary deferral purposes. Thus, employees of
both types of organizations should participate in identical plans, have the same
salary deferral amount as a ceiling, and have the same plan investment alternatives
available to them. This proposal, when combined with the previous proposal con-
cerning section 401(k) plans, would provide for a uniform set of rules which could
easily be administered by plan sensors and the IRS.

2. Reduction of Complexity Achieved-This would have the effect of repealing
§403(b) and extending the 401(k) plan rules to employees of tax-exempt organiza-
tions.

C. Proposal: Eliminate the ability of employees to make after-tax contributions to
qualified retirement plans.

1. Proposal and Rationale-The ability of a qualified plan to accept voluntary
after-tax employee contributions should be eliminated and §401(m) should be re-
pealed. Tee rationale is one that is motivated solely by a desire for reducing com-
plexity.

Allowing after-tax employee contributions to be made to qualified plans now re-
quires plan administrators to separately account for these amounts annually to
ensure that the tests of §401(m) are met. These amounts must be separately identi-
fied when distributed to participants and involve a separate subset of rules in the
distribution area to determine what is taxable to a participant and what is a recov-
ery of the participant's basis. These rules are complicated both from a technical and
a Ian administration perspective.

The elimination of voluntary after-tax contributions would not only reduce com-
plexity in the statute but would also reduce complexity in the administration of
qualified plans. Adoption of this proposal would not leave employees without tax-
deferred investments because Individual Retirement Accounts (IRAs) on a non-de-
ductible basis under §408(o) (which were not available until tax years beginning
after 1986), tax-deferred annuities, and other investment products such as municipal
bonds are offered in this category. Further, the existence and rapid acceptance na-
tionally of pre-tax deferrals in 401(k) plans has made the after-tax contribution a
less attractive alternative for employees.

If Congress decides that employees should be allowed to fund larger tax deferred
savings accounts for their retirement by using after-tax contributions, the existing
rules for IRA after-tax contributions could be amended to increase the allowable
level of contribution.-

With §401(m) repealed, matching contributions would be subject to the nondis-
crimination principles in §401(aX4). The statute could provide that if matching con-
tributions are available at the same rate for all employees, the matching contribu-
tions would be deemed to be nondiscriminatory.

2. Reduction of Complexity Achieved-The following Code sections governing plan
qualification can be repealed if voluntary after-tax employee contributions are
eliminated: §§401(aX19), 401(m), 411(c), and 411(dX5). In addition to reducing com-
plexity in the qualification area, the elimination of voluntary after-tax employee
contributions will reduce complexity in the area of distribution planning and the
taxation of distributions. For example, if voluntary after-tax employee contributions
are repealed, the portion of §72"which deals with the recovery of the employee's
basis could be eliminated, §402(aX5XB) could be repealed and the second sentence of
§402(aXl) could be repealed. A transitional rule could be provided to facilitate the
distribution of existing voluntary after-tax contributions from qualified plans. For
example, participants could be allowed to transfer these amounts, with or without
earnings, to an IRA.
D. Proposal: Eliminate the permitted disparity rules (Social Security integration

rules) or return to a modified version pre-87 integration.
1. Proposal and Rationale-The concept of permitted disparity should either be

altogether eliminated or substantially simplified. A complete repeal of permitted
disparity rules would reduce the complexity of the qualified plan area and would
generally provide greater benefits to employees in those plans currently using the
permitted disparity rules. Repeal of the disparity rules could, however, lead to ter-
mination of existing plans. Therefore, if complete repeal is not desired, the rules
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should be simplified. For example, the pre-TRA 86 rules could be reinstated with a
minimum benefit required for all plan participants.

2. Reduction of Complexity Achieved-This proposal would repeal §§401(1),
401(aX5), and 401(aX15).
E. Proposal: Simplify the combined plan limitations of §415(e) and repeal §4980A.

1. Proposal and Rationale-Employees who are benefited by a defined benefit and
defined contribution plan of the same employer should be subject to either §415(e) or
§4980A but not both.

If §415(e) is to be retained, then §4980A should be repealed. If §415(e) is retained,
it should be revised to be based on a plan design approach rather than on an actual
accrued benefit approach. For example, if 100% of the defined benefit plan limit is
being accrued for an individual, then only 25% of the maximum defined contribu-
tion limit would be provided for an individual under a defined contribution plan.
(These percentages are used for illustrative purposes only.) This would eliminate the
need for the annual cumulative calculation that is required under current law.

If, however, §4980A is maintained in the law, then §415(e) should be repealed and
the maximum benefit should be allowed to accrue in both defined benefit and de-
fined contribution plans.

We believe that the better course of action is to repeal section 4980A.
2. Reduction of Complexity Achieved-The simplification achieved is the repeal of

either §415(e) or §4980A.
F. Proposal: Simplify the coverage rules by repealing the second part of the average

benefits test.
1. Proposal and Rationale-The average benefits test should be repealed. Section

410(b) is designed to test coverage and not benefit accrual. There are other sections
of the Code that deal with nondiscrimination in benefit accrual and that concept
should not be tested with coverage. This approach adds complexity and substantially
overlaps with other requirements of the law such as §401(aX4).

An alternative approach would be to conform the §401(aX4) test to the §401(b) test
by statute so employees would have a uniform set of values to apply.

2. Reduction of Complexity Achieved-The simplification achieved is the repeal of
the average benefits test found in §410(bX2XAXii).

DEDUCTION PROPOSALS

A. Proposal: Apply §404(aX1) only to defined benefit plans.
1. Proposal and Rationale-Given the earlier proposal to classify all plans as

either defined benefit or defined contribution plans, §404(aXl) would only apply to
defined benefit pension plans.

2. Reduction of Complexity Achieved-The reduction in complexity achieved
would be the consistent treatment of money purchase pension plans throughout the
Code.
B. Proposal: Apply §404(aX?) to all defined. contribution plans.

1. Proposal and Rationale-Section 404(aX3) should limit the deduction for all
types of defined contribution plans instead of for just profit-sharing and stock bonus
Flans. After this change, the deduction limit for money purchase plans would be
ound in §404(aX3). A further simplification is the coordination between the 15% de-

ductibility limit in §404(aX3) and the 25% contribution limit in §415(c). The §415(c)
and §404(aX3) limits would be the same, for example, 25% of compensation.

2. Reduction of Complexity Achieved-Again, one set of terms would be used con-
sistently throughout the Code. This proposal would also eliminate the necessity of
maintaining two plans, a money purchase pension plan and a profit-sharing plan to
achieve the maximum level of contribution allowable under law for defined contri-
bution plans, while retaining maximum flexibility.

DISTRIBUTION PROPOSALS

A. Proposal: Repeal five year averaging for distributions from qualified retirement
plans.

1. Proposal and Rationale-The proposal is that five-year averaging be repealed.
Lump Sum distributions would be included in income in the year received and taxed
as ordinary income unless rolled over into an IRA.

Congress has become increasingly concerned that retirement plan balances are
being used to fund expenditures unrelated to retirement, e.g. venture capital. Stud-
ies indicate that lump-sum distributions are often depleted by the time an employee
reaches retirement age. Repeal of favorable tax treatment is intended to encourage

-2A r *, r" n I;
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using retirement funds to pay for living expenses upon retirement. This would also
simplify decision making for plan participants at retirement by eliminating one of
the current taxation alternatives.

It is not recommended that lump-sum distributions from plans be prohibited be-
cause of the administrative convenience of paying an employee's balance, especially
smaller sums, upon termination of employment. What would be eliminated would
be preferential tax treatment if the -distribution were not rolled over into another
qualified plan or IRA.

2. Reduction of Complexity Achieved-Repeal of five-year averaging would elimi-
nate the following Code sections: 402(eX), (2), (8), 402(eX4XB), (C), (D) (G), (H), (M),
and (0).
B. Proposal: Allow the rollover of any distribution from a qualified plan, other than

required minimum distributions.
1. Proposal and Rationale-Any distribution from a qualified plan should be eligi-

ble to be rolled over into an IRA except for distributions pursuant to §401(aX9). This
would simplify distribution planning and encourage retention of funds originally
contributed to retirement plans for retirement. It would also eliminate the disparity
between the amount required to be distributed to be eligible for a rollover and, at
the option of the recipient, the lesser amount which is permitted to be rolled over.

2. Reduction of Complexity Achieved-Section 402(aX5XD) would be repealed and
the definition of a qualified total distribution would no longer be necessary.
C. Proposal: Simplify the minimum distribution rules of 14O1(a0).

1.-Proposal and Rationale-The minimum distribution rules are aimed at prevent-
ing plan participants from using qualified retirement plans as estate planning de-
vices. With the repeal of the estate tax exclusion in DEFRA for qualified plan inter-
ests, a strong argument can be made for the repeal of §401(aX9). However, even
after DEFRA, participants could still receive a significant tax advantage by defer-
ring the receipt of their benefits to a date in the distant future.

Two changes can be made to simplify §401(aX9) without compromising the purpose
of the provision. First, at death, distributions could be required to be paid over the
life expectancy of the beneficiary beginning at the decedent's death. There would be
no distinction between situations where an individual dies before or after his re-
quired beginning date. There would also be no distinction between types of benefici-
aries as there is under current law. Second, the calculation of life expectancy should
not be recalculated. The only method of determining life expectancy would be reduc-
ing the initial calculated life expectancy by one each year. Both of these suggestions
are intended to streamline §401(aX9) without altering the underlying concept. Final-
ly, consideration should be given to reducing the number of participants to whom
this rule applies by limiting its application to participants with accrued benefits in
excess of a certain level.

2. Reduction of Complexity Achieved-Section 401(aX9XB) would be condensed
from four rules for distributions upon death to one rule. The regulations would be
simplified concerning the calculation of life expectancy.
D. Proposal: Simplify hardship withdrawals from 401(k) plans.

1. Proposal and Rationale-The rules governing hardship distributions from quali-
fied plans could be substantially simplified by specifying certain situations in the
statute which would be considered a hardship for ditribution purposes, e.g., pur-
chase of a principal residence, education, or medical expense. In addition, no suspen-
sion from plan participation would be imposed on account of a hardship withdrawal.
An alternative to simplification would be elimination of hardship withdrawals.
Elimination of hardship withdrawals, however, might discourage nonhighly compen-
sated employees from participating in §401(k) plans.

2. Reduction of Complexity Achieved-The complicated plan amendments required
as a result of the pr6sed and final regulations on hardship withdrawals in 401(k)
plans which were issued on August 8, 1988 would no longer be needed and the role
of plan administrators in administering affected 401(k) plans both now and in future
years would be simplified.

CONTROLLED GROUP PROPOSAL

Proposal: Better define the terminology used in 414(m) and 414(n) and repeal
#414(o).

1. Proposal and Rationale-The §414(m) affiliated service group definitions under
the Code and the regulations are extremely complex. If Congress wishes to prevent
the perceived abuse at which §414(mX2) was aimed, it appears that much of the
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complexity would have to remain. However, it would be helpful if some of the terms
used in the Code were more clearly defined. The use of too many qualitative terms
causes plan sponsors and their advisors to spend extra time and effort in attempting
to interpret them.

First, the definition under §414(mX2XAXii) could be changed to state that "if more
than 25% of the services performed by the A organization are for the first service
organization" instead of using the amorphous term of "regularly performed." Also,
de minimis ownership should be ignored under §414(mX2XAXi), e.g. ownership of less
than 1%. Under the B organization definition, the phrase "significant portion"
should be defined as 25% or more.

With respect to §414(mX5), the "principal business" should be defined in the Code
as the business constituting 50% of gross revenues. In addition, firm management
functions should be defined as executive type functions rather than permitting the
regulations to expand that definition to include professional services. Simply render-
ing professional services for another organization should not cause the individual
providing the service to be aggregated with the recipient organization on that basis
alone.

Section 414(n) is a fairly straightforward Code provision aimed at abusive situa-
tions where employers do not employ their own employees, but rather lease employ-
ees from a third organization. This provision should be clarified so that it does not
cover independent contractors where there is no third party leasing organization in-
volved. Also, it would be helpful if the reference to § 144(aX3) under § 414(nX6) were
eliminated as it makes analysis under this Code provision extremely difficult.

Finally, §414(o) should be eliminated entirely as it has made it virtually impossi-
ble for a sole proprietor and other small businesses to determine eligibility for pen-
sion plan contributions when it is involved in any way with any other entity. For
example, an employee who is a 5% owner of a company and who also works fbr
another company must determine whether the two companies are recipients under
§§414(n)-1(bX2) and (bX6), which in turn, requires an analysis under §§414(b), (c),
(m), and (o) and also under §144(aX3), and with respect to any organization under
§§414(b), (m), and (o) and §144(aX3) requires an analysis of whether there is aggrega-
tion under §§267, 707(b) or members of controlled groups as defined in §1563 substi-
tuting 50% for 80%. This analysis is beyond the ability of most sole proprietors (and
many practitioners), and would probably cost more in advisor's fees than-what
many sole proprietors would gain by taking the pension plan deduction.

2. Reduction of Complexity Achieved-Making the statute more specific will assist
plan sponsors and their advisors in interpreting and applying these provisions.

PREPARED STATEMENT OF SENATOR DAVID PRYOR

PENSION COMPLEXITY AND COVERAGE

The purpose of this morning's hearing is to take a look at the changes in ERISA
over the past 15 years and to see what effect they have had on plan coverage.

When Congress enacted ERISA in 1974, many thought the act was sufficiently
comprehensive and flexible that further changes would be relatively few and far be-
tween. But like many other good intentions, things have not quite worked out that
way: ERISA and the Internal Revenue Code have been amended an average of
almost once a year since 1974.

Most of the changes that have been made in the law over the past 15 years are
probably meritorious. They have attempted to enhance benefit security, address pos-
sible discrimination in plans, and permit plans to adapt to the needs of a growing
and economically diverse workforce.

But the time has come to take a look at what we have wrought. ERISA clearly
has become a boon for lawyers and consultants, but I remain firm in my conviction
that that was not the original intent of Congress.

The goal of ERISA, of course, is to provide income to our nation's workers after
retirement. And to achieve this goal, there must be security of assets and sufficient
flexibility to allow employers and employees to establish pension plans that meet
their needs.

I fear that maintaining a pension plan is no longer a routine administrative,
simple administrative matter performed at a reasonable cost, but rather a legalistic
and very expensive endeavor.

I hope that the witnesses this morning will help the subcommittee address two
major questions that we will pose:
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* First, is the complexity of ERISA discouraging the initiation and continuation
of pension plans, particularly defined benefit plans?

o Second, how and in what areas might it be most fruitful to rationalize or simpli-
fy the law?

With the help of our witnesses this morning, we hope to find answers to these
questions-answers that will help this subcommittee make an informed judgment. I
am afraid that the complexity of ERISA has become so great that we risk stagna-
tion or even decline in our private pension system at a time when we should be
actively promoting it to support the nation's growing retiree population.
Attachment.
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INTRODUCTION

The Subcommittee on Private Retirement Plans and Oversight of
the Internal Revenue Service of the Senate Committee on Finance
has scheduled &' public hearing on March 23, 1990, to review the
Interval Revenue Code rules relating to private pension plans and
possible options for simplification of petision plan rules.

This pamphlet,1 prepared by the staff of the Joint Committee on
Taxation, provides a discussion of issues relating to simplification
of the Federal income tax rules relating to tax-qualified retirement
plans. Part I of the pamphlet is a summary. This is followed by a
description of the present-law Federal tax rules regarding tax-
qualified plans (Part II), legislative background of the present-law
rules (Part III), and a brief discussion of pension plan simplification
issues (Part IV).

'This pamphlet may be cited as follows: Joint Committee on Taxation, Present.Law Tax Rules
Relating to Qualified Pension Plane (JCS-9-90), March 22, 1990.
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I. SUMMARY

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is accord-
ed special tax treatment under present law. The employer main-
taihing the plan is entitled to a current deduction (within-limits)
for contributions to a qualified plan even though an employee is
not required to include qualified plan benefits in income until the
benefits are distributed from the plan. The purpose of the tax bene-
fits for qualified plans is to encourage employers to establish non-
discriminatory retirement plans for their employees.

Qualified plans are broadly classified into two categories: defined
contribution plans and defined benefit pension plans. There are
several different types of defined contribution plans, including
money purchase pension plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs).

The qualification standards and related rules governing qualified
plans are generally designed to ensure that qualified plans benefit
an employer's rank-and-file employees as well as the employer's
highly compensated employees. They also define the rights of plan
participants and beneficiaries and provide limits on the tax defer-
ral possible under qualified plans.

The qualification rules include minimum participation rules that
limit the age and service requirements an employer can impose as
a requirement of participation in a plan; coverage and nondiscrim-
ination rules designed to prevent qualified plans from discriminat-
ing in favor of highly compensated employees; vesting and accrual
rules which limit the period of service an employer can require
before an employee earns or becomes entitled to a benefit under a
plan; limitations on the contributions and benefits of a plan partici-
pant; and minimum funding rules designed to ensure the solvency
of defined benefit pension plans. The Code also contains rules re-
garding the taxation of qualified plan benefits; terminations of
qualified plans; and rules designed to prevent plan fiduciaries and
others closely associated with a plan from misusing plan assets.

The present-law rules governing qualified plans ori inated in the
Employee Retirement Income Security Act of 1974 (ERISA). ERISA
forms the basis for the current private pension system. The rules
enacted in ERISA have been revised several times. The most com-
prehensive revision to the qualification rules since the enactment
of ERISA was made by the Tax Reform Act of 1986.

The Federal laws and regulations governing employer-provided
retirement benefits are recognized as among the most complex set
of rules applicable to any area of the tax law. There are several
sources for this complexity, including the interaction of retirement
policy and tax policy, the volume and frequency of employee bene-
fits legislation, the structure of the workplace, thi need to provide

(2)
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employers and employees flexibility in tailoring compensation
packages, the desire for certainty in the law, and transition rules.

In analyzing any proposal to simplify the pension rules, the fol-
lowing issues are important: (1) the extent to which the proposed
change is consistent with the underlying policy objectives of the
rule that is altered; (2) whether a complete revision of rules that
employers and plan administrators understand and use should be
made solely in the interest of simplification; (3) whether additional
legislation with respect to a rule that has already been subject to
significant legislation itself creates complexity; (4) the extent to
which transition rules and grandfather rules contribute to com-
plexity; and (5) whether any attempt to simplify the rules relating
to employer-provided pension plans should be required to be reve-
nue neutral with respect to present law.
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II. PRESENT-LAW RULES 2

A. Overview of Qualified Plans

In general
A plan of deferred compensation that meets the qualification

standards of the Internal Revenue Code (a qualified plan), is ac-
corded special tax treatment under present law. Employees do not

-include qualified plan benefits in gross income until the benefits
are distributed even though the plan is funded and the benefits are
nonforfeitable. Tax deferral is provided under qualified plans from
the time contributions are made until the time benefits are re-
ceived. The employer is entitled to a current deduction (within
limits) for contributions to a qualified plan even though an employ-
ee's income inclusion is deferred. Contributions to a qualified plan
are held in a tax-exempt trust.

The special tax benefits for qualified plans and qualified plan
benefits represent a significant tax expenditure. For fiscal year
1991, thetax expenditure for the net exclusion for pension contri-
butions and earnings is estimated to be $52.2 billion. 3

The policy rationale for this tax expenditure is that the tax bene-
fits for qualified plans encourage employers to provide retirement
benefits for their employees. This reduces the need for public as-
sistance and reduces pressure on the social security system.

The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an em-
ployer's rank-and-file employees as well as-highly compensated em-
ployees. They also define the rights of plan participants and benefi-
ciaries and provide some limit on the tax benefits for qualified
plans.

Types of qualified plans

Defined benefit pension plans and defined contribution plans
Qualified plans are broadly classified into two categories: defined

contribution plans and defined benefit pension plans, based on the
nature of the benefits provided.

Under a defined benefit pension plan, benefit levels are specified
under a plan formula. For example, a defined benefit pension plan
might provide a monthly benefit of $10 for each year of service

2 This pamphlet is limited to a discussion of the Internal Revenue Code rules relating to tax-
qualified retirement plans. In edditioi. to the rules in the Internal Revenue Code, the labor law
provisions of the Employee Retirement Income Security Act of 1974 (ERISA) contain extensive
rules regarding employee benefit pension plans. A discussion of the labor law provisions is
beyond the scope of this pamphlet. This pamphlet also dobs not discuss other types of employer-
sponsored tax.favored retirement programs such as tax-sheltered annuities (sec. 403(b)) or sim-
plified employee pensions (sec. 408(k)).

$ See Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
1991.1995 (JCS7-90), March 9, 1990.
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completed by an employee. Benefits under a defined benefit pen-
sion plan also may be specified as a flat or step-rate percentage of
the employee's average compensation or career compensation. Ben-
efits under a defined benefit pension plan are funded by the gener-
al assets of the trust established under the plan; individual ac-
counts are not maintained for employees participating in the plan.4

Benefits under a defined benefit pension plan are guaranteed
(within limits) by the Pension Benefit Guaranty Corporation
(PBGC) (a Federal corporation within the Department of Labor).

Benefits under defined contribution plans are based solely on the
contributions (and earnings thereon) allocated to separate accounts
maintained for each plan participant. There are several different
types of defined contribution plans, including money purchase pen-
sion plans, target benefit plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs). The various
different types of plans are in part historical and reflect the vari-
ous different ways in which employers structure deferred compen-
sation programs for their employees.

Money purchase pensio kilahs and target benefit plans
Under a money purchase pension plan, the amount of employer

contributions allocated to the account of an employee must be fixed
or determinable from a formula set forth in the plan. Under a
target benefit plan, contributions are determined on an actuarial
basis in an attempt to provide the participant with a specified level
of retirement benefit. Although money purchase pension plans and
target benefit plans are defined contribution plans, many of the
qualification rules applicable to defined benefit plans also apply to
such plans. For example, benefits may be paid under a defined ben-
efit pension plan or a money-purchase pension plan only in the
event of death, disability, separation from service, or attainment of
normal retirement age.

Profit-sharing and stock bonus plans
Under a profit-sharing plan, employer contributions are general-

Py provided out of current or accumulated profits of the employer.
Profit-sharing plans are not required to specify a contribution rate
or formula; the amount of contributions may be determined at the
discretion of the employer. Stock bonus plans are similar to profit-
sharing plans, except that they are generally designed to provide
benefits in the form of employer stock. Under a profit-sharing or
stock bonus plan, benefit cai generally be distributed to an em-
ployee who has not separated from service provided the amounts
distributed have been in the plan for at least 2 years.

A profit-sharing or stock bonus plan may include a qualified cash
or deferred arrangement (sec. 401(k)). Under such an arrangement,
an employee may elect to have the employer make payments (e.g.,
a portion of current salary) directly to the employee in cash or as
contributions to a qualified plan on behalf of the employee. Quali-
fied cash or deferred arrangements are subject to special rules. For
1990, elective deferrals under a qualified cash or deferred arrange-

4 Individual accounts may be maintained for after-tax employee contributions made to a de-
fined benefit pension plan.
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ment are limited to $7,979 per individual. This limitation is in-
creased annually for inflation.

Employee stock ownership plans
An ESOP is a qualified stock bonus plan or a combination of a

stock bonus plan and money purchase pension plan that is de-
signed to invest primarily in employer securities and that meets
certain other requirements.

ESOPs have the unique ability to acquire employer securities by
borrowing from the employer maintaining the plan or with a loan
guaranteed by the employer. An ESOP that borrows to acquire-em-
ployer securities is referred to as a leveraged ESOP. For example,
in a typical ESOP leveraging transaction a corporation borrows
from a bank or other financial institution and then relends the
funds to an ESOP, which uses them to acquire employer securities.
The employer makes contributions to the ESOP which are used to
retire the debt. Because of this unique leveraging ability, ESOPs
are often used s a device for capital formation as well as an em-
ployee benefit program.

ESOPs are subject to rules not applicable to other types of quali-
fied plans. In addition, ESOPs receive special tax benefits not avail-
able to other types of qualified plans. For example, the deduction
limits for leveraged ESOPs are higher than the deduction limits
applicable to other types of defined contribution plans; a bank or
other financial institution lending money to an ESOP can exclude
from income 50 percent of the interest received on the loan if the
ESOP owns more than 50 percent of the stock of the employer and
certain other requirements are satisfied (sec. 133); in certain cir-
cumstances, an individual who sells employer securities to an
ESOP can defer recognition of gain on the sale (sec. 1042); and an
employer may deduct certain dividends paid on employer securities
held by an ESOP (sec. 404(k)).

Sanction for failure to meet qualification rules
If a plan fails to meet the qualification standards, then the spe-

cial tax benefits for qualified plans do not apply, and benefits and
contributions are taxed under normal income tax rules. In general,
if a plan fails to meet the qualification standards, then contribu-
tions to the plan are includible in employees' gross income when
such contributions are no longer subject to a substantial risk of for-
feiture secss. 402(b) and 83). Amounts actually distributed or made
available to an employee are generally includible in income in the
year distributed or made available under the rules applicable to
taxation of annuities (sec. 72). Special sanctions (described below)
apply in the case of failure to meet certain qualification rules.

An employer is generally not entitled to a deduction for contribu-
tions to a nonqualified plan until the contributions are includible
in an employee s gross income.
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B. Plan Qualification Requirements

1. Minimum participation standards

In general
Under present law, a qualified plan must satisfy certain mini-

mum standards relating to the conditions under which employees
may be excluded from plan participation (sec. 410(a)). A qualified
plan generally may not require an employee to complete more than
one year of service or attain an age greater than 21 as a condition
of plan participation. A plan may require 2 years of service prior to
an employee becoming eligible to participate if an employee's ac-
crued benefit becomes 100 percent vested immediately upon his or

'her admission to the plan.

Determining years of service 5

For purposes of the participation requirements, the term "year of
service" generally means a consecutive 12-month period during
which an employee has worked at least 1,000 hours. Detailed rules
for counting hours of service and alternative methods of measuring
service are set forth in Treasury and Department of Labor regula-
tions.

In general, all years of service with the employer maintaining a
plan are taken into account for purposes of the minimum participa-
tion requirements. No credit need be provided however, for periods
during which an employee is considered to have a break in service.
In some cases, an employee who returns to work for an employer
after a break in service may lose credit for pre-break service, and
therefore may be required to satisfy again the plan's participation
requirement before being readmitted to the plan.

A plan may provide that a 1-year break in service-occurs in a 12-
month measuring period in which the employee does not complete
more than 500 hours of service. A plan may provide that an em-
ployee who completes more than 500 hours of service but fewer
than 1,000 hours of service has neither a 1-year break in service
nor a year of service for participation purposes.

A plan may provide that years of service before a 1-year break in
service are not taken into account until after the employee com-
pletes a post-break year of service. If the plan has a 2-year partici-
pation requirement and an employee has a 1-year break in service
before satisfying such requirement, then service before the break
may be disregarded.

In the case of a nonvested participant, years of service with the
employer before any period of consecutive 1-year breaks in service
are required to be taken into account after a break in service
unless the number of consecutive 1-year breaks in service equals or
exceeds the greater of-(1) 5 years or (2) the aggregate number of
years of service before the consecutive 1-year breaks in service. If
any years of service are not required to be taken into account by
reason of a period of breaks in service under this rule, then those

Similar rules regarding counting years of service also apply under the vesting rules (discussed at
3.a., below).
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yeais of service are not required to be taken into account if there is
a subsequent break in service.

For purposes of determining whether a break in service has oc-
curred an individual is deemed to have completed hours of service
during certain periods of absence from work for maternity or pater-
nity reasons. This rule applies to an individual who is absent from
work (1) by reason of the pregnancy of the individual, (2) by reason
of the birth of a child of the individual, (3) by reason of the place-
ment of a child in connection with the adoption of the child by the
individual, or (4) for purposes of caring for the child during the
period immediately following the birth or placement for adoption.

During an absence for maternity or paternity reasons, the indi-
vidual is treated as having completed (1) the number of hours that
normally would have been credited but for the absence, or (2) if the
normal work hours are not known, 8 hours of service for each
normal workday during the leave (whether or not approved). The
total number of hours of service required to be treated as complet-
ed is 501 hours.

2. Coverage and nondiscrimination requirements
Key among the qualification standards are coverage and nondis-

crimination rules designed to ensure that qualified plans benefit a
significant number of an employer's -rank-and-file employees as
well as highly compensated employees. These rules include numeri-
cal minimum coverage rules (sec. 410(b)), a minimum participation
rule requiring that a plan benefit a minimum number of employees
(sec. 401(aX26)), and a general nondiscrimination requirement (sec.
401(aX4)). Special nondiscrimination rules apply to qualified cash or
deferred arrangements, employer matching contributions, and
after-tax employee contributions.

a. Minimum coverage rules

In general
A plan is not qualified unless the plan satisfies at least one of

the following coverage requirements:
(1) the plan benefits at least 70 percent of all an employer's non-

highly compensated employees (the "percentage test");
(2) the plan benefits a percentage of nonhighly compensated em-

ployees that is at least 70 percent of the percentage of highly com-
pensated employees benefiting under the plan (the "ratio test"); or

(3) the plan meets the average benefits test.
A plan maintained by an employer that has ho nonhighly com-

pensated employees is deemed to satisfy the coverage requirements.
A plan that benefits only nonhighly compensated employees will
also automatically satisfy the minimum coverage requirements.

The coverage rules may be applied separately to each separate
line of business of the employer. (The definition of a line of busi-
ness is discussed below.) Present law contains a special rule for ap-
plication of the coverage rules in the event of dispositions or acqui-
sitions and other corporate transactions. These rules are designed
to provide a transition period during which the transaction will not
result in a failure to satisfy the rules.
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Average benefits test
A plan meets the average benefits test if (1) the plan benefits

such employees as qualify under a classification set up by the em-
ployer and found by the Secretary of the Treasury not to be dis-
criminatory in favor of highly compensated employees ("classifica-
tion test"); and (2) the average benefit percentage for nonhighly
compensated employees of the employer is at least 70 percent of
the average benefit percentage for highly compensated employees
of the employer.

The term "average benefit percentage" means, with respect to
any group of employees, the average of the benefit percentages cal-
culated separately with respect to each employee in such group.
The term "benefit percentage" means the employer-provided con-
tributions (including forfeitures) or benefits of an employee under
all qualified plans of the employer, expressed as a percentage of
such employee's compensation.

For purposes of determining benefit percentages, all pre-tax con-
tributions or benefits provided under a qualified plan are consid-
ered employer-provided and are to be taken into account, including,
for example, elective deferrals under a qualified cash or deferred
arrangement (sec. 401(k)). In no case may an employer disregard
any qualified plan in determining benefit percentages, even if such
qualified plan satisfies the percentage test or ratio test standing
alone. Contributions or benefits under other types of tax-favored re-
tirementplans other than qualified plans (such as simplified em-
ployee pension plans (sec. 408(k)) or tax-sheltered annuity programs
(sec. 403(b)) are not taken into account.

After the benefit percentage of each employee is determined in
the manner described above, the average for the 2 groups (highly
compensated employees and nonhighly compensated employees) is
then determined by averaging the individual benefit percentages of
each employee (including employees not covered by any qualified
plan).

Employees benefiting under the plan
For purposes of the coverage rules, an employee generally will be

treated as benefiting under the plan only if the employee is a par-
ticipant with respect to whom the plan benefit accrues or, in the
case of a defined contribution plan, is contributed. However, in the
case of a qualified cash or deferred arrangement or the portion of a
defined contribution plan to which employee contributions or em-
ployer matching contributions are made, an employee will be treat-
ed as benefiting under the plan if the employee is eligible to make
or receive (as applicable) contributions under the plan.

However, for purposes of the average benefit percentage compo-
nent of the average benefits test, it is actual benefits and contribu-
tions, not eligibility, that is taken into account with respect to all
types of plans.

Aggregation of plans and comparability
For purposes of applying the percentage test or the ratio test, an

employer may designate more than 1 plan as a single plan and test
the plans as a unit if the plans provide comparable benefits or con-
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tributions. Also, for purposes of satisfying the average benefits test,
2 or more comparable plans may be aggregated for purposes of de-
termining whether the plans together satisfy the classification test.
The determination of whether a group of plans is comparable is
made in accordance with Treasury regulations, and is based on the
relevant facts and circumstances.6

Excluded employees
For purposes of determining whether a plan satisfies the cover-

age rules, the employer generally is to exclude from consideration
the following classes of employees: (1) employees who have not met
the plan's minimum age or service requirements; (2) for purposes of
applying the minimum coverage rules to qualified plan coverage of
employees who are not included in a unit of employees covered by
a collective bargaining agreement, employees not covered by the
agreement; and (3) nonresident aliens with no United States source
earned income.

Sanction
A special sanction applies to violations of the minimum coverage

rules. Under this sanction, if one of the reasons a plan fails to be a
qualified plan is because it fails either the coverage rules or the
minimum participation rule, described below, then highly compen-
sated employees are to include in income the value of their vested
accrued benefit as of the close of the year in which the plan fails to
qualify. Nonhighly compensated employees are not taxed on their
benefits if the only reason a plan is not a qualified plan is a failure
to satisfy the coverage requirements or the minimum participation
rule.

b. Minimum participation rule
A plan is not a qualified plan unless it benefits no fewer than the

lesser of (a) 50 employees of the employer or (b) 40 percent of all
employees of the employer (sec. 401(aX26)). This requirement may
not be satisfied by a gregating comparable plans, but may be ap-
plied separately to dP4erent lines of business of the employer. In
the case of a cash or deferred arrangement or the portion of a de-
fined contribution plan (including the portion of a defined benefit
plan treated as a defined contribution plan (sec. 414(k)) to which
employee contributions or employer matching contributions are
made, an employee will be treated as benefiting under the plan if
the employee is eligible to make or receive contributions under the
plan.

The minimum participation rule was enacted because the Con-
gress determined that it was inappropriate to permit an employer
to maintain multiple plans, each of which covered a very small
number of employees. Although plans that are aggregated for coy-

s As part of the Tax Reform Act of 1986, Congress directed the Secretary-to issue new guid-
ance relating to comparability. Under prior law, Rev. Rul. 81-202, 1981-2 C.B. 98, provided guid-
ance for determining whether the amount of employer-derived benefits or contributions provid-
ed under several plans discriminated in favor of highly compensated employees. That ruling pro-vided (1) methods for adjusting all types of benefits to a standard form; (2) methods for convert.

ing benefits into contributions, and contributions into benefits; and (8) methods for imputing the
value of employer-provided social security benefits.
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erage purposes are required to be comparable, plans could be con-
sidered comparable and still be discriminatory because the compa-
rability rules do not look at all plan features. Moreover, the Con-
gress was concerned that because of the large number of these ar-
rangements, the inherent complexity of comparability analysis, and
the difficulties in discovering all differences in plan benefits, the
IRS lacked sufficient resources to monitor compliance with the
nondiscrimination rules by small aggregated plans.

The Secretary of the Treasury is authorized to provide that any
separate benefit structure, any separate trust, or any separate ar-
rangement with respect to a plan may be treated as a separate
plan for purposes of applying the minimum participation rule.
Thus, for example, a plan that provides 2 different formulas for
calculating participants' benefits or contributions may be treated
as at least 2 plans.

For purposes of applying the minimum participation rules, the
same categories of employees may be disregarded as are disregard-
ed for purposes of applying the minimum coverage rules. In the
case of a plan covering only employees included in a unit of em-
ployees covered by a collective bargaining agreement, all employ-
ees not included in such unit may be disregarded for purposes of
satisfying the minimum participation rule. This exception does not
apply to any collectively bargained plan that covers any profession-
al (e.g., a doctor, lawyer, or investment banker).

The minimum participation rule generally does not apply to a
multiemployer plan. However, this exemption does not apply to a
multiemployer plan that covers any professional (e.g., a doctor,
lawyer, or investment banker). Special rules also apply to plans for
police and firefighters and in the case of dispositions and acquisi-
tions and similar corporate transactions.

The special sanction that applies for failure to satisfy the mini-
mum coverage rules (described above) also applies to failures to sat-
isfy the minimum participation rule.

c. Nondiscrimination in contributions or benefits
A qualified plan may not discriminate in favor of highly compen-

sated employees with respect to contributions or benefits under the
plan (sec. 401(aX4)). This general nondiscrimination requirement
applies to all plan aspects, including those not addressed under the
numerical tests. Thus, it may apply not only with respect to contri-
butions or benefits, but also with respect to optional forms of bene-
fit and other benefits, rights, and plan features such as actuarial
assumptions, rates of accrual methods of benefit calculation, loans,
social security supplements, and disability benefits.

Whether or not a plan meets the general nondiscrimination test
is a factual determination, based on the relevant facts and circum-
stances. A plan does not fail to meet the general nondiscrimination
test merely because contributions or benefits bear a uniform rela-
tionship to compensation.
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d Application of nondiscrimination rules to Integrated plans

In general
Under present law, a qualified plan may be "integrated" with

social security. That is, a plan may adjust benefits under the plan
to take into account social security benefits. A plan that does so
will generally provide greater benefits for highly compensated em-
ployees than nonhighly compensated employees, because social se-
curity does not provide complete wage replacement for more highly
compensated employees. Present law provides that such a plan is
not discriminatory under the general nondiscrimination rule
merely because the contributions and benefits under the plan favor
highly compensated employees, if the disparity between contribu-
tions or benefits for highly and nonhighly compensated employees
meets certain requirements (sec. 401(1)). In addition, an integrated
plan is required to provide that benefits may be distributed only
upon retirement, death, disability, or other separation from service.

Permitted disparity in defined contribution plans
A defined contribution plan meets the disparity limits for inte-

grated plans only if the excess contribution percentage (i.e., the
contribution by the employer with respect to compensation over
the integration level, expressed as a percentage of compensation)
does not exceed the base contribution percentage (i.e., the contribu-
tion by the employer with respect to compensation up to the inte-
gration level, expressed as a percentage of such compensation) by
more than the lesser of (1) the base contribution percentage, or (2)
the greater of 5.7 percentage points or the percentage equal to the
portion of the rate of tax in effect attributable to old-age insurance
as of the beginning of the plan year (sec. 3111(a)).

A plan is required to specify the applicable integration level for a
year. The maximum integration level permitted for a year, howev-
er, is the OASDI contribution and benefit base under social securi-

(0(taxable ge base) in effect at the beginning of the year1,300 for 199) .

Permitted disparity in defined benefit pension plans
There are two basic approaches to integrating defined benefit

pension plans: the excess approach and the offset approach.
Excess plans.-An excess plan is a plan under which benefits are

provided at one or more specified rates below the plan's integration
level and at other higher rates above that level. The excess benefit
percentage (i.e., benefits provided by the employer with respect to
compensation in excess of the applicable integration level, ex-
pressed as a percentage of compensation) under a defined benefit
excess plan may not exceed the base benefit percentage (i.e., bene-
fits provided by the employer with respect to compensation not in
excess of such integration level, expressed as a percentage of such
compensation) by more than the maximum excess allowance.

In the case of an excess plan, the maximum excess allowance
with respect to benefits attributable to any year of service taken
into account under the plan is the lesser of (1) the base benefit per-
centage, or (2) 3/4 of a percentage point. The maximum excess al-
lowance for such a plan with respect to total benefits is the lesser
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of (1) the base benefit percentage, or (2) 3/4 of a percentage point
times the participant's years of service (not in excess of 35) taken
into account under the plan.

Offset plans.-The term "offset plan" means any defined benefit
pension plan under which the employer-provided benefit for each
participant is reduced by an amount specified in the plan. In the
case of a defined benefit offset plan, a participant's accrued benefit
may not be reduced by reason of the offset by more than the maxi-
mum offset allowance for such participant. The maximum offset al-
lowance with respect to a participant for any year of service taken
into account under the plan is the lesser of (1) 50 percent of the
benefit that would have accrued without regard to the offset reduc-
tion, or (2) 3/4 percent of the participant's final average compensa-
tion times the participant's years of service with the employer (not
in excess of 35) taken into account under the plan. For purposes of
this allowance, aparticipant's final average compensation is calcu-
lated by disregarding compensation in any year over the social se-
curity taxable wage ase for such year.

The Secretary is to reduce the 3/4 percent factor in the maxi,--
mum excess and maximum offset allowances for certain plans pro-
viding for unreduced benefits (other than for disability, as defined
under the Social Security Act) commencing before the social securi-
ty retirement age.

e. Nondiscrimination rules relating to qualified cash or deferred ar.
rangements

In general
A profit-sharing or stock bonus plan, a pre-ERISA money pur-

chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a plan on behalf of the employee, or
to the employee directly in cash. Contributions made at the elec-
tion of the employee are called elective deferrals. Several special
rules apply to'cash or deferred arrangements.
As discussed above, a qualified plan generally cannot provide

greater benefits to highly compensated employees. The integration
rules provide one exception to this rule. Another exception is pro-
vided in the case of qualified cash or deferred arrangements. Under
a special nondiscrimination test, the benefits provided to highly
compensated employees under a cash or deferred arrangement can
be a multiple of the benefits provided to nonhighly compensated
employees.

The nondiscrimination test applicable to elective deferrals under
qualified cash or deferred arrangements is satisfied if the actual
deferral percentage for eligible highly compensated employees for a
plan year is equal to or less than either (1) 125 percent of the
actualdeferral percentage of all nonhighly compensated employees
eligible to defer under the arrangement, or (2) the lesser of 200 per-
cent of the actual deferral percentage of all eligible nonhighly com-
pensated em ployees or the actual deferral percentage for all eligi-
ble nonhighly compensated employees plus 2 percentage points.
The actual deferral percentage for a group of employees is the av-
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erage of the ratios (calculated separately for each employee in the
group) of the contributions paid to the plan on behalf of the em-
ployee to the employee's compensation.

If a cash or deferred arrangement satisfies the special nondis-
crimination test, it is treated as satisfying the general nondiscrim-
ination rules (sec. 401(aX4)) with respect to the amount of elective
deferrals. However, the group of employees eligible to participate
in the arrangement is still required to satisfy the minimum cover-
age tests (sec. 410(b)).

Under Treasury regulations, employer matching contributions
that meet the vesting and withdrawal restrictions applicable to
elective deferrals (discussed below) under a qualified cash or de-
f&rred arrangement, and qualified nonelective contributions may
be taken into account in determining actual deferral percentages.
Qualified nonelective contributions are defined to mean employer
contributions (other than matching contributions) with respect to
which (1) the employee may not elect to have the contributions
paid to the employee in cash or other benefits in lieu of being con-
tributed to the plan and (2) the vesting and withdrawal restrictions
applicable to elective deferrals under a qualified cash or deferred
arrangement are satisfied. Employer matching contributions and
qualified nonelective contributions do not meet the applicable with-
drawal restrictions if such contributions (or earnings thereon) may
be distributed on account of hardship.

Excess contributions
If the special nondiscrimination rules are not satisfied for any

year, the qualified cash or deferred arrangement will not be dis-
qualified if the excess contributions (plus income allocable to the
excess contributions) are distributed before the close of the follow-
ing plan year. In addition, under Treasury relations, instead of
receiving an actual distribution of excess contributions, an employ-
ee may elect to have the excess contributions treated as an amount
distributed to the employee and then contributed by the employee

-to the plan on an after-tax basis.
The amount distributed is not subject to the 10-percent addition-

al income tax on early withdrawals (sec. 72(t)), the 15-percent tax
on excess distributions (sec. 4980A), or the 10-percent tax on nonde-
ductible contributions (sec. 4972) (see below).

Excess contributions mean, with respect to any plan year, the
excess of the aggregate amount of elective deferrals paid to the
cash or deferred arrangement and allocated to the accounts of
highly compensated employees over the maximum amount of elec-
tive deferrals that could be allocated to the accounts of highly com-
pensated employees without violating the, nondiscrimination re-
quirements applicable to the arrangement. To determine the
amount of excess contributions and the employees to whom the
excess contributions are to be distributed, the elective deferrals of
highly compensated employees are reduced in the order of their
actual deferral percentages beginning with those highly compensat-
ed employees with the highest actual deferral percentages. The
excess contributions are to be distributed to those highly comxen-
sated employees for whom a reduction is made under the preceding
sentence in order to satisfy the special nondiscrimination test.



146

15

Excise tax on excess contributions
An excise tax is imposed on the employer making excess contri-

butions to a qualified cash or deferred arrangement (sec. 4979). The
tax is equal to 10 percent of the excess contributions (but not earn-
ings on those contributions) under the arrangement for the plan
year ending in the taxable year. However, the tax does not apply to
any excess contributions that, together with income allocable to the
excess contributions, are distributed or, in accordance with Treas-
ury regulations, recharacterized as after-tax employee contribu-
tions no later than 2-1/2 months after the close of the plan year to
which the excess contributions relate.

Excess contributions (plus income) distributed or recharacterized
within the applicable 2-1/2-month period are to be treated as re-
ceived and earned by the employee in the employee's taxable year
in which the excess contributions, but for the employee's deferral
election, would have been received as cash. For purposes of deter-
mining the employee's taxable year in which the excess contribu-
tions are includible in income, the excess contributions are treated
as the first contributions made for a plan year. Of course, distribu-
tions of excess contributions (plus income) within the applicable
2-1/2-month period are not taxed a second time in the year of distri-
bution.

f. Nondiscrimination rules relating to employer matching contribu-
tions and employee contributions

In general
A special nondiscrimination test is applied to employer matching

contributions and employee contributions under qualified defined
contribution plans (sec. 401(m)). 7 This special nondiscrimination
test is similar to the special nondiscrimination test applicable to
qualified cash or deferred arrangements. Contributions which satis-
fy the special nondiscrimination test are treated as satisfying the
general nondiscrimination rules(sec. 401(aX4)) with respect to the
amount of contributions.

The term "employer matching contributions" means any employ-
er contribution made on account of (1) an employee contribution or
(2) an elective deferral under a qualified cash or deferred arrange-
ment. Employer matching contributions that are treated as elective
deferrals For purposes of the special nondiscrimination test applica-
ble to cash or deferred arrangements are not subject to the special
test applicable to matching contributions and employee contribu-
tions, unless the employer elects otherwise.

The special nondiscrimination test is satisfied for a plan year if
the contribution percentage for eligible highly compensated em-
ployees does not exceed the greater of (1) 125 percent of the contri-
bution percentage for all other eligible employees, or (2) the lesser
of 200 percent of the contribution percentage for all other eligible
employees, or such percentage plus 2 percentage points. The contri-
bution percentage for a group of employees for a plan year is the
average of the ratios (calculated separately for each employee in

These rules also apply to certain employee contributions to a defined benefit pension plan.
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the group) of the sum of matching and employee contributions on
behalf of each such employee to the employee's compensation for
the year.

Required aggregation
If 2 or more plans of an employer to which matching contribu-

tions, employee contributions, or elective deferrals are made are
treated as a single plan for purposes of the coverage requirements
for qualified plans (sec. 410(b)), then the plans are treated as a
single plan for purposes of the special nondiscrimination test. In
addition, if a highly compensated employee participates in 2 or
more plans of an employer to which contributions subject to the
special nondiscrimination test are made, then all such contribu-
tions made on behalf of the highly compensated employee are ag-
gregated for purposes of the special nondiscrimination test.

Permissive aggregation
Under Treasury regulations, an employer may elect to take into

account elective deferrals, matching contributions treated as elec-
tive deferrals, and/or qualified nonelective contributions under the
plan or under any other plan of the employer.

Elective deferrals, matching contributions treated as elective de-
ferrals, or qualified nonelective contributions may only be taken
into account for purposes of the special nondiscrimination rules if
the deferrals or contributions taken into account satisfy the appli-
cable nondiscrimination rules and other contributions would not
fail to satisfy applicable nondiscrimination rules if the deferrals or
contributions taken into account were disregarded.

Treatment of excess aggregate contributions
As under the rules relating to qualified cash or deferred arrange-

ments, if the special nondiscrimination test is not satisfied for any
year, the plan will not be disqualified if the excess aggregate con-
tributions (plus income allocable to such excess aggregate contribu-
tions) are distributed before the close of the following plan year.
Generally, the amount of excess aggregate contributions and their
allocation to highly compensated employees is determined in the
same manner as with respect to excess contributions.

Distribution of excess aggregate contributions may be made not-
withstanding any other provision of law, and the amount distribut-
ed is not subject to the additional income tax on early withdrawals
(sec. 72(t)) or the 15-percent tax on excess distributions (sec. 4980A).

-Contributions are not subject to the 10-percent tax on nondeduct-
ible contributions (sec. 4972) merely because they are excess aggre-
gate contributions.

A plan may designate whether excess Zontributions or excess ag-
gregate contributions are attributable to elective deferrals, quali-
fied nonelective contributions, employee contributions, or employer
matching contributions, as long as the ordering designated by the
plan is used consistently. A plan may not designate an order of dis-
tributions that results in the plan violating the general nondiscrim-
ination requirements (sec. 401(aX4)).
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Excise tax on excess aggregate contributions
An excise tax is imposed on the employer with respect to excess

aggregate contributions (sec. 4979). The tax is equal to 10 percent of
the excess aggregate contributions (but not earnings on those con-
tributions) under the plan for the plan year ending in the taxable
year.

However, the tax does not apply to any excess aggregate contri-
butions that, together with income allocable to the excess aggre-
gate contributions, are distributed (or, if nonvested, forfeited) no
later than 2-/2 months after the close of the plan year in which the
excess aggregate contributions arose.

Excess matching contributions (plus income), excess elective de-
ferrals (plus income), excess qualified nonelective contributions
(plus income) and income on excess employee contributions distrib-
uted within the applicable 2-1/ month period are to be treated as
received and earned by the employee in the employee's taxable
year to which such excess aggregate contributions relate. Excess
matching contributions are deemed to relate to the same taxable
year to which the employee's mandatory contribution relates, i.e.,
mandatory contributions that are elective deferrals relate to the
taxable year in which the employee would have received (but for
the deferral election) the deferral as cash, and mandatory contribu-
tions that are employee contributions relate to the taxable year of
contribution. For purposes of this rule, the first contributions (of
the type distributed) for a plan year are deemed to be excess aggre-
gate contributions.

g. Limit on includible compensation
A limit is provided with respect to 'he amount of a participant's

compensation that can be tWken into account under a qualified
plan (see. 401(a17)). This limit on includible compensation is
$209,200 for 1990, and is adjusted annually for inflation. The limit
applies for most rules relating to qualified plans, including the gen-
eral nondiscrimination rules and the special rules for qualified
cash or deferred arrangements, matching contributions, and em-
ployee contributions.

3. Vesting and accrual rules

a. Vesting requirements

In general
A plan is not a qualified plan (except in the case of a multiem-

ployer plan) unless a participant's employer-provided benefit vests
at least as rapidly as under 1 of 2 alternative minimum vesting
schedules (sec. 411(a)). Vesting occurs when a participant acquires a
nonforfeitable right to a benefit.

A plan satisfies the first schedule if a participant has a nonfor-
feitable right to 100 percent of the participant's accrued benefit de-
rived from employer contributions upon the participant's comple-
tion of 5 years of service. A plan satisfies the second schedule if a
participant has a nonforfeitable right to at least 20 percent of the
participant's accrued benefit derived from employer contributions
after 3 years of service, 40 percent at the end of 4 years of service,
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60 percent at the end of 5 yeats of service, 80 percent at the end of
6 years of service, and 100 percent at the end of 7 years of service.
Separate rules apply to top-heavy plans (discussed below).

Multiemployer plans
In the case of a multiemployer plan, a participant's accrued ben-

efit derived from employer contributions is required to be 100 per-
cent vested no later than upon the participant's completion of 10
years of service. This exception applies only to employees covered
by the plan pursuant to a collective bargaining agreement.

Minimum period of service
As discussed above, a plan may require, as a condition of partici-

pation, that an employee complete a period of service with the em-
ployer of no more than 2 years. However, a plan that requires that
an employee complete more than I year of service as a condition of
participation is also required to provide that each participant in
the plan has a nonforfeitable right to 100 percent of the partici-
pant s accrued benefit under the plan as the benefit is accrued.

Cash or deferred arrangements; employee contributions
Elective deferrals under a qualified cash or deferred arrange-

ment and after-tax employee contributions are required to be non-
forfeitable when made.

Changes in vesting schedule
If a plan's vesting schedule is modified by a plan amendment,

the plan will not be qualified unless each participant with at least
3 years of service is permitted to elect, within a reasonable period
after the adoption of the amendment, to have the nonforfeitable
percentage of the participant's accrued benefit computed without
regard to the plan amendment.

Years of service
In general, the same rules regarding years of service, breaks in

service, and absences due to maternity and paternity that apply for
purposes of the minimum participation requirements also apply for
vesting purposes. In addition, the following periods of service are
not required to be taken into account for vesting purposes: (1) years
of service before age 18, (2) years of service during which the em-
ployee failed to make required contributions to the plan, and (3)
years of service during which the employer did not maintain the
plan (or a predecessor plan). A special break in service rule applies-
for vesting purposes to defined contribution plans. Under this rule,
if a participant in such a plan has 5 consecutive 1-year breaks in
service, years of service after such break are not required to be
taken into account in calculating, the vested portion of benefits ac-
crued before such 5-year period.

b. Rate of accrual requirements
In general, a defined benefit pension plan will not be considered

a qualified plan unless participants accrue (i.e., earn) benefits at a
rate that meets one of 3 alternative schedules (sec. 411(b)). The pur-
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pose of these schedules generally is to limit the extent to which an
employer may defer (i.e., "backload") benefit accruals.

Under the first alternative, known as the "3-percent rule," a
plan participant must accrue a benefit during each year of partici-
pation (up to 33-Vs years) of not less than 3 percent of a specified
benefit amount. The specified benefit amount is the benefit to
which an employee who entered the plan at the earliest entry age
and participated until the earlier of normal retirement age or age
65 would otherwise be entitled.

Under the second alternative, known as the "133-V3-percent
rule," a plan will satisfy the accrued benefit requirements if the ac-
crued benefit of a plan participant, as of his or her normal retire-
ment age, is equal to the normal retirement benefit under the plan
and the annual rate at which any plan participant accruing the re-
tirement benefits in any year, is never more than 133-Vs percent of
the annual accrual rate for any prior year.

Under the third alternative, known as the "fractional rule," each
plan participant's accrued benefit at the end of any year must be
at least equal to a fractional portion of the retirement benefit to
which the participant would be entitled under the plan's benefit
formula if the participant continued to earn the same rate of com-
pensation annually until normal retirement age. The fractional
portion is determined by dividing the plan participant's actual
years of participation by the total number of years of participation
that would have been completed if the participant had continued in
service until normal retirement age.

4. Limitations on contributions and benefits

In general
Under present law, overall limits are provided on contributions

and benefits under qualified plans (sec. 415). The overall limits
apply to all such contributions and benefits provided to an individ-
ual by any private or public employer.

Defined contribution plans
Under a defined contribution plan, the qualification rules limit

the annual additions to the plan with respect to each plan partici-
pant to the lesser of (1) 25 percent of compensation or (2) $30,000
(sec. 415(c)). Annual additions are the sum of employer contribu-
tions, employee contributions, and forfeitures with respect to an in-
dividual under all defined contribution plans of the same employer.
The $30,000 limit will be increased when $30,000 is less than one-
fourth of the dollar limit on benefits under a defined benefit pen-
sion plan (see below).

Defined benefit pension plans

In general
Under present law, the limit on the annual benefit payable by a

defined benefit pension plan is generally the lesser of (1) 100 per-
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cent of average compensation, or (2) $102,582, for 1990 (sec. 415(b)). s

The dollar limit is adjusted annually for cost-of-living increases.
The dollar limit is reduced proportionately for individuals with less
than 10 years of participation in the plan.

The dollar limit on annual benefits is reduced if benefits under
the plan begin before the social security retirement age so that the
limit is actuarially equivalent to a benefit beginning at the social
security retirement age. The actuarial reduction is computed using
an assumed interest rate that is not less than the greater of 5 per-
cent or the rate specified in the plan.

If retirement benefits provided by a defined benefit pension plan
begin after the social security retirement age, the dollar limit is in-
creased so that it is the actuarial equivalent of the dollar limit ap-
plicable to a benefit beginning at the social security retirement
age. The increase is to be computed using an interest rate assump-
tion not higher than the lesser of 5 percent or the rate specified in
the plan.

Present law provides that a minimum benefit can be paid even if
the benefit exceeds the normally applicable benefit limitations.
Thus, the overall limits on benefits are deemed to be satisfied if the
retirement benefit of a participant under all defined benefit pen-
sion plans of the employer does not exceed $10,000 for a year or
any prior year, and the participant has not participated in a de-
fied contribution plan of the employer. The $10,000 limit is re-
duced for participants with less than 10 years of participation in
the plan.

Special rules for plans of State and local governments
Special rules apply to State and local governmental plan. For

those plans, the rules in effect prior to the Tax Reform Act of 1986
apply with respect to the limits on annual benefits.9 Accordingly,
the actuarial reduction of the dollar limit on annual benefits for
early retirement does not reduce the limit (1) for benefits com-
mencing on or after the participant has attained age 62 (rather
than the social security retirement aFe), (2) below $75,000 for bene-
fits commencing on or after the participant has attained age 55, or
(3) belw the actuarial equivalent of $75,000 payable at age 55, for
benefits commencing before age 55.

Present law also contains a special rule that permits a plan
maintained by a State or local government to provide benefits to
qualified participants equal to the accrued benefit of the partici-
pant (without regard to any benefit increases pursuant to a plan
amendment adopted after October 14, 1987) even though such bene-
fit exceeds the otherwise applicable limits on benefits. A qualified
participant is a participant who first became a participant in the
plan before January 1, 1990.

