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

REPORT
(To accompany H.R, 10]

The Committee on Finance, to whom was referred the bill (H.R. 10)
to amend the Internal Revenue Code of 1954 so as to encourage celf-
employed individuals to establish voluntary pension plans, having
considered the same, report favorably thereon with an amendmert,
and recommend that the bill as amended do pass.

I. GENERAL STATEMENT

Your committee’s bill is an ameridment in the nature of a substitute
for H.R. 10 as passed by the House. It allows self-employed persons
to participate in qualified retirement plans as though they were
employees, and to take limited income tax deductions for contribu-
tions they make to these plans to finance their own and their em-
ployees’ retirement benefits. Generally, the contributions, plus the
accumulated earnings thereon, will be taxed when drawn as retire-
ment benefits, Such benefits for the self-employed may not begin
before age 59} years, except in case of earlier disability or death, nor
later than age 70} years, )

The bill also imposes new restrictions on retirement plans covering
corporate employees who own more than 10 percent of the stock of
the employer corporation. These restrictions are imposed in order
to make the availability of retirement glans substantiglly similar to
both unincorporated and incorporated businesses. The new restric-
tions on these corporate plans are explained later in this report.

Generally, a self-employed person is allowed under tEis bill to
contribute to a retirement plan for himself, and to deduct from his
gross income not more than 10 percent of his earned income or $2,500,
whichever is smaller, each year. To obtain this deduction for him-
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self he must also contribute to a fund for retirement benefits for bis
employees, if any, who are covered under the plan, on a nondis-
criminatory basis. Part-time, scasonal, and temporary workers may
be excluded from pension coverage as may those who have not been
employees for more than 3 years. In limited circumstances, a self-
employed ‘person may contribute and deduct move than $2,500 a year.
for himself if he makes substantial contributions which are vested in
his employees.

" ‘I'be retirement funds which this bill allows self-employed persons
to establish—must-be lodged with a bank as trustee, invested in
annuities with an insurance company, or placed in a new series of
U.S. Government bonds described in the bill. These bonds will be
nontransferable, nonredeemable before retirement, and issued only in
the names of individuals. They are intended to provide a convenient
and simple form of investment for retirement funds.

Your committee’s bill amends the Internal Revenue Code. of 1954
in a nunber of places, but chiefly in the area of part I of subchapter D
of chapter 1 (dealing with qualified pension and profit-sharing plans),
In addition to the requiremients of existing law concerning qualified
retirement plans, some new requirements contained in this bill must
be met by plans that include owner-employees. An owner-employee
is one who owns (directly or through stock in a corporation) more than
10 percent of the business and who also performs personal services for
which he receives earned income,

A, PresenT LAw

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

The deferment of tax on retirement benefits until ultimate distribu-
tion applies whether or not the employee has vested (nonforfeitable)
rights in the contributions made on his behalf. Typically, under cor-
porate plans the employee does not have immediate vested rights to
all such contributions, although plans vary considerably; they range
from immediate vesting to vesting after reaching a certain number of
years of service or attaining a specified age, or upon actual retirement.

The income of trusts established to administer qualified pension
plans is exempt from income tax. Similarly, the Life Insurance
Company Income I'ax Act of 1959 granted exemption, fully effective
in 1961, to income earned on insurance reserves established in connec-
tion with qualified pension plans. In addition, under present law
employers are permitted to take tax deductions (within specifieé
limits) for their contributions to qualified plans, The law grants this
favored tax treatmient only to retirement plans which do not dis-
criminate as to coverage, contributions, or benefits in favor of em-
ployces who are stockho[ders, officers, or supervisors, or employees
who are highly compensateé.

A qualified retirement plan cannot provide a higher rate of contribu-
tion or benefit for higher paid employees than for lower paid employees,
or for shareholder-employees than for those who are not shareholders.
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However, the dollar amount of beiiefits or contributions for the higher
paid employees may be larger than for the lower paid employees, pro+
vided that such amounts constitute a uniform percentage of the come
pensation of participants. - : ' _

Under appropriate circumstances, the private plan mag be inte-
grated with the social security system; if thus integrated, the propor-
tion of social security benefits not attributable to the employee’s own
contributions is taken into consideration in determining whether the
benefits paid by the private plan meet the nondiscrimination test.
Under the law and administrative rules the benefits of the higher paid
employees, after being combined with a designated portion of social
security benefits, must not be larger in relation to salary than the
similarly combined benefits of lower paid employees.

Under existing law more than 50,000 corporate pension plans have
been established. These plans cover nearly 20 million employees and
have, at the present time, somewhat more than $40 billion in assets.
" Corporations contribute more than $4 billion per year to qualified re-
tirement plans. ‘ o

More than 7 million self-employed persons who pay income
taxes can establish retirement plans under this bill. Because self-
employed persons generally haye only a limited number of employees
their retirement plans will ordinarily be much smaller than most o
the corporate plans already in existence. These new small retirement
- plans would, if present law rules were not supplemented, also offer
somewhat greater opportunities for abuse than do large corporate

lans. For this reason, tighter rules for these retirement plans are
elieved to be necessary.

B. H.R. 10 anp Your Commrrrer's SussTrrurse

H.R. 10 as it passed the House would have allowed self-employed
petsons to set aside funds before tax for their own retirement without
making any. provision for their employees. Your committee held
public hearings on this bill in June, July, and: August 1959, In this
hearing the Treasury Department opposed the House bill, not only
because of the revenue loss involved, but also because the bilt did not
provide -uniform tax treatment as between corporate retirement plans
and those retirement plans which H.R. 10 would have allowed the self-
employed to establish, The Treasury also wished to tighten somewhat
the rules applicable to certain corporate retirement plans, in order to
deal with some abuses that are possible under existing law.

In a letter dated April 1, 1960, from the Under Secretary of the
Treasury to the chairman of the Committee on Finance, the Treasury
again outlined its objections to the original version of H.R. 10 and
indicated the type of retirement (})rogram for the self-employed it felt
could be regarded as sounder and more equitable. Additional public
hearings on those features of the Treasury alternative approach that
would restrict the pension plans' of corporations covering owner-
employees were held in May 1960. At the direction of the Finance
Committee, a substitute for H.R. 10 as passed by the House was
prepared, incorporating most of the Treasury’s suggestions. This
substitute, modified by your committee as a result of new information
developed at this hearing, is the bill now being reported.

Generally, your commiittee’s bill does not impose additional
restrictions on retirement plans already established by corporations



4 " SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

where the plans, in reality, are for the general benefit of employees
as contrasted to the owners of the business. Most new provisions in
the present bill apply to existing corporate retirement plans only if
they cover employees who are more than 10 percent owners and then,
in general, not until 1964. New corporate plans, covering owner-
employees, that are established after 1960 wiﬁ, however, be subject
to most of the new rules immediately.

C. ReveNuE ErrFEcTs

It has been estimated by the Treasury Department that the
revenue cost of extending retirement plan coverage to the self-
employed will range between $150 million and $250 million annually.
These estimates do not take into account the offsetting increase m
revenues resulting from the changes in the corporate area. It is
difficult to obtain a precise estimate of revenue loss because of un-
certainty as to the number of self-employed individuals who will
establish voluntary retirement programs under this bill. H.R, 10 as
passed by the House was estimated tc cost $365 million of revenue
1 a full year of operation. , ,

The lower cost of your committee’s bill is due for the most part to
the facts'(a) that additional deductions in excess of the basic annual
limitations—10 percent of earned income or $2,500—will not be
allowed for individuals who are age 50 or more, as under the House
bill, and (b) that pension contributions under this bill must be based
on self-