The special rule does not apply unless the employer elects, by the
close of the first plan year beginning after December 31, 1989, to

* Annual benefits may in some cases exceed this dollar limitation under grandfather and tran-
sition rules contained in the Tax Equity and Fiscal Responsibility Act of 1982 and other legisla-
tion.

' These rules also apply to plans maintained by nongovernmental tax exempt organizations
and qualified merchant marine plans. Certain other special rules apply to church plans, airline
pilots, and police and firefighters.
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have the normal limits on contributions and benefits apply to all
plan participants other than qualified participants.

This special rule was enacted out of recognition that some gov-
ernmental plans did not conform to the limit on contributions and
benefits due to State constitutional prohibitions on impairment of
contracts. The special rule was designed to bring State and local
government plans into conformity with the general rules, and to
provide temporary relief from such rules in the case of certain
plans.

Combined phin limitation
An additional limitation applies if an employee participates in a

defined benefit pension plan and a defined contribution plan main-
tained by the same employer. This combined plan limitation pre-
vents avoidance of the separate plan limits through the creation of
different types of plans. The limit permits an employee to obtain
benefits greater than the single-plan limitation, but precludes an
individual from obtaining the maximum possible benefits from
both a defined contribution plan and a defined benefit pension plan
of the same employer.

Under the combined limit, the sum of the defined benefit plan
fraction and the defined contribution plan fraction cannot exceed
1.0. Although the sum of these 2 fractions may not exceed 1.0, the
plan fractions effectively provide an aggregate limit of the lesser of
1.25(as applied with respect to the dollar limits) or 1.4 (as applied
to the percentage limits).

The numerator of the defined benefit plan fraction is the project-
ed annual benefit for the participant under the plan determined at
the close of the year. The denominator is the lesser of (1) 1.25 mul-
tiplied by the dollar limit in effect for the year or (2) 1.4 multiplied
by the amount of the 100 percent of compensation limit for the par-
ticipant for the year.

The numerator of the defined contribution plan fraction is the
total amount of annual additions to the participant's account
through the close of the year for which tbe fraction is being deter-
mined. The denominator is the sum of the lesser of the following
amounts, computed separately for such year and each prior year of
service with the employer: (1) 1.25 multiplied by the dollar amount
for such year or (2) 1.4, multiplied by the amount of the 25 percent
of compensation limit for the participant.

5. Special rules for top-heavy plans

In general
Additional qualification requirements are provided for plans that

primarily benefit an employer's key employees (top-heavy plans)
(sec. 416). These additional requirements (1) require more rapid
vesting, (2) require a minimum nonintegrated benefit for plan par-
ticipants who are non-key employees, and (3) reduce the overall
limit on contributions and benefits for certain key employees.

Except as permitted in Treasury regulations, a plan (whether or
not top-heavy in fact) will constitute a qualified plan only if the
plan includes provisions that will automatically take effect if the
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plan becomes a top-heavy plan and that meet the additional quali-
fication requirements for top-heavy plans.

Definition of top-heavy plan
A defined benefit pension plan is a top-heavy plan for a plan

year if (1) the present value of the accumulated accrued benefits
for participants who are key employees for the plan year exceeds
60 percent of the present value of the accumulated accrued benefits
for all employees under the plan, or (2) the plan is part of a top-
heavy group. A defined contribution plan is a top-heavy plan for a
plan year if, as of the determination date, (1) the sum of the ac-
count balances of participants who are key employees for the plan
year exceeds 60 percent of the sum of the account balances of all
employees under the plan, or (2) the plan is a part of a top-heavy
group.

Top-heavy groups
Any plan that covers a key employee, and any plan upon which

a plan covering a key employee depends for qualification under the
coverage or nondiscrimination rules (sees. 401(aX4) and 410(b)) must
be aggregated for purposes of determining whether the plans are
top heavy. In addition, in testing for top-heaviness, an employer
may elect to expand the aggregation group to take into account
any other plan maintained by the employer, if such expanded ag-
gregation group continues to satisfy the coverage and nondiscrim-
ination rules.

An aggregation group is a top-heavy group if the sum of (1) the
present values of the accumulated accrued benefits for key employ-
ees-under any defined benefit pension plans included in the group,
and (2) the sum of the account balances of key employees under
any defined contribution plans included in the group exceeds 60
percent of the same amount determined for all participants under
all plans included in the group. If an aggregation group is a top-
heavy group, each plan required to be included in the group is a
top-heavy plan. No plan included in the aggregation group at the
election of the employer is subject to the top-heavy plan rules on
account of such election.

Key employees
Key employees generally include employees who (during the plan

year or any of the 4 preceding plan years): (1) are officers with com-
pensation greater than 150 percent of the dollar limit for defined
benefit pension plans (for 1990, 150 percent of such limit is
$153,873), (2) are one of the 10 employees owning the largest inter-
ests in the employer and having compensation in excess of the limi-
tation on annual additions to a defined contribution plan (i.e.,
$30,000), (3) own more than a 5-percent interest in the employer, or
(4) own more than a 1-percent interest in the employer and have
annual compensation from the employer in excess of $150,000. No
more than 50 employees or, if lesser, the greater of 3 employees or
10 percent of all employees need be taken into account as officers.
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Additional qualification rules relating to top-heavy plans

Vesting
For any plan year for which a plan is a top-heavy plan, an em-

ployee's right to the accrued benefit derived from employer contri-
butions must become nonforfeitable under a vesting schedule that
satisfies 1 of 2 alternative schedules. These vesting schedules apply
to all accrued benefits, whether or not the accrued benefits are re-
quired by the top-heavy plan rules.

A plan will satisfy the first alternative vesting schedule if an em-
ployee who has at least 3 years of service with the employer main-
taining the plan has a nonforfeitable right to 100 percent of the ac-
crued benefit derived from employer contributions. A plan will sat-
isfy the second alternative vesting schedule if an employee has a
nonforfeitable right to at least 20 percent of the accrued benefit de-
rived from employer contributions at the end of 2 years of service,
40 percent at the end of 3 years of service, 60 percent at the end of
4 years of service, 80 percent at the end of 5 years of service with
the employer, and 100 percent at the end of 6 years of service with
the employer.

Minimum nonintegrated benefit under a defined benefit pen-
sion plan tbr non-key employees

In addition, a qualified plan that is a top-heavy plan must pro-
vide a minimum benefit or contribution for each non-key employee
who is a participant in the plan. For a plan year for which a de-
fined benefit pension plan is a top-heavy plan, each plan partici-
pant who is not a key employee for the year generally must accrue
a benefit that, when expressed as an annual retirement benefit, is
not less than 2 percent of the employee's average annual compen-
sation multiplied by the employee's years of service with the em-
ployer. However, an employee's minimum benefit is not required to
exceed 20 percent of such average annual compensation. All years
of an employee's service otherwise required to be taken into ac-
count under the plan generally are required to be taken into ac-
count under the minimum benefit rules, except a year of service (1)
ending before the date of enactment of the top-heavy rules, or (2)
within which ends a plan year for which the plan is not a top-
heavy plan. The required minimum benefit cannot be reduced on
account of social security benefits (i.e., the minimum benefit is a
nonintegrated benefit).

Minimum nonintegrated contribution under a defined contri-
bution plan for non-key employees

For a plan year for which a defined contribution plan is a top-
heavy plan, the employer generally must contribute on behalf of
each plan participant who is not a key employee an amount not
less than 3 percent of the participant's compensation. However, if
the employer's contribution rate for each participant who is a key
employee for the plan year is less than 3 percent, the required min-
imum contribution rate for each non-key employee generally is lim-
ited to not more than the highest contribution rate for any key em-
ployee.
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The required minimum contribution for a non-key employee may
not be eliminated or reduced on account of benefits attributable to
taxes paid by the employer under social security (i.e., the minimum
contribution is a "nonintegrated" contribution). If a non-key em-
ployee participates in both a defined benefit plan and a defined
contribution alan maintained by an employer, the employer is not
required by this section to provide the non-key employee with both
the minimum benefit and the minimum contribution.

Aggregate limit on contributions and benefits for key employ-
ees

The aggregate limit on benefits and contributions (sec. 415(e)) for
a key employee who participates in both a defined benefit pension
plan and a defined contribution plan that are included in a top-
heavy group are reduced, unless (1) an extra minimum benefit (in
the case of the defined benefit plan) or an extra minimum contri-
bution (in the case of the defined contribution plan) is provided for
non-key employees participating in the plans, and (2) the plan is
not super top-heavy. The extra contribution or benefit is in addi-
tion to the minimum contribution or benefit required for all top-
heavy plans.

The aggregate limits on contributions and benefits is reduced in
all cases for super top-heavy plans. A plan is super top-heavy if it
would be determined to be top-heavy if "90 percent" were substi-
tuted for "60 percent" in the definition of a top-heavy plan.

6. Definitions

a. Highly compensated employee

In general
For purposes of the qualification rules, an employee, including a

self-employed individual, is treated as highly compensated with re-
spect to a year if, at any time during the year or the preceding
year, the employee (1) was a 5-percent owner of the employer (as
defined under the top-heavy rules); (2) received more than $85,485
in annual compensation from the employer; (3) received more than
$65,990 in annual compensation from the employer and was a
member of the top-paid group of the employer during the same
year; or (4) was an officer of the employer (as generally defined
under the top-heavy rules) (sec. 414(q)). The $85,485 and $65,990
thresholds are applicable for 1990; these dollar amounts are adjust-
ed annually for inflation at the same time and in the same manner
as the adjustments to the dollar limit on benefits under a defined
benefit pension plan (sec. 415(d)).10 The identity of highly compen-
sated employees is to be determined on an employer-wide basis, not
on the basis of, for example, a line of business or operating unit.

Officers
An officer will not be treated as a highly compensated employee

unless such officer receives - compensation greater than 150 percent

' 0 These dollar limits were initially set at $75,000 and $50,000, respectively by the Tax Reform
Act of 1986.
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of the defined contribution plan -dollar limit in effect for the year
($30,000 for 1990). No more than 50. employees (or if lesser, the
greater of 3 employees or 10 percent of the employees) are to be
treated as officers. If, for any year, no officer has compensation in
excess of 150 percent of the defined contribution plan dollar limit,
then the highest paid officer of the employer for such year is treat-
ed as a highly compensated employee. As under the rules applica-
ble for determining top-heavy status (sec. 416), a partnership is con-
sidered to have officers.

Top-pawd group
The top-paid group of employees includes all employees who are

in the top 20 percent of the employer's workforce on the basis of
compensation paid during the year. For purposes of determining
the size of the top-paid group (but not for identifying the particular
employees in the top-paid group), the following employees may be
excluded: (1) employees who have not completed 6 months of serv-
ice; (2) employees who normally work less than 17-1/2 hours per
week; (3) employees who normally work not more than 6 months
during any year; (4) except to the extent provided in regulations,
employees who are included in a unit of employees covered by a
collective bargaining agreement; (5) employees who have not at-
tained age 21; and (6) employees who are nonresident aliens and
who receive no U.S. source earned income.

For purposes of this special rule, an employer may elect to apply
numbers (1), (2), (3), and (5) above by substituting any shorter
period of service or lower age than is specified in (1), (2), (3), or (5),
as long as the employer applies the test uniformly for purposes of
determining its top-paid group with respect to all its qualified
plans and employee benefit plans and for purposes of the line of
business or operating unit rules described below.

The determination of the top-paid group is made solely with re-
spect to individuals who perform services as an employee at any
time during the year. Thus, individuals who separated from service
in a prior year are not taken into account in determining the top
20 percent of employees by compensation.

Special rule for determining highly compensated employees
for current year

An employee will not be treated as in the top- paid group, as an
officer, or as receiving more than $85,485 or $65,990 solely because
of the employee's status during the current year, unless such em-
ployee also is among the 100 employees who have received the
highest compensation during such year. Under this rule, an indi-
vidual who was a highly compensated employee for the preceding
year (without regard to the 1-year lookback or to the application of
this special rule) remains highly compensated for the current year.

Thus, the 100-employee rule is intended as a rule of convenience
to employers with respect to new employees hired during the cur-
rent year, with respect to increases in compensation, and with re-
spect to certain other similar factors. If any employee is not a 5-
percent owner or within the top-100 employees by compensation for
the current year (and was not a highly compensated employee in
the preceding year (without regard to this special rule)), then that
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employee is not treated as highly compensated for the year, but
will be treated as highly compensated for the following year if the
employee otherwise falls within the definition of highly compensat-
ed employee.

Election to use simplifwd method
Employers are permitted to elect to determine their highly com-

pensated employees under a simplified method. Under this method,
an electing employer may-treat employees who received more than
$65,990 in annual compensation from the employer as highly com-
pensated employees in lieu of applying the $85,485 thresholds and
without regard to whether such employees are in the top-paid 20
percent. This election is available only if at all times during the
year the employer maintained business activities and employees in
at least 2 geographically separate areas.

Treatment of family members
A special rule applies with respect to the treatment of family

members of certain highly compensated employees. Under the spe-
cial rule, if an employee is a family member of either a .5-percent
owner or 1 of the top 10 highly compensated employees by compen-
sation, then any compensation paid to such family member and
any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contribu-
tions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top 10 employees by compensation.
Therefore, such family member and employee are treated as a
single highly compensated employee.

An individual is considered a family member if, with respect to
an employee, the individual is a spouse, lineal ascendant or de-
scendant, or spouse of a lineal ascendant or descendant of the em-
ployee.

Former employees
A former employee is treated as highly compensated if the em-

ployee was highly compensated when (1) such employee separated
from service or (2) at any time after the employee attained age 55.

Scope of highly compensated employee definition
The definition of highly compensated employee generally applies

for all purposes under the qualified plan rules, but also applies
under other Code provisions. Thus, for example, the same defini-
tion applies under nondiscrimination rules applicable to tuition re-
duction programs (sec. 117) and miscellaneous fringe benefits (sec.
132).

b. Compensation
The definition of compensation varies with the purpose for which

the definition is used. The Tax Reform Act of 1986 attempted to
provide a uniform definition of compensation (sec. 414(s)). This defi-
nition in turn is based on the definition of compensation for pur-
poses of the limits on contribution and benefits.

For purposes of the limits on contributions and benefits, compen-
sation generally includes all compensation includible in gross

14ARA n - Qn -A
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income. Thus, it includes amounts received for personal services ac-
tually rendered in the course of employment, amounts received
under an accident or health plan (to the extent that such amounts
are includible in gross income), nondeductible moving expenses
paid or reimbursed by the employer, and the value of certain non-
qualified stock options (to the extent includible in gross income).
Compensation for this purpose also includes earned income from
sources outside the United States whether or not excludable or de-
ductible from gross income. Compensation does not include contri-
butions to qualified plans and distributions from such plans (even
if includible in gross income), amounts realized from the exercii of
nonqualified stock options, amounts realized from the sale of stock
acquired under a qualified stock option, or other amounts that re-
ceive special tax benefits, such as premiums for group-term life in-
surance (to the extent not includible in gross income).

Compensation that is not currently taxable or that receives spe-
cial tax treatment is generally excluded for purposes of calculating
the limits on benefits and contributions because including such
amounts would provide additional tax benefits to amounts that al-
ready receive tax-favored treatment.

Under the "uniform" definition of compensation, compensation
generally has the same definition as compensation for purposes of
the limits on contributions and benefits. However, under this defi-
nition, an employer may elect to include elective deferrals by the-
employee. In addition, the Secretary of the Treasury is authorized
to pro-vide for alternative methods of defining compensation, pro-
vided such definitions do not discriminate in favor of highly com-
pensated employees. The "uniform" definition is used for purposes
of applying the nondiscrimination rules.

In determining who is a highly compensated employee, compen-
sation is defined as under the limits on contributions and benefits,
except that compensation includes elective deferrals made by an
employee. Elective deferrals are treated as compensation for this
purpose because they reflect amounts that could have been paid in
cash to the employee and are therefore part of the employee's eco-
nomic income.

For deduction purposes (sec. 404), compensation generally in-
cludes compensation paid or accrued during the -year, except forcompensation for which a deduction was allowed under the rules
relating to employee benefit plans.

c. Employer

In general
For purposes of plan qualification requirements, all employees of

certain entities must be aggregated and treated as though em-
ployed by a single employer. Under these rules, all employees are
considered employed by the same entity to the extent-they are em-
ployed by corporations that are members of a controlled group (sec.
414(b)), trades or businesses under common control (e.g., related
partnerships) (sec. 414(c)), or members of an affiliated service group
(sec. 414(m)). In addition, individuals are treated as employees to
the extent they are leased employees (sec. 414(n)). The Secretary of
the Treasury is authorized to prescribe by regulations such addi-
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tional aggregation rules as are necessary to prevent the avoidance
of the qualification rules through the use of separate organizations,
employee leasing, or other arrangements (sec. 414(o)).

Controlled group of corporations
Employees of related corporations must be considered together

for purposes of plan qualification requirements. A controlled group
of corporations for this purpose generally is defined as under sec-
tion 1563(a).

In general, a controlled group of corporations may be either a
parent-subsidiary group or a brother-sister group of corporations. A
parent-subsidiary group includes one or more chains of corpora-
tions connected through stock ownership with a common parent by
reason of (a) 80 percent of the voting power or 80 percent of the
value of the shares of all classes of outstanding stock (excluding the
parent), being owned by one or more of the other corporations, and
(b) the parent corporation owning 80 percent of the voting power or
80 percent of the value of the shares of all classes of outstanding
stock (excluding stock held by subsidiaries) of at least one of the
other corporations.

A brother-sister controlled group is a group of corporations in
which 5 or fewer persons who are individuals, estates, or trusts
own stock possessing (1) at least 80 percent of the voting power or
80 percent of the total value of all outstanding shares of each cor-
poration; and (2) more than 50 percent of the voting power of all
classes of voting stock or more than 50 percent of the value of all
shares of each corporation, taking into account the stock ownership
of each person only to the extent the ownership is identical with
respect to each corporation.

If a corporation is a member of more than one controlled group
of corporations, the corporation is treated as a member of each
group.

Trades or businesses under common control
Employees must be considered employed by one entity to the

extent they are employed by trades or businesses under common
control. Like controlled groups of corporations, trades or businesses
will be considered under common control if they are classified as a
parent-subsidiary or brother-sister group of organizations. The
term organization includes for this purpose a sole proprietorship, a
partnership, a trust, an estate, or a corporation.

Trades or businesses will be considered under common control if
they form a parent-subsidiary group of trades or businesses. This
definition is met with respect to the group of organizations connect-
ed through ownership of a control ing in rest with a common
parent if (1) a controlling interest in each of the organizations
(except the parent) is owned by one or more of the other organiza-
tions; and (2) the common parent owns a controlling interest in at
least one other organization. In determining whether the second re-
quirement is met, ownership of the controlled organization held by
organizations other than the parent is disregarded.

For purposes of determining whether an organization holds a
controlling interesin n another organization, the following rules
apply. If the controlled organization is a corporation, ownership of
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80 percent of the voting power or value of the corporation consti-
tutes a controlling interest. If the controlled organization is a trust
or estate, a controlling interest constitutes ownership of 80 percent
of the actuarial interest of the trust or estate. If the controlled or-
ganization is a partnership, a controlling interest constitutes own-
ership of 80 percent of the profits interest or capital interest. In the
case of a sole proprietorship, ownership of the sole proprietorship is
required in order to hold a controlling interest.

Group of trades or businesses will constitute a brother-sister
group if (1) the same 5 or fewer persons who are individuals, es-
tates or trusts own a controlling interest in each corporation; and
(2) these persons are in effective control of each organization. In de-
termining whether the second requirement is met, effective control
constitutes more than 50-percent ownership of an organization.
With respect to a sole proprietorship, effective control exists if one
of the persons owns the sole proprietorship.

Affiliated service groups
An affiliated service group (sec. 401(m)) consists of a service orga-

nization (called the first service organization or FSO) and (1) any
service organization which is a shareholder or partner in the FSO
and that regularly performs services for the FSO or is regularly as-
sociated with the FSO in providinF services to the general public,
or (2) any other organization if a significant portion of that organi-
zation's business (e.g., greater than 5 percent of gross receipts) is
performing services for the FSO or for organizations described in
(1) above, of a type historically performed in the recipient's service
held by employees. In addition, 10 percent or more of the interests
in that organization must be held by highly compensated employ-
ees of the FSO or another member of the affiliated service group.

If an organization's principal business is performing, on a regu-
lar and continuing basis, management functions for another orga-
nization, the person performing the functions and the recipient for
whom the functions are performed are treated as a single employ-
er.

An organization includes a corporation, partnership, or any other
organization. A service organization is an organization where cap-
ital is not a material income producing factor. A service organiza-
tion means an organization the principal purpose of which is the
performance of services.

Leased employees
An individual (a leased employee) who performs services for an-

other person (the recipient) may be treated as the recipient's em-
ployee where the services are performed pursuant to an agreement
between the recipient and a third person (the leasing organization)
who is otherwise treated as the individual's employer. The individ-
ual is to be treated as the recipient's employee only if the individ-
ual has performed services for the recipient on a substantially full-
time basis (i.e., at least 1500 hours) for a period of at least 12
months, and the services are of a type historically performed by
employees in the recipient's* business field.

For purposes of determining whether a plan maintained by the
recipient satisfies the applicable tax-law requirements, the leased
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employee is treated as the recipient's employee for periods after
the close of the 12-month period. However, the leased employee's
years of service for the recipient are determined by taking into ac-
count the entire period for which the leased employee performed
services for the recipient. Contributions or benefits for the leased
employee which are provided by the leasing organization under a
qualified plan are treated as if provided by the recipient to the
extent such contributions or benefits are attributable to services
performed by the leased employee for the recipient.

An individual who otherwise would be treated as a recipient's
employee will not be treated as such an employee if the individual
participates in -a safe harbor plan maintained by the leasing orga-
nization. A plan is a safe harbor plan if it is a money purchase pen-
sion plan and if it provides that (1) an individual is a plan partici-
pant on the first day on which the individual becomes an employee
of an employer maintaining the plan, (2) each employee's rights to
or derived from employer contributions under the plan are nonfor-
feitable at the time the contributions are made, and (3) amounts
are to be contributed by the employer on behalf of an employee at
a rate not less than 10 percent of the employee's compensation for
the year (the 10 percent contribution is not to be reduced by inte-
gration with social security).

To be a safe-harbor plan, a plan is required to cover all employ-
ees of the leasing organization (beginning with the date they
become employees of the leasing organization) other than (1) em-
ployees whom the leasing organization demonstrates to the satis-
faction of the Secretary performed substantially all of their serv-
ices for the leasing organization (and not for recipients), and (2) ern-
ployees whose total compensation from the leasing organization is
less than $1,000 during the plan year and during each of the 3
prior plan years.

An employee covered under a safe-harbor plan is to receive the
required allocation regardless of the number of hours of service
credited to the employee for the year, regardless of whether the
employee is employed by the leasing organization on any specified
date during the year, and regardless of the employee's age.

Each leased employee is to be treated as an employee of the re-
cipient, regardless of the existence of a safe-harbor plan, if more
than 20 percent of an employer's nonhighly compensated workforce
are leased employees.

Under Treasury regulations, a special recordkeeping requirement
is provided in the case of an employer that has no top-heavy plans
(sec. 416), and that uses the services of nonemployees only for an
insignificant percentage of the employer's total workforce (i.e., 5
percent).

d. Lines of business or operating unit rules

In general
If an employer is treated as operating separate lines of business

or operating units for a year, the employer may apply the nondis-
crimination rules separately to each separate line of business or op-
erating unit for that year (sec. 414(r)). This rule does not apply,
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however, to any plan that does not satisfy the classification test on
an employer-wide basis.

Definitions of line of business and operating unit

The Secretary is to prescribe by regulation what constitutes a
separate line of business or operating unit. In general, a line of
business or operating unit includes all employees necessary for the
preparation of property for sale to customers or for the provision of
services to customers. Thus, a headquarters or home office is not to
be treated as a separate line of business or operating unit.

In addition, whether claimed lines of business or operating units
are separate and bona fide is a facts and circumstances determina-
tion requiring examination of each particular situation. Differences
and similarities between the services provided and products pro-
duced by such claimed lines of business or operating units are im-
portant considerations. Also, the manner in which the employer or-
ganizes itself is relevant. Thus, if an employer fails to treat itself as
comprised of separate lines of business or operating units and
treats employees from different claimed lines or units in an equiva-
lent fashion for certain purposes, it may not be appropriate to
allow such activities to be treated as separate liner nf business or
operating units.

Notwithstanding the general rules described above, the line of
business or operating unit concept is not to be used to undermine
the nondiscrimination rules. Thus, for example, certain job classifi-
cations (such as hourly employees or leased employees) are not con-
sidered to be separate lines of business or operating units. Also, for
example, secretaries and other support service personnel are not a
line of business or operating unit separate from the lawyers, other
professionals, or other employees for whom such personnel perform
services, and nurses and laboratory personnel are not to be treated
as in a line of business or operating unit separate from the medical
doctors for whom they perform services. In addition, the members
of an affiliated service group (sec. 414(m)) may not be treated as
separate lines of business or operating units.

Also, an operating unit will not be recognized for purposes of
these rules unless, for a bona fide business reason, it is separately
operated in a geographic area significantly separate from another
operating unit in the same line of business.

Separate maintenance
A line of business or operating unit will generally be recognized

as separate if it is separately maintained for bona fide business
reasons under the rules described above. However, notwithstanding
those rules, a line of business or operating unit will not be treated
as separate unless it also satisfies the following 3 requirements:

(1) such line of business or operating unit has at least 50 employ-
ees;

(2) the employer notifies the Secretary that such line of business
or operating unit is being treated as separate; and

(3) the line of business or operating unit satisfies guidelines pre-
scribed by the Secretary or the employer obtains a determination
from the Secretary that the line of business or operating unit may
be treated as separate.
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Safe harbor
A safe-harbor rule exists under which a separate lineof business

or operating unit is treated as meeting the third requirement listed
above. A line of business or operating unit satisfies this safe-harbor
rule if the "highly compensated employee percentage" of the line
of business or operating unit is (1) not less than one-half ("50-per-
cent rule"), and (2) not more than twice ("200-percent rule") the
percentage of all employees of the employer who are highly com-
pensated. For purposes of this requirement, the 50-percent rule will
be deemed satisfied if at least 10 percent of all highly compensated
employees of the employer are employed by the line of business or
operating unit. The term "highly compensated employee percent-
age" means the percentage of all employees performing services for
a line of business or operating unit who are highly compensated
employees.

Excludable employees
--For purposes of determining (1) the number of employees in a
line of business or operating unit; (2) the highly compensated em-
ployee percentage of a line of business or operating unit; and (3)
the percentage of all employees of the employer who are highly
compensated, an employer is to disregard the categories of employ-
ees that are disregarded for purposes of determining which employ-
ees are highly compensated employees.

Allocation of employees
Headquarters and other employees are to be allocated to 1 line of

business or operating unit under rules prescribed by the Secretary.
Generally, this allocation is to be made in accordance with their
performance of services.

If an employer is using the separate line of business or operating
unit rule with respect to any plan, all employees must be allocated
to a line of business or operating unit. Thus, it would not be i~er-
missible to maintain that an employer has, in addition to 1 line of
business with 50 employees, 10 other employees who are not part of
any line of business or operating unit and who would be tested sep-
arately.

Attribution of benefits
Benefits attributable to service for a line of business or operating

unit are to be considered as provided by that line of business or op-
erating unit. For purposes of these rules, an employee who per-
forms services for more than one line of business or operating unit,
but is allocated to one line of business or operating unit under the
rules described above, is to be considered to perform services solely
for that line of business or operating unit.

Plan years before issuance of guidance
In the case of any plan year beginning on or before the date the

Secretary of the Treasury issues guidelines and begins issuing de-
termination letters under the line of business rules, an employer is
treated as operating separate lines of business or operating units if
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the employer reasonably determines thai it meets the require-
ments of the line of business rules.

C. Treatment of Distributions

1. Uniform minimum distribution rules

Minimum distribution requirements
Present law provides uniform minimum distribution rules gener-

ally applicable to all types of tax-favored retirement vehicles, in-
cluding qualified plans and individual retirement arrangements
(IRAs). A uniform rule was adopted -because it reduces disparities
in opportunities for tax deferral among individuals covered by dif-
ferent types of plans and eases administrative burdens. The mini-
mum distribution rules are designed to ensure that plans are used
to fulfill the purpose that justifies their tax-favored status-re-
placement of a participant's preretirement income at retirement-
rather than for the indefinite deferral of tax on a participant's ac-
cumulation under the plan.

Under present law, a qualified plan is required to provide that
the entire interest of each participant will be distributed no later
than the participant's required beginning date (sec. 401(aX9)). Al-
ternatively, the requirements of present law may be satisfied if the
participant's entire interest is distributed in substantially nonin-
creasing annual payments, beginning no later than the partici-
pant's required beginning date, over (1) the life of the participant,
(2) the lives of the participant and a designated beneficiary, (3) a
period (which may be a term certain) not extending beyond the life
expectancy of the participant, or (4) a period (which may be a term
certain) not extending beyond the life expectancies of the partici-
pant and a designated beneficiary.

The required beginning date for qualified plans is generally the
April 1 of the calendar year following the calendar year in which
the participant or owner attains age 70-Y2. In the case of a govern-
mental plan or a church plan, the required beginning date is the
later of (1) such April 1, or (2) tha April 1 of the year following the
year in which the participant retires.

Additional rules apply in the event an employee dies before his
or her entire interest in the plan is distributed. In such a case, the
minimum distribution requirements depend on whether distribu-
tions have begun before the employee's death. If distributions have
begun before the employee's death, then the remaining portion of
the employee's interest in the plan is required to be distributed at
least as rapidly as under the method distributions were being made
as of the date of death.

If distributions have not begun before the employee's death, then
the employee's interest is required to be distributed within 5 years
after the death of the employee. As an alternative to the year
rule, the minimum distribution requirements are satisfied in the
case of distributions beginning after the employee's death if (1) any
portion of the employee's interest is payable to the employee's des-
ignated beneficiary, (2) such portion will be distributed over the life
of such beneficiary or over a period not extending beyond the life
expectancy of the beneficiary, and (3) the distributions begin no
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later than one year after the date of the employee's death, or such
later date as prescribed in regulations.

If the designated beneficiary is the employee's surviving spouse,
then distributions under this alternative rule may be further de-
layed. In particular, in such a case, distributions do not have to
begin before the date the employee would have attained age 70-1/2.
If the surviving spouse dies before the distribution to the spouse
begins, the alterative rule is applied as if the surviving spouse were
the employee. In certain circumstances, payments to the children
of a deceased employee may be treated as if they had been made to
the surviving spouse.

For purposes of these rules, the life expectancies of the employee
and the employee's spouse (other than in the case of a life annuity)
may be redetermined not more frequently than annually. The
effect of recalculating life expectancies is generally to lengthen the
permissible payout period.

Distributions from qualified plans are also required to satisfy an
incidental benefits rule. The incidental benefits rule requires that
death and other nonretirement benefits (e.g., life, accident, or
health benefits) payable under a qualified plan be incidental to the
primary purpose of the plan, which is to provide retirement bene-
fits. Under this rule, the relationship of an employee's total bene-
fits under the plan to the retirement benefits or deferred compen-
sation payable to the employee must be such that the primary pur-
pose of the plan is to provide retirement benefits. The incidental
benefits rule may in some cases require distributions in addition to
those required under the minimum distribution rules. The distribu-
tions required under this rule are described in revenue rulings and
Treasury regulations.
Excise tax on failure to make a minimum required distribution

Under present law, the sanction for failure to make a minimum
required distribution to a participant (or other payee) under a
qualified retirement plan is a 50-percent nondeductible excise tax
on the excess in any taxable year of the amount required to have
been distributed under the minimum distribution rules, including
the incidental benefits rule (the "minimum required distribution"),
over the amount that actually was distributed (sec. 4974). The tax
is imposed on the individual required to take the distribution. How-
ever, a plan will not satisfy the applicable qualification require-
ments unless it expressly provides that, in all events, distributions
under the plan are to satisfy the minimum distribution require-
ments.

The Secretary of the Treasury is authorized to waive the tax for
a given taxable year if the taxpayer to whom the tax would other-

,-wise apply establishes that any shortfall between the minimum-re-
quired distribution for that year and the amount actually distribut-
ed during the year is due to reasonable error, and that reasonable
steps are being taken to remedy the shortfall.

The sanction for failure to satisfy the minimum distribution
rules is an excise tax rather than plan disqualification because
Congress believed that the sanction of disqualification was too on-
erous for a plan's failure in operation to satisfy technical distribu-
tion requirements with respect to any one participant. Disqualifica-
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tion might result in adverse tax consequences to all plan partici-
pants or all highly compensated plan participants, even though the
plan administrator' was responsible for the failure to make a re-
quired distribution, and the failure may have occurred with respect
to only a single participant. Although Congress believed that a
plan should, by its terms, prohibit the violation of the minimum
distribution rules, Congress also believed an operational error
should not cause plan disqualification.

2. Withdrawal rules
Present law limits the circumstances under which plan partici-

pants may obtain distributions from a qualified plan. In general,
these restrictions recognize that qualified plans -are intended to
provide retirement income.

The least restrictive rules apply to profit-sharing and stock bonus
plans. Amounts may generally be withdrawn from such plans after
they have been in the plan for 2 years. Distributions before the ex-
piration of such 2-year period may also be made in the event of re-
tirement, death, disability, other separation from service, or hard-
ship.

Distributions from qualified pension plans (i.e., defined benefit
pension plans and money purchase pension plans) may generally
be made only in the event of retirement, death, disability or other
separation from service. The same restrictions generally apply to
plans that are integrated with social security.

Special rules apply to qualified cash or deferred arrangements
(sec. 401(k)). Elective deferrals under a qualified cash or deferred
arrangement (and earnings thereon) may only be distributed on ac-
count of separation from service, death, or disability, or attainment
of age 59-V2 . Elective deferrals (but not earnings thereon) may also
be distributed on account of a hardship of the employee.

3. Cashout and survivor benefit rules
Present law contains a number of rules designed to preserve

qualified plan benefits for retirement and to provide for income to
the surviving spouse of a deceased employee.

Under present law, if the present value of the vested benefit of a
plan participant exceeds $3,500, then that benefit may not be dis-
tributed prior to retirement age without the consent of the employ-
ee (sec. 411(a(11)). This rule provides plan participants who sepa-
rate from service before retirement age with the option of leaving
their plan benefits in the plan until they retire.

Under the spousal protection rules, present law requires defined
benefit pension plans and money purchase pension plans to provide
that retirement benefits are payable in the form of a qualified joint
and survivor annuity or, in the case of a participant.-who dies
before the annuity starting date, a qualified preretirement survivor
annuity.

The survivor benefit rules do not apply to other types of defined
contribution plans if (1) the plan provides that, upon the death of
the particpant, the participant's accrued benefit is payable to the
participant's surviving spouse, (2) the participant does not elect
payment of benefits in the form of an annuity, and (3) the plan is
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not a transferee plan of a plan subject to the joint and survivor
rules.

Benefits may be paid in a form other than a joint and survivor
annuity or a prere~irement survivor annuity with the consent of
the particpant's spouse. Similarly, under a defined contribution
plan, the spouse can consent to have benefits paid to another bene-
ficiary. The Code provides detailed rules regarding the consent re-
quirements.

4. Taxation of distributions

In general
Under present law, a distribution of benefits from a tax-favored

retirement arrangement generally is includible in gross income in
the year it is paid or distributed under the rules relating to tax-
ation of annuities, unless the amount distributed represents the
employee's investment in the contract (i.e., basis) (secs. 72 and 402).
Special rules apply in the case of lump sum distributions from a
qualified plan, distributions that are rolled over to an IRA, and dis-
tributions of employer securities.

Early distributions from qualified plans and other tax-favored re-
tirement vehicles are subject to an additional 10-percent income
tax (sec. 72(t)). Excess distributions from qualified plans and other
tax-favored retirement vehicles are subject to a 15-percent tax.

Basis recovery rules

In general
A participant in a qualified plan may have basis in the plan, e.g.,

because the participant has made after-tax contributions to the
plan. In such cases, present law provides rules for determining

-what portion of each distribution is taxable and what portion is a
nontaxable return of employee contributions. These rules depend
in part on whether the distribution- is an annuity or nonannuity
distribution and when the distribution is made.

in all cases, under the basis recovery rules, the total amount that
an employee may exclude from income cannot exceed the total
amount of the employee's basis. In addition, if benefits cease prior
to the date the basis has been fully recovered, the amount of unre-
covered basis is allowed as a deduction for the last taxable year dis-
tributions are received by the annuitant. If an employee dies and
benefit payments continue to be made to the employee's benefici-
ary, the beneficiary recovers- the remaining basis with respect to
the employee under the general rules.

Annuity distributions
In the case of amounts received as an annuity on or after the an-

nuity starting date, each payment received by an employee gener-
ally is treated, in part, as a return of the employee's basis and, in

I I The rules relatin to the taxation of pension distributions were substantially revised in the
Tax Reform Act of 1986. The 1986 Act contains a number of detailed transition rules which pre-
serve the pre-1986 Act tax treatment in certain circumstances. For a detailed description of
these rules, see Joint Committee on Taxation, General Explanation of the Tax Reform Act of
1986 (JC5-10-87), May 4, 1987.
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part, as taxable income. The portion of each payment treated as a
return of the employee's basis is that amount which bears the
same ratio to each payment as the employee's total basis bears to
the total expected payments over the period of the annuity. For ex-
ample, if an employee's contributions to a plan are 10 percent of
the total expected payments, then 10 percent of each annuity dis-
tribution is a nontaxable return of basis, and 90 percent is includ-
ible in income.

If the expected return depends in whole or in part on an individ-
ual's life expectancy (e.g., a life annuity) the expected return is
computed in accordance with actuarial tables prescribed by the
Secretary of the Treasury. The IRS has issued a safe harbor
method for calculating the tax-free portion of an annuity by au-
thorizing the use of a simplified method of determining the expect-
ed number of payments (IRS Notice 88-118).

Nonannuity distributions
In the case of distributions not received in the form of an annu-

ity and that are paid before the annuity starting date, basis is gen-
erally recovered on a pro-rata basis. That is, a distribution is gener-
ally treated as a return of basis in the proportion that the employ-
ee's basis bears to the account balance.

With respect to distributions that are not received in the form of
an annuity and that are paid on or after the annuity starting date,
the amount received is deemed to be attributable first to income on
the contract and is therefore includible in income.

The annuity starting date is the first day of the first period for
which an amount is received as an annuity.

Separate accounting for employee contributions
Under present law, employee contributions to a defined contribu-

tion plan or a separate account of a defined benefit pension plan
may be treated as a separate contract for purposes of the basis re-
covery rules. Thus, if an employee withdraws amounts from such a
separate contract either before or after the employee's annuity
starting date, then for tax purposes, the distribution will be consid-
ered to be part nontaxable, i.e., a return of employee contributions,
and part taxable, i.e., a distribution of earnings on those contribu-
tions. The distribution will not, however, be considered to be attrib-
utable to employer contributions. If an' employee withdraws all
amounts attributable to employee contributions and such amount
is less than the total employee contributions, the employee may
recognize a loss.

A plan may designate the contract from which a distribution is
made either expressly through a plan provision or in practice by
crediting a particular contract when a distribution is made under
the plan. Alternatively, a participant can be permitted to designate
the contract from which a distribution is made.

Rollovers
Under present law, a total or partial distribution of the balance

to the credit of an employee under a qualified plan, a qualified an-
nuity plan, or a tax-sheltered annuity may, under certain condi-
tions, be rolled over, tax free, to an IRA or another qualified plan
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or annuity. A rollover of a partial distribution is permitted if (1)
the distribution equals at least 50 percent of the balance to the
credit of the employee, (2) the distribution is not one of a series of
periodic payments, and (3) the employee elects treatment. A partial
distribution may only be rolled over to an IRA and not to another
qualified plan.

The maximum amount of a distribution that can be rolled over is
the amount of the distribution that is taxable. That is, employee
contributions cannot be rolled over. The rollover must be made
within 60 days after the distribution was received.

Lump-sum distributions
Under present-law, lump-sum distributions are eligible for spe-

cial 5-year forward income averaging. In general, a lump-sum dis-
tribution is a distribution within one taxable year of the balance to
the credit of an employee which becomes payable to the recipient
(1) on account of the death of the employee, (2) after the employee
attains age 59-1/2, (3) on account of the employee's separation from
service, or (4) in the case of self-employed individuals, on account of
disability. In addition, a distribution to an employee is treated as a
lump sum distribution only if the employee has been a participant
in the plarn for at least 5 years before the year of the distribution.

A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59- 1/z to use 5-year forward income averaging under the -tax
rates in effect for the taxable year in which the distribution is
made. However, only one such election on or after age 59-1/2 may
be made with respect to any employee.

Net unrealized appreciation
Under present law, a-taxpayer is not required to include in gross

iricome amounts received in the form of a lump-sum distribution to
the extent that the amounts are attributable to net unrealized ap-
preciation in employer securities. Such unrealized appreciation is
includible in gross income when the securities are sold or ex-
changed.

The special treatment of net unrealized appreciation applies only
if a valid lump-sum distribution election is made, but disregarding
the 5-plan years of participation requirement for lump-sum distri-
butions.

Additional income tax on early distributions
Under present law, an additional income tax is imposed on cer-

tain early distributions from any "qualified retirement plan" (sec.
72(t)). The tax applies to amounts distributed from qualified plans,
tax-sheltered annuities and custodial accounts, and IRAs. The rate
of the tax is 10 percent for all early distributions includible in
gross income. A plan is not required to withhold the amount of the
additional income tax on an early withdrawal.

The purpose of the early distribution tax is to prevent diversion
of retirement savings for nonretirement purposes. The tax is de-
signed to discourage preretirement withdrawals and to recapture a
measure of the tax benefits that have been provided under the
plan.
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The additional income tax on early distributions does not apply
to the following distributions: (1) a distribution made after the em-
ployee (or owner) attains age 59-2, (2) a distribution that is part of
a scheduled series of substantially equal periodic payments for the
life or life expectancy of the participant (or the joint lives or life
expectancies of the participant and the participant's beneficiary);
(3) a distribution to an employee who has attained age 55 and sub-
sequently separated from service; (4) a distribution made to an em-
ployee to the extent such distribution does not exceed the amount
of deductible health expenses for the year (sec. 213) (determined
without regard to whether the taxpayer itemizes deductions); and
(5) distributions after the death of the employee (or owner).

In addition, the early withdrawal tax does not apply to the fol-
lowing distributions: (1) payments made to or on behalf of an alter-
nate payee pursuant to a qualified domestic relations order (sec.
414(p)); (2) certain distributions of excess contributions, excess de-
ferrals, or excess aggregate contributions; and (3) dividend distribu-
tions for which the employer is allowed a deduction (section 404(k)).

The 10-percent additional tax applies only to amounts includible
in gross income. Thus, it does not apply to amounts representing
the return of after-tax employee contributions or amounts rolled
over into an IRA or another qualified plan.

In the case of distributions from IRAs (including simplified em-
ployee pensions (SEPs)), the age 55 and medical expense exceptions
do not apply. The exception for distributions pursuant to a quali-
fied domestic relations order applies to an IRA only to the extent
the IRA is subject to the rules relating to qualified domestic rela-
tions orders. The exception for substantially equal payments ap-
plies to distributions from plans qualified under section 401(a) or
403(a) and tax-sheltered annuities and custodial accounts only if
the distribution is made after separation from service.

Tax on excess distributions

In general
Present law imposes a 15-percent excise tax on excess distribu-

tions with respect to an individual during any calendar year from
qualified retirement plans, tax-sheltered annuities, and IRAs (sec.
4980A). The purpose of the tax is to limit the total amount that can
be accumulated on behalf of a particular individual on a tax-fa-
vored basis. In enacting the excise tax, Congress believed that an
individual should not be permitted to accumulate excessive retire-
ment savings, regardless of whether such excess was attributable to
the receipt of multiple maximum benefits from several employers,
very large appreciation in defined contribution plans, or the use of
IRAs by individuals receiving significant employer-provided bene-
fits.

Distributions subject to the tax
In determining whether the distributions received by an individ-

ual are subject to the tax, aggregate annual distributions made
with respect to an individual from all pension, profit-sharing, stock'
bonus, and annuity plans, IRAs, and tax-sheltered annuities gener-
ally are taken into account.
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Certain amounts, however, are excluded in determining such ag-
gregate annual distributions. Excludable distributions include (1)
amounts representing a return of an individual's after-tax contri-
butions (but not earnings thereon) or other amounts that are treat-
ed as part of the individual's 'investment in the contract; (2)
amounts excluded from the recipient's income because they are
rolled over to another plan or an--IRA; and (3) amounts excluded
from the participant's income because they are payable to a former
spouse pursuant to a qualified domestic relations order (sec. 414(p))
and includible in the spouse's income.

Distributions made with respect to a participant after the death
of the participant are disregarded in applying this annual limit
and are subject instead to an additional estate tax, described below.

Definition of excess distributions
Excess distributions are defined as the aggregate amount of re-

tirement distributions made with respect to any individual during
any calendar year, to the extent such amounts exceed the greater
of (1) $150,000 or (2) $128,228 for 1990. The dollar limit in (2) is in-
dexed annually for inflation.

A special higher ceiling applies for purposes of calculating the
excess distribution for any calendar year in which an individual re-
ceives a lump-sum distribution that is taxed under the 5-year
income averaging rules. i2The higher ceiling is 5 times the other-
wise applicable ceiling for such calendar year.

If an individual receives other retirement distributions during a
taxable year in addition to a lump-sum distribution eligible for the
special higher ceiling, the other retirement distributions are sepa-
rately subject to the general rules relating to excess distributions
and, thus, are subject to the 15-percent excise tax only to the
extent that the aggregate of such other retirement distributions
during the taxable year exceeds the generally applicable annual
limit.

Post-death distributions
Present law provides special rules to calculate the extent to

which retirement distributions made with respect to an individual
after the individual's death are excess distributions. In lieu of sub-
jecting post-death distributions (including distributions of death
benefits) to the annual tax on excess distributions, present law im-
poses an additional estate tax equal to 15 percent of the individ-
ual's excess retirement accumulation. After the estate tax is im-
posed, post-death distributions are disregarded entirely in applying
this tax. Thus, beneficiaries who are receiving distributions with
respect to an individual after the individual's death (other than
certain former spouses receiving benefits pursuant to a qualified
domestic relations order) are not required to aggregate those
amounts with any other retirement distributions received on their
own behalf.

The excess retirement accumulation is defined as the excess (if
any) of the value of the decedent's interests in all qualified retire-

12 The special rule is also available if the individual elects capital gains treatment or 10-year
averaging under the grandfather rules included in-the Tax Reform Act of 1986.
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ment plans, annuity plans, tax-sheltered annuities, and IRAs, over
the present value of annual payments equal to the annual ceiling
($150,000 or the applicable dollar limit in effect on the date of
death), over a period equal to the life expectancy of the individual
immediately before death.

In calculating the amount of the excess retirement accumulation,
the value of the decedent's interest in all qualified plans, tax-shel-
tered annuities, and IRAs will be taken into account regardless of
the number of beneficiaries. However, the amount of excess retire-
ment accumulations does not include the value of any death bene-
fits payable immediately after death with respect to a decedent to
the extent that the sum of such death benefits plus other benefits
payable with respect to the decedent exceeds the total value of ben-
efits payable with respect to the decedent immediately prior to
death. Also, benefits that represent the decedent's investment in
the contract or amounts payable to an alternate payee and includ-
ible in the alternate payee's income are also disregarded in deter-
mining the excess retirement accumulation.

5. Treatment of loans

In general
Under present law, an individual is permitted to borrow from a

qualified plan in which the individual participates (and to use a
portion of his or her accrued benefit as security for the loan) pro-
vided the loan is made in accordance with specific provisions con-
tained in the plan, bears a reasonable rate of interest, is adequate-
ly secured, provides a reasonable repayment schedule, -nd is not
made available on a basis that discriminates in favor of highly
compensated employees (sec. 4975). 13

A loan to a plan participant is treated as a taxable distribution
of plan benefits unless the loan meets certain requirements relat-
ing to the amount of the loan and the repayment period for the
loan (sec. 72(p)). Present law also icludes limits on the deductibil-
ity of interest on participant loans in addition to the general rules
restricting the deductibility of personal interest.

The rules governing the tax treatment of loans from certain tax-
favored plans are intended to limit the extent to which an employ-
ee may currently use assets held by a plan for nonretirement pur-
poses and to ensure that loans are actually repaid within a reason-
able period. The loan restrictions also reflect Congressional belief
that the favorable tax treatment of amounts set aside in qualified
plans should be targeted at providing employees with retirement
income security, and that any exceptions to this general policy
should be narrowly limited.

Amount of loan
In order not to be treated as a distribution under present law, a

loan, when added to the outstanding balance of all other loans
from all plans of the employer, cannot exceed the lesser of (1)

IA self-employed individual may not borrow from a qualified plan unless an administrative
exemption from the prohibited transaction rules is granted by the Secretary of Labor. The pro-
hibited transaction rules are discussed below.
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$50,000 reduced by the excess of the highest outstanding balance of
loans from such plans during the 1-year period ending on the day
before the date the loan is made over the outstanding balance of
loans from the plan on the date the loan is made, or (2) the greater
of (a) $10,000 or (b) one-half of the participant's vested accrued ben-
efit under the plan.

For example, under the $50,000 rule, assume a participant with a
vested benefit of $200,000 borrows $30,000 from a plan on January
1. On November 1, the participant wants to borrow an additional
amount without triggering a taxable distribution. At that time, the
outstanding balance on the first loan is $20,000. The maximum
amount that the participant can borrow is $20,000, i.e., $50,000 -
[$20,000 + ($30,000 - $20,000)].

Repayment period
Under present law, a loan is treated as a taxable distribution

unless the loan is required, by its terms, to be repaid within 5
years, unless the loan is used to purchase or improve the principal
residence of the participant.

Present law requires that plan loan repayments (principal and
interest) be amortized in level payments, made not less frequently
than quarterly, over the term of the loan. This requirement does
not preclude repayment or acceleration of the loan prior to the end
of the commitment period or the use of a variable interest rate.

Deductibility of interest
Present law provides for the disallowance of the deduction for in-

terest paid by (1) all employees on loans secured by elective defer-
rals (or the income attributable thereto) under a qualified cash or
deferred arrangement or tax-sheltered annuity or custodial ac-
count, and (2) key employees with respect to loans from any quali-
fied plan or tax-sheltered annuity or custodial account. These re-
strictions are-in addition to the otherwise applicable restrictions on
the deductibility of personal interest. No basis is created in a par-
ticipant's account with respect to any nondeductible interest paid
on a loan from a qualified plan or tax-sheltered annuity or custodi-
al account.

D. Funding and Deduction Rules

1. Minimum funding requirements

In general
Under the Code, certain pension plans, including money pur-

chase pension plans, are required to meet a minimum funding
standard for each plan year (sec. 412). The present-law funding
rules do not apply to (1) profit-sharing or stock bonus plan!, (2) cer-
tain plans funded by insurance contracts, (3) governmental plans,
(4) church plans, (5) plans that have not provided for employer con-
tributions after September 2, 1974, and (6) certain plans main-
tained by a fraternal beneficiary societies (sec. 501(cX8) or volun-
tary employees' beneficiary associations (sec. 501(cX9)).

In the case of a money purchase pension plan, the contribution
required by the minimum funding standard is generally the contri-
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bution rate specified by the plan. Defined benefit pension plans are
funded on an actuarial basis, and the minimum funding rules for
such plans are-more complex. A discussion of those rules follows.

As an administrative aid in the application of the funding stand-
ard, each defined benefit pension plan is required to maintain a
special account called a "funding standard account" to which speci-
fied charges and credits (including credits for contributions to the
plan) are to be made for each plan year. If, as of the close of a plan
year, the account reflects credits equal to or in excess of charges,
the plan is treated as meeting the minimum funding standard for
the year. Thus, as a general rule, the minimum contribution for a
plan year is determined as the amount by which the charges to the
account would exceed credits to the account if no contribution were
made to the plan.

Calculation of contribution

Actuarial cost methods
In general.-A defined benefit pension plan is required to use an

acceptable actuarial cost method to determine the balance in its
funding standard account for a year. Generally, an actuarial cost
method divides the cost of benefits under the plan into annual
charges consisting of 2 elements for each plan year. These elements
are referred to as (1) normal cost, and (2) past service liability.

Normal cost.-The normal cost of a plan for a year generally rep-
resents the cost of future benefits allocated to the year by the fund-
ing method used by the plan for current employees and, under
some funding methods, for separated employees. The normal cost
will be funded by future contributions to the plan (1) in level dollar
amounts, (2) as a uniform percentage of payroll, (3) as a uniform
amount per unit of service (e.g., $1 per hour), or (4) on the basis of
the actuarial present values of benefits accruing und-r the plan in
particular plan years.

Past service liability.-The past service liability element repre-
sents the cost of future benefits under the plan that will not be
funded by future plan contributions to meet normal cost (1) on the
date the plan is first effectIve, or (2) the date a plan amendment
increasing plan benefits is first effective. Under some funding
methods, there is no past service liability component.

Acceptable methods.-Normal cost and past service liability are
key elements in computations under the minimum funding stand-
ard. Although these costs may differ substantially, depending upon
the actuarial cost method used to value a plan's assets and liabil-
ities, they must be determined under an actuarial cost method per-
mitted by the Code. The Code enumerates 6 acceptable actuarial
cost methods and provides that additional methods may be permit-
ted under Treasury regulations. Normal costs and past service li-
abilities under a plan are computed on the basis of an actuarial
valuation of the assets and liabilities of a plan. Generally, an actu-
arial valuation is required at least once every plan year.

Charges and credits to the funding standard account
In general.-Under the minimum funding standard, the portion

of the cost of a plan that is required to be paid for a particular
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year-depends upon the nature of the cost. For example, the normal
cost for a year is generally required to be funded currently. On the
other hand, costs with respect to past service (for example, the cost
of retroactive benefit increases), experience losses, and changes in
actuarial assumptions, are spread over a period of years.

Normal cost.-Each plan year, a plan's funding standard account
is charged with the normal cost assigned to that year under the
particular acceptable actuarial cost method adopted by the plan.
The charge for normal cost will require an offsetting credit in the
funding standard account. Usually, an employer contribution is re-
quired to create the credit.

For example, if the normal cost for a plan year is $150,000, the
funding standard account would be charged with that amount for
the year. Assuming that there are no other credits in the account
to offset the charge for normal cost, an employer contribution of
$150,000 will be required for the year to avoid an accumulated
funding deficiency.

Past service liability.-There are 3 separate charges to the fund-
ing standard account that may arise as the result of past service
liabilities. The first applies to a plan under which past service li-
ability has increased due to a plan amendment made after January
1, 1974; the second applies only to a plan that came into existence
after January 1, 1974; and the third applies only to a plan in exist-
ence on January 1, 1974. Past service liabilities result in annual
charges to the funding standard account for a specified period of
years.

Gains and losses from changes in assumptions.-If the actuarial
assumptions used for funding a plan are revised and, under the
new assumptions, the accrued liability of a plan is less than the ac-
crued liability computed under the previous assumptions, the de-
crease is a gain from changes in actuarial assumptions. If the new
assumptions result in an increase in the accrued liability, the plan
has a loss from changes in actuarial assumptions. The accrued li-
ability of a plan is the actuarial present value of projected pension
benefits under the plan that will not be funded by future contribu-
tions to meet normal cost. Under the funding standard, the gain or
loss for a year from changes in actuarial assumptions is amortized
over a period of 10 plan years (30 plan years in the case of a multi-
employer plan).

Experience gains and losses.-In determining plan funding under
an actuarial cost method, a plan's actuary generally makes certain
assumptions regarding the future experience of a plan. These as-
sumptions typically involve rates of interest, mortality, disability,
salary increases, and other factors affecting the value of assets and
liabilities. If, on the basis of these assumptions, the contributions
made to the plan result in actual unfunded liabilities that are less
than anticipated by the actuary, then the excess is an experience
gain. If the actual unfunded liabilities are greater than those an-
ticipated, then the difference is an experience loss. For a single-em-
ployer plan, experience gains and losses for a year are amortized
over a 5-year period (15 plan years in the case of a multiemployer
plan).

Waived funding deficiencies.-Under the funding standard, the
amount of a waived funding deficiency is amortized over a period
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of 5 plan years, beginning with the year in which the waiver is
granted. Each year the funding standard account is charged with
the amount amortized for that year unless the plan becomes fully
funded. The interest rate used for purposes of determining the am-
ortization on the waived amount is the greater of (1) the rate used
in computing costs under the plan, or (2) 150 percent of the mid-
term applicable Federal interest -rate (AFR) in effect for the first
month of the plan year.

Switchback liability.-The Code provides that certain plans may
elect to use an alternative minimum funding standard account for
any year in lieu of the funding standard account. The Code pre-
scribes specified annual charges and credits to the alternative ac-
count. No accumulated funding deficiency is considered to exist for
the year if a contribution meeting the requirements of the alterna-
tive account is made, even if a smaller contribution is required to
balance charges and credits in the alternative account than would
be required to balance the funding standard account for a plan
year.

During years for which contributions are made under the alter-
native account, an employer must also maintain a record of the
charges and credits to the funding standard account. If the plan
later switches back from the alternative account to the funding
standard account, the excess, if any, of charges over credits at the
time of the-change ("the switchback liability") must be amortized
over a period of 5 plan years.

Reasonableness of actuarial ass imptions.-All costs, liabilities,
interest rates, and other factors are required to be determined on
the basis of actuarial assumptions and methods (1) each of which is
reasonable individually or (2) which result, in the aggregirce, in a
total plan contribution equivalent to a contribution that would be
obtained if each assumption were reasonable. In addition, the as-
sumptions are required to reflect the actuary's best estimate of ex-
perience under the plan.

Special rules for underfunded plans

In general
A special funding rule applies to underfunded single-employer

defined benefit pension plans (other than plans with no more than
100 participants on any day in the preceding plan year). This spe-
cial funding rule was adopted due to Congressional concerns re-
garding the solvency of the defined benefit pension plan system
and that the generally applicable funding rules were not in all
cases sufficient to ensure that plans would be adequately funded.

Calculation of defwit reduction contribution
With respect to plans subject to the special rule, the minimum

required contribution is, in general, the greater of (1) the amount
determined under the normal funding rules, or (2) the sum of (i)
normal cost, (ii) the amount necessary to amortize experience gains
and losses over 5 years and gains and losses resulting from changes
in actuarial assumptions over 10 years, and (iii) the deficit reduc-
tion contribution. In addition, a special funding rule applies with
respect to benefits that are contingent on unpredictable events. In
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no event is the amount of the contribution to exceed the amount
necessary to increase the funded ratio of the plan to 100 percent.

The deficit reduction contribution is the sum of (1) the unfunded
old liability amount, and (2) the unfunded new liability amount.
Calculation of these amounts is based on the plan's current liabil-
ity. .

Current liability
The term "current liability" generally means all liabilities to em-

ployees and their beneficiaries under the plan (sec. 401(aX2)) deter-
mined as if the plan terminated. However, the value of any "unpre-
dictable contingent event benefit" is not taken into account in de-
termining current liability until the event on which the benefit is
contingent occurs.

The interest rate used in determining the current liability of a
plan, as well as the contribution required under the special rule, is
required to be within a specified range. The permissible range is
defined as a rate of interest that is not more than 10 percent above
or below the average mid-term applicable Federal rate (AFR) for
the 4-year period ending on the last day before the beginning of the
plan year for which the interest rate is being-used (or, if shorter,
the period that the AFR has been computed). The Secretary may,
where appropriate, allow a lower rate of interest except that such
rate may not be less than 80 percent of the average rate discussed
above.

Within the permissible range, the interest rate is required to be
reasonable. The determination of whether an interest rate is rea-
sonable depends on the-cost of purchasing an annuity sufficient to
satisfy current liability. The interest rate is to be a reasonable esti-
mate of the interest rate used to determine the cost of such annu-
ity, assuming that the cost only reflected the present value of the
payments under the annuity (i.e., and did not reflect the seller's
profit, administrative expenses, etc.).

Unfunded current liability means, with respect to any plan year,
the excess of (1) the current liability under the plan over (2) the
value of the plan's assets reduced by any credit balance in the
funding standard account. The funded current liability percentage
of a plan for a plan year is the percentage that (1) the value of the
plan s assets reduced by any credit balance in the funding standard
account is of (2) the current liability under the plan.

Unfunded old liability amount
The unfunded old liability amount is, in general, the amount

necessary to amortize the unfunded old liability under the plan in
equal annual installments (until fully amortized) over a fixed
period of 18 plan years (beginning with the first plan year begin-
ning after December 31, 1988). The "unfunded old liability" with
respect to a plan is the unfunded current liability of the plan as of
the beginning of the first plan year beginning after December 31,
1987, determined without regard to any plan amendment adopted
after October 16, 1987, that increases plan liabilities (other than
amendments adopted pursuant to certain collective bargaining
agreements).
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Unfunded new liability amount
The unfunded new liability amount for a plan year is the appli-

cable percentage of the plan's "unfunded new liability." Unfunded
new liability means the unfunded current liability of the plan for
the plan year, determined without regard to (1) the unamortized
portion of the unfunded old liability (and the unamortized portion
of certain unfunded liability from certain benefit increases) and (2)
the liability with respect to any unpredictable contingent event
benefits, without regard to whether or not the event has occurred.
Thus, in calculating the unfunded new liability, all unpredictable
contingent event benefits are disregarded, even if the event on
which that benefit is contingent has occurred.

If the funded current liability percentage is less than 35 percent,
then the applicable percentage is 30 percent. The applicable per-
centage decreases by .25 of one percentage point for each 1 percent-
age point by which the plan's funded current liability percentage
exceeds 35 percent.

Unpredictable contingent event benefits
The value of any unpredictable contingent event benefit is not

considered in determining current liability until the event has oc-
curred. If the event on which an unpredictable contingent event
benefit is contingent occurs during the plan year and the assets of
the plan are less than current liability (calculated after the event
has occurred), then an additional funding contribution (over and
above the minimum funding contribution otherwise due) is re-
quired.

Unpredictable contingent event benefits include benefits that
depend on contingencies that, like facility shutdowns or reductions
or contractions in workforce, are not reliably and reasonably pre-
dictable. The event on which an unpredictable contingent event
benefit is contingent is generally not considered to have occurred
until all events on which the benefit is contingent have occurred.

The amount of the additional contribution is generally equal to
the greater of (1) the unfunded portion of the benefits paid during
the plan year (regardless of the form in which paid), including
(except as provided by the Secretary) any payment for the purchase
of an annuity contract with respect to a participant with respect to
unpredictable contingent event benefits, and (2) the amount that
would be determined for the year if the unpredictable contingent
event benefit liabilities were amortized in equal annual install-
ments over 7 years, beginning with the plan year in which the
event occurs.

The rule relating to unpredictable contingent event benefits is
phased in for plan years beginning in 1989 through 2001.

Small plan rule
In the case of a plan with more than 100 but no more than 150

participants during the preceding year, the amount of the addition-
al deficit reduction contribution is determined by multiplying the
otherwise required additional contribution by 2 percent for each
participant in excess of 100.
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Full funding limitation
No contribution is required or permitted under the minimum

funding rules to the extent the plan is at the full funding limita-
tion. In addition, under present law, subject to certain limitations,
an employer may make deductible contributions to a defined bene-
fit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost) or
(b) 150 percent of the plan's current liability, over (2) the lesser of
(a) the fair market value of the plan's assets,- or (b) the actuarial
value of the plan's assets (sec. 412(cX7)).

The Secretary may, under regulations, adjust the 150-percent
figure contained in the full funding limitation to take into account
the average age (and length of service, if appropriate) of the par-
ticipants in the plan (weighted by the value of their benefits under
the plan). Ir-addition, the Secretary is authorized to prescribe regu-
lations that apply, in lieu of the 150 percent of current liability
limitation, a different full funding limitation based on factors other
than current liability. The Secretary may exercise this authority

-only in a manner so that in the aggregate, the effect on Federal
budget receipts is substantially identical to the effect of the 150-
percent full funding limitation.

Time for making contributions
Under present law, the required contribution for a plan year

must be made within 8-1/2 months after the end of the plan year. If
the contribution is made by such due date, the contribution is
treated as if it were made on the last day of the plan year. In the
case of single-employer defined benefit pension plans, 4 install-
ments of estimated contributions are required during the plan year
with the total contribution due within 8-1/2 montlis after the end
of the plan year (sec. 412(m)). The amount of each required install-
ment is one-fourth of the lesser of (1) 90 percent of the amount re-
quired to be contributed for the current plan year or (2) 100 per-
cent of the amount required to be contributed for the preceding
plan year. The requirement for quarterly contributions is phased-in
so that it is fully effective for plan years beginning in 1992 and
thereafter.

In the event that an employer fails to make a required install-
ment, interest is charged to the funding standard account. The in-
terest rate on missed contributions is the greater of (1) 175 percent
of the mid-term applicable Federal interest rate (AFR) or (2) the
rate of interest taken into account in determining costs under the
plan. Interest continues at the specified rate until the missed con-
tributions are actually paid to the plan.

In the case of a plan with a funded ratio of less than 100 percent,
a statutory tax lien arises on all controlled group property in favor
of the plan 60 days after the due date of an unpaid contribution
(whether or not a waiver application is pending). This lien only
arises when the unpaid balance due.to the plan exceeds $1,000,000.
The amount of the lien generally is the cumulative missed contri-
butions in excess of $1 million.
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Funding waivers
Within Jimits, the IRS is permitted to 'waive all or a portion of

the contributions required under the minimum funding standard
for a plan year. A waiver may be granted if the employer (or em-
ployers) responsible for the contribution could not make the re-
quired contribution without temporary substantial business hard-
ship. A waiver may be granted only if the business hardship is tem-
porary and if the entire controlled group of which the employer is
a member, as well as the employer itself, is experiencing the hard-
ship. No more than 3 waivers may be granted within any period of
15 consecutive plan years. The M may require an employer to
provide security as a condition of granting a waiver.

The IRS is authorized to require security to be granted as a con-
dition of granting a waiver of the minimum funding standard if the
sum of the plan's accumulated funding deficiency and the balance
of any outstanding waived funding deficiencies exceeds $1 million.

Controlled group liability
The funding requirements applicable to a plan are imposed on

all employers that are members of the same controlled group of
corporations as the employer who is responsible for making the
contributions.

Sanction for failure to meet minimum funding standard
If, as of-the close of any plan year, charges to the funding stand-

ard account exceed credits to the account, then the excess is re-
ferred to as an "accumulated funding deficiency." Unless a mini-
mum funding waiver is obtained, an employer who is responsible
for contributing to a plan (and the controlled group of which the
employer is a part) with an accumulated funding deficiency is sub-
ject to a 10-percent nondeductible excise tax (5 percent in the case
of a multiemployer plan) on the amount of the deficiency (sec.
4971). If the deficiency is not corrected within the "taxable period,"
then an employer who is responsible for contributing to the plarf
(and the controlled group of which the employer is a part) is also
subject to a nondeductible excise tax equal to 100 percent of the de-
ficiency. The taxable period is the period beginning with the end of
the plan year in which there is a deficiency and ending on the ear-
lier of (1) the date of a mailing of a notice of deficiency with respect
to the 10-percent tax, or (2) the date on which the 10-percent tax is
assessed by the IRS.

2. Deduction rules

In general
The contributions of an employer to a qualified plan are deducti-

ble in the year for which the contributions are paid, within limits
(sec. 404). No deduction is allowed, however, for a contribution that
is not an ordinary and necessary business expense or an expense
for the production of income. The deduction limits applicable to an
employer's contribution depend on the type of plan to which the
contribution is made and may depend on whether an employee cov-
ered by the plan is also covered by another plan of the employer.
However, no deduction is allowed with respect to contributions or



181

1 50

benefits in excess of the overall limits on contributions or benefits
(sec. 404Q)).

Profit-sharing and stock bonus plans 14

In the case of a qualified profit-sharing or stock bonus plan, em-
ployer contributions for a year not in excess of 15 percent of the
aggregate compensation of covered employees are generally deduct-
ible for the year paid (sec. 404(aX3)). If employer contributions for a
group of employees for a particular year exceed the deduction
limits, then the excess may be carried over and deducted in later
years (within limits).

Defined benefit pension plans
As discussed above, employer contributions under a defined bene-

-fit pension plan are required to meet a minimum funding standard
(sec. 412). The deduction allowed for an employer's contribution to
a defined benefit pension plan is limited to the greatest of the fol-
lowing amounts-

(1) the amount necessary to meet the minimum funding standard
for plan years ending with or within the taxable year;

(2) the level amount (or percentage of compensation) necessary-to
provide for the remaining unfunded cost of the past and current
service credits of all employees under the plan (adjusted, if applica-
ble, by a* 10-year amortization of experience gains or losses) over
the remaining future service of each employee. Under the Code,
however, if the remaining unfunded cost with respect to any 3 indi-
viduals is more than 50 percent of the cost for all employees, then
the cost attributable to each of those employees is spread over at
least 5 taxable years;

(3) an amount equal to the normal cost of the plan plus, if past
service or certain other credits are provided, an amount necessary
to amortize those credits plus experience gains or losses in equal
annual payments over 10 years (sec. 404(aXl)).

In determining the amount deductible under these rules, the
funding method and actuarial assumptions and by the plan for pur-
poses of the minimum funding rules are used. No deduction is al-
lowed for contributions in excess of the full funding limitation.

A special deduction rule applies to underfunded defined benefit
pension plans. In the case of a single-employer defined benefit pen-
sion plan which has more than 100 participants, the maximum
amount deductible is not less than the plan's unfunded current li-
ability as determined under the minimum funding rules.

Money purchase pension plans
Employer contributions to a money purchase pension plan are

generally deductible to the extent required by the minimum fund-
ing standard. Under a qualified money purchase pension plan, the
amount required under the minimum funding standard is the con-
tribution rate specified by the plan.

14 Special deduction rules apply in the case of leveraged ESOPs.



182

51

Combination of pension and other plans
If an employer maintains a defined benefit pension plan and a

defined contribution plan for the same employee for the same year,
then the employer's deduction for contributions for that year is
generally limited to the greater of (1) 25 percent of the aggregate
compensation of employees covered by the plans for the year, or (2)
the contribution necessary to meet the minimum funding require-
ments of the defined benefit pension plan for the year.

Compensatfnn taken into account
Under present law, for 1990 no more than $209,200 of any em-

ployee's compensation for a year may be taken into account in
computing deductions for plan contributions. The limit is adjusted
annually for cost-of-living increases at the time and in the manner
provided for-the adjustment of the overall limits on annual benefits
under a qualified defined benefit pension 'plan. Increases in the
compensation limit may not be taken into account before they
occur in determining the deduction limit for plan contributions.

Excise tax on nondeductible contributions to qualified plans
Under present law, a 10-percent nondeductible excise tax is im-

posed on nondeductible contributions to a qualified plan. The pur-
pose of the excise tax is to discourage employers from making ex-
cessive contributions to a plan in order to obtain the benefit of tax-
free growth on the contributions.

The contributions to a plan that are subject to the excise tax on
nondeductible contributions are (1) the amounts contributed to a
qualified employer plan by the employer for the taxable year in
excess of the amount allowable as a deduction for the taxable year,
plus (2) the unapplied amounts in the preceding taxable year. The
unapplied amounts in the preceding taxable year are the amounts
subject to the excise tax in the preceding year reduced by the sum
of (1) the portion of the amounts that are returned to the employer
during the taxable year, and (2) the portion of such unapplied
amounts that are deductible during the current taxable year.

For example, assume that an employer made a nondeductible
contribution of $100,000 for its 1988 taxable year. Assume further
that, for its 1989 taxable year, the employer's contribution was
$75,000 and the deductible limit was $150,000. Assume that no
amount is returned to the employer and that the employer's contri-
bution for 1990 is equal to the deductible limit for that year. Under
present law, the excise tax would apply to the nondeductible contri-
butions of $100,000 for the 1988 taxable year and to the nondeduct-
ible contributions of $25,000 for the 1989 and 1990 taxable years.

E. Terminations and Reversions

In general
Present law defines the rights of plan participants and benefici-

aries, as well as employers, in the event of a termination of a quali-
fied plan. The rules relating to plan terminations depend in part
on whether the plan is a defined contribution plan or a defined
benefit pension plan. One of the main differences in the rules
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arises from the fact that it is possible under a defined benefit plan
to accumulate excess assets. In the case of a defined contribution
plan, plan contributions generally are required to be allocated to
accounts of plan participants so that there is no accumulation of
excess assets. As described above, defined benefit pension plans are
funded on an actuarial basis, so that it is possible that assets in
excess of those required to provide for plan benefits exist at the
time of the plan termination.

Permanency requirement
An employer may reserve the right to change or terminate a

qualified plan or to discontinue benefits thereunder. However, in
order to be a qualified plan, the plan is required to be a permanent
program rather than a temporary program. The termination of the
plan for any reason other than business necessity within a few
years after it has taken effect is evidence that the plan was not a
bona fide program for the exclusive benefit of employees in gener-
al. Whether or not a plan that has terminated meets the perma-
nency requirement depends on all the facts and circumstances. For
example, in the case of a profit-sharing plan, it is not necessary
that the employer contribute every year or that it contribute the
same amount every year. On the other hand, a circumstance which
may involve a violation of the permanency rule is termination of a
defined benefit pension plan soon after pensions have been fully
funded for highly compensated employees.

Payment of benefits upon early termination
The Code and regulations contain specific rules designed to pre-

vent discrimination in favor of highly compensated employees upon
early termination of a qualified plan. A qualified pension plan is
required to include provisions that restrict the use of employer con-
tributions to fund the benefit of the 25 top-paid employees of the
employer in the event of early termination of the plan (Treas. reg.
sec. 1.401-4(c)). The restrictions apply to employees who are among
the 25 top-paid employees at the time the plan is established and
whose anticipated annual pension under the plan exceeds $1,500.
The events that trigger the restrictions are termination of the plan
within 10 years after its establishment or the benefits of such an
employee becoming payable within 10 years after the establish-
ment of the plan.

Th-e restrictions do not generally affect the payment of retire-
ment benefits to such an employee while the plan is in operation.
However, a lump sum distribution may be paid to such an employ-
ee during the period the restriction is in effect only if the employee
agrees to repay the actuarial value of the restricted portion of the
benefits upon early termination and such agreement is adequately
secured.

Vesting
A plan is not a qualified plan unless the plan provides that the

interests of plan participants in the plan become fully vested upon
plan termination. For this purpose, a plan termination includes a
full or-partial termination of the plan, or, in the case of a profit-
sharing,/stock bonus, or other plan not subject to the minimum
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funding requirements; the complete discontinuance of contributions
under the plan.

A defined benefit pension plan is generally considered terminat-
ed when it is voluntarily terminated by the employer or involun-
tarily terminated by the PBGC. A defined contribution plan is con-
sidered terminated when it is voluntarily terminated by the em-
ployer. Whether a complete discontinuance of contributions (as
compared to a temporary suspension of contributions) has occurred
is determined based on all the facts and circumstances. Factors rel-
evant in determining whether a complete discontinuance has oc-
curred include whether the employer is calling an actual discon-
tinuance of contributions a suspension in order to avoid full vesting
or for any other reason, whether employer contributions are recur-
ring and substantial, and whether there is any reasonable probabil-
ity that the lack of contributions will continue indefinitely.

Whether a partial termination has occurred is also determined
on a facts and circumstances-basis. Factors relevant to this deter-
mination include the exclusion, by reason of plan amendment or
severance by the employer, of a group of employees who have pre-
viously been covered by the plan and plan amendments which ad-
versely affect the rights of employees to vest in benefits under the
plan. If a defined benefit pension plan ceases or decreases future
benefit accruals under the plan, a partial termination is deemed to
occur if, as a result of such cessation or decrease, a potential rever-
sion to the employer is created or increased.

Special rules for defined benefit pension plans; employer reversions
Under the Code, a trust forming part of a pension plan is not

qualified unless under the trust instrument it is impossible, prior
to the satisfaction of all liabilities with respect to-,employees and
their beneficiaries under the trust, for any part of the trust assets
to be used for, or diverted to, purposes other than for the exclusive
benefit of employees or their beneficiaries (sec. 401(aX2)). However,
upon termination of the defined benefit pension plan and after sat-
isfaction of all fixed and contingent liabilities of the participants
and beneficiaries (termination liability), the employer may recover
any excess assets remaining in the trust that are due to erroneous
actuarial computations (Treas. reg. sec. 1.401-2(bX1)). 15

Similarly, under ERISA 16 the assets of an employee benefit plan
may not inure to the benefit of any employer and are to be held for
the exclusive purposes of providing benefits to participants in the
plan and their beneficiaries and defraying reasonable expenses of
administering the plan. However, as under the Code, any excess
assets of a plan may be distributed to the employer upon termina-
tion of the plan if (1) all liabilities of the plan to participants and

15 A reversion is also possible in limited circumstances in the case of a defined contribution
plan. Under present law, a suspense account may be maintained to hold amounts that cannot
currently be allocated to plan participants because of the limitations on benefits and contribu-
tions (sec. 415). In certain cases, amounts remaining in the suspense account on termination of
the plan may revert to the employer..

"6 Both ERISA and the Code also permit the return of contributions to the employer in cer-
tain limited situations prior to the termination of the plan, for example, contributions made by
mistake of fact, contributions conditioned on the initial -qualification of the plan, and contribu-
tions conditioned on the deductibility of the contribution. ERISA sec. 40,3(cX2), Code sec.
401(aX2). Rev. Rul. 77-200, 1977-1 C.B. 98.
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their beneficiaries have been satisfied, (2) the distribution does not
contravene any provision of law, and (3) the plan provides for such
a distribution.

Under present law, upon the termination of the plan all accrued
benefits must become 100 percent vested and nonforfeitable. In ad-
dition, the accrued benefits must be distributed or annuitized, that
is, annuities providing for the payment of accrued benefits must be
purchased and distributed to participants.

Under present law, whether the employer has the right to the
excess assets or must share excess assets with plan participants is
generally determined under the plan document. Thus, if the plan
document provides that the employer is entitled to the reversion of
excess assets, the employer is not required to share the reversion
with participants. 

17

Although an employer technically is not permitted to recover
excess assets except upon termination of a plan, present law per-
mits certain transactions that in effect permit the withdrawal of
assets from an ongoing plan. Typical examples of such transactions
are terminktion-reestablishment and spinoff-termination transac-
tions.

In a termination-reestablishment transaction, the employer ter-
minates a defined benefit pension plan, recovers the excess assets,
and then establishes a "new" plan that covers the same employees
and provides the same or substantially similar benefits as the old
plan. In a typical spinoff-termination transaction, a single plan is
split into two plans, one plan covering retirees and one covering
active employees. The excess assets are allocated to the plan cover-
ing retirees. That plan is then terminated, allowing the employer
to recover the excess assets. 18

In response to concern that reversions can reduce the security of
participants' benefits, -procedural guidelines were developed jointly
by the Department of the Treasury, the Department of Labor, and
the PBGC. The procedures, referred to as the "Implementation
Guidelines for Terminations of Defined Benefit Pension Plans" or
the "Implementation Guidelines," were issued by Treasury, the De-
partment of Labor, and the PBGq as a news release on May 24,
1984.

The Implementation Guidelines set forth administrative proce-
dures for processing certain terminations of qualified defined bene-
fit pension plans involving reversions of excess assets to the plan
sponsor. The guidelines generally provide that a bona fide termina-
tion of a defined benefit pension plan will be recognized as having
occurred under either a spinoff-termination or a termination-rees-
tablishment transaction only if certain conditions are met.

A spinoff-termination is considered bona fide under the guide-
lines only if (1) the benefits of all employees are vested as of the
date-of the termination, (2) all benefits accrued by all employees as
of the date of the termination are provided for by the purchase of
annuity contracts, (3) the continuing plan adopts a special funding

I I Under ERISA, except in the case of a new plan, a plan provision p- -iding that excess
assets revert to the employer generally is not effective until for 5 years after the provision is
adopted.

"In some circumstances, present law may restrict the amount of assets that may be allocated
to a plan upon a plan spin-off(sec. 414(0)).
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method (with the approval of the IRS), and (4) appropriate notice is
provided to employees.

Under the Implementation Guidelines, termination-reestablish-
ment transactions are generally recognized as bona fide. If the new
plan provides credit for service before that plan was adopted, how-
ever, the guidelines do not treat the transaction as bona fide unless
a special funding method is adopted (with the approval of the IRS).

The guidelines note that spinoff-terminations or termination-
reestablishments may affect the qualified status of plans under the
tax law because the Code requires that qualified plans be perma-
nent. The guidelines generally provide that the permanency re-
quirement prohibits an employer that has engaged in a spinoff-ter-
mination or termination-reestablishment transaction from engag-
ing in another such transaction for at least 15 years.

Asset reversions are includible in the gross income of the em-
ployer receiving the reversion. In addition, employer reversions are
subject to an excise'tax equal to 15 percent of the reversion (sec.
4980). The excise tax was enacted in order to recapture the tax ben-
efit received by the employer from the tax-free growth of plan con-
tributions.

F. Prohibited Transaction Rules

In order to prevent persons with a close relationship to a plan
from using that relationship to the detriment of plan participants
and beneficiaries, the Code prohibits certain transactions between
a plan and , disqualified person (sec. 4975). A disqualified person
includes any fiduciary, a person providing services to the plan, an
employer any of whose employees are covered by the plan, an em-
ployee organization any of whose members are covered by the plan,
andcertain persons related to such disqualified persons.

Transactions prohibited include (1) the sale or exchange, or leas-
ing of property between the plan and a disqualified person, (2) the
lending of money or other extension of credit between the plan and
a disqualified person, (3) the furnishing of goods, services, or facili-
ties between the plan and a disqualified person, or (4) the transfer
to, or use by or for the benefit of, a disqualified person, of any
assets of the plan.

The Code contains a number of statutory exemptions to the pro-
hibited transaction rules. These rules also permit the Secretary of
the Treasury and the Secretary of Labor, respectively, to grant ex-
emptions from the prohibited transaction rules on a case-by-case
basis. The prohibited transaction exemption program under both
the Code and ERISA generally is administered by the Secretary of
Labor.

The Code imposes a two-tier excise tax on prohibited transac-
tions. The initial level tax is equal to 5 percent of the amount in-
volved with respect to the transaction. In any case in which the ini-
tial tax is imposed and the-prohibited transaction is not corrected
within a certain period, a tax equal to 100 percent of the amount
involved may be imposed. Each disqualified person engaging in the
prohibited transaction (other than a fiduciary acting as such) is
jointly and severally liable for the excise taxes. The Secretary of
the Treasury has authority to waive the second-level tax.
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For purposes of determining the amount of the excise tax, the
amount involved means the greater of the amount of money and
the fair market value of other property received. For example, if a
disqualified person obtains a one-year loan from a plan at an inter-
est rate of 6 percent, and the fair market value of the use of the
funds is 10 percent, the amount involved is 10 percent times the
amount of the loan.

To correct a prohibited transaction means to undo the transac-
tion to the extent possible. In any event, the plan must be placed
in a financial position not worse than that in which it would be in
if the disqualified person acted under the highest fiduciary stand-
ards.
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Ill. LEGISLATIVE BACKGROUND

In general
Prior to 1921, no special tax treatment applied to employee re-

tirement- trusts. Retirement payments to employees and contribu-
tions to pension trusts were deductible by the employer as an ordi-
nary and necessary business expense. Employees were taxed on
amounts actually received as well as on employer contributions to
a trust if there was a reasonable expectation of benefits accruing
from the trust.

Since 1921, in order to stimulate the adoption of retirement
plans by employers, the Internal Revenue Code has specifically pro-
vided that certain employee trusts are exempt from Federal income
tax. The 1921 Code provided an exemption for a trust forming part
of a qualified profit-sharing or stock bonus plan. The 1926 Code
provided a similar exemption for qualified pension trusts and es-
tablished deduction limits to limit the extent to which tax-favored
treatment would be available under qualified plans. A number of
changes to the qualification rules and deduction limits were made
prior to the enactment of the 1954 code.

The special tax treatment afforded employee trusts was retained
in the 1954 Code. Section 401(a) (and sections referred to therein)
contains the basic qualification standards which a trust must satis-
fy in order to be exempt from tax under section 501(a); section 404
limits the amount of contributions that can be deducted; and sec-
tion 402 and'T2 govern the taxation of benefits distributed to em-
ployees.

The standards applicable to qualified plans have been revised
over time to reflect Congressional concerns related to the expan-
sion of pension, profit-sharing, and stock bonus plans and the pre-
vention of tax abuses. The rules relating to qualified plans were
substantially revised by the Employee Retirement Income Security
Act of 1974 ("ERISA"), which added minimum participation, cover-
age, vesting, benefit accrual, and funding requirements, and overall
limits on contributions and benefits. The next comprehensive revi-
sion of the rules was made by the Tax Reform Act of 1986. Further
revisions of the rules were made by the Tax Reduction Act of 1975,
the Tax Reform Act of 1976, the Revenue Act of 1978, the Econom-
ic Recovery Tax Act of 1981, the Tax Equity and Fiscal Responsibil-
ity Act of 1982, the Deficit Reduction Act of 1984' the Retirement
Equity Act of 1984, the Consolidated Omnibus Budget Reconcilia-
tion Act of 1986, the Omnibus Budget Reconciliation Act of 1987
(including the Pension Protection Act), the Technical and Miscella-
neous Revenue Act of 1988, and the Revenue Reconciliation Act of
1989 (included in the Omnibus Budget Reconciliation Act of 1989).
The major legislative revisions are discussed below.

(57)
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Employee Retirement Income Security Act of 1974
The Employee Retirement Income Security Act of 1974

("ERISA"), enacted on September 2, 1974, forms the basis for the
modern private pension system. ERISA established a comprehen-
sive legislative program addressing almost all major aspects of em-
ployer-provided pensions and r-flects Congressional concern that
certain minimum standards for private pension plans are necessary
to provide adequate retirement security for plan participants.

ERISA's requirements included minimum participation rules
which limit the age and service requirements an employer can
impose as a condition of participation in the plan; general and nu-
merical coverage and nondiscrimination rules designed to ensure
that pension plans benefit a substantial portion of an employer's
rank and file employees as well as highly compensated employees;
benefit accrual and vesting rules which limit the period of service
an employer can impose before an employee earns or is entitled to
receive a pension benefit; and minimum funding standards de-
signed to ensure the solvency of defined benefit and money pur-
chase pension plans.

ERISA also contained limitations on the tax benefits for employ-
er-maintained plans. Thus, ERISA provided that contributions to
such plans are deductible, within limits, and included limitations
on the benefits that can be accumulated by a plan participant and
the contributions that can be made on behalf of a plan participant.- ERISA also added prohibited transaction rules which are de-
signed to prevent misuse of plan assets by plan fiduciaries and
others closely associated with the plan. 9

Tax Reduction Act of 1975
The Tax Reduction Act of 1975 provided that employers could

qualify for a credit against income tax by making contributions to
an ESOP that meets certain requirements. The amount of the
credit was based on the employer's qualified investments.

Tax Equity and Fiscal Responsibility Act of 1982
Prior to the enactment of the Tax Equity and Fiscal Responsibil-

ity Act of 1982 ("TEFRA"), different rules applied to retirement
plans maintained by incorporated employers and unincorporated
employers (such as partnerships). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. For example,
such plans were subject to lower limits on contributions and bene-
fits than other types of qualified plans. TEFRA eliminated most of
this disparity and, for the most part, applied the same-rules to all

19 ERISA established a dual system regulating private pension plans. In addition to modifying
Internal Revenue Code provisions, ERISA added significant labor law provisions regulating em-
ployerspnsored pension plans. The labor law provisions included minimum participation, vest-
ing, accrual, funding, and prohibited transaction rules substantially similar to those of the Code.
The labor law provisions also include standards regulating the conduct of plan fiduciaries, rules
regarding the rights of plan participants and disclosures of plan provisions to plan participants.
and a termination insurance program administered by the Pension Benefit Guaranty Corpora-
tion. A detailed discussion of the labor law provisions relating to pension plans is beyond the
scope of this pamphlet.
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types of qualified plans without regard to whether or not the em-
ployer was incorporated.

For taxable years beginning after 1983, TEFRA added special
qualification requirements for plans which primarily benefit an
employer's key employees (referred to as "top-heavy plans"). The
additional requirements included faster vesting rules and mini-
mum benefit requirements.

TEFRA added the basic employee leasing rules, under which an
individual who performs services for another person is treated as
the recipient's employee where the services are performed pursu-
ant to an agreement between the recipieI, and a leasing organiza-
tion. These rules were designed to prevent avoidance of the qualifi-
cation requirements through innovative employment structures
that do not represent the true employment relationship. TEFRA
also expanded the class of employees who, under the affiliated serv-
ice group rules, are to be treated as employed by a single employer
for purposes of the qualification rules.

TEFRA also reduced the maximu limits on contributions and
benefits under qualified plans. In addition, TEFRA repealed the in-
vestment-based ESOP tax credit and replaced it with a credit for
ESOP contributions based on the compensation of plan partici-
pants.

Deficit Reduction Act of 1984
The Deficit Reduction Act of 1984 ("DEFRA") expanded the spe-

cial tax benefits for ESOPs. In particular, DEFRA provided for de-
ferral of recognition of gain on certain sales of stock to an ESOP,
an employer deduction for dividends paid on certain stock held by
an ESOP, the exclusion of 50 percent of the interest paid on certain
loans to an ESOP, and the assumption of estate tax liability by an
ESOP.

DEFRA also made miscellaneous changes to the employee leas-
ing rules, distribution rules, nondiscrimination rules for cash or de-
ferred arrangements, and certain other qualification requirements.

RetirementEquity Act of 1984
The Retirement Equity Act of 1984 ("REA") reflected Congres-

sional concern that the previous qualification rules did not ade-
quately reflect changing work patterns of workers and their
spouses and did not provide adequate protection for the surviving
spouse of the worker. REA demonstrated Congressional concern
that workers, and particularly women, often enter the work force
at an earleir age and leave and re-enter the work place at various
times during their careers with the result that they often did not
earn a pension benefit under prior law.

REA lowered the minimum age employers may require individ-
uals to attain before they participate in a pension plan, and modi-
fied the rules relating to the service that must be taken into ac-
count for purposes of vesting and benefit accural (including special
rules for maternity and paternity leave), spousal survivor benefits,
the distribution of qualified plan benefits upon divorce, and the
protection of accrued benefits.
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Tax Reform Act of 1986
The Tax Reform Act of 1986 (the "1986 Act"), contains the most

comprehensive revision to the qualified plan rules since ERISA.
The 1986 Act made changes to the limitations on tax deferral
under qualified plans, nondiscrimination rules, tax treatment of
distributions, and special rules for ESOPs.

With respect to the tax deferral provided to qualified plans, the
1986 Act lowered the maximum limits on benefits and contribu-
tions, imposed a cap on elective deferrals under qualified cash or
deferred arrangements, and added a tax on aggregate excess distri-
butions from all tax-favored retirement plans of an individual.

The 1986 Act also imposed a tax on nondeductible employer con-
tributions to qualified employer plans, and added a 10-percent
excise tax on employer reversions. The tax on reversions was in-
tended to recapture the tax benefits of deferral on income earned
on plan contributions.

The 1986 Act made a number of changes to the coverage and
nondiscrimination rules. The Act added a uniform definition of
highly compensated employee, the minimum participation rule, re-
duced the permitted disparity between contributions for highly and
nonhighly compensated employees under qualified cash or deferred
arrangements, and added nondiscrimination rules for employee
contributions and employer matching contributions similar to the
rules applicable to cash or deferred arrangements.

The 1986 Act also modified the minimum coverage rules, general-
ly reducing the disparity between benefits of highly and nonhighly
compensated employees. Prior to the 1986 Act, the rules relating to
integration of qualified plans permitted an employer to eliminate
all qualified plan benefits for lower-paid employees. The 1986 Act
modified the integration rules by generally reducing the amount by
which benefits for lower-paid employees could be reduced due to
social security and ensuring that all employees covered by the plan
receive some benefit under the plan.

The 1986 Act reflects further Congressional concern for workers
who change jobs frequently, particularly women and minorities.
Thus, the Act provides for more rapid vesting than permissible
under prior law.

In the area of plan distributions, the 1986 Act provided for more
uniform distribution rules for IRAs, qualified plans, and other tax-
favored retirement vehicles. The 1986 Act also provided for a more
uniform 10-percent tax on early withdrawals from tax-favored fe-
tirement vehicles. This tax had previously applied only to IRAs and
certain distributions from top-heavy plans.

The 1986 Act revised the rules relating to income taxation of
qualified plans. In general, the 1986 Act modified the basis recov-
ery rules to provide for pro rata basis recovery, provided for 5-year
averaging of lump sum distributions (as compared with 10-year
averaging under prior law), and eliminated capital gains treatment
for qualified plan distributions.

The 1986 Act modified the rules relating to ESOPs by requiring
that ESOP stock be valued by an independent appraiser and that
an ESOP provide employees close to retirement age the opportuni-
ty to diversify plan investments. The 1986 Act also eliminated the
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tax credit for contributions to ESOPs, expanded certain other spe-
cial tax benefits for ESOPs, and added an estate tax deduction for
sales for securities by an executor to an ESOP.

Omnibus Budget Reconciliation Act of 1987
The Omnibus Budget Reconciliation Act of 1987 (including the

Pension Protection Act) modified the minimum funding require-
ments applicable to single-employer defined benefit pension plans
and the maximum amount that may be deducted for contributions
to such plans. These changes were designed to eliminate excessive
overfunding and underfunding of defined benefit pension plans.

The Pension Protection Act (PPA) was prompted by Congression-
al concern over the solvency of the single-employer defined benefit
pension plan system. The PPA recognized that the prior-law fund-
ing rules were not in all cases sufficient to ensure that defined ben-
efit pension plans are adequately funded in the event of plan ter-
mination. Thus, PPA required more rapid funding for underfunded
plans, accelerated the time for making plan contributions, and
made other changes relating to funding.

In passing the Omnibus Budget Reconciliation Act of 1987, Con-
gress was also concerned that prior law permitted employers desir-
ing to do so to excessively overfund pension plans and obtain tax
deductions for liabilities that have not yet been accrued by the
plan. Thus, the Act added the 150-percent of current liability full
funding limitation.

Revenue Reconciliation Act of 1989
The Revenue Reconciliation AcF-of 1989 (included in tb Omni-

bus Budget Reconciliation Act of 1989) modified the special tax
benefits for ESOPs. The Act restricted the availability of the par-
tial interest exclusion for ESOP loans to cases in which the ESOP
owns more than 50 percent of the stock of the employer, modified
the tax-free rollover provisions, and repealed the estate tax deduc-
tion for sales of stock to an ESOP and other miscellaneous ESOP
provisions.

The Act also made numerous technical corrections to the PPA.
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IV. ISSUES RELATING TO THE SIMPLIFICATION OF
EMPLOYEE PENSION BENEFITS TAX LAWS 20

Overview
There are three potential sources of income for an individual

after retirement-social security benefits, employer-provided pen-
sion plan benefits, and personal savings. These three sources of re-
tirement income have traditionally been referred to as the three-
legged stool providing retirement income security. Taken together,
these three sources of income ideally should provide an adequate-
replacement for preretirement income.

An employer's decision to establish or continue a pension plan
for employees is voluntary. The Federal tax laws provide favorable
tax treatment for amounts contributed to an employer-provided
pension plan to encourage the establishment and continuance of
such plans.

The Federal laws and regulations governing employer-provided
retirement benefits are recognized as among the most complex set
of rules applicable to any area of the tax law. Some have argued
that this complexity has made it difficult, if not impossible, for em-
ployers, particularly small employers, to comply with the law. In
addition, it is asserted that this complexity deters employers from
establishing pension plans or forces the termination of such plans.
If this assertion is accurate, then the complexity of the employee
benefits laws is reducing the number of employees covered under
employer-provided plans. Such a result would then force social se-
curity and personal savings to assume more of the burden of re-
placing preretirement income.

Others assert that the complexity of employee benefits laws and
regulations is a necessary byproduct of attempts (1) to ensure that
retirement benefits are delivered to more than just the most highly
compensated employees of an employer, (2) to provide employers,
particularly large employers, with the flexibility needed to recog-
nize the differences in the way that employers do business; and (3)
to ensure that retirement benefits generally are used for retire-
ment purposes.

A brief discussion follows of the reasons for complexity in the
pension area and of possible issues to be considered in the develop-
ment of legislative proposals to reduce this complexity.

10 This discussion is phrased in terms of pension benefits because the focus of this pamphlet is
complexity in pension laws. However, the discussion is also applicable to other types of employ.
ee benefits (e.g., health benefits), as well as the tax generally,

(62)
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Reasons for complexity in employee pension benefits laws

Retirement policy vs. tax policy
A source of complexity in the development of pension laws and

regulations occurs because the Federal Government has chosen to
encourage the delivery of retirement benefits by employers through
the Federal income tax system. This decision tends to create con-
flicts between retirement income policy and tax policy.

Retirement income policy has as its goal the delivery of adequate
retirement benefits to the broadest possible class of workers. Be-
cause the decision to maintain a retirement plan for employees is
voluntary retirement income policy would argue for laws and reg-
ulations that do not unduly hinder the ability or the willingness of
an employer to establish a retirement plan. Such a policy might
also encourage the delivery of more retirement benefits to rank-
and-file employees by adopting a rule that prohibits discrimination
in favor of highly compensated employees, but does not otherwise
limit the amount of benefits that can Le provided to such employ-
ees. Thus, an employer whose principal objective was to provide
large retirement benefits to highly compensated employees (e.g.,
management) could do so as long as the employer also provided
benefits to rank-and-file employees.

On the other hand, tax policy will be concerned not only with
the amount of retirement beihefits beinq delivered to rank-and-file
employees, but also will be concerned with the extent to which the
Federal Government is subsidizing the delivery of such benefits.
Thus, Federal tax policy requires a balancing of the tax benefits
provided to an employer who maintains a qualified plan in relation
to all other tax subsidies provided by the Federal tax laws. This
balancing has led the Congress (1) to limit the total amount of ben-
efits that may be providedto any one employee by a qualified plan
and (2) to adopt strict nondiscrimination rules to prevent highly
compensated employees from receiving a disproportionate amount
of the tax subsidy provided with respect to qualified pension plans.

Jurisdiction of pension legislation
When ERISA was enacted in 1974, the Congress concluded that

Federal pension legislation should be developed in a manner that
limited the Federal tax subsidy of employer-provided retirement
benefits and that provided adequate safeguards for the rights of
employees whose employers maintained pension plans. According-
ly, the rules adopted in ERISA included changes in the tax laws
governing qualified plans (Title II of ERISA) and also included
labor law requirements applicable to employer-provided plans
(Title I of ERISA). In many cases, these labor law requirements
mirrored the requirements of the tax laws and created a civil right
of action for employees. Thus, ERISA ensured that compliance with
the Federal employee benefits laws could be monitored by the Fed-
eral government (through the IRS and the Department of Labor)
and by employees (through their civil right of action under the
labor laws).

Although many of the pension laws enacted in ERISA had
mirror provisions in the labor laws and in the Internal Revenue
Code, subsequent legislation has not always followed the same
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form. For example, the top-heavy rules that were enacted as part
of the Tax Equity and Fiscal Responsibility Act of 1982 were only
included in the Internal Revenue Code and did not contain a corre-
sponding provision in Title I of ERISA. Some have argued that
such a piecemeal approach to employee benefits legislation can
lead to inconsistencies between the Federal tax law and Federal
labor law and can contribute to the overall complexity of the rules
governing pension plans.

In addition, the enforcement of rules relating to employer-provid-
ed pension plans is shared by the IRS and the Department of
Labor. Thus, there is no single agency of the Federal Government
that is charged with the development and implementation of regu-
lations and with the operational enforcement of the rules relating
to pension plans.

Although the authority of each applicable agency has been clari-
fied, complexity can occur because of the manner in which the
agencies interact. An employer must determine the agency with
which it must consult on an issue and may find that the goals of
each agency are different. For example, the Pension Benefit Guar-
anty Corporation (PBGC) views the funding of a defined benefit
pension plan from its goal of assuring solvency of the plan when
benefit payments are due. On the other hand, the IRS is also
concerned that employers should not be permitted to overfund
defined benefit pension plans as a mechanism by which the employer
can shelter income from taxation. Without careful coordination of
the goals of these 2 Federal agencies, employers may receive incon-
sistent directives.

Volume and frequency of employee benefits legislation
Many employers and practitioners in the pension area have

argued that the volume of legislation affecting pension plans en-
acted since 1974 has contributed to complexity. In many cases, a
particular substantive area of pension law may be dealt with legis-
latively every year. For example, the rules relating to the form and
taxation of distributions from qualified pension plans were signifi-
cantly changed by TEFRA, DEFRA, and the Tax Reform Act of
1986. In many cases, changes in the rules are lobbied for by em-
ployers and practitioners.

This constant change of the law has not only contributed to con-
plexity for the employer, plan administrator, or practitioner who
must understand the rules, but has also created problems for the
IRS and Department of Labor. Regulations projects are so back-
logged at the IRS that employers may not know what they must do
to bring their pension plans into compliance with enacted legisla-
tive changes because the IRS has been unable to publish adequate
guidance for employers.

The amount of legislation in the pension area in recent years
hinders the ability of the IRS and the Department of Labor to mon-
itor compliance with the law. Significant amounts of resources are
required to be expended to educate government employees with re-
spect to changes in the law. Time that is spent reviewing pension
plan documents to determine whether they qualify under the tax
laws in form takes time away from the auditing of plans to ensure
that they qualify in operation.
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The level of legislative and regulatory activity in the pension
area has also created problems because inadequate time is avail-
able to consider the possible interaction of various provi-
sions. The IRS may issue regulations that are immediately super-
seded by legislation. Legislation is enacted that does not consider
the potential interaction problems created with other areas of em-
ployee benefits law.

Some people argue that the rules relating to employer-provided
pension plans should not be significantly altered in the context of
an effort to simplify the rules. This argument assumes that addi-
tional changes in the employee benefits area will only contribute to
complexity by legislating again in an area that some say has been
overlegislated in the last 10 years.

On the other hand, legislative initiatives that merely repeal ex-
isting rules may not contribute to additional complexity of the
rules unless the repeal of such rules leaves uncertainty as to the
rule that applies in place of the repealed rule.

The structure of the workplace
Some argue that the complexity of the rules relating to pensions

stems from a problem that is not unique to the employee benefits
area-that is, the way in which the workplace has developed has
created inherent complexities in the way that legislation is en-
acted. The way in which employers do business affects the complex-
ity of pension legislation.

Large employers tend to have complex structures. These complex
structures may include the division of employees among various
subsidiaries that are engaged in different types of businesses. Rules
are required to deal with the issues that arise because a business is
operated in many tiers. For example, questions arise as to which
employees are required to be taken into account in determining
whether an employer is providing pension benefits on a nondis-
criminatory basis. To what extent are employees of various subsidi-
aries that are engaged in completely different activities required to
aggregated? If these employees must be aggregated for testing pur-
poses, what kind of recordkeeping burdens are imposed on the em-
ployer? How are headquarters employees treated and how does the
treatment of stvh employees differ from the treatment of subsidi-
ary employees? If an employer retains temporary workers, to what
extent are such workers required to be taken into account? Should
employees covered by collective bargaining agreements be treated
differently than other employees? Employers face these issues
every day because of the way in which their businesses are operat-
ed, rather than simply because the laws governing pension benefits
are complex.

Flexibility and complexity
Employers and employees generally want to be able to tailor

their compensation arrangements, including pension benefits, to fit
their particular goals and circumstances. Present-law accommo-
dates these desires by providing for various tax-favored retirement
savings vehicles including qualified plans, individual retirement
arrangements (IRAs), simplified employee pensions (SEPs), and tax-
sheltered annuities. There are many different types of qualified
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plans, different ways of funding such plans, and different ways of
providing benefits under such plans.

The number of different tax-favored retirement vehicles in-
creases complexity in the pension rules because different rules are
needed for each type of arrangement. A great deal of simplicity
could be achieved, for example, if employers were permitted to
choose from only one or two model pension plans. However, this
would also greatly reduce the flexibility provided employers and
employees under present law.'

Certainty created by complexity
Although employers and practitioners often complain about the

complexity of the rules relating to employer-provided pension
plans, some of that complexity is, in fact, attributable to the desire
of employers or the Congress to have certainty in the rules. For ex-
ample, the general nondiscrimination rule relating to qualified
pension plans merely requires that a plan not discriminate in
either contributions or benefits in favor of highly compensated em-
ployees. This rule is easy to articulate; however, determining
whether or not the rule is satisfied is not a simple task. The most
obvious problem is determining what the word "discriminate"
means. If it means that there can be no difference in contributions
or benefits between those provided to highly compensated employ-
ees and those provided to rank-and-file employees, then the rule is
fairly straightforward. However, because the rules permit employ-
ers some flexibility to provide more contributions or benefits for
highly compensated employees, then it is necessary to determine
how much of a difference in the contributions or benefits is permit-
ted. On the other hand, rules that provide greater certainty for em-
ployers tend, on their face, to appear to be more complex. A case in
point are the nondiscrimination rules for employee benefits added
in the Tax Reform Act of 1986 (sec. 89).21 Employers complained
vigorously about the calculations and recordkeeping requirements
imposed by section 89. However, these rules developed during the
legislative consideration of the 1986 Act in large measure in re-
sponse to employer's complaints about the uncertainty of a general
rule prohibiting nondiscrimination in favor of highly compensated
employees.

A more mechanical rule will often appear to be more complex,
but will also provide more certainty to the employers, plan admin-
istrators, and practitioners who are required to comply with the
rule. Thus, any attempts to reduce complexity of the employee ben-
efits laws must balance the desire for simplicity against the per-
ceived need for certainty. In addition, it should be recognized that
simplicity in legislation does not preclude complexity in regulation.

Transition rules
When the Congress enacts tax legislation altering the tax treat-

ment of qualified pension plans or distributions from such plans,
transition relief is often provided to specific employers or individ-
ual taxpayers or to a class of employers or taxpayers. Transition

21 The rules of section 89 were repealed in 1989 (P.L. 101-140.
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relief generally delays temporarily or permanently the application
of the enacted rule to the applicable taxpayer. Sometimes, transi-
tion relief will apply a modified rule that is a compromise between
present law and the enacted rule.

The adoption of transition rules for a taxpayer or a class of tax-
payers contributes to the actual and perceived complexity of em-
ployee benefits laws.

Possible considerations in developing proposals to reduce complexity
of the employee benefits laws

In analyzing a proposal to simplify the rules relating to employ-
er-provided pension plans, the following issues will be relevant: (1)
the extent to which the proposed change is consistent with the un-
derlying policy objectives of the rule that is altered; (2) whether a
complete revision of rules that employers and plan administrators
understand and use should be made solely in the interest of simpli-
fication; (3) whether additional legislation with respect to a rule
that has already been subject to significant legislation itself creates
complexity; (4) the extent to which transition rules and grandfa-
ther rules contribute to complexity; and (5) whether any attempt to
simplify the rules relating to employer-provided pension plans
should be required to be revenue neutral with respect to present
law.
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918 16th Street. N.W. Suite 704 Washington, D.C. 20006 (202) 296.3776

March 22, 1990

The Honorable David Pryor, Chairman
Subcommittee on Private Retirement Plans
and Oversight of the Internal Revenue Service

205 Dirksen Building
U.S. Senate
Washington, D.C. 20510

Dear Senator Pryor:

We read with interest your announcement of the hearing on
"Internal Revenue Code rules governing private pension plans and
options for simplification" to be hold by the Subcommittee on
Private Retirement Plans and Oversight of the Internal Revenue
Service on March 23, 1990.

We share your concern that complex poncion rules result in
administrative costs that discourage some employers from settirng
up plans and cause others to spend less for benefit increases.

For this reason, we hope that you will consider using the
Subcommittee hearing as an opportunity to alert employers,
particularly small bubinesh owners, to the fact that many of the
most complex pension rules apply only to those companies that
have made a cost-benefit decision to use their plans to reward
certain workers at the expense of others. These companies have
made a business judgment that it is less costly to tike advantage
of these complicated riles than to provide benefits fairly to all
workers.

For example, among the most complicated of all pension rules
are "coverage" and "participation" rules that Mnriiit companies to
leave their less favored workers out of plans, and "integration"
rules that D.rin companies to provide contributions and benefits
based on a smaller percentage of pay for lower-paid workers than
for the higher-paid. If a company wants to take advantage of
these rules, it -- or its consultants -- must master nearly 60
pages of federal regulations. L1 ote gulatigt-Is

Pension coverage could be significantly expanded if more
employers were made aware that current rules Al&gW them to set up
simple plans. There are many businesses that would happily trade
off the complexity of flexiblec" plans for straightforward,
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understandable rules. The reality is that few company owners
start out with an intention to hurt their most vulnerable
employees -- who most often are women. "Coverage exclusions" and
"permitted disparities" are concepts that are sold to employers
by pension consultants.

In addition to educating employers about the existence of
simple and fair pension plans, we urge tho Subcommittee to
consider legislation that could be adopted immediately and that
would open the door to greater simplicity and equity in the
private pension system.

A first step in this direction would be adoption of a
provision similar to Section 3 of the Pension Reform Act of 1989
(H.R. 3306), introduced into the House of Representatives by
Congresswoman Barbara Kennelly. This provision would require
employers with pension plans to cover all employees in a single
line of business. This would eliminate countless pages of
regulations for virtually all small businesses and other
nondiversified companies.

A second, even more modest, simplification measure would be
the adoption of Section 2(b) of the Pension Reform Act. Section
2(b) would end the integration of Simplified Employee Pensions
with social security. SEPs are potentially the simplest and the
fairest of all pension plans. As noted in the attached booklet,
they can be easily administered by employers and easily
understood by employees. However, current rules permitting
integration of SEPs add needless complexity to these otherwise
simple plans.

There is much more that can -- and must -- be done, but
these are meaningful first steps toward expanding coverage by
reducing administrative costs.

Sincerely yours,

Anne Moss, Director
Women's Pension Project

Cindy Hounsell, Fellow
Women's Pension Project

enc.
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Simplified Employee Pensions
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Does your company
have a pension plan?

If not, you should know about SEPs.

SEPs are "Simplified Employee
Pensions," the easiest way for
companies to provide pensions for
their employees.

Many companies do not have
pension plans. In some cases this is
because they cannot afford to
provide pensions. In others, it is
because the companies think their
employees are not concerned about
retirement income. Often, however,
companies do not provide pension
benefits because they think pension
plans are costly to set up and
administer.

SEPs make it possible for your dom-
pany to provide you with a pension
without paying the start-up and
operating costs of conventional pen-
sion plans.
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ou need a pension

With social security benefits averag-
ing only $6,444 a year for retired
workers, you will have to have
other sources of income to live
comfortably when you are no
longer able to work. Unless you are
one of the fortunate few with
income from savings and invest-
ments, a pension can make all the
difference in how you live during
your retirement years.

If you do not have a pension plan
where you work, you should con-
sider talking to your employer about
a SEP. Many employers are very
responsive when employees express
concern about retirement income.

You may find that no one has ever
asked your employer about a pen-
sion plan. He or she may never
have thought about your income
needs at retirement or may have
assumed that your social security
payments would be enough for you
to live on.



204

W Why your company mightwant to set up a SEP

0 The company president can con-
tribute up to 15 percent of pay to
his or her own SEP account each
year-or $30,000 if this is less.
m The company is not locked into
making any future contributions. It
can decide each year whether to
pay into the SEP and how much to
contribute.
M Once the company puts money
into employees' SEP accounts it has
no further responsibility for the
amounts contributed.
m The company's contributions to a
SEP are tax deductible and the com-
pany pays no taxes on SEP invest-
ment earnings.*
* The company does not have to
pay any consulting fees, commis-
sions or administrative expenses to
establish and operate a SEP. It does
not have to file any documents with
the government.

SEPs can be set up by self-employed
people, unincorporated businesses,
partnerships and corporations, includ-
ing nonprofit and S corporations.

*SEP contributions for a particular calehdar year
can be made up until the date a company's tax
return for that year is due, including any exten-
sions. No social security or federal unemploy.. 
ment compensation taxes are payable on SEP'
contributions.
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getting up a SEP

Your employer can set up a SEP in a
matter of minutes by using the Inter-
nal Revenue Service's "Model SEP"
agreement.

(1) The employer decides the per-
centage of payroll he or she can
afford to contribute to the SEP.

(2) The employer fills out Internal
Revenue Service Form 5305-SEP, a
quarter-page form with five blank
spaces.

(3) The employer asks you, and the
other employees, to set up an Indi-
vidual Retirement Account at a finan-
cial institution of your choice.

(4) The employer mails SEP contribu-
tions, equal to the same percentage
of each employee's pay, to the finan-
cial institutions you and the other
employees have chosen.

(5) The employer gives you, and the
other employees, a completed copy
of the Form 5305-SEP and the ques-
tions and answers attached to that
form, as well as a statement of the
amount contributed to your SEP
account.

No other reporting or disclosure is
required by the employer, and he or
she does not file the Form 5305-SEP
with the IRS.
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as easy as 1-2-5 •

Note: If you choose not to set up an
Individual Retirement Account, your
employer can set up an IRA on your
behalf and make a SEP contribution for
you. Also, if the employer prefers to
write a single check, he or she can
choose one financial institution to
receive all of the SEP contributions. You
and the other employees can then
decide if you want to transfer your SEP
accounts to other financial institutions.

You will receive a statement from the
financial institution investing your SEP
money both at the time your employer
makes your first SEP contribution and
once a year after that. The financial
institution must give you a plain-English
explanation of any fees and commis-
sions it charges and any penalties it-
imposes if you withdraw your SEP
money before the expiration of a
specified period of time.

Who Must Be Included in a SEP?
Companies are allowed to include all
employees in a SEP but do not have to do
so. Your company is generally required to
include you in the SEP if you have worked
for the company for at least 3 out of the
last 5 years, are over age 21 and are paid
more than $327 in the year for which con-
tributions are made. You can be-left out of
a SEP if you are a union employee and
retirement benefits were the subject of
good faith bargaining with a union
representative. You can also be excluded if
you are a non-resident alien.
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Non-Model SEPs

Although using the IRS form
5305-SEP is the easiest way of set-
ting up a SEP, your employer does
not have to use the IRS model
agreement.* Many financial institu-
tions have their own SEP arrange-
ments that have been approved by
the Internal Revenue Service. In
addition, employers may design
their own SEP subject to IRS
approval.

*Employers cannot use the IRS "Model

SEP" if they

-now have another pension plan or other
type of qualified retirement plan;

-formerly had a pension plan that prom-
ised to pay specific benefits at retire-
ment-a "defined benefit" plan;

-take social security into account in figur-

ing SEP contributions;

-have any leased employees;

-have any eligible employees for whom
SEP accounts have not been established;
or

-are members of an "affiliated" or "con-
trolled" group of employers that has eli-
gible employees who are not included
in a SEP.
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There is an important difference
between an IRS Model SEP agree-
ment and a non-model SEP agree-
ment. Companies using the Model
SEP must contribute the same per-
centage of pay for each employee
included in the SEP. Companies
using a non-model SEP agreement
are permitted (but not required) to
take social security payments into
account in figuring SEP contribu-
tions. Companies can subtract part
of the social security taxes they pay
for an employee in calculating the
SEP contributions for that employee.

Because social security contributions
for lower paid employees are a
much higher percentage of their pay
than the contributions for higher
paid employees, the result of this
practice is that the SEP contributions
for lower paid employees can be
very small.*
*There are two limitations to this practice.

First, the percentage of pay contributed to
SEP accounts on earnings below the social
security wage base ($48,000) must be at
least half the percentage of pay contributed
to SEP accounts on earnings above the
social security wage base.

Second, if the result of taking social secur-
ity contributions into account would be
that more than 60% of the SEP contribu-
tions would go to company officers and.
owners, the company may be required to
make SEP contributions for lower paid
workers of up to 3% of their pay.
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Savings SEPs
for small companies

If you work for a small for-profit company,
your employer may be able to set up a
"Salary Reduction SEP."

Unlike other SEPs, Salary Reduction SEPs are
savings plans, not pension plans. The money in
these plans is put in by workers rather than by
their companies.

Your company can set up a Salary Reduction
SEP if it has 25 or fewer employees who would
be eligible for a company-paid SEP, and if half
of those employees choose to put money into
the plan.

If your company has a Salary Reduction SEP
and you choose to contribute to the plan, your
taxable income will be reduced by the amount
you put in, up to a maximum of $7,627 a year
or 15% of your pay, whichever is less.* (Both
you and your employer are required to pay
social security taxes on the amounts you
contribute.)

A company can have both a company-paid SEP
and a Salary Reduction SEP as long as the total
amount contributed for any employee each
year is not more than 15% of pay or $30,000.

The simplest way for your employer to set up
a Salary Reduction SEP is by using the Internal
Revenue Service's model agreement, Form
5305A-SEP. Employers using this model agree-
ment may be required to make contributions
for lower paid employees who choose not to
put money into the Salary Reduction SEP or
who contribute only small-amounts. The
required employer contributions can be made
to the Salary Reduction SEP or to a separate
company-paid SEP.**

OConipany owners, officers and certain highly paid employ.
ees cannot contribute more than 125% of the average per-
centage of pay put ;nto the salary reduction SEP by all other
eligible employees. The employer must notify employees by
March 15 if the employee contributions for the preceding
year exceed these limits, W
"The IRS Model Salary Reduction SEP generally cannot be

used by companiesM eligible to set up company-paid
Model SEPs or byjlinanies consisting of only owners, offi.
cers, and highly-I 4 lo:yees.
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Investments
Financial institutions authorized to
hold and invest SEP contributions
include banks, savings and loan
associations, investment companies,
credit unions, brokerage firms and
insurance companies.

Your SEP money can be put into
stocks, bonds, mutual funds, money
market funds, certificates of deposit,
and other similar types of
investments.
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For More Information About

You can call the nearest office of the Internal
Revenue Service and ask for IRS Publication
590. You may also want to request the IRS
Model SEP, Form 5305-SEP, and the IRS
Model Salary Reduction SEP, Form 5305A-
SEP. Both forms have questions and answers
to help you understand how these SEP agree-
ments work.

If you have technical questions about SEPs,
you can call the Internal Revenue Service
Employee Plans Division Taxpayer Assistance
line at (202) 566-6783 weekdays between
1:30 and 4:00 p.m. Eastern Time. This is not
a toll free number.

Also, you or your employer may want to
request a copy of SEPs: What Small Busi-
nesses Need to Know, a booklet written by
the Pension Rights Center for the U.S. Small
Business Administration and the U.S. Depart-
ment of Labor. Write to the U.S. Small Busi-
ness Administration, Office of Advocacy,
1441 L Street, N.W., Washington, D.C.
20416 or the U.S. Department of Labor, Pen-
sion and Welfare Benefits Administration,
Room N-5666, 200 Constitution Avenue,
N.W., Washington, D.C. 20210.
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The Pension Rights Center is pub-
lishing The Pension Plan Almost
Nobody Knows About as part of a
nationwide Coverage Campaign.
The Campaign is committed to
increasing workers' access to com-
pany and union pension plans. Cur-
rently, only half of all private sector
employees have pension plans
where they work.

The Pension Rights Center is the
nation's leading pension educator
and advocate. Started in 1976, the
Center is the only organization in
the country that works full-time to
protect and promote the pension
interests of workers, retirees and
their families. The Center's activities
are supported by foundation and
government grants, and donations
from organizations and individuals.
Contributions to the Center are tax
deductible.
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United States General Accounting Office

Briefing Report to the Subcommittee on
Labor-Management Relations,

*Committee on Education and Labor,
House of Representatives

October 1989 PRIVATE PENSIONS

Impact of Vesting andMinimum Benefit and

Contribution Rules in
Top-Heavy Plans
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United States
General Accounting Offlee

Wahington, D.C. 20545

Human Resources Division

B-229263

October 23, 1989

The Honorable William L Clay
Chairman, Subcommittee on Labor-Management

Relations
Committee on Education and Labor
House of Representatives

The Honorable Marge Roukema
Ranking Minority Member
Subcommittee on Labor-Management Relations
Committee on Education rnd Labor
House of Representatives

On May 3,1989, you requested information on how certain rules for top-
heavy pension plans affected participants' pension benefits. Top-heavy
pension plans are those in which more than 60 percent of the benefits or
contributions go to company owners or other key employees. Your
request in prt reflected your ongoing interest in whether the top-heavy
rules contained in the Tax Equity and Fiscal Responsibility Act of 1982
(mTrA) are necessary in light of changes r,de to the rules governing
pension plans included in the Tax Reform Act of 1986 (TI"A). In response
we agreed to provide information comparing the proportion of partici-
pants in top-heavy plans with no legal right to receive earned benefits
(i.e., those who were not "vested") under the top-heavy and ."tA vesting
rules. You also asked for information on the effect of TERA's top-heavy
muamum benefit and contribution rules. We agreed to Identify top-
heavy plans and participants that were not affected by -rTas's rules.
This briefing report summarizes information presented in our May 11,
1989, briefing to the Subcommittee.'

Background Top-heavy rules were enacted to curb perceived inequities in small busi-
ness pension plans where key employees were the primary benefi-
ciaries.' Among other things, the top-heavy rules reduced the time a
worker can be made to wait to gain a legal right to receive earned bene-
fits or "v-t," and stipulated minimum benefits or contributions that
participants who are not owners, officers, or other key employees must
receive.

'The vau no K") orma todaln. prehnmary data presented i onP Kams WStaus
of Pamnkpanu n Selected %mall PLans (GAO/1tD-8-3 1, Oct. 30,1987)
'Genermlly. oe smaller the plm, the more UIkely t Ls to be top-heavy
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The continued need for accelerated vesting for top-heavy plans has been
a topic of debate since the passage of 1tRA, which slgidflcantly lessened
the vesting period for plans that are not top-heavy. As originally
enacted in 1974, the Employee Retirement Income Security Act (ERSA),
provided that the longest a plan could require a participant to wait
before fully vesting was 10 to 15 years. In 1982, TEmA lowered this
requirement to 3 to 6 years, but only for top-heavy plans. In 1986, TRA
amended ERiSA and changed the maximum period to 6 to 7 years for
plans other than top-heavy ones. Some argue that the accelerated vest-
ing periods for top-heavy plans and those that are not top-heavy are
similar enough to make the special rules for top-heavy plans unneces-
sary. However, groups concerned with protecting workers' and retirees'
pensions have argued that retaining the top-heavy rules is necessary.
They note that small businesses generally have highly mobile
workforces that would be less likely to vest in any pension benefits
under the less stringent vesting requirements of Tm..

Approach and
Methodology

Our data were drawn from oAO's pension database, which we created to
respond to the mandate in the Retirement Equity Act of 1984 (P.L. 98-
397, Sec. 304) that GAO study the effect of federal pension rules on
women, The database contains Information on a nationwide sample of
plans in operation in 1984 and 1985 sponsored by small employers
(fewer than 100 employees). The sample was selected from a universe of
the four most prevalent types of pension plans in the five industry
groups with most of these types of plans.' (See app. I.) This universe
included 67 percent of small employers' plans otherwise eligible for our
study.

About three-fourths of the small employers' plans represented in our
database were top-heavy and were Included in our analysis of partici-
pants' vesting status under TEmA and TMA.1 This represented about
55,000 top-heavy plans with about 346,000 participants, Because of
time and data constraints, our analysis of the minimum benefits and
contributions included only non-key participants in those cases where
the employer sponsored one top-heavy plan. This represented about
26,000 top-heavy plans with about 142,000 participants.

'The unIverse also only eluded plare that (I) weiv apotrored by a sie employer, (2) oontamed
more than one pamapant, and (3) were not Keogh plAnS for self-employed people,

'The dat ae also contmns infomat.mn on a rtioarlly reprmentaUve sample of plas sponsored by
luge employers (100 or este employees) None of these plans were top.heavy
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We compared participants' vesting status under TEFRA and TRA using two
different scenarios. In Scenario 1, which some pension experts think is
the most likely scenario, we assumed that plans using top-heavy vesting
schedules used TRA's 6-year cliff schedule instead.' In Scenario 2,
thought to be a less likely alternative, we assumed each plan retained its
type of vesting (graded or cliff) using the longer TRA time limits. For
both scenarios, we assumed employers sponsoring plans that allowed
full vesting sooner than TEaA's top-heavy rules continued to give par-
ticipants vested benefits sooner under TRA rules.

/ To identify top-heavy plans and non-key participants that were not

affected by the top-heavy minimum benefit or contribution require-
ments ("minimums"), we compared each non-key participant's total
accrued benefit or annual employer contribution with the applicable\ minimum, defined under law (see appI1). In some caethe partici-
pant's accrued benefit or contribution was equal to the minimum.

Because of time and data constraints, we could not determine wheher
this was due to the plan formula or the minimum rules. Therefore, we
categorized these cases as "may be affected," The top-heavy minimum
rules differed for defined benefit and defined contribution plans, so we
performed separate analyses for these two types of plans.4

Principal., ,.~ndi ,  s Many more pat ticipants, men and women alike, would have had smalleror no vested benefits if msP's top-heavy vesting rules had been

repealed and replaced with TRA's vesting rules in the 66,000 top-heavy
plans in our study population. However, the effect of this change in
vesting status on participants' retirement income would likely have been
small and would only have occurred if these participants left their jobs
before becoming fully vested. This is because these participants proba-
bly would have been vested in a relatively small pension benefit at that
point in their careers.

Over one-half of the 26,000 plans and over two-thirds of the 142,000
participants represented in our analysis were not affected by the top-
heavy minimums. However, short-service participants (fewer than 3

'Under a dff schedule, pertilpnta move from nnveted to fully-veted satns after a qpedfld
ith of service. Under a graded vesetig ochdule, vesing begins after a specified length of device
anea by a fied percentae each year ntlil full vesting Is adeved. (See pp. 89.)

OIn a defined contribution plan each participant has an individual account and the retilremet benefit
will depend on the amount of contlbutkms and the investment experience of the acomunt In a
defined benefit plan, the reurement benefit is determned through a formula based on a worker's
years of service, earnings, or both.

GAO/DOW455 Paa POAM nsPage s
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years' service) appeared to be more likely than those with longer service
to be affected by the defined benefit minimums after just 2 years under
the top-heavy rules. Only about one-third of short-service non-key par-
ticipants--compared with over two-thirds of longer service partici-
pants-had accrued benefits greater than the minimum benefit and so
were not affected.

More Participants Would Our analysis showed that, had top-heavy rules been repealed and
Not Have Been Vested replaced with TRA rules, many more participants in top-heavy plansUnder TRA would not have had vested benefits under either TRA scenario. In Scena-rio 1, where we applied TRA's 5-year cliff vesting schedule to most par-

ticipants, the proportion of participants not vested in their pension
benefits would have about tripled-increasing from 13 percent to 40
percent. In Scenario 2, where we assumed plans retained their form of
vesting but used the TRA time limits, the proportion of participants not
vested would have increased from 13 to about 23 percent. (See app. IL,)

Men would have been disproportionately affected if top-heavy rules had
been replaced by TRA's rules under either scenario. Under top-heavy
rules about 18 percent of women and 8 percent of men were not vested.
In Scenario 1, 4.4 times as many men would not have been vested com-
pared with 2.4 times as many women. In Scenario 2, 2.4 times as many
men would not have been vested compared with 1.5 times as many
women.

Many Plans and
Participants Not Affected
by Top-Heavy Minimums

Many top-heavy pension plans and non-key participants were not
affected by the top-heavy minimums. However, participants with short
service appeared more likely than those with longer service to have
total accrued benefits equal to the defined benefit minimums, and,
therefore, may have been affected.

Among defined benefit plans, we estimated that 58 percent of the plans
used benefit formulas that gave every non-key participant accrued ben-
efits greater than the minimum. In other plans, some non-key partici-
pants may have been affected but others were not. In total, about 70
percent of all non-key participants in our study population had benefits
greater than the minimum 2 years after the rules had been in effect.
Only about 33 percent of non-key participants with fewer than 3 years
of service had accrued benefits greater than the minimum, compared
with about 66 percent of those with 3 or 4 years of service and about 91
percent of those with 5 or more years of service.

GAO/5D40-841 Prvatu Pim law
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Some long-service workers may not be affected by the minimum benefit
rule because any benefit accruals, whether or not attributable to years
for which the plan was top-heavy, may be used to satisfy the defined
benefit minimums. For example, a worker who entered the plan in 1985
must accrue benefits at least equal to the minimum for that year. How-
ever, a worker who joined in 1982 may accrue less than the minimum
for 1985 if his or her total accrued benefit (for 1982 through 1985) is at
least equal to the minimum required for 1985.

We estimated that in 61 percent of defined contribution plans employer
sponsors made contributions greater than required by the minimum con-
tribution rules. About 85 percent of all non-key participants in defined
contribution plans where contributions were made received contribu-
tions above the minimum.

We did not obtain written comments on this briefing report because we
were not reviewing specific agency functions or programs. However, we
discussed our methodology with the Chief, Pension Actuarial Branch, of
the Internal Revenue Service, and he agreed that it was appropriate. We
are sending copies of this briefing report to other interested congres-
sional committees. Copies will also be made available to others upon
request.

If you have questions about information contained in this briefing
report, please call me on 275-6193. Other major contributors to this
briefing report are listed in appendix IV

Joseph F. Delfico
Director, Income Security Issues

(Retirement and Compensation)

P 5e S OAO "M Pdv&U Penm PhUM

34-866 0 - 90 - 8



222

Contents

Letter 1

Private Pensions: 8
Impact of Vesting and Objectives 8Background8
Minimum Benefit and Scope and Methodology of GAO's Vesting Analysis 10
Contribution Rules in More Participants Would Not Have Been Vested Under 12Top-Heavy Plans TRA

Rate of Increase in Proportion Not Vested Greater for 14

Men Than Women Under TRA
Scope and Methodology of GAO's Analysis of Top-Heavy 14

Minimums
Over One-Half the Defined Benefit Plans Not Affected 16
Many Participants in Defined Benefit Plans Not Affected 16
More Short-Service Participants May Be Affected In Short 18

Term
More Short-Service Men Than Women May Be Affected 19
Most Defined Contribution Plans Not Affected 20
Most Participants in Defined Contribution Plans Not 20

Affected

Appendixes Appendix I: GAO's Sample of Plans Sponsored by Small 22
Employers

Appendix 11: Additional Information on GAO 26
Methodology for Analysis of Top-Heavy Minimums

Appendix Ill: Vesting Status of Participants in Top-Heavy 29
Plans Under Top-Heavy Rules and Tax Reform Act
Scenarios

Appendix IV: Major Contributors to This Briefing Report 30

Related GAO Products 32

Tables Table 1. 1: The Universe and Sample of Plans Sponsored 23
by Small Employers

Table 11. 1: Results of Sensitivity Analysis for Impact of 25
Defined Benefit Minimums

Table 11.2: Applying Top-Heavy Defined Benefit 27
Minimums

eOAOA/NMD.418 P*,, Fewim nomPast



223

I coateats

Figure 1: More Participants Would Not Have Been Vested
Under TRA

Figure 2: Rate of Increase Greater for Men Than Women
Under TRA

Figure 3: Over One-Half the Defined Benefit Plans Not
Affected

Figure 4: Many Participants in Defined Benefit Plans Not
Affected

Figure 6: More Short-Service Participants May Be
Affected in Short Term

Figure 6: More Short-Service Women Than Men Not
Affected

Figure 7: Most Defined Contribution Plans Not Affected
-Figure 8: Most Defined Contribution Plan Participants Not

Affected

Abbreviations

FRISA Employee Retirement Income Security Act of 1974
GAO -General Accounting Office

m Tax Equity and Fiscal Responsibility Act of 1982
TRA Tax Reform Act of 1986

GAO/M)Dt-453 Pr.vate Pamia Plaw

Figures

Pape7



224

private Pensions: Impact of Vesting and
Minimum Benefit and Contuibution Rules in
Top-Heavy Plans

Objectives On May 3,1989, the Subcommittee on Labor-Management Relations,
House Committee on Education and Labor, requested information about
the impact of vesting ano minimum benefit rules in top-heavy pension"
plans. We agreed to provide information (1) comparing participants'
vesting status under the top-heavy rules and vesting rules included In
the Tax Jleform Act of 1986 (TPA) and (2) identifying plans and partici-
pants not affected by the top-heavy minimum benefit and contribution
rules.,

Background A plan is top-heavy when more than 60 percent of the benefits or contri-
butions go to company owners, officers, or other key employees.# Top-
heavy plans must comply with different rules than other pension plans,
such as shorter vesting schedules and minimum benefit and contribution
rules in any year in which the plan is top-heavy.

Explanation of
Vesting Rules

Vesting standards for private pension plans were first established by
the Employee Retirement Income Security Act of 1974 (RLsA). These
standards governed how long an employer could make a plan partici-
pant wait before the participant had earned a right to receive pension
benefits.

Cliff vesting and graded vesting are two common types of vesting.
Under a cliff schedule, participants move from nonvested to fully vested
status after a specified length of service. Using a graded vesting sched-
ule, vesting begins after a specified length of service and increases by a
fixed percentage each year until full vesting is achieved. The longest
vesting schedules first allowed under ERMs included 10-year cliff and 6-
to 15-year graded vesting.

The Congress added special rules for top-heavy plans as part of the Tax
Equity and Fiscal Responsibility Act of 1982 (TERA). Among other
things, TEmA reduced the maximum time top-heavy plans could require
for vesting, increasing the likelihood of shorter-tenured workers receiv-
ing pension benefits. As described below, top-heavy rules prescribe
either 2- to 6-year graded vesting or 3-year cliff vesting.

'Te ve ,n lfornto updates FRouay data presented in Pe o PtVesan Stat s
of pol to in Seted Smal PaI (GAO/RRD-83 1, Oct. 30, 1 wr)
1
A key moloyee t an cofle, in ertploye owning more thOv a 5-pertnt interet in the firm n

employee owni.g muote than a 1-pecent intertst in ute firm and eatrnng over $I50,000 or oe of he
10 unpioyee, owning the WVA lmerw in the firm.
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Under the 2- to 6-year graded vesting schedule, a participant is 20-
percent vested after 2 years of service. The vesting percentage of the
participant increases by 20 percent each year until the participant is
100-percent vested (fully vested) after 6 years. Under the 3-year cliff
schedule, participants are fully vested after 3 years of service but not
vested at all before that time.

Th. amended mm to reduce the vesting schedules allowed for plans
that are not top-heavy. The vesting schedules provided as a result of m.'k
are: 3- to 7-year graded vesting or 6-year cliff vesting i ' rEA's rules,
which still apply to top-heavy plans, provide shorter vesting periods
than TRA's rules.

Explanation of TERRA established minimum benefit and contribution rules ('mini.
Top-Heavy Minimums mums) for all non-key participants in top-heavy plans, but not for

other plans. The rules apply to all years in which the plan is top-heavy,
beginning in 1984. Before TwitA, some plans provided participants a
minimum benefit independent of the normal benefit formula But other
plans, by coordinating their benefits with social security, provided some
participants with little or no pension benefits.'

For defined benefit plans,' TEFR requires that each non-key participant
receive a total accrued benefit of at least 2 percent of average annual
compensation for each year in which the plan is top-heavy.' After a non-
key participant's accrued benefit reaches 20 percent (2 percent times 10
top-heavy years), the r minimum no longer applies. For example, if the
plan had been top-heavy in both 1984 and 1985, each non-key partici-
pant would have to have a total accrued benefit at the end of 1985 of at
least 4 percent of average annual compensation (2 percent times 2 top-

3
Mulumployeo plans sanwfy TRA's viiii requiremfels if beetsf an fully veered after 10 years of

The Tax Refonr Act of I6 elimloaed mehods of owordirmon that remted i am Ior paid
workers reuvLu no peana m knieuft For nar taorario About tonswm pim coordloalota With
eodal icurty, SPemeao ! rM How lAr& efied benefit Pian Coerdlrae BeoreflU WithSon So (OAt)~.O/ - ISBN. July Zi, I asi Pnvalo Paiota P a Pyvn Difer

Ard S anl Employels (GAOM I0M6BR. pt . iN

'in a defied cornrbutia plmaa, each partidpnrt has An ladhdual wmurt and tie rotew m bent
will depend on the anowat of oouanbo and the laveatmtrt experdas of the aesot In a
defIned beienft plae the regaweawb benefit Is detained through a formulm beaed on a worker's
yean of serve, eango. or both

SAvrae smua wmpensatoe is calcmiled over a period of comecutivo years. not exceedog 6.
when the partpen had the highest aelat, coinlpmon
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heavy years) to meet the minimum. If the plan had been top-heavy only
I year, the applicable minimum would be 2 percent of annual average
compensation (2 percent times I top-heavy year).

In determining whether a participant's benefit is above the minimum,
any accruals of employer-derived benefits, whether or not attributable
to years for which the plan is top-heavy, may be used. Thus, longer.
service participants may not be affected by the minimums if their plans
have been top-heavy for a relatively short period For example, a par-
ticipant with 20 years of service and a total accrued benefit of 5 percent
of average annual compensation would exceed the top-heavy minimum
as long as the plan had been top-heavy for no more than 2 years.

In top-heavy defined contribution plans that make contributions in a
given year,' non-key participants must receive a contribution for the
year at least equal to 3 percent of their annual compensation when key
employees receive 3 percent or more. however, if no key participant
receives a contribution of 3 percent or more of annual compensation, the
top-heavy rules stipulate that all non-key participants must receive a
contribution equal to the highest percentage contribution for any key
employee in the plan.

Scope and Our data were drawn from GAo's nationwide sample of pension plans
sponsored by small employers (fewer than 100 employees) in operationMethodology of GAO's in 1984 and 1985. This sample was selected from the universe of the

Vesting Analysis four most prevalent types of pension plans in the five industry groups
with most of these types of plans.* (See app. I) This universe included
about 67 percent of small employers' plans otherwise eligible for our
study.

Our analysis of vesting status used data from the plans in our survey
that were top-heavy. This represented about 346,000 participants in
about 55,000 top-heavy plans.'

7o a defined otzribuon proft abatng plan, the employer s coitrtbuuon isa functon of pronts The
employer may not make a conrlbutaco each yetr

6The uruverse Oo included only pie x that (1l were sporLowrd by a stogle emloyer, (2) contained
more than ont partipant. and (3) wete not Keogh plans for slf-employd people

0We excluded about 4 prent of the tophea y p1as who reported vefting Whtdules that we C nt in
compliance with the top-heavy rules

aAO/ te-111045 PIertate Ptike PlaasPst 10
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We performed the comparison of vesting status under the two acts for
all participants and separately for men and women. Specifically, we
compared (1) the percentages of participants not vested and (2) the
average vesting percentages. The vesting percentage is the fraction of
total accrued benefits that are vested. The average vesting percentage
equals the sum of the participants' vesting percentages--0, 20, 40, 60,
80, or 100 percent--divided by the number of participants.

We used two scenarios to evaluate the possible effects on participants'
vesting status of using TRA's vesting rules instead of the top-heavy rules.
Some pension experts think that the first scenario described below is the
most likely scenario of how top-heavy plans would change their vesting
schedules should the top-heavy rules be repealed. The second scenario is
thought to be a less likely alternative. These scenarios assumed differ-
ent TRA vesting schedules depending on what type of top-heavy vesting
schedule the plan used. About 73 percent of the participants in our
study population were in top-heavy plans that used 2- to 6-year graded
vesting schedules. About 3 percent of the participants were in top-heavy
plans that used 3-year cliff schedules. About 24 percent were in top-
heavy plans with other, faster schedules.

TRA Scenario 1 Under Scenario 1, for participants in plans using TE.'s 2-to 6-year
graded vesting schedule or 3-year cliff vesting schedule, we estimated
the number of participants that would not have been vested had the
plans used TriA's -year cliff vesting schedule Instead. Participants who
were not vested under the top-heavy rules would not have been vested
in this scenario. Similarly, participants with fewer than 5 years of ser-
vice who may have been partially or fully vested would not have been
vested. However, participants with 5 or more years of service who were
partially vested under the top-heavy rules would have been fully vested
under this scenario.

We assumed no change for plans using schedules with full vesting
sooner than the top-heavy schedules; for example, immediate vesting,
1- to 5-year graded vesting, or 2-year cliff vesting. We assumed employ-
ers sponsoring these plans would continue to give participants vested
benefits at a rate faster than required.

TRA Scenario 2 In Scenario 2, we assumed each top-heavy plan's type of vesting (graded
or cliff) remained the same, but the Th" time limits were used, For par-
ticipants in plans using 2- to 6-year graded vesting, we assumed TRA's

GAO/HI&,90483 Private Pension PlansPage I I
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3- to 7-year graded vesting Among these participants, those who had
been partially vested and some who had been fully vested would have
had I year less of vesting credit. Those who were not vested would have
remained not vested. Those who were fully vested and had 7 or more
years of service would have remained fully vested.

For participants in plans using the 3-year cliff schedule, we assumed
TRA's 6-year cliff schedule. Among these participants, those with fewer
than 5 years of service who had been fully vested under the top-heavy
rules would not have been vested in this scenario. Those who had not
been vested would have remained not vested. Those who had been fully
vested and had 5 or more years of service would have remained fully
vested. As with Scenario 1, we assumed faster schedules did not change.

More Participants
Would Not Have Been
Vested Under TRA

Many more participants would not have had vested benefits if TETRA's
top-heavy rules had been repealed and top-heavy plans had adopted the
changes assumed in either TRA Scenario. In Scenario I (where we
assumed most participants were under TA's 5-year cliff schedule), th4
estimated percentage of participants not vested in their pension benefits
would have about tripled (from 13 percent to 40 percent), as shown in
figure 1. If top-heavy plans kept the same type of schedules (graded or
cliff) and used TPA's time limits (Scenario 2), the percentage of partici-
pants not vested would have increased from 13 percent to about 23 per-
cent, according to our analysis. (See app. III.)

Under top-heavy rules participants were vested in about 66 percent of
accrued benefits on average. Without top-heavy rules, this average vest-
ing percentage would have been about 57 percent.

For a participant who would have lost vesting status had top-heavy
rules been replaced by iA's rules, the effect on retirement income
would likely be small, and would occur only if she or he left the job
before fully vesting.'0 Consider the 27 percent of participants in Scena-
rio I vho had at least partially vested benefits under the top-heavy
rules and would have had no vested benefits under TRA's 5-year cliff
schedule. If these participants left their obs before fully vesting (in this
case, with fewer than 5 years of service), they would have had no
vested benefits for retirement using TRA rules, But this would compare

' moro lolormadn howlob mobWty con advamly afte wooer' pe ns" o K a nre
ment. s Palvate P ott sd yPmsrvdol of v d Bnefla (GAO/HRD-9-15BR,
Teb. 3.190).
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with a relatively small vested benefit under the top-heavy rules. Even
with the top-heavy rules on minimum benefits and contributions," pen.
slon benefits for shorter-tenured participants in the early years of par-
ticipation are likely to be relatively small. This Is because these
participants have few years of service and tend to have lower salaries
than they would at retirement.

It top-heuY illeu that sper2!y Minimum benefits and contrlbuUo for non-key porljcipants are
dtsased ero pp 9-10 and 15-22

OAO/HRO-B-4BR Private Peulon Pau

Figure 1: More Particlpants Would Not
Have Been Vested Under TRA
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Rate of Increase in
Proportion Not Vested
Greater for Men Than
Women Under TRA

Scope and
Methodology of GAO's
Analysis of Top-Heavy
Minimums

Men would have been disproportionately affected if top-heavy rules had
been replaced by TRA's rules under either scenario. Although the abso-
lute percentage point increase in the proportion not vested was similar
.for men and women, the proportion of men who would not have been
vested Increased at a greater rate than the proportion of women Conse.
quently, although a greater proportion of women than men were not
vested under both the top-heavy rules and the TA scenarios, the differ-
ences between women and men were less under -RA.

Comparing top-heavy and TRA rules under Scenario 1, 4.4 times as many
men would not be vested (35 percent versus 8 percent) compared with
2.4 times as many women (43 percent versus 18 percent). (See fig 2 )
Likewise, under Scenario 2, 2.4 times as many men would not be vested
(19 percent versus 8 percent) compared with 1.5 times as many women
(27 percent versus 18 percent).

The average vesting percentages for both men and women would have
been less if TRA's vesting rules had been applied to top-heavy plans
under either scenario. Men were vested in about 72 percent of accrued
benefits under top-heavy rules and would have been vested in about 63
percent using iRA's vesting rules. For women, this average vesting per-
centage would have dropped from about 62 percent under top-heavy
rules to about 53 percent.

Top-heavy minimum rules differed for defined benefit and defined con-
tribution plans, so we performed separate analyses for these two types
of plans. Our analysis of the defined benefit minimums represented
about 9,000 plans with about 42,000 non-key participants.' Our analy-
sis of the defined contribution minimum represented about 17,000 plans
with about 100,000 non-key participants.

We focused our analysis on non-key participants in these top-heavy
plans because it is these participants that top-heavy rules were designed
to help. Because our data did not distinguish between key and non-key

kiw anays4 of the heavy miimums focused on hs cas where the em'rlioyer speolored
ordy one top-heavy plan Because of Ume ard da cenrawats we did not Uwlude cases where top
heavy nmnu ems were more compiscated-na ely, those where the employer syored more than
one top-heavy plan

GAO/15h-I.433 Private Pension PlamPage 14



231

arlvate Pensns. Impact of Vestins and
M.lasaja Besflt d CoibUiion Is.le.
TopHess ans

Fop" 2 Rate of increase Oreater for
6M0 Than Women Under TRA

I

Actali ooner Sc 2

SchodW"

~men
Noles I8Z 000 *o5em and 16A 000 men A aoghmic scale was used to dus'ate relative rather than
ab" 1e cranges m te progyp tons of men and women not vested

participants t.sing the criteria established under law, we clamsified par-
ticipants with reported annual compensation less than $50,000 as non-
key participants 13

To, identify plans and non-key participants that were not affected by the
top-heavy minimums, we compared each non-key participant's accrued
benefit or employer contribution with applicable TE'RA minimums. (See
app 11 ) In some cases the participant's accrued benefit or contribution
did not exceed the minimum. Because of time and data constraints, we
could not determine whether this was due to the plan formula or the
minimum rules. Therefore, we categorized these cases as "may be
affected -'

tTKA Ir,-ed ane ciasswatr i ofempiolo-s(for purose urlatd to dteemno topheavy
s.atusi TRA htgdy-opern..ted employees'* include to categories ofTFRA's key employees--
5 per-tnsi vsm-mt and offers iHow'-er, the highiy-oompresated group also includes employees who
earn moe t han i.50 000 but have rm, os-ersiop interest and so are not consideed key employees
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Over One-Half the We estimated that 58 percent of the defined benefit plans in our study
population were not affected by the minimum benefit rule (see fig. 3).Defined Benefit Plans Every non-key participant in each of these plans had a total accrued

Not Affected benefit exceeding the minimum.

Unaffected plans contained about 28 percent of all the non-key partici-
pants. On average, they had fewer non-key participants than the other
defined benefit plans In our study.

Many Participants in
Defined Benefit Plans
Not Affected

In addition to the 28 percent of participants in plans not affected, many
participants in plans that "may be affected" also had benefits above the
ninlmun. In total, we estimated that 70 per :cnt of the 42,000 non-key
Participants represented in our analysis had total accrued benefits
greater than the minimum and so were not affected. (See fig. 4.)

Page 16 AO/U30904BB Private Paed lans
Page IS
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Private Penslons: Impact of Vesting and
Minimum Benefit and Contiliion Relee in
Tolleavy Plans

Figure 3: Over One-Half the Defined
Benefit Plans Not Affected May Be Affected

42%

58% Not Affected

Note Based on 9.000 defined benefit piant foe which we had complete information

Figure 4: Many Participants in Defined
Benefit Plans Not Affected

May Be Affected

Not Affected

Note Based on 42.000 nn-key W'iaipunts for whkf we had complete infomiton

Pae 17GAO/BiD W433 Prlvate Pealaim PlansPage 17
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More Short-Service
Participants May Be
Affected in Short
Term

After 2 years of operation, the top-heavy defined benefit minimum
appeared mainly to affect short-service plan participants (fewer than 3
years of service) in our analysis. Long-service participants were more
likely to have total accrued benefits greater than the top-heavy mini.
mum in the short term. As shown in figure 5,

about 9i percent of non-key participants with 5 or more years of service
were not affected,

* about 66 percent of non-key participants with 3 or 4 years of service
were not affected, and

* about 33 percent of non-key participants with fewer than 3 years of ser-
vice were not affected.

Some long-service workers in our analysis may have accrued benefits
greater than the minimum because any benefit accruals, whether or not
attributable to years for which the plan was top-heavy, may be used to
satisfy the defined benefit minimum. As the top-heavy minimum benefit
increases with additional top-heavy years, more long-service workers
may be affected.

GAO/IUDR.O-4gR Private PenAloa PinESPage Is
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pmg. M More Short-Servlce Partichpants
My Be Affected in Short Tem

10 Pweeea dpm' Ih Ye SaJe.

so

U

40

Few Then 2 $w4
yPase of SW sI in Pka

eMdw odMWB AM
Note otew on 42.000 non-key pertcpnl for which we had complete foroetion

More Short-Service
Men Than Women
May Be Affected

The minimum benefit rule appeared to affect more short- service men
than women after 2 years of operation. Fewer short-service men than
women accrued benefits in excess of the defined benefit minimums and
so were not affected by the minimums (24 percent versus 42 percent).
(See fig. 6.) Among participants with longer service, the differences in
the proportion of men and women who were not affected by the mini-
mum benefit rule were not statistically significant at the 95-percent con-
fidence level.
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40

to

Yieso eied SoMeIn plan
$wmeoe

Wim wwe Not Aflacd
Man NX Alftold

Note Based on 2000 women and 22,000 men in def d betfit pan fo which wa had complete
khinaton.

Most Defined
Contribution Plans
Not Affected

Most Participants in
Defined Contribution
Plans Not Affected

We estimated that in 61 percent of the defined contribution plans in our
study employer sponsors made contributions greater than required by
the minimum contribution rules. (See fig. 7.) All non-key participants in
these plans received contributions greater than 3 percent of annual com-
pensation. About 49 percent of all non-key participants in defined con-
tribution plans in our analysis were in these plans.

In addition to plans in which every non-key participant received a con-
tribution greater than the minimum, other plans contained some partici-
pants that received contributions in excess of the minimum and some
that did not. (See fig. 8.) In total, we estimated that 85 percent of par-
ticipants in plans where contributions were made received contributions
greater than the minimum required and so were not affected by the
nminimum.

14

14As noted earlier, in a defined eoontribut$on proflt-sha' ng plan, the employer's ontnbuton is a func-
ton of profis The emp ree may not make cOntributlnms each year, Employer sponsors made n
onututiotat for about 20 i, cet of the deined contribution plarm containng about 26 peiront of
the partitdipe

GAO/HID4o-45R Private Pemeoa Plans
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Priate Pensice. Impact of Vesting and
- Minimum Benfit and Contidon Rnie In

TopBeavy Plans

Figw 7: Moat Defined Contribution
Plans Not Affected No Contbun

20%

19% 61% Not Affected

May Be Affecod
Note Tota 17,000 plans

Figure 8: Most Defined Contribution Plan
Palclpants Not Affectd

May Be Affected

( 85%-Not Atfected

Note Total 72,000 participts in 13.000 plane wth ContWbtion.

Page 31 GAOIRID44 Private nem owPage 21



238

Appendix I

GAO's Sample of Plans Sponsored by
Small Employers

From Employee Retirement Income Security Act (ERLsA) reports for
employee benefit plans filed for the plan year beginning during 1984,1
we drew a sample of private pension plans operating in both 1984 and
1985 sponsored by employers with fewer than 100 employees (small
employers). The reports maintained by the Internal Revenue Service
were the most up-to-date information available to us on pension plans
operating in 1984 and 1985, but did not include plans that began operat-
ing in 1985. Consequently, our sample includes only plans that started
before 1985.

We estimated from the EilsA reports that 202,299 plans sponsored by
small employers met our sampling criteria. That is, the plans were:

1. ongoing plans of the four most prevalent types-fixed-benefit and
unit-benefit defined benefit plans, and profit-sharing and money-
purchase defined contribution plans;'

2. in one of the five industry groups with the most of these types of
plans: wholesale trade; retail trade; finance, insurance, and real estate;
legal, medical, and health services; and other serviees;

3

3. sponsored by a single employer with fewer than 100 employees;

4. plans with more than one participant, and,

6. not Keogh plans for self-employed individuals:

Table 1.1 shows the distribution of the universe and sample among the
selected plan types and industry groups.

'The Form 650-0C for plas with fewer tha 100 participant.

'A fixed-beneft plan provk s a redewt benefit that is not -elatd to the years of srTvice of the
plan paetdpant; e4, a spend percentage of compunstlo, such as 50 percent of the partidpants
final pay. A ol t-bemwft plan uses a formula that provides an explict andt of bereflt for eac recg-
nised year of srvlne with the employee g, 1 percent of coamperweat per year of service In cor-
Oist, rather than fixn benefits by a formula, proflt4haulg and money-ptuchase plans fix the
anot of the employersContzibutlon to each partlcpant's account. In a profit4hsniig pln the total
employer cmfitooton all partipants to a fasctl.o of profit, ard the amount cortrutet to each
parptlant o gerlly in proportion to the pwsttpant'a hae of total ompes saton pi to all par.
dlpmnts, Ifns moeey-ghe plan the employer is conitte to periodic aonubtiosts aLcordi to

a specific formula, usually a percentage of salary

;Ornotted Industry gir ups Mncuded agutue mnM and cetructin. transportation. mmnkca-
lions, and utilities, dumble and nondurable manufacrn, lax-exempt oeanuanoo, and other
lndustns.

GAOAl/--Oo4Ba Private Pewaos PlansPage 2
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Table LI: The Universe and Sample of Plans Sponsored by Sia Employs__

Or9"gi 1al O ag~a l~be, Adjusteid Respons Populaio
FxdSmi Pasuniverse ame smpe univ01rse rat 0 ae

WhoF le trade 3.855 31 20 2.487 85 2.114
RetA Itrade 3.356 17 10 1,974 80 1,579
Finance, insurance, and reai estate 4,416 25 10 1,7156 60 1,060
Legal. medical, and health services 17,646 119 78 11,516 59 6,821
Other services 11.054 71 39 6.072 54 3.270
Unit Benefit Plane
Wholesale trade 478 34 27 380 78 296
Retail trade 430 28 24 369 71 261
Finance, insurance, and real estate 964 53 39 724 72 520
Legal, medical, and health services ,659 82 51 1,032 61 627

Other services 936 56 34 568 65 368
Profit SharIng Plans
Whole"le trade 10,942 33 23 7.626 61 4,642
Retail trade 11.254 20 15 8.441 80 6.753
Finance. insurance, and real estate 9,902 21 9 4.244 78 3,301
Legal. medical, and health services 44.633 94 61 28.964 70 20,417
Other services 25.605 81 37 11.696 41 4.742
Money Purchase Plans
Wholesale trade 3.431 16 11 2.359 64 1,501
Retad trade 3.254 1s 10 2,169 100 2.169
Finance, insurance. a."d real estate 4.881 24 12 2,441 67 1.627
Legal, medical, and health services - 31,698 153 98 20.303 65 13,112
Other services 11,885 50 22 5,229 55 2.852
Total 202,296 1.023 630 120,410 S 71,031

0sgiay sampled Plans we nie of thry *we (I) Keoght plea Ia sstinorVIOM parers.s 121
plana th er, one peitiipant, (3) Sponsored py eployers with 100w ofcee employee , or (4) tam
naiae during tlhe 1884 plan yew

' total raP r rate is weigted o rereesst tIristry ard plan ypes in proportion t0 thee rewta
sattatio i Ithe unverse

'PopuatenS eaemsr teas total preon of * 5.471 plIas (t 7 peront)

Our original stratified sample included a total of 1,023 plans selected
from each of the four plan types. Within each plan type, we sampled
from the five selected industry groups, generally in proportion to each
group's representation in the universe. We determined the final sample
size of 630 and adjusted our universe estimates after we identified 393
cases in the original sample that did not meet our sampling criteria. The
adjusted universe included an estimated 120,410 plans (± 7,37"3).

GAO/llD.5455 hlilas PeasmePage U
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Among these 630 sampled plans, 66 percent (407) responded across all
sampled plan types and industries. We compared respondents and
nonrespondents on several characteristics-plan size, top-heavy status,
integration with social security, vesting method, industry, and plan
type-and found some significant differences. For example, defined
contribution plans that did not respond tended to be smaller than those
that did. Because of these differences, our estimates apply only to that
proportion of the adjusted universe that responded to our survey As
indicated in the final column of table 1.1, our respondents represent an
estimated 78,031 plans ( ± 5,471). These plans contained an estimated
700,000 participants (E 100,000).

GO./H]W9-0l)-4B3 Private Pemlom Plau.Pap 14
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Appendix II

Additional Information on GAO Methodology
for Analysis of Top-Heavy Minimums

This appendix contains additional information on the assumptions used
in our analysis of top-heavy minimum benefit and contribution rules to
determine which top-heavy plans and non-key participants were not
affected by top-heavy minimums.

Analyzing the Impact To identify defihted benefit plans and non-key participants that were not
affected by top-heavy minimum benefit rules, we first had to estimate

of Minimum Benefit each participant's accrued benefit as a percentage of the participant's
Rules average annual compensation and determine the applicable top-heavy

minimum. In making these estimates, we

* included participants' accruals before 1984,
* estimated total average annual compensation,

omitted participants with no reported accrued benefit, and
* assumed plans were top-heavy in 1984.

In determining whether a plan or participant was affected by minimum
benefit rules, our analysis included participants' accruals credited to the
years before 1984. Under TERAm, any accruals of employer-derived bene-
fits, whether or not attributable to years for which the plan is top-
heavy, may be used to satisfy the defined benefit minimums.

We modeled wage growth for the 6-year period from 1981 to 1985 (or
the participant's tenure with the company, whichever was less), to esti-
mate each participant's average compensation for our analysis. The top-
heavy rules required a test of the total accrued benefit as a percentage
of avemg annual compensation, and our data contained compensation
for only I year. We used three different rates of annual wage growth-
O , 4-, and 10-percent-to test the sensitivity of the results to changes in
average annual compensation. The results in this briefing report were
based on 4-percent wage growth. (See table 11.1 for the results of the
sensitivity analysis.)

Tabl I1.1: Results of Sensitivity Analysis
foe Impact of Defined Benefit Minimums Figues are percentages

Wao growth assumptio
Estimte of 0 4 10
Plans not affected 58 58 60

Particqipnis not affected 66 70 73

GAO/83e4 5-l Private PeNia Pi=Pace 26
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We did not include 4 percent of the participants in our survey because
they received no accrued benefit, according to survey responses. We
assumed these w~re family members included in the plan who received
no accrued benefits. Under top-heavy rules, family members may be
considered key employees, and key employees are not required to
receive minimum benefits.

For analysis purposes, we assumed that plans that were top-heavy in
1985 were also top-heavy in 1984. Therefore, some participants and
plans that we identified as "may be affected" actually may not be
affected. This will occur in the case of a defined benefit plan that was
top-heavv in 1985, but not in 1984. In this case, the 4-percent threshold
we used (2 percent times 2 top-heavy years) would be higher than the
applicable threshold of 2 percent. However, given the relatively small
size of plans in our analysis, and the general rule that the smaller the
plan the more likely it is to be top-heavy, the effect of this assumption is
likely to be small, in our opinion, because most plans were probably top-
heavy in both years.

Criteria for
Application of Rules

Applying Defined Benefit
Minimums

We used the following criteria for identifying plans and non-key partici-
pants that were not affected and that may be affected by the minimum
benefit and contribution rules for top-heavy plans.

Non-key participants in defined benefit plans were not affected by the
minimum benefit rules in our analysis if their total accrued benefits
exceeded the minimum. For non-key participants with 1 year of service,
if the total accrued benefit in 1985 was more than 2 percent of annual
compensation (2 percent times I top-heavy year), we concluded the par-
ticipant was not affected. For participants with 2 or more years of ser-
vice, if the total accrued benefit in 1985 was more than 4-percent of
average annual compensation (2 percent times 2 top-heavy years), the
participant was not affected. We used a 4-percent threshold for these
participants because the top-heavy rules had been in effect for 2 years,
1984 and 1985, during the period covered by our data, and we assumed
the plan was top-heavy both years. (Top-heavy minimum benefit rules
have a maximum of 20 percent of compensation; however, this maxi-
mum will not affect participants' benefits until a plan has been top-
heavy for more than 10 years.)

GAO/HID-90-4B6 Private Penslon PlaaPage 2
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Table 11.2 demonstrates the application of these criteria for three illus-
trative non-key participants. The total accrued benefits of participants
A and B match the top-heavy minimum benefit. Because of time con-
straints and data limitations, we could not identify the actual plan bene-
fit formula, so we could not determine whether the accrued benefits for
these two participants were due to top-heavy minimums or the plan's
benefit formula. We concluded that these participants may be affected
by top-heavy minimum. We also concluded that participant C was not
affected by top-heavy minimums because that participant's accrued
benefit exceeded the top-heavy minimum benefit in 1985.

Table ll.2: Applying Top-Heavy Defined IM
Senofi Minimums Ilu*VOt rlon-ke f Detlosnts

196 Ch ctelsts A a C
Years of service 1 2 3
Total accrued benefit (as percentage of

average annual compensation) 2 4 5
Top-heavy minimum benefit (as

percentage of average annual
compensation) 2 4 4

Status May be May be Not
affected affected affected

Defined benefit plans were categorized as not affected by minimum ben-
efit rules If every non-key participant in the plan earned a total accrued
benefit in excess of the applicable minimum (2 percent or 4 percent of
average compensation, depending on tenure).

Applying Defined In our analysis, we considered a non-key participant in a defined contri-
Contribution Minimums bution plan to be not affected by the dnimum contribution rule If the

annual contribution for that participant was more than 3 percent of her
or his annual compensation. DeflneJ contribution plans were categorized
as not affected by the minimum contribution rule If every non-key par-
ticipant received a contribution greater than 3 percent of annual
compensation.

Impact of Our Proxy
Identifying Non-Key
Participants on Our
Estimates

In about 20 percent of the top-heavy plans in our study population no
participant earned $50,000 or more (our proxy separating key and non-
key participants). However, by definition, each top-heavy plan must
contain at least one key participant, so the results concerning non-key
participants reported here included some key employees. including some
key employees in our analysis would result in an overestimate of the

GAO/HRD04B Prh-sjA Pemsm niasPW27 Y
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number of participants that were not affected by the minimum rules.
However, estimates of the number of plans not affected would remain
valid. Even if some key participants were included in our analysis of
non-key participants, all non-key participants had to have been "not
affected" for the plan to have been categorized as not affected. There-
fore, plans categorized as not affected would still be correctly
categorized.

GAO/HIOO48 Ptva haaOW 6 nPage 23
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Appessdsz III

Vesting Status of Participants in Top-Heavy
Plans Under Top-Heavy Rules and Tax Reform
Act Scenarios

Figures are percentages"

Veaea 6eS

T flies- Scenwt 1b Smarlo 24

Futy vested 40 57 44
Pataly vested 39 4 33
Not vested 13 40 23
Totel 100 100 100
Woes

Fuly vested 43 51 40
PatMly vested 39 5 33
Not vested 18 43 27
ToW. 100 100 100

Mon
(tobd 164,000)
Flly vested 53 63 49
Parnaly vested 39 2 33
Not vested 8 35 19
Total 100 100 100

&T~tas tray trot add due to rounding

Sowwano 1: Plans using op-vh vter shodies of 2- to 6Syew graded vesting wd 3-yea ckff
vestog assrned to use TRA -yew dm vet"g Faster vesting Schedules assumed to stay the awe

0Soawo 2 Ptln using wp4isevy's 2- to 6yew vetrg swted to use TRA's 3- to 7yew graded
voetng. poe usirg lopheevy's 3.j-eil scmh e asotumed to us TRA'$ 5-ye ctf Faster Vesting
edwdres eisod to stay the eaSe
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PREPARED STATEMENT OF DALLAS L. SALISBURY'

I am pleased to appear before you this morning to review the rules governing pri-
vate pension plans and their possible impact on pension participation and coverage.
My name is Dallas Salisbury. I am the president of the Employee Benefit Research
Institute (EBRI), a nonprofit, nonpartisan, public policy research organization based
in Washington, DC. EBRI has long been committed to the accurate statistical analy-
sis of public policy benefits issues. Through our research, we strive to contribute to
the formulation of effective and responsible health, welfare, and retirement policies.

PENSION LAW

For over 50 years, the Federal Government has sought to encourage the establish-
ment of pension plans through tax incentives. At the same time, public policy has
been directed toward ensuring that plans are financially sound and equitable. Some
observers have questioned whether these changes are having the unintended effect
of impeding pension growth. Because pension plan administration has become such
a complex and expensive field, some fear that recent legislation has eroded employ-
ers' incentives to provide pension plans. Others suggest that since plan provision is
very limited in small businesses, additional incentives are needed to bolster pension
coverage in the future.

EBRI has undertaken extensive analysis over the past 12 years to track and
assess pension trends. Three facts are particularly clear: first, small employers are
moving away from defined benefit plans; second, they are not immediately replacing
them with defined contribution plans; and third, the cost of administering plans rel-
ative to the amount that can be contributed has been eroding.

Early legislation such as the Revenue Act of 1921 and the Revenue Act of 1926
first provided tax-deferred status to pensions. In particular, profit sharing plans
gave employers the flexibility to forgo contributions in those years in which profits
were low. The Self-Employed Individuals Tax Retirement Act of 1962 allowed small
unincorporated business owners to start pension plans for themselves and their em-
ployees for the first time through Keogh plans.

The Employee Retirement Income Security Act of 1974 (ERISA), however, repre-
sents the most important landmark in pension legislation. ERISA provided partici-
pation and vesting standards, fiduciary and funding requirements, and it strength-
ened reporting and disclosure rules. In general, ERISA focused on safeguards for
pension plan participants.

Since the enactment of ERISA, a steady stream of legislation has greatly influ-
enced pension programs. From the Revenue Act of 1978 to the Omnibus Budget Rec-
onciliation Act of 1989, Congress has changed some aspect of the retirement system
almost annually.

The Revenue Act of 1978 expanded the opportunity to save for retirement on a
tax-preferred basis by -permitting employers to establish 401(k) arrangements.
Through 401(k) arrangements, participants may contribute a portion of compensa-
tion to a qualified employer-sponsored plan. Typically, the contribution is made as a
pretax deduction in (or deferral of) salary that is paid into the plan by the employer
on behalf of the employee.

The Revenue Act of 1978 also created simplified employee pensions (SEPs) as a
low cost way for small employers to start a pension plan.

The Economic Recovery Act of 1981 (ERTA) raised Keogh plan contribution and
benefit limits and the dollar limit on SEP contributions.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) placed self-em-
ployed businesses on an equal footing with corporation by making contribution and
benefit limits the same for all pension plans. Under TEFRA, so-called "top heavy"
plans-those in which more than 60 percent of benefits were going to "key' employ-
ees-were required to provide minimum benefits or contributions to rank-and-file
workers, provide for faster vesting standards, and placed stricter limits on allowable
benefits for key employees.

The pace of legislative change continued with the Deficit Reduction Act of 1984
(further reducing the limits on maximum plan contributions and benefits), the Re-
tirement Equity Act of 1984 (reducing the minimum age of plan participation from
25 to 21), and the Single-Employer Pension Plan Amendments Act of 1986 (restrict-

' The views expressed in this statement are solely those of the author and should not be at-
tributed to the Employee Benefit Research Institute, its officers, trustees, sponsors, or other
staff. The Employee Benefit Research Institute is a non-profit, non-partisan public policy re-
search organization.
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ing the terms under which pension plans can terminate and increasing the termina-
tion insurance premiums that single-employer plans must pay).

The Tax Reform Act of 1986 (TRA '86) marked a reversal in U.S. retirement
policy, reducing incentives for retirement savings. It capped the amount of allow-
able individual pretax contributions to a 401(k) at $7,000 (indexed), significantly re-
duced the overall limits on both defined benefit plans and defined contribution
plans, narrowed the circumstances under which money can be withdrawn from de-
fined contribution plans, increased taxes on preretirement withdrawals in some
cases, restricted income averaging, and modified the tax treatment of capital gains.

Pension changes were also included in budget bills in 1986 and 1987. In 1986,
plans were required to continue benefit contributions or accruals regardless of age
for workers participating in defined contribution or defined benefit plans. In 1987,
the single-employer defined benefit termination insurance premium was raised and
funding rules were changed substantially.

Pension legislation has served to increase the security-of-benefits for those with
coverage, and it has created many jobs. It has not led to an increase in the propor-
tion of workers covered by pension plans.

During the budget negotiations of 1989, various proposals that would affected pen-
sions and retirement income, including those calling for joint trusteeship, user and
exit fees, Pension Benefit Guaranty Corporation (PBGC) premium increases, and
ERISA penalty fees, were carefully considered. Many of these proposals were not
enacted in 1989, but continued scrutiny of their administration and design is antici-
pated in 1990.

TRENDS IN PENSION COVERAGE

Employer-sponsored pension plans represent an important source of retirement
income or most working Americans. According to EBRI tabulations of the May
1988 Current Population Survey employee benefit supplement (CPS EBS), in May
1988, 62 million civilian workers, or 54 percent of all such workers, worked for an
employer that sponsored a pension plan. Three-fourths of all workers covered by an
employer plan, or 47 million workers, actually participated in the plan; two-thirds of
all these participants, or 32 million workers, were entitled to a benefit at retire-
ment.

Defined benefit plans have historically been the cornerstone of the private pen-
sion system with an estimated 38 million participants and beneficiaries, and $1.36
trillion in trusteed assets. But recently, an increased number of defined benefit ter-
minations, a slower rate of defined benefit plan formation, and fundamental rede-
sign of traditional "final pay" defined benefit plans into "cash balance" defined ben-
efit plans suggests that US. employers are reevaluating the appropriateness of
these plans.

Increasingly, there has been a trend toward the establishment of defined contribu-
tion plans, especially with the advent of 401(k) cash or deferred arrangements and
employee stock ownership plans. By 1987, the number of defined contribution plans
represented 73 percent of all plans, up from 68 percent in 1975. By comparison, de-
fined benefit plans represented 28 percent of all plans in 1987, down from 32 per-
cent in 1975 (chart 1).

The nature of this apparent shift in emphasis from-the-traditional defined benefit
plan to the newer defined benefit and defined contribution plans has been a source
of continued evaluation. Experts offer varying observations on the potential reasons:
increased regulation of traditional defined benefit plans, increased administrative
cost due to regulation, an increasingly mobile work force who may be better served
with a "cash balance" or defined contribution plans, Federal tax laws that have cre-
ated incentives for new defined contribution arrangements, and the lowering of
basic income tax rates, which has reduced the effective tax incentive for plans.

Many maintain that government regulation has made defined benefit plans too
costly, prompting plan sponsors to offer no pension plan or to shift to generally less
burdensome defined contribution plans (see EBRI, What is the Future of Defined
Benefit Pension Plans?, 1989).

One of the most significant trends in pension coverage has been the tremendous
growth of 401(k) plans over the past decade. More than 27.5 million workers were
covered by 401(k) plans in May 1988, up from 7.1 million in May 1983. These figures
represented 24.2 percent and 7.1 percent of all workers, respectively. Participation
grew from 2.7 million workers (2.7 percent of all workers) in 1983 to 15.7 million
(13.8 percent of all workers) in 1988.

An increasing number of workers are relying on 401(k) plans as their primary em-
ployer-based retirement plans, especially 401(k) participants at small firms. The
1988 CPS EBS found that more than 49 percent of 401(k) plan participants reported
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that this was their primary employer pension plan. Among 401(k) participants work-
ing for employers with 250 or more employees, 43.5 percent had a primary 401(k);
this proportion increased to 79.5 percent for 401(k) participants in establishments
with fewer than 10 employees.

The future of 401(k) sponsorship and participation is uncertain. Passage of TRA
'86 does not appear to have slowed 401(k) plan growth, although that possibility re-
mains as more restrictive provisions of the law become fully effective. Final regula-
tions addressing hardship withdrawals and loans, released in August 1988 and July
1989, respectively, could arguably be a deterrent to employee participation and
create administrative problems for some employers. However, this cannot be as-
sessed fully until the provisions have been in effect longer.

PENSION COVERAGE BY SMALL EMPLOYERS

The gap in private-sector pension coverage for workers appears to be largely
among small employers. The latest data indicate that more than 68 percent of full-
time employees in companies with 250 or more employees participate in retirement
plans, while, by contrast, only 16 percent of full-time employees in companies with
less than 24 employees do so (chart 2).

Some members of Congress and other policymakers have indicated concern about
potential costs to society and to future retirees themselves if employer-sponsored

union coverage fails to continue the expansion of the past 15 years, supplementing
Social Security and private savings.

To meet this challenge of providing additional coverage, a number of legislative
proposals specifically aimed at small employers have been introduced in Congress in
recent years. But the benefits that small employers provide must be viewed within
the context of the naLion's retirement income system and the economy as a whole if
we are to judge whether national needs are being met.

THE ECONOMICS OF REGULATION

In a recent EBRI study, Pension Policy and Small Employers: At What Price Cov-
erage?, author Emily Andrews examines the impact of pension legislation on pension
plan growth based on the economic theory that employers will Ualance the costs of
instituting a pension plan against the benefits they receive.

According to Andrews, the favorable tax treatment provided pension plans re-
duceg the costs of plan sponsorship. Since pension contributions are treated as cur-
rent business expenses, funded plans are a good business decision. Pension plans are
also regarded favorably by employees because they can defer individual income
taxes on pension contributions until retirement. By making benefits more secure,
ERISA may have increased the demand for pensions among employees. The provi-
sions that may have made pension coverage more attractive include funding stand-
ards, PBGC insurance, vesting and participation standards, and better information
about plans through summary plan descriptions.

Since pension law encourages different types of plans, employers can match pen-
sion sponsorship to their business situation. In particular, developments such as
Keogh plans, 401(k) plans, and SEPs may have made tax-favored pensions more at-
tractive to small employers.

Other provisions may impose additional costs on employers, however. Funding
and fiduciary standards reduce the employer's flexibility to finance corporate expan-
sion through retained earnings. PBGC premiums are a direct cost imposed on a per
participant basis for defined benefit plans. Plan descriptions and other reporting re-
quirements also directly increase the administrative costs of the plan.

Restrictions that cap contributions and benefit payments also make pension plans
less appealing, particularly for those motivated by the tax deferral on contributions.

The Retirement Equity Act of 1984 also may have raised the costs of plan provi-
sion for some employers. The required five-year break-in-service provision increases
recordkeeping costs, particularly in firms with high employee turnover.

Conclusion
A constant theme reiterated by employers is their concern about regulatory com-

plexity and frequency of legislative change. Large employers can and do afford the
costs, which can be small on a per employee basis. For small employers, however,
complex regulations require costly expert advice in establishing and maintaining a
pension plan and the costly revision of plan documents. Changing regulatory and
enforcement approaches by regulatory agencies add to both the cost and confusion.
Thus, no matter what the nature of the change, if it is frequent or complex, it will
be costly. When combined with laws and regulations that make it increasingly diffi-
cult to fund a plan, attractiveness fades further. And,- when considered against
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other tax preferences, in light of today's low tax rates, the reluctance of small em-
ployers to expand pension coverage may be quite understandable.
Attachment.
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Chart 2
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PREPARED STATEMENT OF ELMER VAN EGMOND

The American Association of Retired Persons is pleased to testify on the impor-
tant issue of pension simplification. The Association believes that pension simplifica-
tion, while an important objective, must at the same time balance the needs of plan
sponsors, plan recipients, and pension and tax equity.

BACKGROUND

AARP has long supported improvements in the private pension system in order to
make it a more stable and reliable source of retirement income. While Social Securi-
ty supplies a floor under retirement income, the private pension system (as well as
personal savings, and continued full or part-time employment for some) must sup-
plement Social Security to adequately ensure retirement income security.

The private pension system has made great strides over the years towards meet-
ing its goal of becoming a reliable source of retirement income. Despite these ad-
vances, a number of deficiencies remain. Today, just over one-quarter of individuals

- receive private pension income, and the amount often tends to be relatively small.
In addition, while future pension receipt is expected to rise, only about one-half of
all current employees are covered by a private pension plan.

It is important to note that the tax system, and therefore the American taxpayer,
has a large stake in pension plan fairness. The Federal tax subsidy for the pension
system is approximately $50 billion per year, the single largest Federal tax expendi-
ture. This large figure merely emphasizes the importance of pension savings for re-
tirement income security. Because pension benefits receive a large tax subsidy, the
American public also expects these benefits to be distributed equitably.

This goal of tax and pension equity has resulted in a number of meaningful pen-
sion changes over the past several years. In particular, the Tax Reform Act of 1986
addressed important pension issues and substantially improved pension equity.
Changes such as shorter vesting periods, reduced integration of pensions with Social
Security, and strengthened coverage rules will further the fair delivery of pension
benefits.

A number of recent pension changes, however, have been primarily motivated by
the need to raise revenue. While the Association is mindful of the need, given the
current Federal deficit, to weigh carefully the value of any tax subsidy, we believe
that revenue-driven changes that adversely impact long-term retirement security
objectives should be avoided.

SIMPLIFICATION IN THE FACE OF COMPETING INTERESTS

Simplification must achieve a three-way balance among plan sponsors, plan par-
ticipants, and pension and tax equity. It is not enough to say that simplification of
the rules for plan sponsors would improve the pension system. If plan participants
are adversely affected, particularly lower-paid employees, then simplification would
merely reduce pension equity. Alternatively, if simplification means additional reve-
nue loss to the Treasury, with no corresponding increase in the equitable delivery of
pension benefits, then simplification would merely increase benefit discrimination
in favor of higher paid employees.

In reference to tax reform, it was often said that "Nothing simple is fair, and
nothing fair is simple." Nowhere in tax law may this be more true than in the pen-
sion provisions. However, the current nature of the pension system requires sub-
stantial rules. As mentioned above, the tax expenditure for pensions is the single
largest in the tax code. Second, the amount of money currently in pension plans,
estimated at over $2 trillion, is the largest pool of money in the world. Third, the
pension system is voluntary, allowing employers to choose whether to establish a
plan, and giving employers wide variety as to the type of plan (or plans) to establish.

Given the enormity of the system, both in dollars and diversity, it is easy to un-
derstand the need for substantial regulation to ensure equity. For example, if sim-
plicity were the only concern, we could merely allow only one specific pension for-
mula for all plans. Of course, this is not consistent with the flexibility which plan
sponsors currently enjoy, and which may not meet the needs of a diverse work-force.
However, it is just this desire to maintain flexibility that leads to increased com-
plexity.

Ultimately, the desire of plan sponsors to remain free to establish individually tai-
lored pension plans can run up against the interests of plan participants and pen-
sion and tax equity. These resulting conflicts necessitate parameters in the pension
laws in order to balance the competing interests. Because of the wide range of plan
design possible, defining such parameters tends to be both difficult and complex.
The end result, as plan design moves to the permissible limits, is a labyrinth of pen-
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siQn laws designed to balance these interests. As long as maximum flexibility in
plan design is maintained, correspondingly lengthy rules are needed. This is the in-
evitable result in a system where "Nothing simple is fair, and nothing fair is
simple."

Given the difficulty of the task, current efforts to simplify pension law while bal-
ancing all three above points of view are laudable. The Association believes that
there is enough common ground and need for pension simplification that efforts at
simplification .can be both productive and worthwhile. However, the Association
would oppose, and strongly cautions against, those changes that while simple on
their face, undermine the basic fairness we seek in our pension laws.

SIMPLIFICATION-RECOMMENDATIONS

In order to further efforts at simplification, the Association has several recom-
mendations that would simplify plan design and understanding, meet the needs of
plan participants, and further the objectives of pensioin-and-tax equity. The follow-
ing recommendations, while not exhaustive, attempt to simplify several important
aspects of our pension laws.

Eliminate Pension Integration (Permitted Disparity)
Both pre- and post-tax reform law provide nondiscrimination standards for pen-

sion plans which generally prohibit providing pension benefits that favor higher-
paid employees. An exception to this general rule pre-tax reform allowed employers
to include a portion of each employee's Social Security benefits in determining
whether overall benefits discriminated in favor of higher-paid employees. This prac-
tice, called pension "integration," permitted employers to offset up to 83-1/3 percent
of Social Security benefits. For many employees, particularly lower paid employees,
this meant substantial reductions in their expected pension benefits. In many cases,
lower-paid employees saw their entire pension eliminated.

Congress recognized that this practice was patently unfair and contrary to the
thrust of the tax laws designed to encourage pensions. The pension integration rules
were thus modified in tax reform to limit the reduction in employees' pensions. fit
the same time, the new "permitted disparity" level set a different standard by
which pension benefits may favor higher-paid employees.

While Congress acknowledged the complexity of pre-tax reform Social Security in-
tegration rules, they were replaced by equally complex (and still pending) rules on"permitted disparity." In fact, the proposed rules on permitted disparity take up 25
pages of the Federal Register. These rules are confounding not only for plan spon-
sors, but even more so for pension recipients. Individuals who could not understand
how an entire expected pension was eliminated (pretax reform), will be equally mys-
tified at the newly permitted reduction amount. Plan sponsors, both then and now,
have the unenviable task of both complying with the integration rules and explain-
ing them. In addition, the new integration rules are prospective only (as of January
1, 1989). Thus, employees will be faced with two different integration formulas (de-
spite the fact the old test has already been declared unfair by Congress) for years
worked before and after the effective date.

Aside from complexity, the very existence of the practice of integration is con-
trary to the goal of pension and tax equity. The phrase "permitted disparity" ex-
plains the purpose of the new formulas: the extent to which higher-paid employees,
at the expense of lower-paid employees, can be compensated through the pension
plan without violating the nondiscrimination rules. These rules merely work to
allow a higher degree of discrimination than would otherwise be possible in the pen-
sion system. While the old rules were admittedly unfair, the new rules have the
same objective, but with added limitations.

While the practice of pension integration has a long history, its continuance can
no longer be justified on an equity basis. It is clear that Social Security benefits do
not adequately replace the pre-retirement earnings of lower and moderate income
earners, nor are they intended to be more than a floor of retirement income. The
tax incentives provided to employers to encourage the formation and provision of
pension benefits is intended to help supplement the retirement income needs of
these employees. Rules which reduce the benefits available to these very workers
undermine the basic policy behind our pension laws.

In short, the use of the old Social Security integration and new permitted dispari-
ty tests injects an unnecessary degree of complexity and confusion into the pension
system. The essence of these rules, to deny benefits to lower-compensated employ-
ees, can no longer be justified as a matter of pension and tax equity. Therefore, both
to simplify the pension system for employer and employee, and to improve pension
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fairness, pension integration should be eliminated entirely for all current employ-
ees.

Modify Pension Coverage Test
In general, pension coverage rules are intended to address overall employee par-

ticipation in pension plans, ensuring that pension plans provide benefits to non-
highly compensated employees that are comparable to benefits provided to higher-
paid employees. Pretax reform coverage rules essentially required employers to
meet one of two tests: a percentage test, which required a plan to benefit a signifi-
cant percentage of the employer's work-force, or a classification test, which required
a determination (with regulatory guidance) that the classification of employees cov-
ered did not favor highly compensated employees.

Congress believed that these coverage rules, because they permitted large dispari-
ties in the coverage percentages of highly and non-highly compensated employees,
were inadequate to ensure coverage of non-highly paid employees. Tax reform modi-
fied the coverage tests to better ensure nondiscriminatory treatment of non-highly
paid employees. The new test is composed of two tests: the "ratio percentage test'
(which requires the percentage of non-highly compensated employees benefiting
from a plan to be at least 70% of the highly compensated employees), and the "aver-
age benefits test" (which has two parts, a "classification" test, to determine nondis-
criminatory coverage, and an "average benefits test," under which the average ben-
efit percentage for non-highly compensated employees must be at least 70% of the
average benefit percentage for highly compensated employees.)

The regulations for the new coverage tests, and the various sub-tests, are also still
pending. Again, the law increases dramatically in complexity as Congress attempts
to draw lines as to what degree of discrimination will be permitted under the cover-
age rules. This added complexity is the direct result of legislative approval to ex-
clude individuals from pension coverage.

The Association believes the coverage rules can be both simplified and improved
to better meet the needs of plan participants and the goal of pension equity. In
order to ensure nondiscriminatory treatment, it is essential' to increase the cover-
age of non-highly compensated employees. The Association believes that pension
equity, and future retirement income security, is best served by ensuring more com-
plete coverage of rank and file employees.

The Association therefore recommends modifying the coverage rules to simply re-
quire an employer to cover, in any one facility, 100 percent of eligible employees
who earn less than the Social Security wage base. If the employer has more than
one subdivision, than 80 percent of the aggregate work-force must be covered. This
test is simple in its application, and will increase pension coverage for those employ-
ees who may be excluded under the current coverage rules. Those lower-paid em-
ployees who now tend to be excluded-particularly women and minority members-
are generally those most in need of the additional retirement income that will be
generated by increased pension coverage.

This test was originally proposed in the 99th Congress in the Retirement Income
Policy Act of 1985 (S. 1784/H.R. 3594), the bill that was the basis for many of the
pension reforms later incorporated into tax reform.

Simplify Definition of Highly-Compensated Employee
The term highly-compensated employee is part of a number of pension tests for

determining whether benefits are provided in a nondiscriminatory manner. Tax
reform provided a more uniform definition of the term highly compensated employ-
ee, but the term still requires a multi-prong determination. The Association believes
that further simplifying this definition would correspondingly simplify those provi-
sions which rely on this determination.

The Association recommends defining a highly-compensated employee as one who
either earns over the Social Security wage base or is a five-percent owner. This
streamlined definition should still fulfill the essential function of ensuring the non-
discriminatory delivery of benefits to non-highly paid employees.

SIMPLIFICATION-AREAS WHERE CURRENT RULES ARE ESSENTIAL

While simplification is important, there remain aspects of the pension law that
must be maintained in order to ensure fairness to plan participants and tax equity.
The Association is prepared to work with this committee to further increase simpli-
fication in these and other areas, but believes that in many instances rules are es-
sential and cannot be easily modified without undermining the basic protections af-
forded in the law.

IA-R66 n n n
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The Association offers the following examples of current benefit protections which
must be maintained in order to ensure the equitable provision of-benefits. While the
tests in these areas may not be as simple as desirable, they remain the best alterna-
tives available. In order to simplify these rules, however, the Association recom-
mends creating model plans, or 'safe harbors," to simplify compliance with the nec-
essary restrictions.

Maintain the "Top-Heavy" Rules
The "top-hea " rules were enacted in the Tax Equity and Fiscal Responsibility

Act of 1982 (TE RA). The rules were designed to ensure that pension plans that pro-
vided a substantial portion of pension benefits to higher-paid employees also provid-
ed some benefits to lower-paid employees. A plan is 'top-heavy" if more than 60 per-
cent of the accrued benefits (or contributions) are provided to key employees.

In those circumstances where over 6Q Percent of the plan's benefits go to higher-
paid employees, certain rules apply in order to ensure that lower-paid employees re-
ceive a fairer share of the tax-subsidized retirement fund. In particular, a top-heavy
plan must provide a faster vesting schedule (3 years, or 6-year graded vesting), a
minimum benefit/contribution for lower-paid workers, and an additional limitation
on the higher-paid employees.

While these rules apply to all plans, the practical result is that the smaller the
plan, the more likely it may be top heavy. This is simply the result of the arithme-
tic of the plan design the fewer the number of employees, the more likely the great-
er percentage of benefits will go to higher-paid employees.

The top-heavy rules provide important benefits, particularly for shorter-term,
lower-paid workers-again, often women and members of minority groups. Even
after the improvements made in tax reform, the top-heavy rules ensure a greater
number of vested individuals, and a greater minimum benefit amount in those plans
in which the bulk of the tax-subsidized benefits go to higher-paid employees. A
recent GAO report ("Impact of vesting and Minimum Benefit and Contribution
Rules in Top-Heavy Plans, October 1989) estimated that the number of individuals
who would not vest in their pension if the top heavy rules were repealed would in-
crease by between 75 and 300 percent.

Even though benefits provided under the top-heavy rules tend to be low, because
the individual is shorter-term and/or lower-paid, these individuals are often those
most in need of the additional minimum benefits afforded by the rules. Particularly
given today's mobile work-force, and the especially high turnover in the small busi-
ness sector (it is estimated that only 25 percent of employees remain for 3 years),
these rules may be the only way to ensure enhanced retirement security for many
individuals.

The thrust of pension equity legislation over the past several years has been to
ensure that pension plans deliver adequate retirement security to employees at all
wage levels. Far from making the top-heavy rules obsolete, the tax reform changes
complement the existing top-heavy rules. Both seek the same goals: increased vest-
ing of those employees who would otherwise not vest, and increased benefits for
lower-paid employees who would receive little, if any, pension benefits. In short,
repeal of the top-heavy rules would be a step back from retirement security for future
retirees.

Instead of repealing rules that have been demonstrated to provide additional ben-
efits for lower-paid employees, this committee should pursue alternative methods
for ensuring these benefits. For example, since these rules generally affect small
plans, alternative model plans that provide similar benefits, without the necessary
testing, will accomplish the goal of simplification. Smaller plans should have less
need for individual design, and the small amount of flexibility that is lost through
the use of a model plan (or plans) should be more than made up through simplifica-
tion in compliance. In this way, both pension equity and administrative ease can be
accomplished.

Maintain the 401(k) Average Deferral Percentage (ADP) Test:
Under current law, special nondiscrimination rules apply to limit the elective de-

ferrals made by highly-paid employees to 401(k) plans. This limit depends, in part,
on the level of elected deferrals made by non-highly paid employees. In general,
these rules are intended to ensure that significant contributions made by highly-
paid employees are accompanied by comparable participation by lower-paid employ-
ees.

In modifying these rules in tax reform, in addition to nondiscrimination concerns,
Congress believed that excessive reliance on individual retirement savings (as op-
posed to employer-provided savings) could result in inadequate retirement income
for many rank and file employees. The Association agrees with Congress' concern
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that 401(k) plans, and other similar deferred arrangements, should be supplementary
retirement plans, not the primary employer-maintained retirement plan.

Congress modified the rules in tax reform because it believed that prior law non-
discrimination rules permitted excessive tax benefits for higher-paid employees
without ensuring adequate savings by lower-paid employees. Tax reform lowered the
elective deferral cap to $7000 (indexed), which does not include employer matching
contributions. Currently, with a full employer match, this permits over $15,000 in
deferred benefits.

Congress also tightened the "actual deferral percentage" (ADP) test. The new test
requires the ADP under a 401(k) plan for eligible higher-paid employees to be equal
to or less than either: (1) 125 percent of the ADP of the lower-paid employees, or (2)
the lesser of two times, or two percentage points more than, the ADP of non-highly
compensated employees. While higher-paid employees may still receive a greater
percentage of tax-qualified savings, these new tests were designed to ensure that
ower-paid employees receive a fairer share of benefits.

The Association believes this new ADP test must be maintained in order to
ensure nondiscriminatory treatment of lower-paid employees. The Association is
prepared to assist this committee to create alternative simplified tests that meet
similar equitable pension policy goals. For example, additional "safe harbor" tests
should be pursued that ensure both participation and adequate benefit amounts for
lower-paid employees. One way to accomplish this objective may be to establish
model plans that provide significant employer-matching contributions (e.g. 75%
match for the first 5%) for lower-paid employees. However, even in these instances,
participation by those who do not have sufficient income to save for their own re-
tirement may need to be addressed. In short, the basic thrust of the ADP test to
ensure that lower-paid employees benefit from 401(k) plans should not be under-
mined.

OTHER AREAS TO ADDRESS

Several additional pieces of the pension puzzle need re-examination or improve-
ment. Again, the following is a non-exhaustive list of areas that should also be ad-
dressed in a comprehensive package.

Part-time and Leased Employees
As the dynamics of the work-force begin to change, it is important that pension

policy reflect these changes. As more individuals, whether due to personal or family
considerations, begin to exercise more flexible work options (often encouraged by
the employer or-the Federal government), pension law should not remain inflexible.
In addition, as new forms of employment begin to take hold, there must be a corre-
sponding response from the pension system.

Current rules addressing some of these concerns should be maintained and im-
proved. Failure of pension policy to recognize these ongoing changes may displace
large numbers of the work-force from valuable and essential retirement benefit cov-
erage.

Reporting and Disclosure
The Association continues to believe that plan documents and plan information

are essential to the private pension system. Employer-provided benefits, which can
be as high as one-third of an employee's compensation, should continue to be ex-
plained and reported on a regular basis.

Many critics have stated that the information is not useful to participants and
should therefore be eliminated. Instead, the Association believes that this informa-
tion should be improved, as well as simplified, in order to provide meaningful infor-
mation to plan participants. In particular, in light of recent questions regarding the
ability of the Department of Labor to adequately monitor pension plans, plan re-
porting may be the first and only line of scrutiny.

CONCLUSION

Pension simplification, an important goal to foster understanding and expansion
of the pension system, must be accomplished without retreating from the necessary
objectives of individual fairness and tax equity. While many current rules are overly
complex, it is often the result of attempting to reconcile the often competing princi-
ples of plan flexibility and plan equity.

The Association believes that as a general rule, when these principles conflict,
then flexibility must yield. This does not mean that the pension laws must remain
complex. However, it does mean that efforts at simplification should not diminish
the rights of all plan participants, nor retreat from pension and tax equity. In this
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way, we can ensure that any changes in pension law will build upon the significant
steps taken in the past decade to improve the equitable delivery of retirement bene-
fits. I



COMMUNICATIONS

STATEMENT OF THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

The Associated General Contractors of America is a construction trade association
representing more than 32,500 firms, including 8,000 of America's leading general
contracting companies, which are responsible for the employment of more than
3,500,000 individuals. These member construction contractors perform more than
80% of America's contract construction of commercial buildings, highways, bridges,
heavy-industrial and municipal-utilities facilities.

The construction industry is composed predominantly of small, family-owned
firms competing in local geographic markets. Eighty-five percent of AGC's member-
ship has gross receipts of less than $10 million annually; ninety percent qualifies
under the Small Business Administration's definition of a small business.

AGC appreciates the opportunity to offer its comments on the Internal Revenue
Code rules governing private pension plans and options for their simplification.
AGC believes that existing pension rules are so complex, they are forcing employers
to reduce the number of options they offer to their employees and even to terminate
their pension plans. AGC supports and encourages the Subcommittee's examination
of ways to simplify the pension plan rules and to reduce the costs of compliance.

PROBLEMS

One source of the complexity is the number and rapid pace of the changes to the
Internal Revenue Code provisions. There have been seven significant revisions to
pension code rules in the last seven years. Each revision added new reporting and
information requirements, as well as changing the substantive law.

• The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) added additional
qualification rules for top-heavy plans, the employee leasing rules and limits on con-
tributions and benefits.

* The Deficit Reduction Act of 1984 (DEFRA) changed the rules relating to top-
heavy plans, extended the employee leasing rules and changed the rules for cash or
deferred arrangements.

* The Retirement Equity Act of 1984 (REA) added rules on spousal interests,
qualified joint and survivor annuities and qualified terminable interest property.

• The Tax Reform Act of 1986 (TRA) substantially altered the pension provisions.
It added.new minimum coverage and minimum participation rules, revised the rules
for cash or deferred arrangements, changed vesting schedules and restricted the use
of individual retirement arrangements.

* The Omnibus Budget Reconciliation Act of 1987 contained the Pension Protec-
tion Act, which added special funding rules and restrictions on plan terminations.

* The Technical and Miscellaneous Revenue Act of 1988 (TAMRA) increased the
employer reversion tax and made numerous changes to the pension rules.

* The Revenue Reconciliation Act of 1989 made extensive changes to the rules on
employee stock option plans and changed the penalties for failing to comply with
information reporting requirements.

These changes have .not furthered Congress' announced goal of encouraging
broader coverage of nonhighly compensated workers; rather, they have created
layers of numerical and percentage tests. This complexity has increased the costs of
providiffg pension plans with little return in increased pension security or benefits.

mployers must hire outside consultants to determine if their plans are qualified.
Plans could fail the requirements through no fault of their own. The penalties for
failing to comply have been draconian, including complete plan disqualification for
failing to comply for one day.

(257)
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PENSION CODE RULES POSE SPECIAL PROBLEMS FOR THE CONSTRUCTION INDUSTRY

The construction workforce is highly mobile and engaged in physically demanding
jobs. As a construction project goes through the different phases of construction, dif-
ferent craft workers are needed at different times. A construction worker may leave
and come back to the same employer several times in one year as different projects
open and close.

The average annual workforce turnover is 300% for a construction company. For
example, if the company's average workforce size is 100, the company generally
mails out 300 W-2s. One individual may be both an active and a former employee
for several different construction companies in the same area. Merely tracking em-
ployees has added significantly to compliance costs. Performing the testing processes
which have been added to the pension code for these employees is also very com-
plex.

The construction industry hes distinct workforces with different needs. There are
craft workers at the job site and in-house office staff. Many relationships between
craft workers and construction employers are short-term. Craft workers must regu-
larly move to new sites to continue working, because job sites don't need construc-
tion workers once the construction is done. It is often difficult for these workers to
vest in a retirement plan, because their time in service with any one company is
often too short.

Construction contractors also have salaried in-house staff, including estimators,
superintendents and clerical staff. Their tenure with the company is often much
longer than the hourly craft worker and they often require long-term training to
become efficient at their tasks.

The construction industry has responded to the retirement needs of its highly
mobile workforce by designing retirement arrangements in which they can partici-
pate almost immediately, vest almost immediately and which are highly portable.
The industry has retirement plans for in-house staff as well.

Unfortunately, pension plans developed to cover both types, of workforces are
being terminated for failure to satisfy the technical tax rules added to the code.
Companies trying to comply with the new rules have found themselves forced to
streamline their plans and reduce the number of options they offer to their employ-
ees because the companies could not handle the complex testing required.

The complexity was increased because employers found it difficult to determine
exactly what the rules were. In several instances, new code provisions did not ade-
quately distinguish between multiemployer plans and single employer plans. ID
places where there seemed to be a multiemployer plan exception, such as the now-
repealed Section 89 and Section 401(aX26), a conference report or subsequently writ-
ten interpretation indicated that was not the case.. One of the biggest problems employers face is the lack of guidance for compliance.
For example, as part of TRA 1986, Congress required the Treasury Department to
issue regulations by February 1, 1988. An IRS already burdened with pension regu-
lation changes from the three preceding acts had to open numerous new regulation
projects. In almost every instance the IRS missed the deadlines.

Many of the most important regulations are still not issued, even in proposed
form. For example, Section 410(b) prescribes minimum coverage rules. The rules for
applying the 70% average benefit test have not been published. Employers do not
know how to demonstrate that plans are comparable so that plans caxi be aggregat-
ed for testing purposes. Section 401(aX4) prescribes the general nondiscrimination
rules for qualified plans. Without guidance, employers do not know how to imple-
ment the broad rules of that section. Section 414(r) provides special rules for sepa-
rate lines of business, but there are no IRS regulations defining separate lines of
business.

This leaves employers in a difficult position. They could attempt to comply with
the new act without guidance, but they run the risk of having their plans disquali-
fied because they don't properly interpret the statute. The IRS permitted employers
to postpone revising their plans until guidance was issued, but generally they had to
cease accruing benefits to qualify for the postponement. That did little to reassure
employees about benefit security.

Another problem faced by employers is the lack of consistency in pension defini-
tions. For example, there are at least four definitions of "compensation" in the pen-
sion code. This inconsistency increases the complexity of trying to determine wheth-
er the employer is in compliance.

AGC believes that a major problem is that the balance between tax issues and
labor/management issues has been lost. Tax code changes seldom take into account
the interactions with other Federal laws in the employee benefits area. Employers



259

must comply with statutes enforced by the Department of Labor and the Pension
Benefit Guaranty Corporation. Such statutes include the Taft-Hartley Act, the Em-
ployee Retirement Income Security Act, the Federal Insurance Contributions Act,
the .elf-Employment Contributions Act and others. Employers must try to reconcile
the conflicting requirements. This causes major compliance problems.

Instability in the pension provisions leads to instability in the employer-employee
relationship. Employees have less faith in the security of their retirement plans
when those plans are rewritten on a yearly basis, but the employer.may be required
to do so to satisfy the most recent of statutory changes.

AGC offers two specific problems as examples of how recent tax code changes
have endangered pensions in the construction industry.

Example One: The Minimum Participation Rules
The minimum participation (50/40) rules require that on every day of the plan

year, every plan offered by the employer must benefit the lesser of 50 employees or
40% of the employer's employees. For small businesses, it is effectively a 40% rule,
since they usually will not have 50 employees. Under the IRS regulations, every sep-
arate benefit structure within each plan must separately satisfy the 50/40 rule.

This rule has caused nearly insurmountable problems in the construction indus-
try where the highly mobile craft worker workforce is often covered by a portable
pension plan providing for almost immediate participation and vesting and the
office staff is covered by a normal retirement program. Either or both of the plans
would have to be terminated due to the 50/40 rule. The plan covering the craft
workers would have to be terminated because of the immense administrative and
tracking costs and because the employer could not be certain the 50/40 rule would
be satisfied each and every day. The plan covering the office workers would be ter-
minated because the office staff seldom exceeds 10, and is so small compared to the
jobsite staff.

The 50 40 rule also did not consider the manner in which it conflicts with the
requirements of the Davis-Bacon and Taft-Hartley Acts. The Davis-Bacon Act re-
quires that hourly construction workers receive the prevailing wages and fringe
benefits on Federal and federally-assisted construction projects. The Labor Depart-
ment has extensive regulations implementing the Davis-Bacon Act and prescribes
precise dollar amounts. Each different craft worker category would be a separate
benefit structure for .50/40 rule purposes.

On a construction jobsite, a working foreman may be promoted to supervisor for a
few months. Under Taft-Hartley, that worker is out of the collective bargaining unit
for that period of tune. For 50/40 rule purposes, that worker is considered to be in a
separate plan that must separately satisfy the 50/40 rule for that period of time.

Example Two: The Full Funding Limitation
The 1987 tax act added a new full funding limitation that applies to all qualified

defined benefit plans. The full funding limitation acts as a cap on an employer's
deductions for plan contributions where the plans are fully funded or overfunded.

The full funding limitation interferes with the collective bargaining process. Col-
lective bargaining agreements are legal agreements between management and labor
and cannot be altered unilaterally. The agreements spell out the contributions em-
ployers are required to make to pension plans. Under the full funding limitation,
employers could be denied deductions for the contributions they are required to
make under the collective bargaining agreement.

In addition, the IRS interest rates for determining the full funding limitation are
tied to the historical 30-year Treasury obligation rates. That bears little or no rela-
tionship to current market and investment environments.

There are three different interest rates for determining the adequacy of plan
funding: the IRS full funding limit,-the PBGC rate and the ERISA rate. The interest
rates are all different. An employer could find itself obligated to make payments
under the PBGC rate for which it is denied deductions under the IRS rate.

CONCLUSIONS AND RECOMMENDATIONS

The complexity of the pension code rules is having a negative effect on retirement
coverage. Employers cannot determine whether they will satisfy the technical tax
rules. The uncertainty is forcing employers to streamline their plans and even ter-
minate them rather than face the harsh penalties for noncompliance that are in the
tax code. The high administrative costs imposed by the rules act as a further disin-
centive to establishing retirement plans. Employers have difficulty in determining
how to comply with both tax rules and rules contained in other Federal statutes.
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AGC respectfully offers the following recommendations for simplifying the Inter-
nal Revenue Code rules on pension plans.

* The minimum participation rule should be repealed in its entirety. It is an arbi-
trary numerical test that unfairly penals smaller businesses.

* The full funding limitation should be repealed, at least as it applies to collec-
tively-bargained plans. Contributions to those plans are fixed in collective bargain-
ing agreements and there are no reversions from multiemployer plans. The limit
penalizes prudent investment behavior.

e The leased employee provisions need clarification. The "historical performance"
test should be repealed. The current definitions make it virtually impossible to de-
termine what a "leasing organization" is.

* The need for the top-heavy rules should be reexamined. Recent caps on compen-
sation, contributions, vesting schedules and benefits make them largely redundant.

• Definitions in the pension code should be made consistent. For example, a uni-
form definition of "compensation" would reduce complexity and confusion.

* The definition of a "highly compensated employee" should be simplified. It adds
unneeded complexity to examine compensation for both the current year and the
preceding year.

* The actual deferral percentage tests for 401(k) plans should be repealed. Em-
ployers can fail the test because not enough nonhighly compensated workers elect to
participate in the plan. Such a failure would be outside the employer's control.

In addition, any future pension code changes and additions should be examined
for administrability, complexity, cost, impact on benefit security and interaction
with other statutes before they are passed.

For example, a recent proposal would tax the short-term gains of pension plans.
The proposal would reduce the ability of pension plans to invest in sound invest-
ments such as Treasury securities and ultimately reduce pension benefits. It also
interferes with ERISA fiduciary responsibilities and would increase the costs of ad-
ministering pension plans.

A number of other proposals affecting the nation's retirement plans are under
consideration in Congress. AGC encourages careful examination of those proposals
in light of the need for simplicity, administrability and benefit security. AGC sup-
ports and encourages the Subcommitteels examination of ways to simplify the pen-
sion code.

BAKER, CLIFFORD, KRIER & WEBB,
Lubbock, TX, March 9, 1990

Ms. LAURA WILcox, Hearing Administrator,
Senate Finance Committee,
Washington, DC.

Dear Ms. Wilcox: I wish to submit my views in this written statement to be con-
sidered at the March 23rd hearing before the Senate Finance Subcommittee on Pri-
vate Retirement Plans and Oversight of the Internal Revenue Service regarding op-
tions for the possible simplification of current rules governing private pension plans.

I perform legal services for several hundred retirement plans established by small
employers located primarily in West Texas. During the last two years, I estimate
that I have terminated three retirement plans for every one new plan being estab-
lished. The primary reason given by clients for termination is the increasing com-
plexity of the rules governing private retirement plans and the increasing adminis-
trative costs. I know that many employees in West Texas have lost retirement bene-
fit coverage because of the complex laws passed by Congress and incomprehensible
rules and regulations issued by the Internal Revenue Service in the last few years.
Let me give you some examples.

The Tax Reform Act of 1986 added IRC §401(1). The legislative history indicates
that one of Congress' reasons for this new provision was to simplify the rules gov-
erning integration of private retirement plans with Social Security. We still do not
have final regulations from the Internal Revenue Service. The proposed regulations
are more lengthy and complex than anything we had before. They are incomprehen-
sible.

The joint and survivor annuity rules were added to the law by the Retirement
Equity Act. Rather than adding some simple procedure requiring a spouse's signa-
ture for payment of benefits, Congress and the Internal Revenue Service chose to
impose a complex set of rules and regulations requiring notices, explanations, and
waivers at various times during a participant's career.
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The Tax Reform Act of 1986 added IRS subsection 401(aX26). It consists of a short
paragraph designed to prevent an-abuse found in only a few plans. It resulted in
over 30 pages of complex, incomprehensible proposed regulations being issued by
the Internal Revenue Service which all plans must comply with.

The employee leasing and affiliated service group rules found at IRC subsection
414(m), (n) and (o) were added to prevent an abuse found in only a few instances.
They have resulted in approximately 50 pages of complex regulations, riddled
throughout with cross references, and which contain concepts never before heard of,
which all plans must be wary of. Not even the Internal Revenue Service knows
what these regulations mean, much less a "ma and pa" business trying to maintain
a retirement plan for themselves and their employees.

The minimum coverage requirement set forth at IRC §410(b) appears to be such a
simple concept. Why are the 20 pages of regulations proposed by the Internal Reve-
nue Service incomprehensible? In fact, they are incomplete. We are apparently
waiting on even more complex proposed regulations under §401(aX4).

Why did Congress choose to leave the IRC §416 top-heavy provisions in the law.
With the other changes made by the Tax Reform Act of 1986, the top-heavy provi-
sions add virtually no additional benefits for partipi-pa--tsi-h small plans. Yet, they
add an additional level of complexity to plan documents and to plan administration
which must cost millions of dollars nationwide each year.

IRC §401(k) and (m) and the regulations thereunder are to the point of being ridic-
ulous. There is no way that a small employer can administer or afford to pay some-
one to administer a §401(k) plan with employer matching contributions. The 30-plus
pages of regulations issued by the Internal Revenue Service are incomprehensible. I
dare anyone on your subcommittee to read the regulations and understand them.

The Internal Revenue Service's recent attack on small defined benefit plans
shows a total lack of honesty in government. The law itself clearly permits defined
benefit plans to have a retirement age as low as 55 years of age. An employee can
retire at age 55 and begin drawing his or her benefits. However, the Internal Reve-
nue Service has now targeted small defined benefit plans maintaining that contribu-
tions must be geared to a 65 retirement age, regardless of what the plan document
specifies. It is dishonest for our government to create such a "catch 22" for small
employers.

It appears to be that our representatives in Congress have been bullied and in-
timidated by the bureaucrats and actuaries in the Department of Treasury who
have lost sight of what it is like to live in the real world. Congress needs to quit
letting the bureaucrats and actuaries write the law. Congress needs to assume re-
sponsibility for the mess which has been created in this area of the law. This nation
is made strong by the small employers. Congress has not served the-small emplSyers
well in this area.

Sincerely yours,
KARL CLIFFORD.



262

13 CONSULTANTS
Two Pennsylvania Plaza
New York, New Yo;K 10121

April 12, 1990

Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Ms. Wilcox:

Buck Consultants, Inc., a leading international employee benefits firm with
over 1,000 clients in the U.S., welcomes the opportunity to submit written
comments on the subject of simplifying the qualification and nondiscrimina-
tion rules for private pension plans.

Although the Tax Reform Act of 1986 (TRA'86) generally simplified our na-
tion's system of taxation in many areas (e.g., individual income taxation),
in the area of qualified plans the opposite is true. The new qualification
and nondiscrimination requirements for pension plans under TRA'86 have
created major problems for employers. These requirements in themselves are
far too complex.

In certain cases, the Treasury Department has made meeting these requirements
even more difficult by its inability to get out a number of key regulations
on time. In fact, today the Treasury Department still has not issued its key
proposed general nondiscrimination regulations under Code Section 401(a)(4)
and the equally vital proposed separate line o- business regulations under

Code Section 414(r).

In addition,-the proposed TRAt86 regulations that have been issued thus far
have been massive and unwieldy. The complexity of these proposed regulations
renders them almost incomprehensible to even highly knowledgeable benefits
professionals.

Furthermore, the Treasury Department has made these regulations in many cases
much more complicated than required -- or even justified -- by the law.

In light of the inability of the Treasury Department to get its regulations
oift on time, many defined benefit plans are currently in limbo and have been
since 1989. Many employers have had to suspend current accruals under their
defined benefit plans for some or all of their employees. In some cases,
employees have retired and received only a portion of their accrued benefits
and are awaiting the remainder that has been promised once the plan is
amended.

To help remedy these problems and achieve the goal of simplification for
private pension plans, Buck would like to make the following legislative and
regulatory recommendations.

Specific Recommendations -- Legislative

Social Security Integration

The proposed regulations on Social Security integration as modified by Notice
89-70 do not allow Social Security offsets equal to the lesser of an amount
based on the Social Security Primary Insurance Amount or the maximum offset
allowed by TRA'86.

Pension plans with offsets based on the Social Security Primary Insurance
Amount have worked well for many years. Allowing these offsets under the
integration rules would ease the problems of employers considerably.
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Thus, we suggest that Congress permit plans that offset pension benefits by
Social Security Primary Insurance Amounts to meet Code Section 401(1) without
having to test the plan under Code Section 401(a)(4) -- provided certain
reasonable conditions are met (e.g., the benefit from the plan is not 100%
offset).

General Nondiscrimination Rule Testing

In addition, Congress should stipulate that once a plan satisfies Code
Section 401(a)(4), that plan would not be required to test for compliance on
an annual basis unless there has been a dramatic change in the plan sponsor's
work force or the plan has been significantly redesigned. The Code Section
410(b) coverage requirements would not be affected by this change.

401(k) Nondiscrimination Tests

The current Average Deferral Percentage (ADP) test applicable to 401(k) plans
and Average Contribution Percentage (ACP) nondiscrimination test applicable
to 401(k) plans and certain other plans should be replaced with a design-
based nondiscrimination test -- similar to the test currently used by the
Federal employees' thrift plan. Buck supports legislation that will be
proposed by Sen. Pryor and Rep. Chandler under which a 401(k) plan would be
deemed nondiscriminatory if it Is offered at a minimum on an equal basis to
all employees necessary to pass the coverage test rules under Code Section
410(b).

Definition of Compens.tion and Highly-Compensated Employees

Rep. Richard T. Schulze (R.-Pa.) has recently introduced a bill (H.R. 4508)
that would simplify for qualified plans the definition of highly-compensated
employees, simplify and make uniform the definition of compensation, and
delay the reporting of the number of highly-compensated employees until a
study has been completed on how burdensome the reporting requirements are.
Under this bill, a highly-compensated employee would generally be defined as
any employee who was compensated in excess of $75,000 (as indexed) during the
year or the preceding year.

This legislation would simplify considerab , the administration of qualified
plans. We suggest that it be enacted by C..igress and that the uniform
definition of highly-compensated employees be extended to all welfare plans
where nondiscrimination testing is required.

Separate Line of Business Rules

The Code Section 414(r) separate line of business provisions, which permit
plans to satisfy the various plan qualification requirements independently
for each distinct line of business, should be statutorily amended to permit a
unit to be treated as P separate line of business where the unit employs more
than 50 nonexcludable employees (including collectively bargained employees)
but fewer than 50 nonexcludable employees (after excluding noncollectively
bargained employees) and all the employees participate in the same pension
plan. Furthermore, by statute, Code Section 401(a)(26) should operate on a
separate line of business basis rather than on a controlled group basis.
Otherwise, gross inequities will occur.

Consider, for example, a line of business with 800 employees. 770 of the
employees are subject to a collective bargaining agreement, 30 are not, and
all the employees are covered by the same pension plan.

Under Section 414(r) it appears this line of business would not qualify as a
separate line of business and because of the Treasury Department's disaggre-
gation rule, the portion of the plan covering the noncollectively bargained
employees would not satisfy the general minimum participation rule requiring
a minimum of 50 employees or 40% of an employer's nonexcludable employees in
the controlled group to be covered by the plan. This would be the cane
because only 30 noncollectively bargained employees would be counted as
benefitifng under the plan.
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Congress should eliminate this Inequity. This result is unfair and causes
additional complications for employers in this situation. It would simplify
things considerably to allow this situation under the line of business rules
and the minimum participation rules.

Delay in TRA'86 Effective Date

Since the Treasury Department is already so late in getting many of its
TRA'86 regulations out, Buck recommends that for plans that qualify under the
pre-TRA'86 rules and have not yet been amended to comply with TRA'86, the
TRA'86 effective date for the nondiscrimination, minimum participation and
maximum permitted disparity (Social Security integration) rules be postponed
until at least one year after the final regulations in these areas are
issued. In addition, plans that qualify under pre-TRA'86 rules for plan
years prior to the postponed effective date or plan years prior to the time

the plan is amended to comply with the TRA'86 rules (see below), if earlier,
should be treated as qualified.

In the case of plans that have already been amended for TRA'86 changes, these
plans should remain qualified if they pass a liberal good faith compliance
test from the time they are amended until one year after final regulations
are issued and the law should so provide.

This delay will enable employers to avoid a problem not of their own
making -- having to make complex and costly retroactive changes to their
plans -- and will vastly simplify plan administration.

Specific Recommendations -- Regulatory

Minimum Participation Rules

The minimum participation regulations need to be simplified significantly,
We have in both oral and written comments to the Treasury Department enu-
merated ways the minutiae could be eliminated and tests contained in these
rules could be consolidated. Section 401(a)(26) is a simple section of the
Code created with the explicit Congressional intent of prohibiting one-person
plans -- at one time common to many partnership organizations. The proposed
regulations under this Section now contain so intricate a web of tests and
procedures that many legitimate plan practices are effectively prohibited.

Specifically, we suggest that the prior benefit structure tests of the
minimum participation regulations be consolidated and also that defined
contribution plans be removed from the scope of Section 401(a)(26) test-
ing -- except, perhaps, where the defined contribution plan is part of a
defined benefit plan (e.g., as part of a floor plan arrangement).

In addition, the final Section 401(a)(26) minimum participation regulations
should include language that would grandfather benefit structures that have
been in existence prior to the effective date of these regulations and which
met the Section 401(a)(26) requirements when they were first applicable to
the plan.

KSOPs

The final 401(k) regulations should permit so-called KSOPs (i.e., 401(k) cash
or deferred profit sharing plans that are combined with ESOPs) to be treated
as one plan for purposes of meeting the ADP and ACP nondiscrimination tests.
The current situation, which requires disaggregation of a KSOP so that the
ESOP portion and the 401(k) portion are tested separately, has made these
plans more costly and complex than would otherwise be the case and, in some
cases, has tended to discourage the formation of ESOPs -- which Buck and many
of our clients believe are beneficial and should be encouraged.
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Conclusion

As noted above, the general TRA'86 theme of simplification did not really
apply to the TRA'86 pension plan rules -- particularly as amplified by the
Treasury Department. The net result is a situation in which plans are bound
by rules that are far mor2 complex to administer than would otherwise be the
case.

We believe our recommendations can help to simplify these rules and ease the
pressures on the private pension system.

Buck would be pleased to work with staff members and the Treasury Department
to further amplify our comments and to achieve real simplification for the
private pension system.

Very truly yours,

Frederick W. Rumack
Director of Tax and Legal Services

-FWR:AC

cc Mr. Ed Mihalski
Minority Chief of Staff
Senate FinAnce Committee
203 Senate Hart Office Building
Washington, D.C. 20510
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Testimony Presented to the Senate Finance Committee
Subcommittee on Private Retirement Plans and Oversight of the Internal Revenue Service

By
C&B Consulting Group

Warren J. Winer, F.S.A. - President and Chief Executive Officer
Karen B. Komer, J.D. - Vice President and National Director of

Legislative and Legal Research

March 23, 1990

C&B Consulting Group, a division of Corroon and Black Corporation, is an employee benefits
consulting firm with a national client base. We are pleased that the Senate Finance Subcommittee
on Private Retirement Plans and Oversight of the Internal Revenue Service is studying the growing
complexity of rules governing the private pension plan system. As consultants for a wide variety
of plans -- including those maintained by corporations, governmental units and tax-exempt entities,
as well as multiemployer plans -- we are alarmed at the accelerating complexity of plan
administration resulting from legislation aimed at employee benefit plans over the past decade. We
would like to take this opportunity to point out a few examples of the needlessly burdensome
consequences recent legislation has had on pension plan administration (illustrated in some cases
by actual circumstances faced by our clients), as well as suggest possible alternatives for the
future.

Introduction

In recent years, legislation governing pension plans has been driven by two or three very different
policy initiatives. One of the major thrusts in pension legislation involves protection of employee
rights to pensions, with particular emphasis on attempting to prevent discrimination in favor of
highly paid plan participants and increasing portability of benefits. There have also been attempts
to encourage expanded pension coverage in the U.S. work force.

On the other hand, pension legislation has also been shaped to a great extent by revenue
considerations. The tax incentives that serve as the foundation to our private pension system have
been an inviting target in these revenue sensitive times.

These policy objectives are not fundamentally compatible. In our view, the gradual implementation
of these disparate objectives over the past decade has created an administrative nightmare that
threatens the Iong-term health of our private pension system. No one's interests are served if the
exorbitant cost of attempting to comply with burdensome, contradictory (and sometimes unknown)
requirements deters employers from maintaining pension programs that contribute significantly to
the well-being of employees in their retirement years. Each year, employers face increasing
administrative costs associated solely with compliance with changes in the law. This is money that
could be better spent on pension benefit improvements or other employee benefit plans.

Anticipation of Legislative Impact

Employee benefits legislation that seems like a good idea on paper sometimes creates practical
administrative problems that make it difficult, if not impossible for employers to comply with the
law. The impact of §89 was an obvious case in point; however, this problem is often felt in many
other ways in the employee benefits area. Frequently, complex rules designed to prevent specific
abusive practices by a minority of plan sponsors cause unintended (and unforeseen) hardships for
the majority of plans that are not abusive in any way.

While it is difficult to foresee all of the implications proposed legislation may have, efforts to
thoroughly investigate possible "side effects" in this area serve as an important safeguard.

Quarterly Contribution Rules -- One example of the difficulties faced by many of our
clients has been in the operation of the quarterly contribution rules. In 1987, Congress
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passed legislation requiring quarterly contributions to pension plans (later clarified to apply
only to defined benefit plans). This legislation was enacted to accelerate funding by
preventing plan sponsors from delaying until 8 1/2 months after the end of a plan year to
make a required contribution. While we understand that ensuring adequate funding of
plans is an important policy objective, the quarterly contribution rules have placed
unnecessary burdens on those plans which are making an effort to maintain their funded
status.

Many sponsors of defined benefit plans typically make annual contributions that exceed the
minimum contribution required under §412 of the Code. The higher contributions are often
motivated primarily by benefit security considerations rather than increased employer tax
deductions. Regardless of the motivation, well funded plans frequently become
constrained by the "full funding limitation" of Code §412(c)(7). Because of favorable
actuarial experience and as a result of the sensitivity of full funding limitation threshold
(especially after full funding was modified by OBRA '87), contributions are frequently
limited by the full funding limitation for a plan year immediately following a year for which
the limit did not apply. Quarterly contributions for plans in this situation are particularly
troublesome.

Because of the time and resources needed to compile employee data and perform actuarial
valuations, plan year contribution requirements generally are not known when the first
quarterly contributions for a plan year become due. As a result, the first (and perhaps
subsequent) quarterly contribution(s) must be determined based on the funding
requirements for the preceding year, as is permitted under OBRA '87. If it turns out that
the full funding limit applies where it did not in the preceding year, the plan may have been
-forced to make a nondeductible contribution. Such a contribution generates a recurring
penalty tax until it can be deducted -- which for some plans may be years down the road.

While the IRS has established a procedure for revoking a nondeductible -contribution in this
situation, the procedure is sufficiently burdensome that very few plans have opted to take
advantage of it. The procedure, as described in Revenue Procedure 89-35, requires
collectiQp and submission to the IRS of a substantial amount of material intended to
demonstrate the nondeductibility of the contributions involved. In addition, certification by
an enrolled actuary and payment of a user fee are involved. For many plan sponsors, it is
simply cheaper to pay the penalty tax than to recover the nondeductible contribution. In
effect, these plan sponsors pay a tax for making a good faith effort to comply with the law.

One alternative left to plan sponsors wary of the burdens imposed by making nondeductible
contributions is to simply not make quarterly contributions while they await the results of
the current year's valuation report. If it later turns out that a quarterly contribution was due
under the new valuation, the plan sponsor will be in violation of ERISA unless proper
written notice of the missed contribution was given to each participant within sixty days of
the due date. The penalty for failure to properly notify is up to $10per day per
participant. In many cases, the maximum penalty would be much larger than the required
contribution for the entire year. The threat of such a penalty essentially forces employers to
notify participants that they may be missing a quarterly contribution -- even though the
company has no way of knowing whether the contribution is even due for the year.

If participants are properly notified under ERISA, the only penalty for a late quarterly
contribution involves additional interest payments to the plan. For those plan sponsors for
whom notification would not create a serious employee relations problem -- generally very
small employers -- the only hardship this penalty imposes is increased complexity in
minimum funding contribution calculations. In some respects, the added burden of
computing quarterly contribution amounts and cutting quarterly checks is as much of a
hardship as the penalties imposed for failure to make the required installments.

While it was only a short-term problem, the fact that 1989 plan year quarterly contribution
amounts were due before the full 1988 contribution has been a source of considerable
confusion for plan sponsors.

Real world examples

One large manufacturing corporation with with over 20,000 employees
maintained a number of separate defined benefit plans which were merged
in 1989. Only one of the pre-merger plans was not fully/funded in 1988.
While the consolidated plan was almost certain to befullyffuhded for
1989, there was no way to be sure before 1989 quarterly contributions
became due for the 1989 plan year becausee of time constraints in



268

producing a 1989 valuation). Nevertheless, the company felt obligated to
make a quarterly contribution on the basis of the 1988 minimum funding
requirements for the non-fully funded plan in order to be confident of
compliance with the quarterly contribution rules. As a result, the
company was penalizedfor its good faith compliance effort with all of the
headaches associated with having nondeductible contributions in the plan.
Moreover, the consolidated plan is expected to remain fully fundedfor a
number of years.

An integrated defined benefit plan's formula required major changes to
satisfy TRA '86 requirements. The plan made its first two 1989 quarterly
contributions on the basis of 1988 plan yearfunding requirements. By
the due datefor the third quarterly contribution, the plan sponsor had
tentatively selected a new plan design to be effective 1-1-89 in accordance
with the requirements of TRA '86, and preliminary studies indicated that i
the plan would befullyfunded for 1989 on the basis of the new plan
design. Based on this information and concern about nondeductible
contributions, the plan sponsor did not make the third quarterly
contribution. Actual valuation results for 1989, however, later indicated
that the plan was not full fuded far 1989. The plan was not in
compliance with quarterly contribution requirements directly as a result of
the unpredictable nature of thefdlfunding limitation.

In total, problems that have been and will continue to be associated with the quarterly
contributions certainly raise the questions of whether the intended result was worth the
trouble caused.

Interest Rate Assumptions for Employee Contributions - OBRA '87 also
changed the requirements for determining employer-purchased benefits (which are typically
subject to vesting requirements) in a contributory defined benefit pension plan. These
rules, which were clarified in IRS guidance issued in Spring 1989, apply to the benefits of
contributory plan participants terminating after the start of the 1988 plan year.

These rules were significantly revised in a "technical correction" in OBRA '89. While the
changes would not have been particularly burdensome if implemented initially under OBRA
'87, the fact that the rules are to be applied retroactively to the beginning of the 1988 plan
year is a nightmare for contributory plan administrators.

Real world example

One large corporation maintains a contributory defined benefit plan.
Several thousand employees terminate employment each year. Upon
termination, vested benefits are calculated and communicated to each
former employee. Since the beginning of the 1988 plan year, these
calculations have been made in accordance with the OBRA '87 rules. The
1989 IRS guidance on this topic confirmed that the procedures used by
the company were in accordance with the statute.

In order to comply with the OBRA '89 calculation rules, calculations will
have to be redone for all employees who terminated employment since
January 1, 1988. The company has over 30 separate plant locations and
plan administrationfunctions are not centralized.

To further complicate matters, the revised statutory requirements for the
calculations are not entirely clear. The company does not expect clarifying
guidance from the IRS anytime soon. Taking into account all factors, the
company has elected, at leastfor the time being, not to recalculate benefits
for employees who terminated after 1987. The company will reevaluate
this position once IRS guidance on the new requirements is issued, rather
than risk having to undertake a s d recalculation of benefits for several
thousand employees.

Return of Excess Contributions .- To prevent excessive discrimination in 401(k) and
other individual account plans, Congress imposed limits on before tax-and after-tax
contributions available to highly compensated employees. The limits are dictated by the
level of participation of nonhigy compensated employees.
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It is fairly common for these limits to be exceeded in any given plan year. In accordance
with regulations, excess amounts are typically refunded to highly compensated employees
during the 2 112 month period following the plan year to avoid penalty taxes to both the
employee and employer.

Unfortunately, for calendar year plans, by the time the year-end valuation is completed,
nondiscrimination testing is performed and refund amounts identified, many affected
employees have already filed their tax returns for the previous year. The refunds then
necessitate amended tax returns for those employees conscientious enough to file their taxes
early.

Another problem involves the size of the refunds. The refund amounts are often very
small. The cost of processing refunds for the company (cutting refund checks, tax
reporting, etc.) often greatly exceeds the amount of the refund.

Real world example

A company maintains a 401(k) plan. Upon performing an actual deferral
percentage (ADP) test on elective deferrals at tIe end of the plan year, theplan typically has to process several hundred refunds of $2.00 or less.
The company estimates that each refund costs the company about $7.00 toprocess. Since the refunds are reported to the IRS in accordance with
procedures established by the Service, many partial receiving refund
checks undergo the personal hardship offiling amended income tax
returns based on a trivial adjusanent.

These are problems that can be fixed. For example, return of de minimis amounts of
excess contributions could be waived based on reasonable expectations of refund
processing costs. Perhaps more importantly, these problems could have been avoided in
the first place if fundamental practical issues had been anticipated in either the legislative or
regulatory process.

Guidance Needed for Implementation

Plan sponsors rely heavily on guidance from the IRS, DOL and PBGC for the operational rules
necessary to comply with pension plan statutes within the Internal Revenue Code and ERISA.
Repeated changes in pension law over the last decade have made it difficult for these regulatory
bodies to issue necessary guidance on a timely basis. As a result, plan sponsors have frequently
found themselves attempting to comply with newly effective laws without adequate guidance.
While plans are not usually penalized for attempting "good faith compliance" in implementing
administrative procedures, it is often quite expensive sorting through possible compliance
alternatives. Moreover, plan sponsors are often forced to modify their "good faith" approaches
when guidance does become available, resulting in even greater expense.

Unfortunately, the cumulative effect of the many changes in the law is that conscientious
employers who make an effort to comply with the rules on a timely basis are penalized for their
efforts with added administrative burdens and constant changes to plan provisions. Those which
simply ignore the law until regulations are finalized are rewarded by avoiding what often turns out
to be useless (and costly) administrative activity during the interim period.

The Conference Committee Report on the Pension Protection Act of 1987 required issuance
of regulations providing rules concerning the full funding limitation of IRC §412(c)(7) by
August 15, 1988. These rules have significant impact on the amount of deductible
contributions available to many plans, effective for all plan years beginning after 1987. No
such guidance has been forthcoming, even in this instance where guidance was explicitly
mandated by Congress. Plan funding calculations for 1988 and 1989 plan years have been
made on a "best guess" basis, without benefit of a precise definition of "current liability" or
specific amortization periods for certain aspects of the required calculations. Considerable
effort was required to analyze the statute and develop reasonable interpretations of the
requirements. Timely issuance of guidance as required by law would have prevented this
problem.

In many cases, temporary or incomplete guidance has been as troublesome as no guidance
at alL IRS rules on permitted disparity (integration) serve as an example of this problem.
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Proposed IRS regulations to 1401(1) effectively did away with benefit formulas that
explicitly offset Social Security benefits. Statements by IRS staffers suggested that there
would be no way for these plans to demonstrate nondiscrimination on the basis of plan
design. As a result, many sponsors substantially redesigned their integrated plans so that
nondiscrimination could be demonstrated through compliance with §401(0). Actuarial
studies analyzing the cost of overhauling benefit formulas represent a significant cost to
plan sponsors, especially smaller ones.

A year and a half after issuance of the proposed regulations (effective for the 1989 plan
year), the Service is now suggesting that the issue of Social Security offset formulas will
likely be revisited, and that it will be possible to demonstrate that these formulas are
nondiscriminatory without specifically testing the employee group. As a result, plan
sponsors who relied on tentative pronouncements may have needlessly spent time and
resources to substantially rework pension formulas which were presumably desigfied in the
first place to satisfy specific objectives of the employer.

Real world example

One large company relied on the §401() regulations and IRS verbal
pronouncements about the fate of Social Security offset plans and
redesigned its defined benefit plan accordingly. Because the company felt
in was unfair to cut back future accruals of some of its most valued
employees, the formula redesign directly resulted in an annual increase in
required contributions of $600,000 (in 1989 dollars). This increase
represented about 20% of total annual company costs for the plan. Now,
it appears that by waiting, the plan could have retained aformula much
like the original offsetformula and still satisfy nondiscrimination
requirements on a design basis. While final rules are not yet available, it
appears that the company could have spared itself substantial ongoing cost
by taking the seemingly irresponsible approach of delaying action with the
hope of regulatory relief.

As enacted under TRA '86, §401(a)(26) (minimum participation rules) did not include any
accommodation of plans assumed by an employer though the acquisition of other
companies. Vigilant plan sponsors who anticipated §401(a)(26) problems for acquired
plans took remedial action in 1988 in advance of legislation and regulations which
ultimately provided significant relief in this area.-

Real world example

A company heavily involved in acquisitions sponsored a large number of
plans formerly maintained by acquired companies. In response to the
original TRA "86 statutory requirements, the company determined that the
acquired plans would fail §401(a)(26) as of January 1, 1989, unless they
were merged so that a sufficient number of employees could be viewed as
"participating" in the consolidated plan. TAMRA and proposed
regulations (which came out in late 1988 and early 1989 respectively)
provided transition rules for acquisition situations. As a result, the
company wasted time and money on an unnecessary plan consolidation.

Not all delays and gaps in regulatory guidance can be attributed to overload caused by repeated
changes in tax and labor law affecting pension plans. For example, the Department of Labor has
been notoriously slow, even in promulgating regulations under ERISA as it was enacted in 1974.
Nevertheless, frequent changes in pension law have certainly exacerbated this problem.

Regulatory Restraint

In many cases, pension legislation has been intentionally vague, leaving the details to be filled in
by regulation. The ensuing problems resulting from delayed guidance have already been outlined
above. Another problem is the free reign that loosely drafted legislation provides regulators.

A case in point is the minimum participation rules of §401(aX26). While the statute calls
for compliance on a plan-by-plan basis, the statute also leaves room for the Secretary of the
Treasury to apply §401(a)(26) to separate benefit structures within a plan. In its proposed
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regulations to §401(a)(26), the Service took full advantage of this latitude, identifying a
myriad of separate benefit structures to be individually tested. As a result, many larger
plans with special features designed to meet the needs of subsets of the employee group
faced significant redesign or termination.

As in the case of Social Security offset plans, the IRS is apparently bowing to public
pressure and rethinking its position on §401(aX26) (some have called §401 (a)(26) the
pension equivalent of §89). In some instances, pension plans were actually terminated
solely because of perceived §401(a)(26) problems that will eventually turn out to be benign
under future guidance -- a result clearly in conflict with growing Congressional concern
over the number of plan terminations during the last decade.

Real world example

An example of the obviously unintended effects of #401(a)(26) involves a
nonintegrated defined benefit plan that was modified in 1984 to become
integrated. Since this change would reducefuture benefit accruals for low paid
employees, the plan sponsor decided to preserve the nonintegrated formula for the
future accruals of employees working at the time of the plan change. Now that
§401(a)(26) has come along, this "granfather"formuia is doomed to fail once
the covered group dwindles due to attrition. Under IRS rules, the plan will be
forced to shut off a benefitformula now maintained exclusively to the advantage
of the lowest paid employees-- most of whom earn less than $30,000 per year.

Coordination of Guidance

A particularly frustrating problem for plan sponsors is lack of consistency in guidance promulgated
by different regulatory concerns. Sponsors occasionally face conflicting requirements, and are put
in the position of willfully violating one set of rules as a direct result of compliance with other
requirements.

Plans which offer loans to participants are facing this kind of dilemma. Recent Department
of Labor regulations (and follow up guidance) generally prohibit restricting a loan program
to active participants. (Plans typically have limited loans to the active participant group to
facilitate repayment through payroll deduction.) On the other hand, the DOL rules only
require extending the loan program to inactive "parties in interest."

The IRS is apparently going to take a dim view of plans that make loans available to
inactive parties in interest while excluding other inactive participants. Their objections are
based on the fact that inactive parties in interest are almost exclusively former highly
compensated employees. The lack of coordination between the IRS and the DOL on this
issue, however, may by default require plans with loan programs to make loans available to
all inactive participants.

This is not a desirable result for plans with loan programs, since it complicates
administration and raises loan security issues. Nevertheless, this requirement would be
easier for plans to accommodate if it was an explicit requirement of either the IRS or DOL
rules, rather than an implicit requirement resulting from the interrelation of the rules of
these organizations. If left uncorrected, this situation will likely result in few plans making
loans available. This may be detrimental to participants from a retirement security
standpoint because unlike withdrawals, loans amounts are repaid to the plan and remain
available for retirement --

As another example, PBGC requirements for processing a plan termination are structured
so that a plan is supposed to be closed out and assets distributed before an IRS
determination letter is likely to be issued. Very few plan sponsors would be comfortable
finalizing a plan termination without final blessing from the IRS. While coonrdination of the
PBGC and IRS procedures at plan termination is apparently going to be addr-ssed, it is
unfortunate that such a difficult situation was created in the first place.

Transition Problems

The scatter gun approach to pension legislation in the 1980s has left most plans in a constant state
of transition. Repeated changes in basic plan requirements have created the need for repeated
modifications to plan documents and summary plan descriptions. Since careful and conscientious
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plan sponsors seek IRS approval of plan language changes, frequent plan language changes are
costly, especially in our new "user fee" environment.

It is helpful that plan changes required by the 1986 Tax Reform Act and subsequent legislation
have been lumped together for amendment due date purposes. Fortunately, plans have also been
given liberal remedial amendment periods for completion of consolidated amendments to plans.
This current period of limbo, however, a necessary state for many plans as a result of limited
guidance in some areas, creates additional headaches for plan sponsors.

In response to anti-cutback requirenwnts for accrued benefits imposed by Code Section
41 l(d)(6), the IRS created a series of transition "model amendment" approaches. Plan
sponsors were instructed to adopt one of a number of transition amendment approaches to
address the possible technical violation of anti-cutback rules during the period between the
effective dates of required plan changes and the ultimate amendment of plans.
(Impermissible cutbacks would be considered to occur if a plan benefit or allocation
formula provided reduced benefits on an ongoing basis after being retroactively modified to
comply with new rules.)

The IRS views these temporary amendments as a necessary response to conflicting
statutory requirements. However, due to the timing and lack of clarity of the guidance (the
rules have come out in a piecemeal fashion), many plan sponsors have had difficulty
coping with the transition amendment rules. The problems are made worse by the fact that
the transition period has become considerably longer than was contemplated when the
transitional amendment requirements were first put forth.

The fact that many plans are operating in compliance with statutory and regulatory
requirements without the benefit of written plan language consistent with that operation is a
troublesome concept. It is clear that the interests of plan participants are not being served
when all of the critical aspects of their retirement programs are not committed to writing.
Certainly, the situation opens up plan sponsors to legal action by employees who press
their rih to proper notification of plan provisions. It is very difficult for plan sponsors to
know what to do in an environment where they cannot finalize plan provisions due to lack
of guidance or anticipation of changes in requirements.

A Need for Vision

Congress needs to take into account the prevailing standards of business operation in designing
rules applied in the employee benefits area. Recent legislation has focused on identifying highly
compensated employees for nondiscrimination testing and defining compensation for plan
purposes. Factoring compensation into employee benefit rules requires a sensitivity to the payroll
practices and limitations of employers. -

Developing a workable set of definitions and parameters for use in the employee benefits area and
remaining committed to those concepts would go a long way toward providing some stability in the
benefits area. As the following chart demonstrates, there are still four different definitions of high
paid employees for use in welfare plan nondiscrimination testing. These definitions should be
standardized so that employers -- most of whom are not providing discriminatory benefits -- would
be able to perform nondiscrimination testing efficiently, and spend their energies providing
employees with the benefits they need to insure their well-being and retirement security.
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Comparison of Definitions of "Highly Compensated
Employees" for Nondiscrimination Testing

Group Term Life Medical Plans Cafeteria Plans Dependent Care Plans
Insurance (same as qualified plans)

"Key Eloyeesi " "Highly Compensated "Highly ,Compensated "Highly Compensated
Employees" Group' Employees"

5% owners 10% shareholders 5% shareholders 5% owners

Officers earning 5 highest paid Officers Officers earning more
more than $51,291 officers than $51,291 (1990)
(1990)

10 employees Highest paid 25% Highly compensated Employees earning
earning more than of all employees employees more than $85,485
$30,000 (1990) and (1989)
owning largest
interests in employer

I % owners earning Dependents and Employees earning
more than $150,000 spouses of the more than $56,990

categories above (1990) and in the top
paid group

While the preceding example does not directly involve pension plans, the definition described in
the fourth colurm of the chart does apply to pension plans (§414(q)), as does a different definition
of "key employee" for purposes of determining top-heavy status under Code §416. Ideally,
sponsors of both pension and welfare plans should be able to demonstrate nondiscrimination for all
benefit programs on the basis of a single determination of the highly paid group of employees.

Conclusion

The situations described in this discussion are not intended to represent a comprehensive list of
problems affecting pensi., pans. Rather, they are intended to give members of the Subcommittee
a flavor of the tremendous hardships faced by plan sponsors that can be attributed to the
remarkably complicated state of legislation and regulation in this area.

The nation's private pension system serves a critical dual role in our economy. Not only do
pension plans serve as a primary source of income for the nation's older citizens (along with Social
Security and, to a lesser extent, private savings), pension plan assets are one of the largest sources
of investment and savings in the economy. Furthermore, the role of the private pension system in
our economy should be expected to increase in significance as our population continues to age.

In order to ensure the continued health and grov, 0i of the pension system, Congress needs to adopt
a comprehensive, long-term approach to pension 1, gislation. The public policy issues surrounding
the pension area -- coverage, non-discrimination, portability of benefits, security of assets --
deserve to be addressed from the standpoint of a focused, coordinated approach. Policy objectives
should be identified and implemented as a coherent package. The traditional approach of tackling
these important issues on a piecemeal basis through attachment to unrelated legislation has created
many of the vexing problems that serve to dissuade employers from continuing to sponsor existing
plans or establishing new ones. If the private pension system is to be viewed as a long-term asset
and major engine of the U.S. economy, legislation in this area should be afforded the undivided
attention it deserves.

Such a long-range approach to legislation in any area would be challenging, even under the best of
circumstances. Current federal deficit concerns make this approach even more difficult in an area
so imbued with tax incentives. Continued tinkering with the tax incentives built into the private
pension system may seem like a painless way to generate needed federal revenues. Congress
must, however, continue to carefully consider the threats this approach to legislation pose to the
stability of our nation's pension plans.
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As a practical matter, Congress must be cognizant of the administrative burdens created by any
legislative changes in the pension area. We think the following steps would greatly ease the
financial and resource burdens which seem to go hand in hand with any changes in pension
legislation.

Pension legislation should be considered separately, on its own merits, outside of the
annual budget reconciliation process. Several states have recently passed laws that forbid
the consideration by the state legislature of a new "mandated benefit" in the health insurance
field without an accompanying "cost-benefit" analysis of the effects of the bill. Perhaps a
requirement of this kind could be implemented at the federal level with respect to changes in
employee benefits law.

Congress should actively seek additional input from professional organizations working in
the pension area (American Academy of Actuaries, American Society of Pension Actuaries,
Association of Private Pension and Welfare Plans, Society of Actuaries, etc.), as well as
from individual professionals with expertise, in the formative stage of pension legislation.

* New legislation affecting-pension plans should not become effective until final guidance is
promulgated by the responsible agency (IRS, DOL, PBGC, etc.).

* Coordination among regulatory agencies should be mandated when legislive changes
affect areas of shared regulatory jurisdiction (such as the IRS and DOL in te area of plan
loans). Guidance in such instances should be issued jointly by the agencies involved.

C&B Consulting Group thanks the Subcommittee for the opportunity to express its views on the
very important topic of pension simplification.
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STATEMENT OF CHEVRON CORP.

Senator DAVID PRYOR,
Senate Finance Committee,
Washington, DC,

Re: Simplification Of the Rules Governing Retirement Plans

Dear Senator Pryor: On behalf of Chevron Corporation, this letter comments on
two areas of the Internal Revenue Code relating to retirement plans that we believe
particularly merit simplification-the "leased employee" rules of Code section
414(n), and the taxation of distributions.

Chevron is a multinational petroleum company headquartered in San Francisco,
California.

LEASED EMPLOYEES

I. Summary of Comments
Under present law, "leased employees" must be counted for purposes of nondis-

crimination rules that apply to almost all types of major employee benefits. If a
company has a sufficiently large number of leased employees, such that these tests
are not satisfied, the company's pension and profit-sharing plans may be all deemed
"discriminatory" for tax purposes. This could result in the company and certain per-
sons participating in these plans being subject to severe tax penalties.

In order to avoid incurring these penalties, law-abiding companies have tried to
comply with the leased employee rules in the statute and in implementing regula-
tions proposed by IRS. This has proved, however, to be a daunting task. The current
definition of "leased employee" is both extremely vague and extremely broad. It in-
cludes for-many companies a host of persons that one would not ordinarily conceive
of as "leased employees."

Chevron has spent hundreds of thousands of dollars trying to count its "leased
employees" and gather the data necessary to apply the related nondiscrimination
rules to them. Notwithstanding repeated requests and occasional threats of with-
drawal of business to 12,000 business organizations with which Chevron generally
has longstanding and close ties, only about 6,000 organizations responded at all. Of
these, only 70 were willing to provide the sensitive financial information regarding
benefit costs that is necessary to apply the nondiscrimination rules.

A rule that cannot be administered also cannot be enforced. The definition of
"leased employee" now in the law should be replaced with a definition that clearly
identifies and effectively prevents genuine abuse of the employee benefit laws, but
which is clear enough to be administered by the public at a reasonable cost and en-
forced by the Government. Code section 414(n) should be amended to accomplish
this result.

We recommend that the statute be amended such that a person is considered a
"leased employee" of an entity receiving services if and only if the recipient entity
exercises primary control over the manner in which the services are performed. As
under present law, an hours standard would also be applied. We believe our test
correctly identifies the relevant employment "nexus," avoids absurd results, and is
about as straightforward as one could hope for.
II. Problems Under Present Law

A. The Present Definition of "Leased Employee" Is Vague and Overbroad
The Internal Revenue Code defines a "leased employee" as a person who, pursu-

ant to an agreement, performs substantially full-time services for a recipient "of a
type historically performed, in the business field of the recipient, by employees."
I.R.C. §414(nX2). The legislative history does not illuminate this definition. The
Treasury Department testified in 1986, however, that the intent of Code section
414(n) is "to prevent avoidance of the rules governing qualified pension plans
through leasing of employee services." The example given by Treasury was the leas-
ing of nurses and other staff by a doctor.

Proposed IRS regulations actually broaden, rather than clarify, the vague terms
in the statute. As to the statutory requirement that "services" be provided "pursu-
ant to an agreement," "agreement" is defined to include "any mutual understand-
ing," and need not be in writing. Prop. Treas. Reg. §1.414(n)-1(bX5). "Services" may
be performed directly or indirectly. Prop. Treas. Reg. §1.414(n)-(b)(17). "Business
field" is not defined at all. Thus, under the regulations, any person who works on
matters involving another company on a substantially full-time basis will be
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"deemed" a leased employee of that company if the services provided are of a type
"historically performed by employees"

An activity was "historically performed by employees" if it was "not unusual" for
the service to be performed by employees in that business field on September 3,
1982. An activity is also r,'emed "historically performed by employees" if that serv-
ice "was ever performed by any employee" at-any time during the last five years.
Prop, Treas. Reg. §l.414(n)-1(bX12) (emphasis added).

A medium-sized or large company will have great difficulty determining whether
it was "not unusual" for a particular service to be performed by employees in that
company's business fields. Indeed, because the term "business field" is not defined,
the task may be impossible. In addition, every medium-sized or large company has
at some time used its own employees to perform common business activities that are
also routinely performed by outside companies. For example, such companies may
employ in-house accountants, bookkeepers, computer programmers, carpenters,
chemists, doctors, draftsmen, electricians, engineers, lawyers, maintenance workers,
mechanics, movers, machinists, masons, painters, security personnel, truck drivers,
and writers. Under the definition in the regulation, "any [in-house] employee" will
have performed many of these activities during the last five years. Accordingly, the
employees of outside organizations providing the same services, such as lawyers in a
law firm providing legal advice to a company with an in-house counsel, may be
"leased employees" of the client company. As a result, the client may be subject to
legal consequences because of the outside lawyers' employee benefits.

We do not believe that Congress intended to make independent service providers,
ranging from lawyers to construction crews, "leased employees" of the company
they are serving. Nor do we believe that Congress intended to interject one inde-
pendent company into the private financial affairs of another.

B. Companies That Ty To Comply In Good Faith With The Current Rules
Cannot Do So

Chevron made a serious and costly effort to determine, as best it could, how many
leased employees it has. Chevron has over 40,000 actual employees in the United
States. It also has close and long-standing business relationships with literally thou-
sands of other organizations that provide it with specialized products and services.
Chevron is a big customer to many other businesses, and many of those organiza-
tions employ hundreds of people who spend all or most of their time taking care of
Chevron's needs.

Chevron requested data regarding-the possible existence of leased employees from
approximately 12,000 service companies and contracting organizations. A number of
assumptions as to the proper interpretation of the present rules had to be made
before this process could even begin. After numerous follow-up requests, and occa-
sional threats of withholding business, Chevron received responses from only about
half of the 12,000 organizations. Many service companies and contracting organiza-
tions were extremely confused as to the questions asked. They were frequently
unable to understand the need for the data where the work was not performed at
Chevron locations.

About 1,200 respondents reported that some of their employees would seem to be
"leased employees" of Chevron. With respect to qualified plans and other tax-fa-
vored arrangements (using the one-year/1500 hours service standard), about 4,000
persons appeared to be leased employees. This figure is based solely on the informa-
tion provided by the respondents; it is impossible to predict with any certainty what
the figures would have been if all 12,000 organizations had responded. The re-
sponses were too confused to estimate how many of these 4,000 possible "leased em-
ployees" were receiving qualified plan benefits from their actual employers.

Even the organizations that responded were generally unwilling or unable to pro-
vide data regarding the cost of benefits for their employees that is necessary to
apply the nondiscrimination rules. They viewed such detailed financial information
as confidential and proprietary. In addition, many were unable to determine the
exact costs of various plans and programs covering the employees in question, such
as for self-funded plans. Thus, only about 70 of the 6,000 respondents provided the
financial information requested, and the information that was submitted appears
highly unreliable.

Chevron and the responding organizations spent more than $500,000 attempting
in good faith to comply with the leased employee rules. Despite this massive effort,
Chevron is uncertain whether it is in compliance with the present leased employee
rules.
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C. Specific Problems Under Present Law
Although section 89 has been repealed, substantial problems with the present

"leased employee" rules remain:
-A company's qualified plans may fail the coverage tests under Code section

410(b), even if its qualified plans cover all of its actual employees. This is an
intolerable situation. Plan disqualification could affect thousands of innocent
employees, and could cause law-abiding companies to lose hundreds of millions
of dollars in deductions. Again, this problem arises because the proposed regula-
tions are impossibly vague and overbroad.

-Even assuming that the proposed regulations have no validity, the statutory
"historically performed in the business field" test has no clear meaning. In par-
ticular, it cannot be reasonably applied by supervisors in the field to determine
when persons employed by contracting organizations should be deemed employ-
ees of the entity receiving the services.

-The annual report of an employee benefit plan on Form 5500 asks in item 22
(for 1988) for the number of leased employees of all employers in the controlled
group. These persons must be included in the exact numbers of persons covered
and not covered under the plan. Substantial fines and possible criminal penal-
ties may be imposed where this information is not accurately reported.

-Leased employees must be counted as actual employees for purposes of a varie-
ty of other nondiscrimination tests in the benefits area, including tests relating
to tuition reduction programs (sec. 117(d)), group legal plans (sec. 120), cafeteria
plans (sec. 125), educational assistance programs (sec. 127), dependent care as-
sistance (sec. 129), certain fringe benefit programs (sec. 132), employee awards
(uec. 274(j)), cash or deferred arrangements (sec. 401(k)), and VEBAs (sec. 505).
The current leased employee rules create uncertainty in complying with these
nondiscrimination tests.

III. Purpose of Rules
A. The Purpose Should Be To Prevent Abuse, Not to Mandate Standardized

- Benefits
What is the purpose of the leaed employee rules? It has always been our under-

standing that the purpose of the rules is to prevent avoidance or manipulation of
the general coverage and nondiscrimination standards applicable to qualified plans.
As noted, the Treasury Department testified in 1986 that the leased employee rules
are intended to prevent such abuse. Viewed from this perspective, is clear that the
present rules are overbroad, and include for many companies a host of persons that
one would not ordinarily conceive of as being "leased employees."

Another possibility is that the leased employee rules are intended to mandate em-
ployee benefits in cmpanies that do not now offer them, but which transact busi-
ness with companies that do. Even if the current leased employee rules were admin-
istrable, we believe they would be an extremely inefficient and ineffective means to
this end. Companies should not be required to have the same benefit plans simply
because they do substantial business with one another. Indeed, where portions of a
company work substantially full-time for different customers, the result would be a
patchwork of benefit packages that would probably violate various nondiscrimina-
tion rules, and, for qualified plans, the minimum participation requirements of Code
section 401(aX26). Finally, and most significant, companies operating in different
fields can be expected to vigorously oppose any suggestion that benefits be standard-
ized simply because one is a client of the other.

B. The Common Law Rules, By Themselves, Have Generally Prevented Abuse
Some appear to believe that the common law definition of employee was greatly

abused in the employee benefits area, and that this abuse necessitated the enact-
ment of Code section 414(n).-This is false. To the contrary, there are several cases
and rulings that demonstrate the success of the IRS in dealing with "leased employ-
ees" in the pension and employment tax areas without resort to Code section 414(n).

* In Sargent, 93 T.C. No. 48 (1989), the Tax Court held that a professional hockey
player was an employee of his hockey team, and not of his professional corporation
that leased his services to the team. This case upholds the IRS position in GCM
39553.

* In Professional and Executive Leasing, Inc. 862 F.2d 751 (9th Cir., 1988), aff'g 89
T.C. 225 (1987), the 9th Circuit and the Tax Court held that professionals leased to
their own corporations were not employees of the leasing organization, and thus
could not be covered by a generous or "rich" plan of the leasing organization.
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* In Burnetta, 68 T.C. 387 (1977), the Tax Court disqualified the plans of certain
doctors' professional corporations, because those plans did not cover medical office
personnel who received their checks from a separate organization. The Tax Court
held that, under the facts, the office personnel were really employees of the doctors'
corporations.

With this background, it is clear that the leased employee rules should resemble
present law, rather than apply vague and overbroad principles. We think the proper
purpose of leased employee rules is to clarify that certain relevant factors under the
common law, that may in some cases be relegated to an artificial "leasing organiza-
tion"-such as hiring and firing, paying wages, training, setting hours, uniforms,
etc.-are not relevant in determining whether a worker is really performing serv-
ices under the control of the recipient organization. In other words, such factors
should not be relevant in determining whether an individual should be counted as
an employee for benefit purposes.

IV. Suggestions for Simplification and Reform
The statute should return to fundamental principles as to when a person should

be counted as an employee for benefit purposes. If an individual is hired to follow
the employer's specific instructions as to how the work is to be performed, counting
is appropriate. But if an employer contracts for a task or service to be performed,
and is not particularly concerned over the exact manner in which that task or serv-
ice is performed, counting is not appropriate.

We suggest that the essential statutory test under Code section 414(n) be whether
the employer exercises primary control over the manner in which the services are
performed. We would highlight the following points:

e Different than common law test. Our suggestion leads to different results than
the control test under common law, as summarized in Revenue Ruling 87-41, 1987-1
C.B. 296 (listing 20 factors under the broader common law definition of control), and
Revenue Ruling 75-41, 1975-1 C.B. 323.

* The "bright line" issue. It would be nice if a definition of leased employees
could be based on a mechanical, "bright line" test that would be extremely simple
to administer. Unfortunately, we do not think the purpose of the statute-counting
persons for benefit purposes if they have a direct connection with a company, an
appropriate "employment nexus"-can be achieved through a mechanical test. We
think our test correctly identifies the employment nexus, avoids absurd results, and
is about as straightforward as one could hope for.2

* Administrability. Our test is based on common sense principles as to when a
person should be considered an employee. We believe it is capable of reasonable in-
terpretation by employers, including supervisors who must provide "head counts" to
headquarters.

We suggest several features to ensure that this test could be administered by the
Service. For example, the burden of proof could be placed on the employer. Also, if
there is a concern about fire/leaseback situations, persons who were formerly
common law employees and who return within one year of termination of employ-
ment to perform substantially full-time services could automatically be considered
leased employees. Finally, we suggest that there be a statutory statement that at-
tempts to evade or avoid the coverage and nondiscrimination rules, through leasing
arrangements or otherwise, will be disregarded. See, e.g., ERISA 4212(c).

* Examples would be helpful. Some clarifying examples, such as in the legislative
history, would be quite helpful in illustrating our proposed test. We suggest the fol-
lowing:

(1) Oil Company A contracts with Company B for the periodic cleaning of tanks
holding petroleum and petroleum products. Company B performs this task on Com-
pany A's premises by -sending over crews of employees and their supervisors. Em-
ployees of Company A periodically review and monitor this work, and often discuss
the work with the supervisors. The supervisors direct and exercise primary control
over the crews in the performance of the tasks involved. Under these facts, these
employees of Company B (both the crews and the supervisors) are not leased em-
ployees of Company A.

2 We note an article regarding complexity in the tax law that appears in the Fall 1989 issue of
The Tax Lawyer. The author discusses the concept of "conservation of ambiguity." Briefly
stated, the concept is that elaboration, such as extensive statutory provisions and hundreds of
pages of regulations, "does not extinguish debate, it only shifts the terms in which the debate is
conducted.'
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(2) Financial Company C utilizes the services of word processing and secretarial
personnel provided by Company D. Company D hires these workers, sets their
wages, pays the workers, directs the hours that the individuals will work, specifies
the dress code of the workers, and retains the sole ability to terminate the workers.
The work is performed under the day to day, ongoing supervision of employees of
Company C. Under these facts, these word processing and secretarial workers are
leased employees of Company C if the hours standard is satisfied.

TAXATION OF DISTRIBUTIONS

I. Problems With Present Law
There are at least three reasons why the taxation of distributions should be an-

other prime candidate for simplification. First, the rules in this area are unbeliev-
ably complex; even the IRS experts involved in providing rulings change their inter-
pretations from time to time. Second, more than any other area relating to qualified
plans, the taxation of distributions directly affects individual participants and bene-
ficiaries, and should be capable of being understood by them. Finally, the present
rules prevent the portability of benefits in certain instances, and-to that extent are
contrary to sound retirement policy.

These problems may be illustrated by some current issues affecting Chevron.
Chevron's defined benefit plan currently does not provide a lump sum option for
persons under age 55. Chevron is considering making such an option available, both
to active participants and to thousands of terminated employees with "vested"
rights under the Chevron plan. However, under present law, it is unclear whether
persons who have already terminated employment would be able to "rollover" funds
into an IRA if they were to exercise such an option. Technically, the issue is wheth-
er the distribution is "on account of" separation from service, or "on account of"
plan amendment. Chevron believes the recipients should have the option to rollover
the amounts received -to preserve their retirement income, to defer income tax,
and to avoid the 10% penalty tax on early distributions.

Chevron many also like to make a lump sum "cash out" option available to retir-
ees currently receiving annuities. Such retirees could then elect to receive the
present value of their remaining benefits in a lump sum. However, under present
law, it appears that such amounts could not be rolled over.

II. Suggestions For Reform
To simplify the rules and to encourage the preservation of retirement savings,

Chevron suggests that the law be amended to allow rollovers of all amounts re-
ceived from qualified plans, other than minimum distributions required under Code
section 401(aX9). In other words, rollovers should be allowed of after-tax money and
pre-tax money and other employer contributions, without regard to whether the dis-
tribution is a lump sum or one of a series of payments. Such a general rule would
be easy for participants to understand and would facilitate the preservation of re-
tirement savings.

We realize that allowing rollovers of after-tax contributions would involve some
revenue loss. We think that loss is justified for the reasons noted above. However, if
such a revenue loss is deemed unacceptable, then we would suggest that, at a mini-
mum, the law should be amended to allow rollovers of all taxable amounts received
(again other than minimum distributions under Code section 401(aX9)).

In connection with the simplification and expansion of the rollover rules, Con-
gress might consider cutting back on the special rules applicable to lump sum distri-
butions and replacing them with an appropriately adjusted "minimum distribution
allowance" with streamlined eligibility rules (with no other special tax treatment)
to benefit individuals with smaller lump sum distributions. Chevron would favor
eliminating complex rules, including the transition rules, relating to averaging of
lump sum distributions. One way to avoid new and complex transition rules with
respect to the elimination of these tax advantages would be to provide that the cur-
rent advantages will no longer apply as of some date several years in the future.

Finally, we suggest that Congress consider eliminating the rule, under Code sec-
tion 402(aX), that allows postponement of tax on the net unrealized appreciation
portion of employer securities in a partial distribution, to the extent that those secu-
rities were purchased with after-tax contributions.

We hope these comments are helpful. If you or your staff wish to discuss any of
these issues, please do not hesitate to call.

Very truly yours,
DOUGLAS W. ELL.
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STATEMENT OF GENERAL MOTORS CORPORATION-

Congress is currently considering several proposals to tax pension plans.
General motors is providing these coments to state our concern about this
trend and specifically to oppose the proposal to tax short-term gains of
pension funds.

. As the nation's largest private employer, GM provides pension programs
covering more than 800,000 participants - employes and vested former
employes, retirees, and their surviving spouses. The legislation to tax
short-term gains would include GM programs covered under ERISA, including
defined benefit and defined contribution plans, such as retirement plans and GM
employe savings plans. Our pension investments are in excess of $33 billion
with over $6 billion for other non-pension benefit funds. For this reason, GM
has a significant interest in current legislation in Congress to tax pension
and other benefit plans.

Impact of taxing short-term gains from benefit fund investments

In the investment context, securities are purchased with the expectation
of a gain that will be realized upon sale, which could follow either a short-
or a long-term holding period. The stated purpose of the proposed pension tax
is to inhibit the realization of short-term investment gains. However, under
effective investment management, gains are earned both over short- or long-term
holding periods. The tax would thus interfere with the proper realization of
certain gains on securities. Therefore, this tax will reduce the plan
sponsor's investment return, since the pension funds must either pay the tax or
forego a short-term gain which the investment manager believes should be
realized.

The tax would increase corporate costs in providing pension benefits and
would have an especially damaging effect on underfunded plans. Over the long
run, reduced investment returns would increase employers' expense for defined
benefit plans. Even without such an increase, health, pension, and other
employment benefits present a significant competitive disadvantage to
traditional manufacturers based in the U.S. compared with transplants -
foreign-owned U.S. manufacturing plants that do not have the older or longer
service employes with large accumulated benefits. Increased costs would
further impair U.S. employers' competitive position.

Employers have limited resources. Increases in costs to maintain pension
investments mean less is available for other business purposes, such as
additional investment in the business.

Defined benefit plans are generally considered more advantageous for
employes than defined contribution plans, particularly for lower income
employes, because the employer bears the investment risk. Under defined
contribution plans, the employe usually bears the risk. In addition, with a
defined benefit plan, the participant can better plan for retirement because
the benefit is knewn in advance.

The excise tax may hasten the decline of-defined benefit plans.
According to a recent Employee Benefit Research Institute (EBRI) report,
defined contribution plans are growing more rapidly (representing 73 percent of
all plans in 1987 versus 68 percent in 1975) than defined benefit plans
(representing 27 percent of all plans in 1987, down from 32 percent in 1975).
The Pension Benefit Guaranty Corporation (PBGC) also noted this trend in its
recent Annual Report. Because taxation of pension fund gains would increase
many employers' expense of maintaining their defined benefit plans, the tax
would provide further incentive for employers to abandon defined benefit
plans.
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The im act of the excise tax would likely make defined contribution plans
less attractive to participants. They could incur a tax by transferring assets
within the defined contribution plan in addition to the tax incurred by the
investment managers on the overall investments of the plan. Therefore, the tax
may result in less flexible defined contribution plans, higher cost
structures, and lover benefits.

In addition to the i "act on beneficiaries and employers, the proposed
excise tax could affect the financial market as a whole. The tax could
negatively im"act the securities markets by making them less liquid and less
efficient, thus increasing the cost of raising capital.

Extensive revisions in accounting and record-keeping w6uld be very costly
and burdensome to the pension industry. The tax would require complex systems
to identify the tax liability, and vastly increased numbers of auditors and
other personnel to administer the tax properly. These costs resulting from the
tax would also be passed back to each pension fund.

Taxes on the pension system are poor tax policy

The proposal to tax short-term gains of pension funds is a step backward
from the reforms achieved when Congress passed the Tax Reform Act of 1986 that,
in part, reduced the impact of tax law on economic decision-making. The stated
purpose of the bill - to influence the decision-making of pension fund
managers - goes directly against this concept. Enacting a tax on short-term
pension fund gains could lead to further unraveling of Tax Reform, to the
detriment of the economy as a whole.

Taxing short term gains of pension funds also reverses sound tax policy of
the last 70 years. Even in times of acute national distress such as World War
II and the Korean War, when the top marginal tax rate was above 90% for
individuals and above 80% for corporations, legislators did not impose taxes on
such funds. The proposal is also contrary to the spirit of significant pension
legislation enacted in 1987 to ensure an adequately-funded private retirement
system so as to strengthen employee security.

Congress is currently considering a number of additional taxes that would
affect the pension system besides the excise tax on short-term gains. These
include a new excise tax on investment income and a securities transfer tax,
as well as increased taxes on underfunded plans and on assets reverted from
pension funds. Gi believes this is poor tax policy. All pension fund
income - whether resulting from contributions by the plan's sponsor or earned
through investment - is ultimately subject to tax when the beneficiaries
receive their benefits.

The pension system has worked effectively to assure an adequate retirement
income for many. Several factors outside of the tax system currently are
increasing the risk to employes and retirees of having a secure and worry-
free retirement. These include the increased burdens being placed on the
current benefits system due to the nation's aging population, and the
increasing preference of many employers for defined contribution rather than
defined benefit plans. Taxing a cornerstone of the retirement income system
can create an even more risky and insecure retirement environment for employes
and retirees.

We oppose this type of tinkering with the pension system. We also urge
Congress to exercise extreme caution in using the pension system to further
non-pension goals as well as in considering the pension system as a source of
general revenue funding.
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March 7, 1990

Senate Finance Subcommittee
on Private Retirement Plans
and Oversight of the Internal Revenue Service
c/o Ms. Laura Wilcox, Hearing Administrator
Senate Finance Committee, SD-205
Washington, D.C. 20510

RE: March 23, 1990 Pension Simplification Hearing

Gentlemen:

I have read with interest the continuing calls from
both the public and private sectors for "reform" and"simplification" of pension law. Invariably, the proposals call
for further legislation to accomplish the "reform" and
"simplification." The purpose of this letter is to express my
views for consideration at your hearing scheduled for March 23,
1990.

Speaking not as a representative of any special
interest group or as a member of an elite think tank, but as a
lawyer on the front line in advising employers on employee benefit
matters, I have a different proposal for reforming and
simplifying our country's pension system. That proposal consists
of the following:

(1) Stop enacting pension legislation (even so called
"reform" and "simplification" legislation).

(2) Assuming (1) above is violated and new legislation
is enacted, legislation should have delayed effective dates of at
least 2 years after the Treasury Department (IRS) has issued its
Final Regulations under the legislation.

(3) Assuming again that (l) above is violated and new
legislation is enacted, the legislation should not give the
Treasury Department the authority to issue legislative regulations.

My underlying premise is that the most complicating
factor in pension law is the constant change in law and
regulations. At this time, for example, employers are expected
to operate their qualified retirement plans in compliance with
the following, to name a few:
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(1) The Tax Reform Act of 1986;

(2) OBRA 1986;

(3) OBRA 1987;

(4) TAMRA 1988;

(5) RRA 1989;

(6) Final REA Regulations; and

(7) Final Regulations under IRC S411(d)(6).

Because the Treasury Department has not yet issued
final regulations on most of the legislative changes, they have
recently delayed the required amendment date for plan documents
to comply, through the end of the 1991 plan year. While the
plans do not yet have to contain most of the provisions,
employers are required to somehow operate their plans in
compliance with all of these changes even though the IRS has not
yet issued helpful guidance on most of the legislation.

Although there are numerous provisions of the law and
regulations that are objectionable, the biggest objection is to
the constant change. If the legislation stops, and regulations and
other guidance are issued to catch up with all of the legislative
change, the pension law will automatically become simplified.
Employers will begin to understand how the complex law applies to
their particular plans; and once in compliance, they can stay in
compliance if the laws do not continue to change.

The top-heavy provisions, first enacted with TEFRA, are
a good example. When these provisions were first enacted, they
were seen as adding a great deal of complexity to the pension
system. Now, however, since final regulations were issued some
time ago and the substance has not been altered a great deal by
legislation (although various "technical corrections" have been
enacted in some of the pieces of pension legislation), clients
have generally reacted to the rules and have designed their plans
to comply. As a result, the top-heavy provisions, to most
clients, no longer represent a complicating factor; they are
simply boilerplate provisions in their plans. If legislative
change stops now, I believe that all of the complicated provisions
in the law will eventually become uncomplicated to most
employers.

My second point deals with the effective dates of any
future legislation. Very few final regulations have been issued
under the various pieces of legislation, and much of the guidance
which has been issued has added more complexity rather than
clarity. Yet, plans are somehow expected to operate in
compliance with the law. If future legislation does not become
effective until well after the IRS has issued its final
regulations, employers will be in a much better position to
operate their plans in compliance with the law.

.If the law is so complicated that the IRS is unable to
issue final regulations in a timely manner, employers should not
be expected to comply with that law prior to issuance of the
final regulations. A good example of the problems associated
with making legislation effective before the IRS has written the
rules can be found in IRS Notices 88-131 and 89-92 and Revenue
Procedure 89-75. This guidance is intended to provide
transitional rule relief to employers. However, it is so complex
that it is almost impossible to rely on in many situations. If
the law were not required to be effective prior to the time the
IRS issues final regulations, this sort of complexity could be
avoided entirely.



284

Finally, the delegation of broad regulatory authority
to the Treasury Department is an open invitation to them to
further complicate matters. The trend these days is for the
Treasury Department to attempt to address every conceivable
abuse and situation in their regulations with the result that the
regulations tend to take a complex matter and make it even more
complex. It takes only a short review of the proposed
regulations under IRC SS401(a)(26) and 401(1) to reach this
conclusion. See also Proposed Regulations under IRC S89.

If future legislation does not provide the broad
regulatory discretion as it has in the recent past, the Treasury
Department may stop over-regulating. If a matter is so complex
that it cannot be properly addressed in the statute, the better
course would be to refrain from legislating rather than giving
the Treasury Department the authority to "fill in the blanks" with
volumes of Regulations.

In summary, the best thing Congress can do to simplify
the pension system is to stop legislating in this area. We
represent hundreds of employers with pension plans, and although
we hear complaints about specific provisions of the various
pieces of legislation, the complaint we hear most often deal*

"

with the constant change. Calling a legislative change "reform"
or "simplification" has not worked in the past to simplify the
situation.

Very truly yours,

Stephen M. Goodson

SMG/ak
Enclosure

c: Mr. Ed Mihalski,
Minority Chief of Staff

Robert Portman, Esq.
Deputy Assistant to the President for
Legislative Affairs
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April 24, 1990

Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Senate Dirksen office Building
Washington, D. C. 20510

Dear Ms. Wilcox:

I understand through our actuary, Buck Consultants, Inc.,
that the Senate is looking into pension simplification. This
is important to our company of 110 employees, and I am
writing you to support any and all pension simplification
measures.

Due to TRA '86, our 401K profit sharing plan document almost
doubled in size from 35 pages to 63 pages. The regulations
are too complex. They should and can be simplified without
sacrificing the intent of the law.

In addition, our defined benefit pension plan became more
complicated with the restrictions placed upon social security
integration. Any easing of these restrictions wild be
appreciated.

I am-not informed enough to make specific recommendations to
you in this regard, so I urge the Senate to keep this phrase
foremost in mind--KEEP IT SIMPLE.

Sincerely,

GROVE FARM COMPANY, INCORPORATED

Mark S. Hubbard
Director of Human Resources

XSH/ac

cc: Senator Daniel Inouye

P.O. Box 2069 Puhi Rural Branch Lihue. Hawaii 96766-7069 Phone: (808) 245-3678
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Htrdrires Pension Plan
2350 So. Congress Ave.
Delray Beach, Fl 33445

3-21-90

Ms Laura Wilcox, Hearing Administrator
Senate Finance Committee, SD - 205
Washington, DC 20510

Subj: Pension Plan Complexity for Private Pension Plans

Dear Sirs:

I understand you are addressing the subject of pension plan complexity.
Even though the plans I administer are but a microcosm of the pension plan
universe, I wish to present some points I have noted while working in pension
administration.

I am a plan administrator for two pension plans. One is a defined
contribution plan with employee and employer contributions. The other is a
profit sharing plan funded totally by the company. The firm I work with is a
local road builder with 500 employees. I am the financial officer for the
business and have been the trustee and administrator of both plans for sixteen
years. I also served as a trustee for the City of Boca Raton General
Employees Pension Plan for six years. The city had a contributory pension
plan. It has approximately 1000 employees.

I have several thoughts regarding pension plan complexity as I see it
affecting my company, the local construction industry and related businesses:

1. In our local construction industry the ERISA regs and related
legislation have not encouraged the development of new pension plans or the

-continuation of older plans. I feel the reason for this is twofold. First,
the complexity of the regulations requires a substantial time commitment on
the part of the business and many small contractors can not afford this
commitment. Secondly, the expertise (of pension regs, pension accounting, and
computerized bookkeeping systems) involved in the pension administration
exceeds the knowledge of many of the business owners or their staff. If an
outside administrator is hired, the expense is substantial and the business
still has to do the majority of the record keeping. We do our own plan
administration in-house to save expenses and increase the the return to the
retirees. We subscribe to plan administrators' guides and follow the pension
plan trade journals. Our accounting profession continuing education assists
us since plan accounting is a major activity in the accounting profession. In
this effort to keep up-to-date with what is happening in the pension arena I
believe we are an exception to the norm.

2. The number of law changes has forced me to make continual and costly
plan amendments and filings. It seems that every five years or so I have
completely rewritten the plan and asked for recertification because the
amendments to the old plans were so many and varied. I do not believe our
plan participants have benefited from all these changes, or are even concerned
about them.

3. The "prudent-man" investment area is a complex one that the trustees
continually struggle with. Yt seems from my readings, and the IRS and Dept of
Labor audits I have been through, that the prudent thing to do with pension -
funds is to give them to one or more stock and bond pickers to handle. The
fees for this will of course reduce the return to the retiree. I have not
seen good evidence either in the press or from the relationship I have had
with these investment advisers that they can achieve a long-term success rate
much better than just putting the money in intermediate-term CD's. I am sure
the vast investment industry will take exception to this. However, I would
like to see sore funds invested in the local banks and S&L's without the

- administrator and trustee's being considered backwards. Our plan participants
favor security of principal and reasonable rates of return over volatility and
potential higher rates of return. I believe that a survey of investment
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choices among the participants of any pension plan will confirm this. I do
not believe this investment area should be legislated except for blatant and
obviously prohibited transactions.

4. My plans pay substantial government mandated auditing fees to produce
certified financial statements to send in with our annual Form 5500 filing.
This extra accounting cost reduces the amount of benefits paid to our
participants by two percent per year (and we work very hard to keep the fees
down). The accountants basically duplicate the financial statements I have
prepared for the trustees. These of course are available to the IR8 and Dept
of Labor whenever they want to audit us to ensure compliance. It is unfair to
think the accountants can uncover any wrong doings. Even their reports
disclaim responsibility for such investigations. I would like to see the
audited financial report requirement eliminated. If a plan administrator
needs the CPA's expertise he can always hire him, but if not, why force him to
incur the cost and time commitment? Ask yourselves this question, "Were the
plans the PSOC has taken over preparing annual certified audits?". I would
bet they were

5. The tax withholding tables for lump-sum distributions are too low.
Several of our retirees have ended up paying penalties and interest for not
making estimated tax payments when they thought everything was okay. We had
withheld according to the tables, but It was insufficient. Now I encourage
them to consult with their tax advisers and voluntarily elect higher deduction
amounts if necessary.

6. The recent legislative mandated change in vesting requirements is
adding to the plan complexity. Let me explain. Our old plans had an entry
date after five years of employment, At this time the participant was 50%
vested. As you know the current law requires two vesting choices. These are
3-7 year graded vesting at 20X per year or 5 year cliff vesting at 1002.
These new vesting schedules have encouraged several of the less stable or
dedicated participants to quit after being only nominally vested (20-40%
range). I am not sure what they do with the funds, but they have all elected
lump-sum distributions without any tax withholding. I do not believe these
new mandated vesting schedules are assisting many individuals in their
retirement planning. I think pension plans are viewed by some participants
more as a saving account that can be cashed out whenever desired. This plan
participant turnover adds to the bookkeeping complexity.

7. The recent legislative mandated entry dates have greatly added to the
plan complexity. Now an employee can join a plan after one year instead of
the previous five years. This has doubled the number of participants that we
must now track. Since they are not vested until after three years I do not
believe this benefits the average plan participant. I would like to see this
one year entry-date eliminated.

8. The break-in-service rules also require substantial bookkeeping. Not
once in my 15 years as an administrator ha I known of an employee with an
unvested account balance to rejoin the comdny. We have had vested
participants quit, take their retirement funds out, and rehire after a period
of time (generally less than one year). However, none of these vested
participants have ever paid the funds back into the plan.

I wish to thank you in your efforts to reduce the complexity of pension
plans. Perhaps you could look at the tax code next?

Sincerely,

Douglas . 'ordon
Trustee/Administrator
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STATEMENT OF THE INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

My name is Charles E. Haldeman, Jr. I am president of the investment firm
Cooke and Bieler. I also serve as president of the Investment Counsel Association of
America ("ICAA"). The ICAA was organized in 1937. For over 50 years, ICAA has
been dedicated to the promotion of high professional and ethical standards for in-
vestment adysors. During these years, ICAA has grown to approximately 150 in-
vestment advsory firms who manage some $326 billion, a substantial amount of
which represents assets of qualified pension and profit sharing plans.

I am pleased to have this opportunity to comment on the proposed Excessive
Churning and Speculation Act of 1989 (S. 1654).

The Employee Retirement Income Security Act of 1974 ("ERISA") places strict re-
quirements on investment advisers to ERISA plans. Among these requirements is
that Investments be made solely in the interests of plan participants and their bene-
ficiaries. Pursuant to this fiduciary requirement, investment advisers invest plan
assets with a view towards producing the best total return consistent with the in-
vestment objective and policies of the plan. Depending uln the style of the invest-
ment manager, its strategy in producing the best total return can involve short-
term trading. ICAA strongly opposes S. 1654 as an unwarranted handicap placed
upon active investment advsrs which could ultimately harm the economic Inter.
ests of pension plans and their beneficiaries.

ICAA recognizes the growing Congressional interest in the concept of differential
capital gains rates which would tax long term assets at a lower rate than short term
assets. A majority of our membership questions the wisdom of such variable rate
proposals generally. We feel strongly however, that if Congress believes there is a
merit in that concept, then they should apply it to all investments, not just pension
funds as does S. 1654. Singling out pension funds is not only discriminatory, but will
distort investment strategies and result in unintended harmful impacts on pension
funds and ultimately retirees.

The effect of the bill, if enacted, will be to force pension funds to absorb higher
costs either in the form of taxes or lower returns from mangers who are handcuffed
by the legislation. In the case of defined contribution plans, these costs will clearly
fall on the ultimate recipients. In the case of defined benefit plans, the sponsors will
absorb the resultant costs which will force increased contributions to the plans to
meet funding requirements; such costs will be a drag on profits and ultimately
would lead to higher prices and upward inflationary pressures.

Much has been written and said concerDing the health and welfare of the social
security system, the low savings rate of Americans compared to our nation's trading
partners and the need for all Americans to prepare for retirement and not to rely
upon social security benefit. alone. With the passage of ERISA and subsequent leg.
isolation, particularly in the 1980's the complexities of laws relating to pensions
have convinced many employers either to terminate, or forgo implementing, pension
plans. By imposing a tax on the assets of pension plans, S. 1654 will be another step
in the direction towards weakening private pension systems. Whatever the size of
the tax on individual plans, it will send a message to employers that they cannot
rely upon the continuation of the long-established policy of Congress to exempt pen-
sion plan assets from taxation. This will be yet another incentive for employers to
either curb or not establish pension plans, thereby discouraging savings and putting
additional pressure on government to meet the retirement needs of Americans. This
is one of the greatest flaws of any such legislation.

Other problems with the bill include a probable decrease in volume and liquidity
thereby making the capital markets less efficient. As you may know the Australian
government recently imposed a capital gains tax on pension funds. Liquidity dimin-
ished, triggering a major bear market in relation to other markets worldwide,
making the Australian market one of the worst performing in the world.

If after careful study, Congress determines that curtailment on such trading is de-
sirable, such curtailment should be confronted directly rather tan through the tax
code. One of the stated purposes of the 1986 Tax Reform Act was to remove the eco-
nomic inefficiencies caused by fostering perceived desirable social ends through the
tax code rather than through direct means. If Congress decides that curtailing cer-
tain short-term trading practices is in the public interest, it should address this
problem directly. Any such changes should apply to all investors, not just pension
funds.

Private pensions arean extremely important means of ensuring that as Ameri-
cans reach retirement age they will have adequate incomes. The government's com-
mitment to the health and integrity of private pension funds should be no less than
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its commitment to Social Security. To borrow a thought from the President, we
shouldn't be messing around with peoples' retirement income.

Again, I appreciate the opportunity-to present our views to the Committee as you
consider this important issue.

J&L SPECIALTY PRODUCTS CORP.,
Pittsburgh, PA, April 28, 1990.

Ms. LAURA WiLcox, Hearing Administrator,
Senate Finance Committee,
205 Senate Dirkeen Office Building,
Washington, DC.

Dear Ms. Wilcox: J&L Specialty Products Corporation welcomes the opportunity
to submit written comments on the subject of simplifying the qualification and non-
discrimination rules forprivate pension plans.

Although the Tax Reform Act of 1986 (TRA'86) generally simplified our nation's
system of taxation in many areas (e.g., individual income taxation), in the area of
qualified plans the opposite Is true. The new qualification and nondiscrimination re-
quirements for pension plans under TRA'86 have created major problems for all em-
ployers. These requirements in themselves are far too complex.

In certain cases, the Treasury Department has made meeting these requirements
even more difficult by its inability to get out a number of key regulations on time,
In fact, today the Treasury Department still has not issued its key proposed general
nondiscrimination regulations under Code Section 401(aX4) and the equally vital
proposed separate line of business regulations under Code Section 414(r).

In addition, the proposed TRA'86 regulations that have been issued thus far have
been massive and unwieldy. The complexity of these proposed regulations renders
them almost incomprehensible to even highly knowledgeable benefits professionals.

Furthermore, the Treasury Department has made these regulations in many cases
much more complicated than required-or even justified by law.

In light of the inability of the Treasury Department to get its regulations out on
time, many defined benefit plans are currently in limbo and have been since 1989.
Many employers have had to suspend current accruals under their defined benefit
plans for some or all of their employees. In some cases, employees have retired and
received only a portion of their accrued benefits and are awaiting the remainder
that has been promised once the plan is amended.

To help remedy these problems and achieve the goal of simplification for private
pension plans, J&L would like to make the following legislative and regulatory rec-
ommendations.

SPECIFIC RECOMMENDATIONS-LEOISLATIVE

General Nondiscrimination Rule Testing
In addition, Congress should stipulate that once a plan satisfied Code Section

401(aX4) that plan would not be required to test for compliance on an annual basis
unless there has been a dramatic change in the plan sponsor's work force or the
plan has been significantly redesigned. The Code Section 410(b) coverage require-
ments would not be affected by this change.
401(k) Nondiscrimination Tests

The current Average Deferral Percentage (ADP) test applicable to 401(k) plans
and Average Contribution Percentage (ACP) nondiscrimination test applicable to
401(k) plans and certain other plans should be replaced with a design-based nondis-
crimination test-similar to the test currently used by the Federal employees' thrift
plan. J&L supports legislation thaLwJ..ll]be proposed by Sen. Pryor and Rep. Chan-
dler under which a 401(k) plan would be dee med nondiscriminatory if it is offered at
a minimum on an equal basis to all employees necessary to pass the coverage test
rules under Code Section 410(b).
Definition of Compensation and Highly-Compensated Employees

Rep. Richard T. Schulze (R.-Pa.) has recently introduced a bill (H.R. 4508) that
would simplify for qualified plans the definition of highly-compensated employees,
simplify and make uniform the definition of compensation, and delay the reporting
of the number of highly-compensated employees until a study has been completed
on how burdensome the reporting requirements are. Under this bill, a highly-com-
pensated employee would generally be defined as any employee who was compensat-
ed in excess of $7,000 (as indexed) during the year or the preceding year.
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This legislation would simplify considerably the administration of qualified plans.
We suggest that it be enacted by Congress and that the uniform definition of highly-
compensated employees be extended to all welfare plans where nondiscrimination
testing is required.
Delay in TRA '86 Effective Date

Since the Treasury Department is already so late in getting many of its TRA'86
regulations out, Buck recommends that for plans that qualify under the pre-TRA'86
rules and have not yet been amended to comply with TRA'86, the TRA'86 effective
date for the nondiscrimination, minimum participation and maximum permitted
disparity (Social Security integration) rules be postponed until at least one year
after the final regulations in these areas are Issued. In addition, plans that qualify
under pre-TRA'86 rules for plan years prior to the postponed effective date or plan
years prior to the time the plan is amended to comply with the TRA'86 rules (ee
below), If earlier, should be treated as qualified.

In the case of plans that have already been amended for TRA'86 changes, these
plans should remain qualified if they pass a liberal good faith compliance test from
the time they are amended until one year after final regulations are issued and the
law should so provide.

This delay will enable employers to avoid a problem not of their own making-
having to make complex and costly retroactive changes to their plans-and will
vastly simplify plan administration.

CONCLUSION

As noted above, the general TRA'86 them of simplification did not really apply to
the TRA'86 pension plan rules-particularly as amplified by the Treasury Depart-
ment. The net result is a situation in which plans are bound by rules that are far
more complex to administer than would otherwise be the case.

We believe our recommendations can help to simplify these rules and ease tho
pressures on the private pension system.

Very truly yours, JOezPH F. BROZICK, Director-Corporate
Taxes.

Svz RODICH, Manager-Employee
Benefits.
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March 14, 1990

Ms. Laura-Wilcox.-
Hearing Administrator
Senate Finance Committee
SD-205
Washington, D.C. 20510

Mr. Ed Mihaiski
Minority Chief of Staff
SH-203
Washington, D.C. 20510

Re: Pension Simplification

Dear Ms. Wilcox and Mr. Mihaiski:

If possible, I would like to see the following ideas considered as part of any pension
simplification discussion:

1. Create Rmnloyer.Contrlbnted Retirement Acount s

These accounts would be handled just like Individual Retirement Accounts, except
they would consist only of employer-contributed funds paid as the result of an
employee's termination of employment. This would put the management
responsibility for vested terminee lump sum payouts !nto individual hands and could
relieve plan administrators of much detailed recordkeeping. The funds would be
distributed to the participant (or his or her beneficiary) only upon attainment of age
59-1/2, death, or disabilities approved for payment by the Social Security
Administration.

2. Publish Uniform Cashout Rates

Uniform Cashout Rates would be established once each calendar year by the
Department of Labor. These would be used by plan administrators, if desired, to
cash out vested terminated defined benefit amounts for transfer to the employee's
Employer-Contributed Retirement Account. If the total cashout was less than 1/10
of the year's Social Security Taxable Wage Base (SSTWB) the plan administrator
could transfer the lump sum without participant consent. Cashouts greater than 1/10
of the SSTWB would require both the participant's consent and the employer's
comment. In particular, employers who felt that the cashout rates were too generous
to the employees could retain the liability for vested terminated benefits.
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3. Reestablish Individual Retirement Accounts

New Individual Retirement Accounts (IRA's) would represent tax-deferred employee
-contributions to either an Individual Retirement Account (in the old IRA sense) or
to an employer-sponsored and -maintained account. Contributions to the employer-
sponsored and -maintained account would be in lieu of current 401(k) type salary
deferrals, and thus, these contributions would be treated exactly as the employee
thinks of them (i.e., employee-contributed, tax-deferred contributions). The
employee would claim the tax deduction on his or her 1040 form. To be sure that
the privilege of making such contributions is not abused, they would be limited to 5%
of compensation subject to a 1/10 of SSTWB dollar maximum.

4. inpliy Maximum Inefit 1Jmlt

Maximum Benefit Umits would be adopted separately for each type of retirement
plan, such that a reasonable level of employer-sponsored benefit could be earned
throughout a working career.

The defined benefit limit could be 60% of highest three-year average pay subject to
a SSTWB dollar maximum.

The employer-contributed defined contribution benefit maximum could be 15% of
participant pay subject to a maximum annual contribution of 1/3 the SSTWB.

All of the current defined benefit/defined contribution fractions would be eliminated,
along with the highly compensated/non-highly compensated testing. Anti.
discrimination would be presumed by the plan design and the relatively low
maximum dollar limits tied to the Social Security Taxable Wage Base.

5. Ilminate tdM rMa. aee (arnty Crratoan

The Pension Benefit Guaranty Corporation (PIOC) currently provides a limited
form of benefit protection for participants in defined benefit pension plans should
those plans terminate with assets insufficient to provide promised benefits.

While the motives behind the implementation of the PBGC were the highest, its very
existence encourages employers to either fund plans at a minimal level or adopt a
retirement plan which has provisions which will assure that PBOC premiums will be
avoided or minimized, regardless of the need of employees currently contemplating
retirement. Thus, although the primary goal of the PBOC is to promote retirement
security, its very existence may be encouraging exactly the opposite.

Clearly, if defined benefits are going to be promised, the workers need to have some
reasonable assurance that these benefits will be paid, but the following outline may
be a preferable and leas burdensome approach:

(a) Employers adopting defined benefit plans must comply with ritum funding
legislation.

(b) If at any time assets do not cover at least 125% of cashout liability, the
employees must be notified in bold, basic terms of the plan's current funded
status and the employer's plan to improve it. Thus, the employee will have
been put on notice that the pension promise may be hollow.

(c) Existing accrued benefits as of the date of any change In PBGC protection
would have to be guaranteed in some fashion.
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6. mlimlmtm Omilfled Prrmnt Survvor Annulties

Qualified Pre-Retirement Survivor Annuities (QPSA's) are designed to provide some
measure of protection for the surviving spouse of an employee who dies close to
retirement. In actuality, due to the fact that the benefits can be adjusted for the ages
of thq participant and beneficiary, the fact that benefits can be adjusted for alternate
forms, and the fact that the survivor portion could be as little as 50% of the
remaining benefit, the actual dollars backing up the promise are appallingly small.

Given that relatively few employees die while actually employed (as opposed to
voluntarily terminating employment because of a serious illness) why not require that
the full lump sum value of the benefit be paid upon death, regardless of vested status
or age at death? There would be no employee/spouse elections and no benefit
reductions to provide the coverage.

7. m u EmM Withdrawals

Qualified Employer Withdrawals could be made at any time by an employer
sponsoring a defined benefit pension plan subject to the following:

(a) Remaining assets must total 125% of cashout value of benefits not covered

by guaranteed insurance contracts.

(b) The withdrawal would be subject to a 33% tax.

This would allow employers to tap quickly into pension funds for plans that are well
funded, but for a price.

8. Caadlmta A 0L IRC 404 and IRC 412

Current defined benefit plan sponsors are required to go through several gyrations
to determine the minimum required contribution, maximum deductible contribution
and the pension expense for generally accepted accounting purposes. While some
plan sponsors may wish to have a high degree of flexibility, those who don't are
forced into several different sets of calculations to make sure that the booked
pension expense is between the minimum required and maximum deductible
contribution levels.

Thanks for considering the above points.

Respectfully submitted,

Richard R. Joss

RRJ/Jrw.T

(00097/85)

cc: Rod Chandler
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STATEMENT OF KERR-McGEE CORPORATON

Introduction

Kerr-McGee Corporation welcomes the opportunity to comment on the impact
of a pension provision desperately in need of simplification.
Specifically, Kerr-McGee believes there is a qualified employee benefit
plan testing problem associated with leased employees that is pervasive
throughout the country and through all industry groups. While a remedy
for this problem was proposed in conjunction with the repeal of Section 89
and later with the Senate version of the Child Care Tax Credit, the
problem has not been rectified.

Under current law, *leased employees' must be counted for purposes of
nondiscrimination tests that apply to many employee benefits. If these
tests are not satisfied because a company has a large number of leased
employees who are not covered under a plan, the company's pension and
profit-sharing plans may all be deemed 'discriminatory' for tax purposes.
This can result in the company and the persons participating in these
plans being subject to harsh tax penalties.

Current law makes it virtually impossible for an employer to determine its
loadedd employees'. The current definition of Oleased employee" is
unclear and extremely broad. It includes for many companies groups of
persons that one would not ordinarily conceive of as 'leased employees'.
Unless the law is amended, many traditional and nonlabusive commercial
relationships are likely to be treated as employee )easing arrangements.

Major employers contract with outside parties for a variety of legitimate
business reasons. For example, an employer may not have the expertise, or
facilities possessed by an outside contractor. Alternatively, an employer
may need a short-term assistant that only an outside contractor can
provide economically and on short notice. These arrangements are not
associated with the abusive employee leasing arrangements that we believe
Congress intended to address, when it added the employee leasing
provisions to the Internal Revenue Code (IRC) in the Tax Equity and Fiscal
Responsibility Act (TEFRA).

The definition of leased employee now in the law should be replaced with a
definition that clearly identifies and effectively prevents genuine abuse
of employee benefit laws, and provides enough clarity to be administered
by the business community at a reasonable cost and to be enforced by the
government. IRC Section 414 (n) should be amended to accomplish this
result.

II. Leased Emolovee Definition is Vague and Overly Extensive

The Internal Revenue Code defines a 'leased employee' as a person who,
pursuant to an agroment, performs substantially full-time services for a
recipient and such services are 'of a type historically performed, in the
business field of the recipient, by employees.' IRC Section 414(n)(2).
The legislative history does not clarify this definition. The Treasury
Department testified in 1986 that the intent was 'to prevent avoidance of
the rules governing qualified plans through leasing of employee
services.' The example given was a doctor who would lease nurses and
other staff personnel. Treasury's testimony further stated that 'before
the enactment of Section 414(n), a qualified retirement plan could be
established that applied to the doctor but not to the leased nurses or
staff. Since the doctor technically had no other employees, such a plan
would not be discriminatory. Section 414(n) addressed this problem by
generally deeming the leased employees to be employees of the employer for
purposes of certain requirements including nondiscrimination.'

1870x
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Proposed Treasury regulations actually broaden, rather than clarify, the
vague terms in the statute. "Agreement" has been defined to include any
"mutual understanding" and need not be in writing. Prop. Tress. Reg.
I 414(n)-l(b)(5). "Services" may be performed directly or indirectly.
Prop. Treas. Reg. I 1.414(n)-l(b)(17). "Business field" is not defined
at all. Thus, under the regulations, any person who works on matters
Involving another company (the recipient) on a substantially full-time
basis will be deemed a leased employee of that recipient company if the
services provided are of a type "historically performed by employees.'
An activity is "historically performed by employees" if it was "not
unusual" for the service to be performed by employees in the business
field of the recipient on September 3, 1982. An activity also is deemed
"historically performed by employees" if that service "was eve performed
by &nx employee" of the recipient at any time during the last five (5)
years. Prop. Tresas. Reg. I 1.414(n)-l(b)(12).

It will be difficult for a company to determine whether it was "not
unusual" for a particular service to be performed by employees in that
company's business field. Indeed, because the term "business field" is
not defined, the task may be impossible. In addition, most companies
have at some time used their own employees to perform common business
activities that are also routinely performed by outside organizations.
For example, such companies may employ in-house lawyers, accountants,
computer programmers, carpenters, chemists, doctors, draftsman,
engineers, maintenance workers, machinists, and security personnel. As
required by the definition in the regulations, "any in-house employee"
will have performed many of these activities during the last five years.
Accordingly, employees of outside organizations providing the same
services, such as lawyers in a law firm providing legal advice to a
recipient company with in-house counsel, may be "leased employees" of the
recipient. As a result, a recipient and its employees may be subject to
legal consequences because of the outside law firm' employee benefits.

We do not believe that Congress intended to ake independent service
providers, ranging from lawyers to construction crews, 'leased employees"
of the company they are serving. Nor do we believe that Congress
intended to intertwine one independent company's employee benefits with
another independent company's employee benefits.

111. Comoliance With Current Law is Imnossible

The vague statutory definition currently in place creates an impossible
information gathering task for a business trying to comply with the law.
All businesses contract for services where the control and supervision of
the workers is by the contracted company. Under the broad statutory
definition, these workers become potential 'leased employees"
notwithstanding that the recipient does not control or supervise them.
For example, if a third party service company, having many business
customers, performs services for recipients, the service company workers
become potential "leased employees" of each recipient. Rven small
businesses contract with dozens or hundreds of such third party
organizations. Large companies are involved with thousands of these
organizations.

Since a third party organization worker could be a potential *leased
employee', each U.S. business must attempt to obtain detailed information
(hours, salary, cost of benefits, plan optional, etc.) from all of the
third party organizations with whom it does business. The collective
effort that would be required by U.S. businesses to do this is beyond
comprehension. Current industry experience is that third party
organizations are reluctant to provide such information and often do not
understand the reason their own workers would be deemed employees of
another unrelated organization.
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There is no indication that Congress intended to burden U.S. business
with an administrative problem of the magnitude now being confronted,
particularly as it applies to obtaining information from third party
organizations about workers that the recipient business does not control
or supervise. U.S. businesses need a definition of "leased employees"
that is workable and in accordance with the generally understood concept
of an employer-employee relationship.

IV. Uncertainty Created by Current Law is Poor Tax Polic

In its present form, the "leased employee" rule and related regulations
do not identify companies that are "leasing" employees to avoid or abuse
the employee benefit laws. Rather, the rule has the effect of making one
independent company responsible for the employee benefits of another
independent company with which it contracts for services. The present
rule is so overbroad and difficult to administer that law-abiding
companies cannot comply with it at a reasonable cost. For the same
reason, the present rule will be difficult to enforce. Courts will fill
in the gaps left by Congress and Treasury, and given the lack of
guidance, results may vary from one jurisdiction to another.

The "historically performed in the business field" standard is especially
disturbing. Precise data regarding past rttices do not exist, and
there is no meaningful concept of a business field.

Such major uncertainty, affecting the nondiscrimination testing of major
employee benefits for most U.S. businesses, f, fundamentally poor tax
policy. The wide scope of the proposed tegulations indicates that
thousands of legitimate benefit plans, some covoring tens of thousands of
workers, should lose their tax-qualified status in whole or in part.

V. Progooed Definition of Leased Em21.ovU

Kerr-McGee believes that an appropriate definition of "leased employee"
would be reflected in a statutory change as follows:

(a) TREATMENT OF LEASED EHPLOYERS..-

(1) REPLACEMENT OF HISTORICAL TEST WITH CONTROL TET.--Subparagraph
(C) of section 414 (n)(2) is amended to read as follows:

"(C) such services are performed by such person under the
control of the recipient."

(2) SERVICES INCIDENTAL TO SALE OR CONSTRUCTION DISREGARDED.--
Paragraph (2) of section 414(n) is amended by adding at the end thereof
the following new full sentence:

"The term 'leased employee' shall not include an individual solely because
such individual is performing services incidental to the sale of goods or
equipment or incidental to the construction of a facility. Such term
includes the support staff of professional service organizations."

This proposed language is from S. 1750 and was included in the Senate
version of the Child Care Credit legislation of 1989. As stated in the
committee reports to these bills, fectord that should be considered in
determining control are whether the recipient organization: (1) prescribes
the individual's work methods; (2) supervises the individual; (3) sets the
individual's working hours; and (4) sets the individual's level of
compensation. Thus, the proposed amendment prevents the abusive
situations discussed above and focuses on appropriate factors to consider
in determining whether abuses of employee benefit laws exist. By
contrast, the vague areas of existing law (i.e., standards such as
"historically performed" and "business field") are generally irrelevant in
measuring current abuse.
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VI. Conlusi.n

The "leased employee" rules are virtually impossible to apply and
administer as presently drafted and interpreted. The definition of
"leased employee" in IRC section 414(n)(2) should be amended as proposed
above to prevent potential abuse in a reasonable and adainistratable
manner.

Supplemental Sheet For Hearings Statement

KErr.MgCaa Corporation RepresentativA

Ronald F. Hartman
Assistant Tax Director, Research and Audits
Kerr-McGee Center
Oklahoma City, Oklahoma 73125
405-270-3018

Togical Outline of Statement Regarding Statutory Definition of Leased Employe

I Introdugtion

II Leoasd Lploye Definition is Vague and Overly Extensive

III Complianaa vith CurrAnt LAw is Imnossible

IV Uncertainty Created by Current Lay is Poor Tax Policy

V Proposed Definition of Leased Employee

VI Conclusion
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KLEIN, MCGUIGAN & LANDAU,
Washington, DC, March 29, 1990.

Hon. DAVID H. PRYOR,
US. Senator,
US, Senate,
Washington, DC.

Dear Senator Pryor: It has come to my attention that you are interested in simpli-
fication of the laws, rules and regulations governing certain retirement plans. I
write to offer my opinions and experiences with such plans as a small business
owner.

In 1986, at a prior company, we were advised by our accounting firm, also a small
business, to adopt a SARSEP plan. The accounting firm recommended the plan to
all its small businesses and stated that it was, itself, adopting such a plan. It was
anticipated that when final rules and regulations were promulgated, this plan
would be simple and cost effective. Our plan was placed with a national broker. The
problem with the plan was that the accountants and the broker disagreed with each
other on almost all matters regarding the plan and we were never able to obtain
authoritative answers to most questions.

When we discussed the plan s problems with our accountants after two years, we
learned that they had terminated their plan and we were the last clients to still
have a SARSEP. subsequently, we terminated our plan and incidentally the ac-
countants.

Our new company has adopted a pension and profit sharing plan even though it
seems to be incredibly complex and of questionable financial benefit. To date, our
broker appears to be able to definitively answer our inquiries.

It is my opinion that the government has a legitimi . interest in promoting sav-
ings through tax incentives. I also think that it is laudatory, albeit expensive, to
link participation of non-highly compensated individuals to the amounts that
highly-compensated individuals can contribute. However, a major problem that
must be addressed is the complexity of the plans which create great burdens and
expenses particularly regarding plan administration.

In our case, administration fees would equal twenty five percent of the amount of
money we have put into the plan, if we chose to pay an administrator, several pro-
fessionals familiar with administration, actually laughed when we suggested that
we intended to administer the plan in-house. Since we have just started, I am not
sure if that position will prove accurate.

To the extent that the costs of adopting a tax advantaged plan outweigh the
gains, businesses will not initiate them or will continue to terminate them. This is a
trend which would clearly frustrate national policy. Therefore, if tax advantaged re-
tirement plans can be simplified, the country will be very well served.

Sincerely, - GARY ETHAN KLEIN, EsQ.

LEwis & ELLi, INc.,
Richardson, TX, April 19, 1990.

Senate Finance Committee,
Washington, DC.
RE: Pension Simplification Hearings

Dear Committee Members: The Committee is to be commended for examining
ways to simplify the nation's private pension system. The complexity of pension law
has grown since the passage of the Retirement Income Security Act of 1974. Howev-
er, it is the drastic increase in complexity that has occurred since the passage of the
Tax Equity and Fiscal Responsibility. Act of 1982 (TEFRA) that has crippled thto pri-
vate pension system.

Since TEFRA, plans have also been affected by the Retirement Equity Act of
1984, the Tax Reform Act of 1986, the Omnibus Budget Reconciliation Act of 1987,
the Technical and Miscellaneous Review Act of 1988, and the Omnibus Budget Rec-
onciliation Act of 1989. This has required almost continuous amendment of plan
documents. Plan sponsors have not been able to keep up with the required plan
changes; the Internal Revenue Service has not been able to issue regulations on a
timely- basis; and members of Congress have not been able to keep up with all of the
requirements affecting their constituents. Most of today's pension problems stem
from yesterday's solutions.
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As an example of the complex nature of pension law, consider the number of dif-
ferent interest rates required to operate a defined benefit plan. First, it should be
noted that the assets of a plan grow at a single rate each year. But note how many
different rates are required for the various calculations under a plan. (Representa-
tive or required rates, as of January 1, 1989, for a plan operating on a calendar
basis are given as examples.)

1. The valuation interest rate is used to calculate the plan's normal cost for the
year. ERISA makes the plan's actuary responsible for setting this assumption. (Typi-
cal rates vary from 7 percent to 9 percent.)

2. The Tax Reform Act of 1986 added a quarterly contribution requirement for
defined benefit plans. The interest rate charged on missed quarterly contributions is
based on 175 percent of the Federal Mid-term Rate (the 1989 effective rate comes to
16.41 percent for calendar year plans). Under complicated IRS rules, this rate Is not
1.75 times the corresponding Federal Mid-term rate (9.22%).
8. The minimum rate charged to the funding standard account with respect to

waived contributions or extensions of an amortization period is 150% of the Federal
Mid-term Rate. Needless to say, the IRS doesn't define this rate as simply 1.5 times
the Federal Mid-term Rate.

4. The maximum interest rates that may be used in calculating a participant's
lump sum distribution are published monthly by the Pension Benefit Guaranty Cor-
poration. As many as four separate rates are required in these calculations. (Janu.
ary 1, 1989 values were 7.75 percent, 7.00 percent, 5.75 percent and 4 percent.) These
rates are multiplied by 120% for lump sum amounts greater than $25,000.

5. Although the plan must pay benefits based on rates ranging from 7.75 percent
down to 4 percent, contributions to fund those benefits are limited by a separate set
of interest rates which as of January 1, 1989, could not be less than 7.92 percent.
This is the "current liability" full funding limitation.

6. In calculating liabilities for the purpose of paying plan termination insurance
premiums to the Pension Benefit Guaranty Corporation, a plan has to use yet an-
other rate. (The January 1, 1989, "Required Interest Rate" was 7.21 percent.)

7. If the plan calls for employee contributions, is subject to Financial Accounting
Standard Board Statement Number 87 or specifies a distinct rate of interest for cal.
culating actuarially equivalent benefits, additional interest rates are involved.

We submit that this maze of requirements does not serve the best interests of
plan participants. The plethora of interest rates is only one example of the overly
complex nature of pension law.

We sincerely hope that the Committee's hearings lead to pension simplification. It
is an ambitious undertaking but one the nation desperately needs.

Sincerely,
JOHN M. CRIDER. JR., Associate of the

Society of Actuaries.
DAVID L. LIVELY, Fellow of the Society of

Actuaries.

NATIONAL ACTUARIAL PENSION SERVICES, INC.,
Houston, TX, March 28, 1990.

Ms. LAURA WILcox, Hearing Administrator,
Senate Finance Committee,
Washington, DC.
Re: Pension Simplification

Dear Ms. Wilcox: The purpose of this letter is to suggest consideration of certain
changes that might result in pension simplification. My comments are intended to
be limited to the issue of pension simplification (as distinguished from a list of all
changes that I think would be appropriate) and to deal with those changes that
would result in simplification benefit that exceed the cost of surrendered social ob.
jectives.

(1) Codify that contributions will be deemed to have been made to a Plan on the
date on which control is surrendered (i.e. usually the date on which the check is
mailed) as opposed to the date received by the Plan. There is uncertainty regarding
this point and the complications caused are made more significant by the require-
ment of quarterly contributions.

(2) Limit the requirement of quarterly contributions to those plans for which a
Deficit Reduction Contribution (as defined in Section 412(1) of the Internal Revenue
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Code) is required. The only benefit obtained from quarterly contributions is to
strengthen benefit security, and they are a significant complication with no social
value for well-funded plans. In addition, there should perhaps be some materiality
threshold, such as a Deficit Reduction Contribution that exceeds $50,000 per year,
before quarterly contributions are required.

(3) Remove the requirement that participants in a Plan that requires Employee
contributions share in any reversion on plan termination, at least for those plans
which have not required employee contributions for at least five years prior to plan
termination and remove the requirement of reversion sharing for those retired par-
ticipants who have received plan benefits that exceed the amount that they contrib-
uted. The whole concept of sharing the reversion is problematical in view of other
parts of pension law, records may be difficult to obtain for contributions made many
years ago, plan design decisions frequently give implicit recognition to employee
contributions and the results obtained by the current (cumbersome) technique pro-
duces only a rough equity. Specialists in providing consulting. administrative and
actuarial services to retirement plans

(4) Do away with current top-heavy minimum benefit and vesting rules. The pro-
visions of the Tax Reform Act of 1986 makes the top-heavy requirements much less
valuable from a social policy perspective and probably no longer worth the compli-
cations.

(5) Establish a pre-approved list of funding methods which can be used for any
valuation without the current requirement that the existing method be used for
three years without change in order that automatic approval of the change be
granted. Also, codify that a change that has an insignificant effect, such as an im-
provement in a computer system, does not constitute a change in funding method.
The only alternative currently available, that of applying for approval of a change,
is burdensome and involves a user fee, and the resu tin protection for plan partici-
pants and tax revenue could be achieved with less of aburden on the pension com-munity(6) permit Section 401(aX9) of the Internal Revenue Code to provide that it only

applies to benefits that exceed some amount, such as $2,000/month. It is not unusu-
al for companies to employ older, frequently long-term, employees and doing so com-
plicates the operation of their pension plan. The lost tax revenue should not be
large if the benefits are small, and it would remove a complication for companies
that wish to provide casual, part-time or non-demanding employment to older indi-
viduals.

(7) Remove the actuarial equivalence requirement for post-NRA benefit accruals
and permit plans to simply recognize such service through their formulas without
the burden of suspension of benefits notification. See the comments under (6) above.

(8) Codify that there is no pre-retirement death benefit notification requirement if
the death benefit is provided automatically and without cost to the participant. I
think that this was the legislative intent and the current system is burdensome,
would only be a factor in unusual situations, and seems to confuse plan partici-
pants.

(9) Codify that terminating plans do not need to vest terminated employees who
have had a one-year break in service and who are not due a deferred vested benefit.
The present system is burdensome and does not appear to serve a social purpose.

(10) Delete the requirement that annuities purchased for employees due a de-
ferred benefit must duplicate the terms of the plan. Such annuities are available
only on a basis that provides an unjustified bonanza for the participant and is costly
to the plan.

I appreciate the opportunity to offer suggestions.
Please let me know if you have any questions concerning the above.

Sincerely,
LEONARD R. CARGILL, JR., Executive Vice

President & Actuary.

STATEMENT OF THE NATIONAL COORDINATING COMMITrEE FOR MULTIEMPLOYER PLANS

My name is Robert A. Georgine and I am presenting this testimony in my capac-
ity as Chairman of the National Coordinating Committee for Multiemployer Plans.

The Coordinating Committee is a nonprofit, tax-exempt organization established
shortly after Congress enacted ERISA in 1974. It consists of representatives of more
than 190 pension and welfare plans, or their sponsors. On behalf of its affiliated
plans, and the approximately nine million participants and beneficiaries of multi-
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employer plans generally, the NCCMP is entirely engaged in monitoring the devel-
opment-legislative, administrative, and judicial-of the laws relating to the struc-
turing and administration of multiemployer pension and welfare plans.

Mr. Chairman, on behalf of the Coordinating Committee, I applaud your efforts to
simplify the Internal Revenue Code ("Code") rules governing private pension plans.
We certainly agree that simplification of these rules is crucial. However, I am sure
that you will get many comments detailing the need for simplification of the gener-
ally applicable rules. I will therefore focus primarily on the need to simplify pension
plan rules and make them more workable in the context of multiemployer plans.

I. SIMPLIFICATION IS NECESSARY TO ENCOURAGE THE MAINTENANCE OF PRIVATE PENSION
PROGRAMS

Our nation has had a long-standing policy to encourage and protect private pen-
sion programs. Favorable tax and other rules resulting from this policy have been
successful in fostering a private sector employee benefit system that provides essen-
tial benefits primarily to nonhighly compensated employees and stands today as a
model for the world. As of 1988, nearly two-thirds of ail nonagricultural full-time
employees were covered by an employer-paid pension plan. Approximately 75 per-
cent of those with pension coverage in 1988 had annual salaries of less than $30,000.

Despite this success, in recent years there has been a dangerous tendency to
impose tax and other burdens on these essential programs on an ad hoc, piecemeal
basis, in the context of so-called "tax reform" and deficit reduction. As you point
out, this is having a serious negative effect on retirement coverage. Many employers
are scared away from starting pension plans and many employers who already
maintain pension plans, especially defined benefit plans, are terminating them. As
you point out, employers who continue to maintain retirement plans are spending
more and more of their benefit money on administration and less on benefit in-
creases.

Attempts to reduce budget deficits in this fashion are therefore short-sighted and
misguided. In the long run, the additional burdens imposed on these plans will
cause a reduction or elimination of the benefits they provide and increase demands
for direct expenditures through governmental programs. Thus, budget deficits will
ultimately be increased.

In addition, the so-called "reforms" we. have seen recently often impose far great-
er burdens on far more plans than is necessary to resolve the perceived abuses at
which they are aimed. To the extent abuses actually exist, the Coordinating Com-
mittee has no interest in protecting them. However, we believe that actual abuses
must first be precisely identified, and that any remedy must be carefully tailored to
excise only the abuse situation. Such remedies should be no more complex than ab-
solutely necessary and should not apply to plans and/or situations in which no sig-
nificant instance of abuse has been identified.

The most obvious recent example of abuse overkill in the employee benefits area
is the recently repealed Code section 89 welfare plan nondiscrimination require-
ments. These rules grew out of a concern that some plans-primarily small plans
maintained by doctors and lawyers-provided health care benefits that dispropor-
tionately favored highly compensated employees. In response, an enormously com-
plex set of rules was developed and applied to virtually all employee health benefit
plans, including collectively bargained an( many other types of plans in which no
significant instance of abuse had been identified. This is a classic example of the
proverbial killing a fly with a hammer on a glass coffee table.

Similar so-called "reforms" have been made in the pension area. In response to
perceived discrimination, again, primarily identified in a few small plans main-
tained by doctors and lawyers, a plethora of cruelly complex rules has been devel-
oped and applied to a far larger portion of the private pension plan universe than
necessary. A few recent examples include the extraordinarily complex minimum
participation, minimum coverage, controlled group, affiliated service group, leased
employee, and leased management employee rules and the phase-in over years of
participation of the Code section 415 limit on maximum pension benefits with re-
spect to changes in benefit structures.

This problem is most acute with respect to multiemployer plans. All too often,
rules that were designed to address an abuse that does not exist in collectively bar-
gained multiemployer plans, or that are unworkable in the multiemployer plan con-
text because they are based on a single employer plan model, are imposed on multi-
employer plans without any consideration of those plans' unique structure. As a
result, multiemployer plans and their participating employers are often left facing a
Congressional mandate to perform impossible tasks, based-on information they
cannot obtain, often to correct abuses that do not exist.
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Let me first describe some of the unique characteristics of multiemployer plans.
Then I would like to discuss a few specific types of provisions that are necessary to
acco-imodate these unique characteristics.

I would also hope that you will keep in mind the fact that the shortest, easiest-to-
read rules are not necessarily the simplest, most rational and least burdensome in
terms of compliance. Sometimes, operational simplicity can only be accomplished
through special rules designed to accommodate unique situations. Multiemployer
plans, and often collectively bargained plans in general, present such a unique situ-
ation in many circumstances. Accordingly, although the inclusion of special-rules to
accommodate these plans will make the legislative language itself longer and more
difficult to read, the result will be genuine simplification of plan compliance bur-
dens.

11. THE UNIQUE NATURE OF MULTIEMPLOYER PLANS

Multiemployer plans are, by definition, maintained pursuant to collective bargain-
ing agreements. The overwhelming majority of their participants are union-repre-
sented, rank-and-file workers. Typically, only a small proportion-if any-of these
workers are highly compensated employees. The plans typically provide either flat
dollar benefits or benefits equal to a flat dollar amount times years of service. Mul-
tiemployer plan pension benefits are rarely related to a participant's level of com-
pensation. These plans therefore tend to discriminate, if at all, in favor of nonhighly
compensated employees.

In addition, the arm's length nature of the bargaining process, coupled with the
fact that employers may not recover surplus assets in multiemployer plans, provides
effective disincentives to tax-motivated prefunding or other abuses. Employers have
no incentive to contribute more than the minimum reasonably necessary to fund
plan benefits. Excess contributions can never be returned and decisions as to their
application will be made by independent trustees. The pooled funding in these
plans, in effect, creates a cross-subsidy among contributing employers. Thus, bymaking excess contributions, an employer would be subsidizing its business competi-
tors. On the other hand, employee representatives, through the collective bargaining
process, typically negotiate a dollar per hour labor cost with employers. The hourly
dollar amount of current wages is generally this total labor cost, reduced by the
amount of plan contributions. As a practical matter, employees are therefore
making these contributions out of their current hourly wages. This is a strong in-
centive to make certain that they are getting a good buy and that the amounts con-
tributed are no greater than reasonably necessary to fund the benefits they will re-
ceive.

Another one of the things that makes multiemployer plan coverage unique is the
independence of the plan from any particular contributing employer. The plan's
trustees typically design and administer all aspects of the benefit program. They set
the eligibility rules, determine benefit levels, etc. The plan may have hundreds of
contributing employers. Some plans have contributing employers numbrin in the
thousands. A contbuting employer typically does little more than send in its peri-odic contributions with whatever backup information is required to enable the plan

to identify the employees to whom the contributions relate.Employers, other than those on the boards of trustees, typically are not well in-
formed about the details of the coverage provided under the multiemployer plans towhich they contribute. Many of them may be contributing under agreements pro-
duced through collective bargaTlhini n h~ch the individual companies did not par-
ticipate, because negotiations were handled on their behalf by employer associa-
tions.

Multiemployer plans do not have and ordinarily cannotget information about

their contributing employers and their workforces necessary to apply complex non-
discrimination tests. The plans do not have information on the management struc-tures of contributing employers or on the salaries and pay scales of employees, in-
cluding employees who are not covered under the plan. In addition, they do not
have information about leasing or affiliated service group arrangements in which
contributing employers may be involved. They therefore cannot determine which, ifany, covered or noncovered employees of those employers are highly compensated.

Contributing employers would be extremely resistant to providing this informa-
tion to the plans, the boards of trustees of which are required by law to be made up
50 percent of union representatives and 50 percent of employer representative who,
in most cases, are highly placed in the management of competitors of contributing
employers. Further, as a practical matter, it would not be feasible to compile and
process this information or the hundreds of contributing employers that may be
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participating in the multiemployer plan. Plans also do not have information about
1ther plans maintained by contributing employers.

Another distinguishing characteristic of most multiemployer pans is the mobility
of the employees they cover., Often, their participants will only work for a brief
period for any one contributing employer, though they are working continuously in
the industry during the year. For example, a construction worker may work for var-
ious contractors during a month, moving from one to another as he completes the
specific job for which he was hired on each project. Many of these employees would
never qualify for benefits under a plan maintained only by one employer. The mul-
tiemployer plan adds up the participants' short periods of service with each employ-
er and gives them coverage based on the aggregate. Thus, these plans are the origi-
nal models of pension portability. They have been providing effective pension porta-
bility for decades.

In addition, multiemployer plans have a fixed income. These plans are funded
based on contribution rates fixed in collective bargaining agreements, which typical-
ly run for three years, five years or longer. These agreements typically require em-
ployers to contribute a set amount based on some measure of the activity of covered
employees. The standard, for example, is a requirement of $X per hour worked by
an employee covered by the bargaining agreement. These contributions are payable,
typically, on all employees in the bargaining unit without regard to their coverage
under the plan.

Thus, the total amount of an employer's contributions varies with the amount of
covered work performed for that employer. Plan contributions tend to increase
during periods during which business in that industry is booming and to decrease
drastically during a downturn in the industry. Employers, however, contribute only
what the collective bargaining agreements require. There is typically no mechanism
for collecting additional amounts if it turns out that the plan actually needs more.

11. TYPES OF PROVISIONS NECESSARY TO ACCOMMODATE THE SPECIAL NEEDS OF
MULTIEMPLOYER PLANS

A. Complex Rules Are Not Necessary to Maintain the Nondiscriminatory Nature of
Multiemployer 

Plans

Multiemployer plans should not be subject to mechanical rules that are designed
to correct abusive discrimination in favor of highly compensated employees. As dis-
cussed above, such rules are unnecessary for multiemployer plans, which discrimi-
nate in reverse, if at all. In addition, such rules may be incompatible with coverage
patterns mandated by collective bargaining agreements. Further, as discussed
above, multiemployer plans do not have and ordinarily cannot obtain, sufficient
data about contributing employers' workforces to perform nondiscrimination tests.

I note that, in recognition of this, exemptions and special rules have been provid-
ed with respect to the minimum coverage and participation requirements. However,
as discussed in more detail below, these are imperfect.
B. Funding Limitations Should Not Be Applied to Multiemployer Plans

Provisions that limit plan funding levels should not be applied to multiemployer
plans. As discussed above, both contributing employers and employees have signifi-
cant incentives not to overfund multiemployer plans. In addition, because of the
long-term fixed nature of plan contributions, these plans may be unable to comply
with such limits. Further, funding of multiemployer plans must necessarily be done
on a more conservative basis than other plans because there is no way for the multi-
employer plan to obtain additional funds from contributing employers in the event
of a shortfall. Indeed, especially in the case of a declining industry, many contribut-
ing employers may have ceased to exist by the time their participants begin to re-
ceive benefits under the plan.

A recent example of this problem in the employee benefits area arose in connec-
tion with the welfare fund reserve limitations of Code sections 419, 419A and 512. I
am pleased to note that special rules have been provided to relieve many of the
problems that those rules presented for collectively bargained plans.
C Lack of Identity Between Contributing Employers and the Plan

Another unique feature of multiemployer plans that is often overlooked in design-
ing legislation is the fact that, as discussed above, there is no identity between con-
tributing employers and the plan. In fact, these employers and the plan have little
or -no knowledge of, much less control over, each other. Thus, many legislative pro-
visions designed with a single-employer plan model in mind, especially sanctions
and penalties and provisions that assume the plan sponsor has full access to all em-
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ployment-related information on the contributing employers' workforce, are ex-
tremely inequitable and unworkable in the multiemployer li'an context.

The best recent example of this in the employee benefits area is the sanctions for
violations of the health care continuation coverage requirements of the Consolidated
Omnibus Budget Reconciliation Act of 1985 ("COBRA"). As initially enacted, the
sanction for violating these COBRA requirements was the denial of an employer's
tax deductions for contributions to all health plans maintained by that employer.
However, many COBRA requirements were exclusively the obligation of and within
the control of the plan. Contributing employers had no way of knowing about, much
less monitoring, the plan's COBRA compliance. Even worse, this sanction was im-
posed on all employers participating in the plan, even if the violation was commit-
ted by only one unrelated employer. The excise tax rules that replaced the disallow-
ance sanctions work better, although not perfectly. Plans are still exposed to tax
sanctions based on the knowledge that contributing employers may have about
those employers' COBRA violations.
D. The Need to Treat the Entire Multiemployer Plan in a Uniform Fashion

Recently there has been a trend towards providing necessary special rules and ex-
ceptions only with respect to employees covered under a multiemployer or collec-
tively bargained plan pursuant to a collective bargaining agreement. This approach
severely reduces, and sometimes completely destroys, the utility of the special rules.

Multiemployer plans often cover some individuals who are not covered pursuant
to a collective bargaining agreement. They sometimes cover employees of the plan
itself, the union representing plan participants and/or the employer association rep-
resenting contributing employers. In addition, they sometimes continue to cover
former bargaining unit employees who transfer to noncovered service or take inde-
pendent work. Finally, they sometimes permit employers that cover their collective-
ly bargained workforce to also cover a small number of noncollectively bargained
employees. For example, a construction contractor that covers its construction work-
ers pursuant to a collective bargaining agreement may also be permitted to cover its
office staff.

It is often extremely difficult, if not impossible, to apply different rules to these
two groups of participants. Further, typically, all or many of the same problems
that existed with respect to the group to which the exemption or special rules apply
continue to exist with respect to the other group. Recent examples include the mini-
mum participation and coverage requirements. The required application of these
rules to plan participants who are not covered pursuant to collective bargaining
agreements is fraught with problems and could result in disqualification of the
plans.

I also want to draw to your attention the fact that necessary extended effective
dates have recently been applied frequently only to those multiemployer plan par-
ticipants who are covered pursuant to collective bargaining agreements. It is gener-
ally not feasible to apply rules on this bifurcated basis. To take only one recent ex-
ample, the COBRA health care provision effective dates were applied by Treasury in
this fashion. It was simply not feasible for many multiemployer plans to incur the
additional expense and administrative burdens of designing computer software and
implementing procedures to comply with the COBRA rules twice for two different

ouP of employees. As a result, many multiemployer plans had to comply with the
BA rules for all participants on the earliest date on which those rules applied

to any participant.
. I appreciate the opportunity to present these comments. I hope that you will keep

these important principles in mind during your pension plan simplification delibera-
tions and process.

If you have any questions, or if we can be of further help, please contact Vivian
H. Berzinski of our professional staff at (202) 872-8610, 1200 New Hampshire
Avenue, N.W., Washington, D.C. 20036.

STATEMENT OF THE Naw YORK STATE BAR ASSOCIATION

PREAMBLE

This is a report by pension specialists for nonspecialists, be they lawyers or
laymen. While the subject of pensions and pension simplification is obviously very
technical, the report which follows avoich discussion of the present law's technicali-
ties except as needed to make the problems tangible for the reader. It is written to
be readily understood by all persons concerned with its subject, because it is largely
from nonspecialists that the impetus to simplify will come. Nevertheless; it will not
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be lost on the reader that this call for simplification comes from the very category
of lawyers most comfortable with the law's complexities.
Executive Summary

The legislative process by which the Federal regulation of pensions has developed
in the almost 15 years since enactment of the Employee Retirement Income Securi-
ty Act of 1974 ("ERISA"), and particularly in the last half decade, has produced a
body of law that is both too complicated and too changing. The predictable conse-
quence has been noncompliance and nonenforcement, as both the regulated private
sector and the government regulators have been overwhelmed in the effort, but not
without enormous costs having- been expended by both in pursuit of a compliance
that is all but impossible to achieve. The process must be halted lest the private
pension system be destroyed, with devastating results for the retirement security of
the Nation's workers and their families.

In the attached report, the Special Committee on Pension Simplification of the
New York State Bar Association outlines the increasingly complex web of laws in
which pensions have become enmeshed, and the accompanying need for almost con-
tinuous plan amendments due to repeated statutory changes. The report points out
that these conditions, which have forced major changes in pension design and plan-
ning, have resulted in a growing dysfunctioning of the private pension system, as
the law has become too complex for- participants to understand, and for businesses
to manage and for practitioners service.

The committee, in demonstrating the -need for reform in the pension area, cites
examples of situations where the rules are difficult even for experts to understand
and apply; yet, the report notes, businesses face substantial penalties for erroneous
interpretation of applicable regulations. The report points to the particularly ad-
verse impact on small businesses caused by complex provisions aimed at preventing
discrimination in favor of highly compensated employees. The committee urges the
development of a national retirement income policy as a backdrop for law reform, so
that the growing complexity caused by the present process will not continue to be
repeated.

The report suggests ways to reverse this destructive process, the principal feature
of which is the effectuation of drastic simplification of the laws through the instru-
mentality of an independent pension law revision commission, jointly appointed by
the President and the Congress, with members chosen from government and repre-
sentative segments of the public. The principal charges to this commission would be
the encunciation of a national retirement income policy and the development of a
pension revision act to replace the present laws; but, pending completion of that
ong-range task, the commission would be directed to make interim recommenda-

tions for repealing or alleviating rules that do not satisfy a burden-effective test.
To address the myriad problems which the present law-and the process by which

it has evolved-have created, the committee proposes an integrated, three-pronged
solution, consisting of: (1) the prompt enactment of relief legislation (including the
lifting of noncompliance sanctions for a one-year period, a temporary moratorium
on the enactment of pension-related legislation and on the promulgation of regula-
tions, and the review and remediation of existing penalty provisions); (2) the estab-
lishment of an independent pension law revision commission to be charged with (i)
enunciating a comprehensive, integrated national retirement income policy, (ii) rec-
ommending, for the near term, statutory improvements, and (iii) developing, for the
long term, an omnibus pension revision act to replace the current pension system
with one which is both simplified and rational; and (3) the authorization by Con-
gress of an optional simplified retirement plan (principally for use by small compa-
nies), to become available forthwith, which would permit a pension plan to provide a
threshold level of benefits for nonhighly compensated employees, coupled with ex-
panded supplemental benefits (within permissible ranges beyond that threshold) for
selected highly compensated employees. It is to be noted that all features of the pro-
posal in the report are designed as interdependent components of a unified recom-
mendation. Thus, the statutory moratorium, and delayed effective dates and sus-
pended sanctions are only to be implemented in the context of establishing the law
revision commission; and the alternative benefit plan election would complement
this scheme, not serve as a substitute for it.

The report begins by identifying the need to rapidly overhaul the present system
if the private pension system is not to pass the breaking point. A growing crisis of
confidence among plan sponsors and their advisers, as well as plan participants
themselves, is described- and the specific reasons are pointed to. Samples of rules
without reason are cited. In order to put the problem in concrete terms, a specific
case in point is given of a common problem whose difficulty of solution requires an
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expenditure of professional effort-and consequent cost to the client-wholly dispro-

portionate to the importance of the issue. The report then sets forth in detail the
specific recommendation of the committee for achieving simplification and rational-
ization of the rules, and outlines the characteristics suggested for the optional
simple plan alternative which employers would be authorized to adopt electively.

The report underscores, as a leitmotif of all future pension legislation, the goal of
expanding pension coverage, even at the expense of the revenues, as distinguished
from the present tendency to hold the retirement security institution hostage to
budget deficits. Private pensions, the report points out, are one of the great re-
sources of the Nation-more than just a safety net for workers' famiiies-which the
legislation of the past decade is greatly harming. The committee concludes that this
destructive process must be reversed by total overhaul of pension legislation, de-
signed to accomplish meaningful simplification of the law, in order to assure preser-
vation, let alone continued expansion, of private pensions.

1. INTRODUCTION

The private pension system, which had grown puissant in half a century, is reel-
ing under a continuous succession of legislative onslaughts in the last half decade,
necessitating a constant round of plan amendments and increasing costs of compli-
ance, that is severely sapping its vitality. Disenchantment with the sponsorship of
private pension plans is becoming rampant in the business community. These devel-
opments have compromised the dependability of pensions as a member of the "3-
legged stool"-i.e., the Nation's trilod retirement system (along with private savings
and Social Security). Hence, a crisis of major proportions has materialized in just a
few years, as a result of an unending series of legislative and regulatory accretions.

ERISA is usually thought of as the major reform of the pension law of the current
era. However, since the enactment of ERISA, in 1974, the pace of alteration and
complication of the laws regulating pensions has actually escalated. In just the
couple of years that our Special Committee on Pension Simplification has been in
existence, we have had three major tax laws, one extensive technical corrections
act, two pending technical corrections bills, and a spate of regulations, adding layers
of complexity to an already overladen law.

In t at same period, changes in the pension laws have brought about major
changes in pension design and planning. Profit-sharing and other defined contribu-
tion plans are beginning to supplant fixed-benefit pensions as the plan of choice, not
ust for small businesses but for businesses of all size. Plan coverage requirements

have had to be rewritten to comport with a thoroughgoing revision of the minimum
participation rules. The requirements for social security integration have been dras-
tically overhauled, necessitating the rethinking and reworking of integrated plans.

called 401(k) plans have grown from essentially nonexistent to ubiquitous. "Safe
harbor" plans for employee leasing companies are becoming almost extinct. Sub-
stantial benefit distributions are now taxed at a special punitive rate of tax that has
begun to force the cessation of qualified pension plans and their replacement by all
manner of nonqualified deferred compensation arrangements. The procedure for
plan terminations has been radically recast, in some cases effectively precluding ter-
mination. Plan asset recapture programs, having first been chilled by a new lOper-
cent surtax, are now all but frozen stiff by an array of pending legislative threats.
The list could go on and on.

The startling fact is that after ERISA, which had completely rewritten the pen-
sion law, every aspect of pension plans, from birth to death, extant in 1974 following
its enactment has again been massively re-overhauled by Congress since then: quali-
fication requirements, contribution limits and deductibility, funding standards, vest-
ing, coverage, accrual of benefits, benefit limitations, benefit distributions, alterna-
tives concerning forms of benefit, integration, cash-or-deferred options, employee
contributions, matching contributions, toans, withdrawals, rollovers, terminations,
etc. The cumulative effect of all this legislation and accompanying administrative
rule-making is a roiling mass of pension law that has necessitated continuous plan
amendments, and has become much too complicated for business to apply and for
participants to comprehend without extremely costly professional advice-and even
with such advice, since the law's many recent turnings have left most professionals
far off course.

The qualified pension plan is increasingly attended by the unqualified pension
professional. We can think of nothing that would strike more terror among pension
professionals than a requirement that they pass a "closed book" proficiency exami-
nation testing comprehension of post-ERISA legislation. Were such a requirement to
be established for government pension law specialists, I.R.S., D.O.L. and P.B.G.C. of-
fices around the country would be decimated. This is not meant as an indictment of
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people but of laws. In pensions, at least, the "government of laws" has gone too far
by half. The result has been massive (but often inadvertent) noncompliance despite
the expenditure of greatly increased administrative fees in order to achieve compli-
ance, growing numbers of plan terminations, and widespread and increasing disen-
chantment with the pension benefit scheme of compensation. In short, we are seeing
growing dysfunction of the private pension institution.

It is the process, as much as anything, which is to blame. Public input has been
almost totally lacking, and no coherent national retirement policy has ever been
enunciated. The sheer frenzied pace of legislative change in the years following
ERISA-ten major pieces of levisation, each accompanied by the inevitable, in fact
essential, regulations and rulngs-has overtaxed the capacities of the public to
make meaningful contributions to the development of legislation. In some cases-
notably the introduction of the top-heavy-rules-the provision is grafted onto a
major bill in Conference, without an antecedent in either the House or Senate bills,
in patent violation of the Conference rules. In other cases, so-called "technical cor-
rection" bills become the vehicle for significant substantive changes in the law that
all would readily acknowledge are not proper subject-matter for such legislation. In
still other cases, a major change in the law surfaces unheralded, very late in the
course of consideration of complex reform legislation, catching the pension commu-
nity totally unpre armed, and with no means to obtain its separate consideration
apart from the billto which it is attached. The minimum participation rule of the
1986 Tax Reform Act-overruling the seminal principle of 'comparability" for test-
n discrimination-is a classic instance. The public as simply been overwhelmed,
benumbed and, it must be said, often deceived by the process; and its professional
advisers are not much better off.

At the outset of its labors in 1986 this Committee drew up a list of topics urgently
needing simplification, which follows this Report as Appendix A. That list can now
serve only as a memorial to the relative "simplicity" of the law just two years ago
when compared to now, for such a list today, after recent legislation, would have to
be expanded by at least 25%; and if we were to wait for enactment of the two sepa-
rate technical corrections bills of 1988, H.R. 4333 and H.R. 4845 (adding 122 pages of
new pension legislation alone), the list would grow another 10% to 16%. That is
quite apart from the added complexity"of recent regulations, e.g., 26 oversized pages
of heav- going bureaucratize p rose to explain" three page of statutory additions to
the cash-or-deferred rules in 1986. (In some cases the ratio of agency explanation to
codification has been even greater-14 pages of regulations for 14 lines of statute
covering the once seemingly simple anti-cutback rule of Section 41p1(dX6)leading
one to inquire, is that explication or complication?)

In the face of this relentless layering upon layer of laws and rules, the task of our
Simplification Committee dwarfs the efforts of Sisyphus. Moreover, the growing pro-
lixity and intricacy of the pension law has created its own built-in-mechanism
fainst simplification, since the very professionals best qualified to recommend sim-
lifi ng changes are continually caught up in the task of mastering page after page

Of the laet complicating changes in order to discharge their first responsibilities to
their own clients, leaving scant time or energy for the enormous public interest
effort that a meaningful pro bono endeavor requires. What better evidence of this
than 111 pages of questions and answers posed by representatives of the employee
benefits community to the I.R.S., Department Of Labor, P.B.G.C. and S.E.C., at tech-
nical sessions in May 1988, identifying the current crop of concerns that are most
troubling for experienced employee benefits practitioners?

There is, in our collective view, no longer any quick way to simplify the present
law, any more than one could unscramble an egg- The present statute may now be
past the nt where it can be fixed, short of a fresh start beginning almost at the
point of the bill that President Ford signed on Labor Day, 1974. On the other hand,
some shoring up must be effected rapidly before completing such a radical proce-
dure, lest the system fall of its own weight. This Report offers some propoale for at
least beginning the shoring and follow-on processes. However, the reader must not
be misled into expting to find the key to so large a problem as simplification in
these few pages. We have strived mainly just to point to the process that must be
commenced; but our report does include a specific recommendation for prompt en-
actment of an elective plan alternative that could introduce instant simplicity into
the system for those companies availing themselves of the option.

In very brief summary we are proposing:

I If anything, the explanation in the regulations actually compounds the confusion, unless
supplemented by an exegeses such as one coauthored by one of our committee members. See
Siegel & Buckmann, "Accrued-Benefit Regulations," N.Y. Law Journal, August 8, 1988, p.3 .
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(1) legislation to be enacted forthwith
* temporarily lifting sanctions for nonobservance of the effective date provi-
sions of recent legislation
* delaying the deadlines for various elections
" imposing a temporary moratorium on new pension laws
0 requiring the issuance of regulations as a precondition to any pension legisla-
tion's becoming effective
" ameliorating the penalty provisions
" temporarily freezing the issuance of regulations

(2) establishment of a pension law revision commission specifically charged to en-
unciate a national retirement income policy, to temporarily roll-back significant
portions of post-ERISA legislation, and to develop a new pension revision act replac-
ing the present body of pension laws; and

(3) prompt enactment of an optional relief measure permitting the adoption of a
very simple type of retirement plan with adequate but constrained incentives for
highly compensated employees, which would be designed principally to simplify
small plan compliance and to greatly broaden rank-and-file coverage, while also ad-
vancing the retirement needs of the Nation.

Under our proposal the foregoing are interdependent components of an integrated
recommendation.

KURT F. PIPER
March 8, 1990.

Senate Finance Subcommittee on Private Retirement Plans
and oversight of the Internal Revenue Service,

Subcommittee Chairman David Pryor
RE: Hearing on Pension Plan Complexity

Dear Senators: Your goal in this hearing, the simplification of current rules gov-
erning private pension plans, is commendable. I would respectfully suggest that
before any new rules are written, that some of the old rules be removed.

I have listed three examples of rules which greatly burden the qualified plans of
small businesses. A great part of the complexity is not inherent in the law written
by Congress, but arose from the burdensome manner in which the law is interpreted
and administered by the Internal Revenue Service.

1. I.R.C. 412(m) Required Quarterly Contributions.
I.R.C. 412(m) is a noble attempt to improve -the funding of large, underfunded

plans. The general problem is that the I.R.S. in Notice 89-52 makes small plans
perform the same amount of work and calculations as large plans. The specific
problem is not the calculation of the quarterly contribution but, rather, the re-
quirement that the interest charge on missed quarterly contributions be ac-
crued to the date of the actual contribution.

Few small plans will make the quarterly contributions out of fear of incur-
ring the over contribution tax under I.R.C. 4972 due to attaining the new full
funding limit (numbers 2 and 3 on my list to follow). Instead most small busi-
nesses will opt to pay the interest penalty to their plan.

The administrative and actuarial fees for calculating the interest charge can
easily be more than the interest charge itself.

Small plans should be exempt from I.R.C. 412 (in).
2. I.R.C. 4972 10 Percent Tax on Non-deductible Contributions.

I.R.C. 4972 penalizes those plans which make large non-deductible contribu-
tions. However, it does not exempt small non-deductible contributions. Some-
times the fees for preparing the Form 5330 to pay the tax is larger than the tax
itself. It also discourages employers from making the required quarterly contri-
butions.

I.R.S. Revenue Procedure 89-35 sets forth a costly, complicated procedure to
avoid the 4972 tax by requesting a ruling letter allowing the withdrawal of the
excess contributions. The I.R.S. now admits that this procedure is too costly to
be used by most small businesses and a new procedure is expected to be issued.

Unfortunately only the old procedure is available to small businesses at this
time. They must choose between making quarterly contributions, which might
be non-deductible due to the new full funding limit and pay the 4972 10% tax,
or else fail to make the quarterly contributions and incur extra fees to have the
interest charge calculated.
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The 4972 tax should not apply to small amounts or should be easily return-
able to the plan sponsor.

3. I.R.C. 412(1X7) Current Liability for the Full Funding Limitation of I.R.C.
412(cX7XAXiXI), 150% of Current Liability.

The alternative full funding limitation in I.R.C. 412(cX7XAXiXI) is not bad law.
I.R.S. 412(1) states that Current Liability generally includes all liabilities to par-
ticipants and beneficiaries under the plan. The Conference Agreement to
O.B.R.A.'87 modifies this by identifying such liabilities as those provided under
code section 401(aX2) determined "as if the plan terminated."

The problem is that when plan benefits are calculated using the twisted rules
found in I.R.S. Notice 90-11, the resultant benefits can easily be less than even
the benefits protected by I.R.C. 411(dX6). It's quite possible that a plan could
attain the full funding limit and yet be unable to satisfy the requirements for a
Standard Termination under P.B.G.C. rules.

Not only do the I.R.S. 412(1X7) rules require an obviously incorrect method of
calculating plan benefits, but those benefits according to the I.R.S., are to be
calculated on an ongoing plan basis (according to the 1989 instructions to the
Schedule B of Form 5500) rather than according to the instructions in the Con-
ference Agreement, "as if the plan terminated.'"

The justification for the 412(1X7) interpretation by the I.R.S. is that the extra
tax revenue is needed due to the budget deficit. The I.R.S. does not seem to care
about the resultant risk to the benefit security of plan participants and benefici-
aries in under-funded plans.

Gentlemen, I guess that it is your job to care about the benefit security of
plan-participants and beneficiaries.

Since the I.R.S. seems incapable of administering the full funding limit in the
public interest and incapable of obeying the law themselves by issuing regula-
tions as required by August 1988, the O.B.R.A. '87 changes in the full funding
limit should be repealed entirely.

I thank you for the opportunity to present my views on pension plan complexity.
Sincerely,

KURT F. PIPER, M.A.A.A., A.S.A.,
M.S.P.A.,
Senior Vice President,
Chief Actuary, Benefit Planning Di-

vision.

STATEMENT OF THE PROFIT SHARING COUNCIL OF AMERICA

Since 1947, the Profit Sharing Council of America (PSCA) has represented compa-
nies that sponsor profit-sharing and 401(k) plans. PSCA is a non-profit association
dedicated to developing, collecting and communicating profit sharing information
and to promoting the philosophy and practice of sharing profits with employees-
the people who make profits possible.

PSCA represents approximately 1,200 companies that employ- more than 1.75 mil-
lion plan participants. Located throughout the United States, PSCA members are
diverse businesses that range in size from family-owned fledgling enterprises to For-
tune 100 companies. One member has shared profits for more than 100 years, while
others only recently have instituted profit-sharing plans. PSCA's wide-ranging mem-
bership is bound by a common belief: that profit sharing is vital to success. All
member companies depend on PSCA to advocate their interests concerning current
legislative and regulatory proposals that would affect profit sharing and 401(k)
plans. Because PSA is comprised of defined contribution plan sponsors, this testi-
mony is focused primarily on consequences to defined contribution plans.
PSCA strongly endorses efforts to simplify the regulation of retirement plans vol-

untarily provided by employers. Although voluntary employer-provided benefit
plans are crucial to financial security in retirement, substantial numbers of workers
are not covered by employer-provided plans-and the gap is not narrowing. The
laws and regulations governing qualified plans are complex, confusing, unpredict-
able, unreliable and expensive to administer.

This situation affects plan participants as well as sponsors. It is difficult for work-
ers to understand the plans of their current or prospective employers. They are
often confused about how this formidable, complicated body of law affects them indi-
vidually, especially when they receive distributions and have to make tax-related
decisions.



310

The costs imposed on plans by this situation are of special concern to defined con-
tribution plan sponsors because such costs often are charged against plan assets, re-
ducing the retirement benefit to participants. Even when such charges are paid en-
tirely by the plan sponsor, they reduce the company profitability from which contri-
butions are paid.

For example, Section 1141 of the Tax Reform Act of 1986 required that final regu-
lations be published by the Internal Revenue Service (IRS) by February 1, 1988 for
eight of t.he provisions affecting qualified plans. Today, more than two years after
the statutory deadline, the IRS has yet to issue final regulations for any of the eight
provisions. For some of the provisions even proposed regulations have not been
issued. It is obvious that the law is so complex that even the IRS is having trouble
interpreting it. In such a situation it is unfair and unrealistic to expect compliance
from employers and participants.

If more workers are to be covered by the voluntary retirement system, it is imper-
ative that policymakers simplify the laws and regulations governing qualified plans.
Congress must also stop increasing Federal revenue at the expense of retirement
p lan benefits. The first step is to eliminate complex and inconsistent laws and regu-
lations. To this end, PSCA recommends that the following provisions be included in
proposals to simplify the laws and regulations affecting qualified retirement plans.

ELIMINATE THE ADP TESTS FOR 401 (W) PLANS AND THE ACP TEST FOR 401 (M) PLANS

The 401(k) and 401(m) anti-discrimination requirements were enacted to ensure
that higher-paid employees do not disproportionately benefit from certain qualified
plans.. However, it is clear that these requirements mainly affect those participants
with incomes iust over $56,990 (indexed) who have -had their pre-tax and after-tax
contribution limits restricted even beyond the annual additions limitations under
Section 415. For example, at a company where the lower-paid contribute 5 percent
to a 401(k) plan, an employee earning $65,000 is restricted by the ADP test to a con-
tribution of $4,550. All employees earning over $113,986 are able to contribute the
maximum of $7,979 provided by law; as are lower-paid employees. These limitations
have almost no effect on the highest paid because of the maximum contribution
limits in Sections 415 and 4 02 (g) and the limitation on the amount of base compen-
sation under Section 401(aX17).

Employers who provide profit-sharing plans which include voluntary pre-tax
(401(k)) and post-tax contributions by participants must run six tests continually
during the year. Even then they are not certain of compliance because three of the
tests cannot be conclusively run until the year is completed.

Further, -complicated and expensive testing for compliance with the Section
401(m) requirements has led to the elimination of plan provisions allowing after-tax
contributions. This hurts lower-paid beneficiaries, who need access to their money
and the convenience of payroll deduction to encourage their voluntary contributions
and savings. Older employees especially take advantage of these plans to prepare
financially for retirement.

Congress already has eliminated the 401(k) and 401(m) requirements for Federal
employees; the law should be uniform for all. Such uniformity will: end the discrimi-
natory treatment of non-government middle-management employees; encourage sav-
ings by lower-paid participants; and greatly simplify plan administration with little
revenue loss to the government.

REPEAL THE SECTION 415 25-PERCENT LIMITATION FOR LOWER-PAID EMPLOYEES

Ensuring that lower-paid employees do not receive benefits in excess of 25 percent
of taxable compensation is complex and expensive. Many companies must run com-
plicated tests monthly to make sure they are in compliance, especially when em-
ployees are allowed to make voluntary contributions. The establishment of maxi-
mum contribution limitations has eliminated the need for the 25-percent limitation
for lower-paid employees. For example, the same 401(k) dollar limitation applies to
both highly-paid and lower-paid participants and prevents unlimited contributions.
The requirements that the aggregate benefits of lower-paid employees not exceed 25
percent of compensation should be eliminated.

REPEAL MINIMUM DISTRIBUTIONS UNDER SECTION 401 (A) (9)

Forcing minimum distributions at age 70-1/2 was initiated to prevent the wealthy
from using qualified plans as an estate planning device. However, this practice gen-
erally was ended when the estate tax exclusion for distributions was repealed. En-
forcing this requirement is expensive and complicated for both employers and par-
ticipants and results in complicated tax situations for those affected. Often lower-
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paid participants are forced to hire outside financial and legal advisors to avoid
making costly mistakes.

The rules also limit the value of 10-year or 5-year averaging, thereby causing
many older workers to opt to retire rather than continue working. This is contrary
to prevailing policy encouraging continued participation in the workforce by older
workers. It also makes no sense to require payment of a retirement benefit to an
older worker who is still working. The minimum-distribution rules should be re-
pealed for non-owner participants.

REPEAL SECTION 401 (A) (26)

The Section 401(aX26) minimum participation rules require every plan to benefit
the lesser of 50 employees or 40 percent of all employees. It was passed to correct
perceived deficiencies in Revenue Ruling 81-202, which Congress believed allowed
some employers with defined benefit plans to discriminate in favor of a prohibiwd
group by manipulating actuarial, assumptions or the differences in rates at which
benefits accrue.

However, the proposed Section 401(aX26) regulations are so broad that they apply
the law to almost all but the most elementary plans. For example, Congress did not
intend for the separate benefit structure to be applied to deferred profit-sharing and
other defined contribution plans. Its application to profit-sharing plans prevents the
use of particularized contribution formulas for separate divisions or subsidiaries
under common control. Requiring an unprofitable subsidiary or division to make
contributions, or requiring other entities to make contributions for such a division,
diminishes the incentive value of profit sharing. Further, the application of the sep-
arate benefit structure to defined contribution plans as proposed in the regulations
will not increase coverage or reduce discrimination in favor of the higher-paid.

Section 401(aX26) and the proposed regulations implementing it go far beyond the
limited problem they were originally designed to prevent. Section 401(aX26) should
be repealed and the problem should be solved in a more appropriate manner.

ELIMINATE TOP-HEAVY RULES UNDER SECTION 416

The changes to Section 415 made in the Tax Reform Act of 1986 limit participa-
tion by the higher-paid, making it unlikely that plans will fail the top-heavy test.
Also, new faster vesting requirements diminish the penalty's usefulness in the event
that a plan does fail. This test adds complication and expense to the administration
of deferred profit-sharing and other defined contribution plans and discourages
smaller companies from establishing such plans. The test should be eliminated.

EXTEND FIVE-YEAR AVERAGING

The Tax Reform Act of 1986 did not apply the 10-percent early distribution penal-
ty to those retiring at age 55. However, employees who were born after 1936 are not
allowed to use five-year averaging until they attain 591/2. This is confusing to rotire-
ment-age participants. Many Americans work in physically demanding occupations
where retiring at age 55 is a virtual requirement, not a luxury. The Code should be
simplified and five-year averaging should be extended to all retirees age 55 and
older.

ALLOW ALL DISTRIBUTIONS TO BE ROLLED OVER

Any distribution from a qualified plan should be eligible to be rolled over into an
IRA. This would simplify distribution planning and encourage retention of funds
originally contributed to retirement plans for retirement. It would also eliminate
the disparity between the amount required to be distributed to be eligible for a roll-
over and, at the option of the recipient, the lesser amount which is permitted to be
rolled over.

SIMPLIFY CONTROLLED GROUP REGULATION

The affiliated service group definitions in Section 414(m) and the IRS regulations
implementing them are extremely complex. The complexity would be reduced if the
terms used in the Code were more clearly defined.

Section 414(n) should be clarified so that it does not cover independent contractors
w.-aere there is no third party leasing organization involved and the recipient of
services does not control or direct the independent contractor or his employees.
Also, the reference to Section 144(aX3) under Section 414(nX6) should be eliminated
as it makes analysis under Section 414(n) extremely difficult.
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Finally, Section 414(o) should be repealed. It has made it virtually impossible for
small businesses and sole proprietors to determine eligibility for plan contributions
when involved with another entity. The analysis required to determine plan contri-
butions by this code section and its accompanying IRS regulations is beyond the
ability of small business plan sponsors.

CONCLUSION

The Profit Sharing Council believes the suggested changes will greatly simplify
the administration of qualified plans, especially defined-contribution plans, without
significantly impacting the policy goals of qualified retirement plan law.

STATEMENT OF THE RATIONAL BENEFITS PoucY ALLIANCE

EMPLOYEE BENEFITS TAX SIMPLIFICATION PROPOSAL

Certain qualified retirement plan rules and welfare plan rules have become
overly complex. The benefit to plan sponsors of plans subject to such overregulation
often no longer outweighs the administrative, compliance and litigation costs of
maintaining such plans, when the alternatives are considered.

Entire industries have sprung up to assist plan sponsors in testing for discrimina-
tion, top-heaviness and combined benefit limitations and to counsel plan sponsors
and participants regarding alternative tax treatments and myriad other complex
rules. Costs to plan sponsors have become burdensome and such monies should be
better spent on the productive expansion of the businesses involved rather than in
the unproductive payment of fees to lawyers, accountants, consultants and record-
keepers and in ever expanding plan administrative staff (which unproductive ex-
penses lessen the competitiveness of domestic employers in the world marketplace).

It is axiomatic to state that the only monies (benefits) that may be paid out of a
plan are the gross expenditures by the sponsor for the plan, plus net investment
earnings thereon, minus plan maintenance costs. The costs of delivering a dollar of
benefits have simply become too high.

It is respectfully suggested that the 401(aX4) and 401(1) nondiscrimination and in-
tegration rules, the 401(aX17) maximum compensation limitation, the 401(aX26) and
410(b) participant coverage rules, the 411 five-year cliff vesting or three to seven
year vesting rules, the 415 plan benefit and contribution limitations, the 412 fund-
ing rules and the 404 deduction limitations are sufficient to reasonably prevent per-
ceived discriminatory abuses, and that other complex rules may be eliminated.

Accordingly, the following changes are proposed for consideration:
I. The following code sections and provisions would be repealed:

1. Section 401(k) would be repealed, eliminating all salary reduction arrange-
ments under qualified retirement plans and the nondiscrimination testing asso-
ciated therewith. Existing salary reductions would automatically become after-
tax contributions (subject to the old 6% of pay/10% of pay safe harbors and the
415 contribution limitations).

2. Section 401(m) would be repealed, eliminating the employee contribution
and matching contribution nondiscrimination tests.

3. Section 415(e) would be repealed, eliminated the combined plan benefit
limits.

4. Section 416 would be repealed, eliminating the top-heavy rules.
5. The special taxation rules regarding distributions of net unrealized appre-

ciation would be repealed, with net unrealized appreciation taxable unless
rolled over to another qualified plan or IRA.

6. The special five-year averaging distribution rules would be repealed.
7. Section 125 would be repealed, eliminating flexible spending accounts and

other cafeteria plans and nondiscrimination requirements and salary reductions
related thereto. Existing salary reductions would automatically become taxable
deductions.

II. The following compensating changes believed to be more fair and efficient
would be enacted:

1. The IRA contribution limit would be increased to the lesser of $4,000 (sub-
ject to annual cost of living adjustments) or 100% of compensation, with the de-
duction being available only if an individual's compensation does not exceed the
wage base.

2. The 415 annual addition limitation under a target benefit money purchase
pension plan would be the lesser of $30,000 (subject to the current law cost-of-



313

living adjustments) or 25% of compensation for employees under age 50, and
$60,000 (subject to cost-of-living adjustments) or 100% of compensation for em-
ployees aged 50 or older; provided that the enhanced limit for older employees
would only be available under a plan which determined contributions on the
basis of PBGC factors and assumptions for defined benefit plans that terminate
either at the beginning or end of that year.

The foregoing would facilitate the accumulation of more meaningful retirement
savings for non-highly compensated employees and certain older employees and also
would allow plan sponsors to return to the provision of retirement and welfare ben-
efits through traditional and simple plans that have worked well historically, with-
out the current maze of conflicting overregulation and the unreasonable administra-
tive costs thereof.

In addition, it is believed that the recommended changes would:
A. Foster the growth of traditional retirement plans and retirement savings

through the creation of a more receptive legal environment by reducing admin-
istrative complexity and uncertainty.

B. Preserve the fair treatment of non-highly compensated employees provided
by the 401(aX4), 401(aX17), 401(aX26), 401(1), 410 and 411 rules which we believe
are fully sufficient to enforce fair and nondiscriminatory treatment in qualified
plans.

C. Preserve adequate limitations on benefits for highly compensated employ-
ees through the nondiscrimination rules in B above and the excess accumula-
tion and excess distribution excise taxes, early distribution penalties, required
minimum distributions, 415 separate plan limits, 412 reasonable funding re-
quirements and 404 deduction limitations.

D. Stop the transfers of benefit funding responsibility from employers to em-
ployees occurring through employer utilization of salary reductions under 125
and 401(k), which provisions can fairly be categorized as failed experiments
gone awry.

E. Recognize both the relative unattractiveness to a plan sponsor of defined
benefit plans (resulting from the legislative changes during the past 16 years)
and the inherent limitations in the ability of defined contribution plans to pro-
vide adequate benefits for nonhighly compensated older workers, by enhancing
the ability of target benefit money purchase pension plans to deliver adequate
retirement benefits to older workers.

It is hoped that the above would tend toward a positive revenue impact, especially
if studies take into account the enhanced net income of each plan sponsor due to
reduced administrative expenses in maintaining plans.
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PROEW' Retrement Programs Corporation
625 Plainfield Road, Suite 120
Willowbrook, Illinois 60521
(708) 887-84"

April 6, 1990

Ms. Laura Wilcox,
Hearing Administrator, Senate Finance Committee
SD-205
Washington, DC 20510

Re: Sen. Pryor's Private Pension Plan Simplification Hearings

Dear Ms. Wilcox:

congratulations to Senator David Pryor for holding his hearings
and recognizing the disastrous effect that the government's
costly and complex pension rules are having on this country's
private pension system. As a thirteen year veteran of the
pension profession and owner of my own pension consulting/
administration firm for the past seven years, I have watched
with increasing dismay as the federal government has steadily
eroded and subverted the viability of this nation's private
pension system.

As each new onerous law and its associated exceedingly complex
IRS regulations emerge from Washington, I have personally
witnessed the rising anger and frustration of many small busi-
ness owners as they are forced to incur the increasing expense
and bureaucratic headaches involved with testing, administrat-
ing, redesigning and amending their plans. What troubles me
the most, however, is that as these laws become more foolish,
many businesses are simply terminating their plans or not
adopting them to begin with. They are fed up with the complex-
ities and expense involved with operating what they thought
would be relatively simple plans that they and their employees
could use to save for their retirement.

My personal observation is that recent legislation designed to
prevent perceived abuse and discrimination in pension benefits
and coverage is unnecessarily complicated. To many of us
pension professionals, it seems that those who write the laws
and regulations are trying too hard to prevent every conceiva-
ble type of abuse. They fail to recognize that the more convo-
luted the rules, the less likely a small business owner will
establish a plan for his employees.

In these times of low savings rates, uncertain viability of the
social security system, and an increasingly aging population,
it is essential.that the government encourage employer's to
sponsor retirement plans for themselves and their employees.
Inanely complex rules and their corresponding compliance costs
only serve to discourage employers from maintaining or estab-
lishing retirement plans.

For your consideration, below I have presented some simple.
common sense recommendations. While only a start, they can go
a long way toward simplifying the private pension system and
reducing some of the costs and disincoantives now facing Ameri-
can businessmen, and still ensure that plans operate equitably
on behalf of all employees.
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A) For 401(k) plans, eliminate the nonseaical 5DP saG acp
testing and compliance requirements. The $7,979 statutory
ceiling effectively eliminates any "outlandish" discrimina-
tion that could result from very highly paid employees
deferring large amounts of their compensation into a CODA.
Our experience has shown that the small businessman cannot
justify the expense and time involved in performing these
so called "discrimination tests" and the headaches involved
with having to refund "excess contributions". Many busi-
nessman decide that the cost of analyzing and testing their
plans cannot justify the benefits of having one.

Understanding that the working public m4y not be well
served by a non-match 401(k) plan where the highly compen-
sated can put in .whatever they want up to the maximum, I
suggest the following safe babor speeifieations:

If an employer, as part of the 401(k) plan, offers a mini-
mum 1001 vested matching contribution of 25 cents for every
dollar contributed by the employee up to the first 51 of
compensation that the employee defers, for example, that
plan would be exempt from the ADP and ACP testing require-
ments. Plans that don't offer at least this minimum would
have to satisfy the testing requirements. Thus providing
sponsors, who want to have an administratively simple plan,
a way to achieve their goal.

B) 31adjoate the top heavy rles of m e setio 416. The new
maximum seven year graded vesting schedule and integration
rules have basically eliminated the need for these rules.
At the very least, the portion of the 401(k) proposed
regulations effecting top-heavy 401(k) plans should be
fixed. Assuming a non-match 401(k) plan, these proposed
rules outlandishly decree that because a key employee
defers a portion of his salary into a 401(k) plan, the
employer must make a 3% of compensation contribution
for all non-key employees regardless of whether or not the
non-key employees are deferring any of their salary into
the plan. What this is saying is that if a small top-heavy
employer has a CODA in their plan, then they are required
to also have a 3% of compensation money purchase plant To
the pension community this smacks of mandatory pension
requirements and is discriminatory against the small busi-
nessman. This surely cannot be what Congress intended when
,it passed TRA '86.

C) 1ilnnate the quarterly funding requirement for defined
benefit plans that are not subject to the 3m2Ws variable
rate preium. The laudable purpose of this OBRA '87 provi-
sion was to try and prevent plans from running into funding
problems by falling too far behind on their contributions.
If a plan is not hitting the PBGC's variable rate premium,
then it is not in any funding trouble. The extra adminis-
trative charges and cash flow constraints that are being
placed on small defined benefit plan sponsors because of
this rule are unnecessary.

D) When proposing legislation to enhance the pension system or
to prevent perceived abuse, use a simple conmon sense
approach and don't got hung up on trying to prevent every
coneivable abuse. By using general non-discrimination
rules and allowing the Service to use a facts and circum-
stances test to disqualify and punish grossly discriminato-
ry plans, there is enough deterrent to prevent plans from
slipping back into the abusive pre-ERISA days.
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E) Consider pension bills separate from other revenue bills.
The pension system, by its nature, is a revenue loser. But
this fact alone should not determine pension policy. A
weakened private pension system resulting in millions of
poor and financially unprepared retirees will ultimately
cost this country far more in welfare and social security
payments than the tax revenues forsaken on account of
current pension contributions.

F) Do not enact any provision for mandatory joint trustees of
private pension funds. This type of legislation would
trigger massive small plan terminations.

G) When considering pension legislation, consult experts like
the Profit Sharing Council of America and the American
Society of Pension Actuaries. Too often, pension policy
and rules are shaped by ill-informed legislative staffers
and IRS technocrats who have very little knowledge as to
how the real business world works and reacts to new laws
and rules. Experts like the PSCA and ASPA should be in-
volved early in the process and not after a bill or rule is
passed, when it i_ too late.

In closing, let me say that it is very important that Americans
be given the opportunity to adequately prepare financially for
their retirement. A viable private pension system, not tb.2
federal govezmaent, is the best vehicle for this goal. Plans
sponsored by private businesses are the best tool we have for
adequately funding our worker's retirement. Since most people
don't have the means or the wherewithal to plan for themselves,
the government must encourage business owners to set up and
maintain plans. The most effective encouragement that the
government can utilize is the offering of generous tax breaks
(deductions and/or credits) and simple, easy to administer
rules.

Sincerely,

HareM. McCabe, President

Retirement Programs Corporation

HMM:pf

cc: Ed Mihalski, Minority Chief of Staff (5)
Paul Simon, Senator - Illinois
Alan Dixon, Senator - Illinois
David L. Wray, President - PSCA
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TULSA PKIsxON ATTORNUYB
1000 ONUOX Plasa

Tulsa, Oklahoma 74103

March 27, 1990

Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
SD-205
Washington, D.C. 20510

Dear Ms. Wilcox:

This statement is submitted to you by the Tulsa Pension
Attorneys to present our views with respect to simplification of
the current rules governing private pension plans which we
understand was the subject of a hearing on March 23, 1990, before
the Senate Finance Subcommittee on Private Retirement Plans and
Oversight of the Internal Revenue Service.

The undersigned Tulsa Pension Attorneys is an ad hoc
organization of attorneys who specialize in the practice of
federal income tax law related to qualified pension, profit-
sharing and stock bonus plans.

Our clients have expressed to us great dissatisfaction with
the continuing increase in the complexity of the law in this
area, and the mounting expense of maintaining plans.

They are extremely troubled and perplexed by the seemingly
continuous change in requirements for plan qualification, and in
the lessening of tax benefits for plan participation.

In simplest terms, no matter how well intended the wave of
legislative changes may be, it is operating to defeat the purpose
of plan qualification, which is to provide a tax-favored
mechanism to encourage retirement savings. A more skeptical,
perhaps simpler analysis of the added complexity of plan
qualification legislated in the 19809, is that federal revenues
have been needed, and qualified plans as a most significant "tax
expenditure" have become an attractive and favorite target.

In either case, we believe there is an apparent growing
disinclination by employers to establish and/or continue to
sponsor qualified pension, profit-sharing and stock bonus plans
for employees' retirement due to the complexity and cost of
compliance with frequent changes in standards.
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In particular, we would cite as examples of excessive and
restrictive legislation and regulations, the provisions of the
Tax Reform Act of 1986 pertaining to minimum participation
requirements, and permitted disparity in benefits under plans
integrated with Social Security. Those are examples of the type
of changes which extended to unreasonable lengths the concept
that qualified plans should not be discriminatory -in favor of
highly compensated employees. As a result, pension planning is
unduly complex.

Much like the ill-fated and ill advised rules of Section 89,
which Congress repealed, the minimum participation and permitted
disparity requirements now impose excessive and undue regulatory
requirements on plan sponsors, which are particularly burdensome
to small employers attempting to provide attractive compensation
and employee benefits to their employees in an increasingly
competitive business environment.

Those and similar rules appear to have been conceived by
overly technical determinations by Congressional and Treasury
staffs of what is necessary for plan qualification, without due
consideration to the practical effect on employers attempting to
provide reasonable and fairly apportioned retirement benefits to
employees. Such complexity effectively frustrates a fundamental
Congressional goal of encouraging and protecting privately funded
retirement benefits which has been a part of the federal income
tax policy and law for more than fifty years.

We respectfully submit that Congress needs to formulate,
establish and maintain a simple, more uniform and more
consistently applied tax policy as to retirement savings.
Relatively simple rules should be established and be generally
left unchanged over time to encourage a long-term commitment by
employers and employees to the creation of retirement savings.

Very truly yours,

TULSA PENSION ATTORNEYS

Zebbie L. Blackwell, Esq.
William M. Mercer Meidinger
Hansen, Incorporated

William V. Brumle , Jr., Esq.
Jones, Givens, G cher, & Bogan7/

Tm

llilam Farrior,
Barrow Wilkinson Gaddis
Griffith & Grimm
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C. Robert Jore7Esq.

Gable & Gotwala

fadM ?k6inY'4 cl
Boesche, McDermott & Eskridge

SEtdn MuelTer, Esq ."

G. Samuel Schaunaman, Esq.
Hall, Estill, Hardwick, Gable,
Golden & Nelson

Betty dftilwell, Esq.
The Williams Companien

Raj Bfiushan, Esq.

Charles B. Ammann, Esq.

Steven W. McGrath, Esq.
Hall, Estill, Hardwick, Gable,
Golden & Nelson

Sheppard F. Miers, Jr.
Huffman Arrington Kihle
Gaberino & Dunn, Inc.

James W. "Robnson,R sq.

Carolyi-ng-W[o , Esq.

Jeffrey"D. Stoermer, Esq.
Jarboe & Stoermer

Henry G. Will, Esq.
Conner & Winters
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Radnor, Pennsylvania 19088 * 215-293-85(H)

April 20, 1990

Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Senator Dirksen Office Building
Washington, DC 20510

Dear Ms. Wilcox:

I understand that Subcommittee Chairman David Prior (Democrat - Arkansas)
plans to introduce pension simplification legislation at sometime in the
future. I know that I and many others from the corporate community would
welcome simplification in many areas, which include but are not limited
to

- Elimination of the Average Deferral Percenta ge and Average Deferral

Contribution nondiscrimination tests for 401(k) plans

- Simplifying the minimum participation rules

- Simplifying the definition of highly compensated employees

Unless congress does something to ease the pressures of private pension
plans they most certainly may be in Jeopardy.

Since ley yopk,) -

Ei1~enro
" Manager - Employee Benefits

EC/Jc
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STATEMENT OF THE U.S. CHAMBER OF COMMERCE

The U.S. Chamber of Commerce appreciates this opportunity to express its views
on an issue of crucial importance for the preservation of the nation's voluntary pri-
vate retirement system.

BACKGROUND

Over the past decade, Congress continually has revised and amended the tax laws
governing private retirement plans, requiring corresponding design and operational
changes in existing plans. This piecemeal legislation, often driven not by a desire to
develop a coherent retirement policy but by the need to find new revenues, has been
a source of increasing frustration to plan sponsors. The layering of tax laws has con-
fused even specialized practitioners, as well as small business owners. The latter re-
spond to the legal complexities and the corresponding operating restrictions not
only by failing to adopt new plans but also, in many cases, by abandoning plans that
they have had for years.

When one considers the increasing costs of assuring compliance with constant leg-
islative changes, coupled with the frequent inability under current law to fund
plans in a logical manner, it is hardly surprising that small and mid-sized business-
es may choose either to drop their retirement plans or refrain from establishing
them. It should be noted that large employers face problems as well; often, of late,
they find that they have no sooner reprogrammed their computers to comply with a
regulatory change than the Internal Revenue Service (IRS) revises its newly re-
leased regulations and the whole process must begin again.

There is legitimate concern that this pattern of legislative and regulatory tinker-
ing has an adverse effect on retirement savings. A member poll by the American
Academy of Actuaries, released in 1989, found a consensus that no more than half
of the baby-boom generation will be able to retire with adequate income. Reasons
cited by the actuaries include a shrinking base of workers to support Social Security
benefits, ever-rising health care costs, and inadequate tax incentives to encourage
employer-provided pension plans and -personal savings.

Concern about the Social Security system's ability to provide benefits to the next
generation of retirees, especially since its so-called reserves are used to finance cur-
rent spending, has been highlighted in this legislative session. This concern can only
be exacerbated when viewed in conjunction with the pressures inhibiting employers
from providing meaningful retirement benefits. One way out of this dilemma would
be to develop public policy that not only encourages employers to provide retire-
ment income to their employees but also makes it easy to do so. At the same time,
individuals should be encouraged to save for their own retirements, in part through
employer-sponsored saving plans, such as 401(k) plans.

THE NEED FOR SIMPLIFICATION

Employers' objection to the geometric increase in administrative complexity is not
simply a matter of distaste for spending more money and more time to satisfy crite-
ria that often seem of dubious merit. The penalty for failure to comply, even unwit-
tingly, with the most minute specification of voluminous IRS regulations is as dras-
tic as that for the most blatant and deliberate violation of legislative intent: plan
disqualification, with all its attendant tax and employee-relations consequences.
There seemingly is no sense of proportion at work here, and employers may judge it
safer not to set up a plan in the first place. This is particularly true in small firms
without the resources to keep a tax attorney or certified public accountant on re-
tainer.

To reverse a trend toward elimination of employer-provided retirement benefits,
Congress is charged with a task involving not only the simplification of existing
laws governing qualified retirement plans but also the exercise of restraint when
retirement plan savings become the target of revenue-raising measures. The Cham-
ber is grateful to the Subcommittee for its decision to look into these matters and to
offer plan sponsors some hope of relief. This Subcommittee is well-placed to take the
lead and to deflect the recent tendency to draft pension legislation with a focus on
preventing any conceivable abuse rather than to promoting retirement plan cover-
age. The Chamber believes that increasing employers' ability and incentive to fund
private retirement plans will have a positive effect on the national economy as well
as on the population's retirement security.

The sensible first step would be to strip away some of the inconsistencies and
needless complexities in the qualified plan area. The Chamber urges that such un-
raveling be undertaken with strict attention to minimizing compliance costs. Follow-
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ing are some Chamber recommendations for improving the private pension system
through tax simplification.'

SPECIFIC RECOMMENDATIONS

1. Simplify the definition of highly compensated employee
The definition of highly compensated employee should be simplified by replacing

the $75,000 rule, the $50,000 top paid group rule, and the officer earning 50 percent
of the defined benefit limit rule with a single rule making any employee who. earns
over $75,000 (indexed) annually a highly compensated employee. There is little need
to include five-percent owners in the definition of highly compensated employees
when the dollar threshold for defining a highly compensated employee is so low. If a
person's compensation does not exceed a certain level, it should be irrelevant that
that person is also a shareholder or owner of a business.

The rule should allow the plan administrator to decide whether to use the plan
year, tax year or calendar year as the determination period and to elect whether to
use prioryear compensation or current year compensation (with compensation an-
nualized for employees hired during the year). This will permit employers to use
their existing data bases and systems while still maintaining the integrity of compli-
ance goals.

2. Simplify the Rules on Aggregation of Leased Employees Under Code Section 414(n)
As presently written, the scope and complexity of these rules go far beyond what

is necessary to curb any conceivable abuse. Leased employees in a bona fide employ-
ment relationship with a leasing company should not be subject to general qualifica-
tion rules with respect to the client company. Only those employed under potential-
ly abusive situations should be aggregated under the rule, with direction from Con-
gress to the IRS on what types of potential abuse should be targeted.

8. Simplify Rules on Minimum Distributions Under Code Section 401(a9)
The minimum distribution rules originally were promulgated in order to prevent

the wealthy from using qualified plans as an estate planning device. This risk gen-
erally was removed when the estate tax exclusion for distributions was repealed. In
any case, the rules are unnecessary for the majority of plan participants, who will
use their benefits for retirement purposes regardless of whether minimum distribu-
tions are required by law.

The Chamber considers these rules a suitable candidate for repeal. Failing this,
they might be modified to apply only to participants with total account balances
over a specified threshold. The hamer in this case would support the Association
of Private Pension and Welfare Plans' suggestion of $750,000, representing a benefit
of $50,000 per year for 15 years.

4. Simplify the Distribution Rules of Code Section 402
As written, Code Section 402 represents an incomprehensible maze of rules cover-

ing all forms of distributions: qualified total distributions, partial distributions,
lump sum distributions and periodic distributions. It is often difficult to determine
whether a particular distribution may receive favorable averaging treatment, or be
rolled over to another qualified plan or Individual Retirement Account. Research on
a question involving a distribution under Code Section 402 may result in legal fees
exceeding the size of the account balance. A restructuring of Code Section 402 is
called for with elimination of unnecessary distinctions between the treatment of
types of distributions. It should be noted that current restrictions on partial roll-
overs add unnecessary complexity and limit portability.

5. Eliminate Top Heavy Rules Under Code Section 416
The top-heavy provisions provide for accelerated vesting, minimum benefit accru-

al and a limit of $200,000 on the amount of compensation that can be taken into
account under a qualified plan if more than 60 percent of the benefits under the
plan are payable to key employees. These provisions must be included in all plans,
even those of large employers who can never conceivably become top-heavy. Because
of changes enacted under the 1986 Tax Reform Act, including the new coverage and
participation rules; vesting standards; strengthened integration requirements; and

' These suggestions are largely consistent with, and in some cases derived from, those set
forth in two excellent papers, Gridlock: Pension Law in Crisis and the Road to Simplification,
published by the Association of Private Pension and Welfare Plans, and Employee Benefits: Stat.
utory Simplification, by David J. Kautter of Ernst & Young.
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new limits under Sections 401(aX17), 402(g), and 415, the top-heavy rules are redun-
dant and should be eliminated.

6. Eliminate Excise Tax on Excess Distributions
The excise tax originally was intended to replace the complex combined plans lim-

itations of Section 415(e) with a simpler and more equitable scheme for limiting re-
tirement income. However, as finally enacted, the excise tax provisions do not re-
place the combined plans limitations but are applied in addition to them. Because
Code Section 415(e) was not repealed, the excise tax should be eliminated. The ra-
tionale for maintaining such taxes, the prohibition against excessive accumulations,
is outweighed by the complexity of the provisions. Moreover, since the excise tax is
imposed on the dollar value of retirement distributions, it acts as a penalty on in-
vestment success. Also, the enactment under the 1986 Act of other limitations, i.e.,
the defined benefit limit is now phased in over ten years of participation rather
than years of service, and compensation taken into account under a plan is limited
to $200,000, provides little policy justification for the maintenance of the excise tax.
7. Repeal Code Section 401(m).

New Code Section 401(m) subjects matching contributions and after-tax employee
contributions to testing similar to the average deferral percentage test of 401(k). In
addition, new tests exist to limit the combined amounts that can be contributed to
an employer's plan(s) under both 401(k) and 401(m). The addition of these new tests
significantly complicates the operation of many plans.

If Code Section 401(m) is repealed, matching contributions still will be subject to
nondiscrimination principles in Code Section 401(aX4) and the dollar limitation of
Code Section 415. The statute could provide that if matching contributions are avail-
able at the same rate for all employees, these contributions would be deemed non-
discriminatory. This should be more than sufficient to ensure that any abuse in thisarea is curtailed.

8. Modify the Full Funding Limitation
Code Section 412(cX7) was amended by the Omnibus Budget Reconciliation Act of

1987 to redefine the full funding limitation as 150 percent of termination liability.
Contributions in excess of this limitation are not deductible and are subject to a 10
percent excise tax. The calculation of thiu limitation requires a separate actuarial
valuation each year.

The Chamber believes that the new funding rules are both complex and overly
restrictive. "Termination liability" is often less than what actually is required to
close out a plan, and the limit is applied to ongoing plans which are not terminat-
ing. The effect of the current full funding limitation is that a plan's actual funding
will always lag behind the funding need for real benefits at retirement where such
benefits are based on final average pay, and level funding over the life of a plan isimpossible.because the effects of the full funding limitation are only beginning to be felt,

their full ramifications are not yet clear. The Chamber recommends that the Sub-
committee study the broad issue of retirement plan funding processes with a focus
on liberalizing the current strict rules.
9. Repeal or Modify Section 401(aX26)

The Section 401(aX26) minimum participation rules, which require every plan tobenefit the lesser of 50 employees or 40 percent of an employers employees, were
initially aimed at preventing arrangements whereby one or more highly compensat-
ed employees would be covered by defined benefit plans while the rank and ile em-
ployees were covered by defined contribution plans. This arrangement generally
provided the greatest contributions and benefits for both rank and file and highly
compensated employees. Congress believed that, while prior law condoned such ar-
rangements if they satisfied the comparability tests of Revenue Ruling 81-202, in
practice, the Revenue Ruling could not prevent some employers from discriminating
in favor of the prohibited group by the manipulation of actuarial assumptions or the
differences in rates at which benefits accrue. In addition, Congress believed that the
enactment of Section 401(aX26) would promote simplification by eliminating, in
many cases, the reliance on complex comparability rules. Nothing could be further
from the truth.

The reach of the proposed regulations is so broad that all plans except the most
elementary will be subjected to this Code section. For example, the regulations pro-
hibit small employers from tailoring truly nondiscriminatory benefit packages to re-
spond to the idiosyncrasies inherent in particular groups of employees unless such
plans satisfy the "40/50" rule. Moreover, Section 401(aX26) provides no exceptions
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for plans where the only employees eligible for the benefit are non-highly compen-
sated. In addition, all employees will be required to divide even a single nondiscrim-
inatory plan into "separate benefit structures" and to rate every variation in terms
of benefits as a "separate plan" under the rules. This is the antithesis of simplifica-
tion.

It is clear that under the proposed regulations, the complexites are magnified
and the goals obscured. To remedy this situation, at the very least, the proposed
regulations should be withdrawn and rewritten with a focus toward the original
purpose, and the Code Section should be limited to defined benefit plans.

However, since the IRS will soon be responding to the Congressional directive to
rework Revenue Ruling 81-202 so as to make it more difficult to discriminate using
"comparable" plans that satisfy the Code Section 410(b) requirements, the best
course of action is the complete repeal of Section 401(aX26). Once the IRS publishes
new comparability rules that achieve the desired anti-discrimination goal, there will
be no reason for a provision like Section 401(aX26).

CONCLUSION

The Chamber appreciates this opportunity to offer its primary recommendations
on improvements in pension law and stands ready to work with the Subcommittee
members and their staffs to create a climate in which employers truly can satisfy
their desire to provide meaningful employee benefits at an affordable cost.

VISTA CHEMICAL CO.,
Houston, TX, April 25, 1990.

Ms. LAURA WILCOX,
Hearing Administrator,
Senate Finance Committee,
Senate Dirkeen Office Building,
Washingtoii DC

Dear Ms. Wilcox: I am responsible for the administration of two qualified benefit
plans at my company. We have a 401(k) type plan as well as a traditional defined
benefit pension plan.

I am writing to ask you to please consider the recommendations regarding pen-
sion law simplification that were proposed in a letter from Frederick W. Rumack of
Buck Consultants. In particular, the recommendations simplifying the definition of
highly-compensated employees and eliminating the ADP and ACP testing of 401(k)
plans would be a welcome change for plan administrators as well as participants.

Each year we determine which employees are highly-compensated and inform the
"new" members that they must reduce the amount they are contributing to our
plan. I then have to explain to people that just because they worked a lot of over-
time or were transferred by the company and received some non-deductible moving
allowances, they will still be penalized by the regulations.

The current definition of highly-compensated tends to reach too low. I don't feel
the intent of the regulations was to prohibit hourly workers or low level supervisors
from contributing to these plans. But in practice, that is what occurs. A uniform
level of $75,000 (indexed) as proposed in H.R. 4508 seems a reasonable solution.

Regarding the ADP and ACP discrimination tests, we have found that there are
some people that simply will not save for their future regardless of the incentives.

--We currently have a 2 for 1 company matching feature for any employee who will
contribute 3% of their base salary on either a pre- or post-tax basis. And there are
still employees who choose not to participate. Should employees that wish to save
for their future (even if they are "highly-compensated") be penalized by those that
won't?

Regarding our pension plan, a few months ago I would have asked you to consider
the recommendation to allow offset plans based on the Social Security Primary In-
surance Amount to continue, how-ever we recently amended our pension plan for-
mula to eliminate that type of offset. The amendment cost our company a great deal
of money, most of which went to consultants in the form of fees, not to plan partici-
pants as increased benefits.

Our management is getting to the point that any more changes required by legis-
lation may result in a plan termination instead. This would serve no one, particular-
ly the lower paid employees.
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Therefore, I sincerely urge you to carefully consider pension law simplification. It
is the best thing that can be done for plan participants as well as plan administra-
tors.

Sincerely,
CHARLES C. MEIENBERG, Supervisor,

Qualified Plans.
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STATEMENT OF PROFESSOR EDWARD A. ZELINSKY
.- Benjamin N. Cardozo School of Law

Yeshiva University
New York, New York

Muoh discussion about the simplification of the tax law
casts the problem of complexity as technical in nature, divorced
(or divorcable)-from the substantive policies Congress has placed
in the Internal Revenue Code. From this perspective, the much
bemoaned complexity of the tax law reflects a failure of
implementation, an unwillingness or inability to draft and adopt
appropriately simple statutes and regulations to effect the
policies selected by Congress. We can, from this vantange,
simplify the Code if we are more sensitive to the costs of
complexity in drafting legislation and regulations or if we
restrain the hyperactive technicians who implement Congress'
substantive tax policies in an overly complicated fashion. Such
sensitivity and restraint do not require a reevaluation of the
underlying premises upon which current law is based.

In this vein, one commentator has recently suggested that
the initial steps toward simplifying the Code ought be the,
reduction of the legislative and administrative staffs addressing
tax issues:

"(1) The tax-writing staffs of Congress and
the Treasury should be reduced. This action
would be partly symbolic and partly
substantive. It may, in fact, be the only way
to reduce the volume of legislation and to
force the legislature to focus on the jugular
rather than the capillaries...

"(2) The regulation-writing staffs of the
Service and the Treasury should be even more
sharply reduced, and for the same reason. We
should get away from the assumption that every
statutory provision must spawn a regu~atgry
provision, and particularly a long one."'

The technical approach to complexity in the tax law has much
to commend itself. This approach suggests, rather comfortingly,
that we can simplify the tax law without reassessing or
abandoning the substantive policies currently embodied in the
Code. Defining complexity as a technical matter orients the
search for simplication towards the professional performance of
the mandarins of the tax system. If the technicians draft simpler
laws and regulations, we are promised, it should be possible to
streamline the tax law without confronting difficult choices as
to the underlying policies reflected in the Code.

There is, no doubt, an important element of truth in the
technical explanation for the current complexity of the tax law.
A greater sense of restraint, an increased sensitivity to the
costs of complexity would be welcome and could produce some gains
in simplifying the Code and the regulations.

1 Henderson, "Controlling Hyperlexis -- The Most Important
'Law And... it, 43 The Tax Lawyer 177 (1989) at 198.
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Ultimately, however, the current complexity of the tax law
cannot be isolated from the substantive policies Congress has
embodied in the Code. Much, if not most, of the complexity in the
present tax law stems from the reasonable and rigorous
implementation of the policies Congress has adopted with respect
to the public fisc. We cannot achieve serious simplification
until we are prepared to reassess the substantive tax policies
which have given rise to our current, complicated state of
affairs.

The statutes and regulations governing qualified pension and
profit sharing plans illustrate well the connection between
complexity in the tax law and the substantive policies adopted by
Congress. Present law has been built on the premise that the
Code's treatment of qualified plans constitutes a tax subsidy, a
departure from the normatively correct treatment of pension and
profit sharing arrangements under a proper income tax system.
From this premise, it reasonably follows that the perceived
subsidy of qualified plans ought be restrained and channeled to
achieve the presumed purpose of the subsidy, the encouragement of
private pension and profit sharing plans benefiting rank-and-
file workers.

The rigorous implementation of these notions has added
considerably to the complexity of the tax law via--ia pension
and profit sharing arrangements.

Consider, for example, the complicated provisions of the
Code mandating the aggregation of employers for qualified plan
purposes. In 1974, Congress adopted sections 414(b) and 414(c),
relatively simple provisions which require that, for pension and
profit sharing purposes, commonly-owned corporations, trades and
businesses be treated as a single employer. This rule was
intended to prevent the artificial division of a single
enterprise into multiple legal entities. Such multiple entities
were perceived as abusive as each, if respected for tax purposes,
could maintain its own qualified plan. Thus, in the absence of
rules like sections 414(b) and 414(c), an employee could receive
many tax-subsidized pension or profit sharing contributions from
what is essentially a single employer artificially divided into
separate juridical entities.

Alternatively, the artificial division of a single
enterprise into multiple entities could result in the relegation
of rank-and-file employees to employers without qualified plans.
Simultaneously, the highly-compensated employees of the
enterprise, nominally working for a separate entity, could be
covered by pension and profit sharing plans and thus enjoy the
resulting tax subsidy.

Sections 414(b) and 414(c) define common ownership in a
mechanical fashion, borrowing concepts, well-known to the tax
bar, from the consolidated return provisions of the Code.

2

Sect-ions 414(b) and 414(c) require that, for qualified plan
purposes, separate entities, under certain conditions of common
ownership, be treated as a single employer. This treatment was
intended to deter the manipulation of the qualified plan subsidy
through multiple entities by disregarding such entities' separate
juridical existences for pension and profit sharing purposes.

2 See section 1563.of the Internal Revenue Code,
incorporated by reference into-sections 414(b) and 414(c). Except
as indicated, all references are to the Internal Revenue Code of
1986, as amended to date.
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In Garland. M.D.. F.A.C.S.. P.A. v. Commissioner, 3 the
United States Tax Court condoned, for qualified plan purposes, a
multiple employer arrangement designed to fall outside the
boundaries established in sections 414(b) and 414(c) for
aggregating employers into a single entity. Dr. Garland had
created a professional corporation which employed only him. This
corporation, in turn, was a fifty percent (50%) partner, with a
second doctor, of a medical partnership. This partnership
employed all of the other persons associated with Dr. Garland in
the provision of medical services. The evident purpose of this
arrangement was to segregate Dr. Garland by himself into one
employer, his professional corporation, while placing all the
rank-and-file personnel in a separate entity, the partnership.

4

Dr. Garland's professional corporation maintained a
qualified plan, in effect just for him, while the partnership did
not maintain a plan for the rank-and-file employees.

The Tax Court, applying the mechanical ownership rules of
sections 414(b) and 414(c), concluded that Dr. Garland's
professional corporation and the medical partnership were not to
be treated as a single employer. Those sections require a partner
and its partnership to be aggregated if the partner owns more
than fifty percent of the partnership. Since Dr. Garland's
corporation owned exactly fifty percent of the partnership, the
court noted, the corporate partner and the partnership were to be
recognized as separate entities.5 And since the rank-and-file
employees were employed by the separate partnership, their
exclusion from pension coverage did not jeopardize the tax status
of the corporation's plan covering only Dr. Garland.

The Garlan decision catalyzed a dramatic expansion of the
Code's rules treating, for qualified plan purposes, juridically
separate entities as a single employer. Section 414(m),
responding directly to the Garland decision, introduced into the
Code the new concept of an "affiliated service group." Under
these provisions, certain corporations, trades and businesses not
described in sections 414(b) and 414(c) are, under a separate
rule, nevertheless treated as a single employer because they are
closely related to one another in tha performance of services.
Congress subsequently augmented the affiliatedd service group
rules with provisions designed to prevent, for qualified plan
purposes, businesses from segregating their management personnel
into separate employer entities. 6 These rules introduce into the
Code the concept of an organization providing "management
functions" for a single other entity.

3 73 T.C. 5 (1979). The result in Garland had been presaged
in an earlier decision of the Tax court, Thomas Kiddie. M.D..
Inc. v. Commissioner, 69 T.C. 1055 (1978).

4 Prior to the adoption of the Employee Retirement Income
Security Act of 1974, the employees of the partnership-had been
covered by the qualified plan. Hence, the removal of those
employees from qualified plan coverage was a deliberate act.

5 See Garland, s-p2r, note 3 at 11 (footnote 8).

6 See section 414(m)(5). For one such case, see Achiro v.
Commissioner, 77 T.C. 881 (1981).
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The protectors of the qualified plan subsidy also responded
to the Garland problem through the somewhat oxymoronic concept of
the "leased employee," i.e., someone nominally employed by an
independent entity but permanently assigned to another
corporation, trade or business. Section 414(n) generally requires
.thatsuch.leased employees.be treated.as true employees for the
purposes of the pension and profit sharing plans of the entities
to which the leased employees are permanently assigned. This
means that such leased employees must usually participate in the
qualified plans of the corporation, trade or business to which
they are permanently assigned.

Finally, confronted with the innumerable permutations of
this problem, Congress granted the Treasury broad regulatory
authority to address future arrangements perceived to be
abusive.' The Treasury has used this authority tg propose
regulations which are not a model of simplicity.

The post-Garland additions to the tax law have added
considerable complexity to an area, tho regulation of qualified
plans, many had thought was already overly complicated. There is,
however, no-reason to view the complexity of sections 414(m),
414(n) and 414(o) and their regulations as a failure of technical
skill or desire. Indeed, those who drafted these provisions have
generally implemented the underlying policy as well as could be
expected.

Sections 414(m), 414(n) and 414(o) cannot be dismissed as
the product of tax technicians run amok. Rather, these provisions
faithfully implement the substantive policy of Congress, to
restrict and channel the perceived tax expenditure for qualified
plans in the face of the possibilities for the manipulation of
legally separate entities A Ja Dr. Garland.

For one who believes strongly in that policy, the complexity
generated by sections 414(m), 414(n) and 414(o) is a regrettable
but necessary cost of channeling and restricting the qualified
plan subsidy to protect rank-and-file employees and the federal
-fisc. For others, such as myself, who do not believe in that
policy, it matters little that sections 414(m), 414(n) and 414(o)
are complicated: these provisions ought be repealed because they
are wrong substantively.9 The complexity of sections 414(m),

7 See section 414(o).

8 See Proposed Regulation section 1.414(o)-(l) which
introduces into the tax law the concepts of the "leased owner"
and the "leased manager."

I:.adhere to the decidedly minority view that the qualified
plan provisions of the Code ought not be characterized as
creating a tax expenditure. Rather, I view these provisions as
consistent with our normative vision of an income tax considering
such criteria as administrability and measurability. See, e.g.,
Zelinsky, "Tha Tax Treatment of Qualified Plans: A Classic
Defense of the Status Quo," 66 N. Car. L. Rev. 315 (1988). There
is, of course, no need to channel or restrict the qualified plan
tax subsidy through legislation like section 414(m) if no such
subsidy exists. Those favoring consumption, rather than income,
as the base for taxation would also be inclined to permit
unlimited contributions to qualified plans since, under a
consumption tax, saving is to be encouraged and excluded from the
tax base. See, generally, Pechman (ed.), What Should Be Taxed:
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414(n) and 414(o) is of decisive import only for the fence-
sitters, those unsure whether the underlying policy of these
provisions is correct or those favoring that policy but not
strongly. For them, and only for them, will the complexity of
sections 414(m), 414(n) and 414(o) be a decisive factor in
determining if these provisions ought remain in the Code.

The post-Garland additions are merely one example of the
link between complexity in the tax law and the substantive policy
of restricting the perceived subsidy for qualified plans. A
similar story, for example, can be told about the complicated
Code provisions regulating the distributions received by
employees and their beneficiaries from pension and profit sharing
arrangements. 10 These complex measures do not represent a failure
of draftsmanship or technical skill. They do implement a policy
which seeks to channel and restrict the presumed qualified plan
subsidy. If we jettison that policy (as I think we should), we
could eliminate these provisions from the Code also.

The connection between substantive tax policy and complexity
is not restricted to the qualified plan arena. The much-maligned
section 2036(c) implements faithfully the underlying policy
animating this addition to the Code: to subject to estate and
gift taxation various intergenerational transactions previously
outside the transfer tax base.1 1 While section 2036(c) can
probably be improved technically, I do not think that is really
the crux of the controversy about this measure. Implementing the
vision which underlies section 2036(c) will be complex under the
best of circumstances.

My analysis suggests that the search for tax simplification
will be both less productive and less important than some expect.
Insofar as the search for simplification is defined in technical
terms, the results are likely to be limited. If the attack on
complexity is broadened to a review of the substantive rules
complicating the tax law, there will be understandable resistance
to simplification from those defending particular policies as
worth the complexity they cause.

And frequently those defenders of the substantive status guo
will be correct: some necessary policies in a complex economy
require complex tax laws.

We can do some things to assist decisionmakers balance the
imperatives of particular substantive policies with the
complexity those policies will cause. In particular, it would be
useful to identify systematically those types of policies which
tend to gene b the most complexity. We can also identify those
constituenciObf the tax system with respect to which our
concern for sImplification is greatest. These considerations will

Income or Expenditure? The Brookings Institution: Washington,

D.C. (1980).

10 See sections 72(t), 401(a)(9) and 4974.

11 Defenders of Section 2036(c) frequently cite the
difficulty of policing the valuation of intrafamily transfers.
However, the committee reports accompanying Section 2036(c)
articulate a desire to extend the substantive reach of the estate
tax. See House Report No. 100-391(I), 1987 U. S. Code. Cong. and
Adm. News, Vol. 4 at 2313-659. ("The committee believes that
keeping a preferred stock interest in an enterprise while giving
away the common stock resembles a retained life estate, and
should be treated as such.")
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not be determinative when decisionmkers have strong views as to
the substantive desirability of a particular rule. In such
situations, complexity will usually be dismissed as the
unpleasant but unavoidable cost of implementing correct policy
choices.

However, if the decision as to a proposed measure is close,
the scales might be tipped by the likelihood the measure will
generate considerable complexity in the future or by the fact
that those affected by such complexity will be the participants
in the tax system least able to cope with such complexity.

The history of the qualified plan provisions suggests a
particular kind of policy likely to complicate the tax law
measurably, i.e. a policy which depends upon the introduction of
totally new statutory concepts rather than the incremental use of
existing ideas. Sections 414(b) and 414(c) introduced less
complexity than the post-Garland provisions because, in g la,
sections 414(b) and 414(c) incorporated and built upon the pre-
existing common ownership rules of the consolidated return
provisions. Sections 414(m), 414(n) and 414(o), by contrast,
have introduced into the Code a plethora of new and complexity-
generating concepts ("affiliated service group," "leased
employee", "management functions"). When tax proposals require

....the creation of totally new concepts of this sort, those
concerned about complexity should be more alert than when
existing notions of the tax law are being expanded incrementally.

Another type of policy likely j generate inordinate
complexity is the compromise policy. A statute amalgamating two
different rules is likely to be more complicated than a statute
embodying a single approach to a tax issue. Again, this
consideration wdll be determinative only for the fence-sitters,
those unsure whether to pursue a compromise rather than adopt
either alternative wholeheartedly. The partisans of the competing
positions will typically view the complexity generated by
compromise as an acceptable price for the partial adoption of
their respective positions.

I would cite as a prime example of compromise-driven
complexity section 402 governing the taxation of distributions
from qualified plans. Discernible in section 402 are several
distinct, largely incompatible approaches to the taxation of
pension and profit sharing distributions: taxing such
distributions as ordinary income,1 3 permitting the tax-free
transfer of such distributions to individual retirement accounts
and other qualified plans, 14 taxing certain pension and profit
sharing distributions pursuant to a special averaging formula. 15

The amalgamation of these contrasting approaches in section 402
has resulted in a maze of highly technical rules specifying the
conditions under which tax-free rollovers and special averaging
treatment will be permitted. Transition provisions16 preserve
pre-1986 versions of these rules for some plan distributees.

12 1 am indebted to my colleague, Professor Edwin Cohen, for
making this observation to me.

13 See section 402(a)(1).

14 See sections 402(a)(5), 402(a)(6) and 402(a)(7).

15 See section 402(e).

16 See section 1122(h) of the Tax Reform Act of 1986 as
amended by section 1011A(b) of the Technical and Miscellaneous
Revenue Act of 1988.
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In contrast to section 402, my own policy preferences as to
the taxation of plan distributions could be implemented quite
simply. I see no reason to provide averaging treatment for
pension and profit sharing payments when no averaging rule is
available for other forms of income. I similarly see no basis, in
light of the sharply lower rates which currently apply to
ordinary income, for preserving pre-1986 formulas for some plan
distributees or in deferring taxation on the distribution of
appreciated employer securities. I also, as a matter of tax
policy,. opppose the rollover provisions of the Code. If tax-free
rollovers are to be permitted, I would grant such treatment for
any distribution from a qualified plan regardless of the amount
of such distribution or the event occasioning the distribution.

I could thus reduce section 402 to a simple cross reference
to section 72 and ordinary income treatment for all plan
distributions. If rollover provisions are necessary, I would
merely provide that any distribution transferred within sixty
days should qualify. I would.therefore eliminate from section 402
such concepts as the lump sum distribution,1 7 the qualified total
distribution1

8 and special averaging. 9

These are, however, judgments with which many would
disagree. Compromising their views and mine would ultimately
result in a statute which looks very much like section 402 as it
exists today.

In short, section 402 is a measure which, in its present
form, nobody really wants. However, the technicians cannot be
blamed for the morass that is section 402. Rather, section 402
reflects the interplay of conflicting policies. To paraphrase
Oscar Wilde, compromise is rarely pure and never simple.

Finally, I would observe that the significance of complexity
depends critically upon the identity of those affected by it. I
am not troubled, for example, about the complexity of the
corporate reorganization provisions of the Code insofar as those
provisions affect publicly-held corporations. In contrast, I am
more troubled by the convoluted nature of our current rules
governing the taxation of qualified plan distributions. Section
402, and its overly complicated rules governing rollovers and
lump sum distributions, affect a great many unsophisticated
.taxpayers. It is worrisome when taxpayers of relatively modest
means are subjected to such a complicated tax regime.

In summary, if tax simplication is defined in technical
terms, eschewing a review of substantive policy, the resulting
gains will be limited. Modestly conceived efforts at reform will
produce modest results. Only by challenging and abandoning the
underlying premises currently embodied in the Code can the tax
law be appreciably simplified.

17 See section 402(e)(4).

18 See section 402(a)(5)(E)(i).

19 See section 402(e).


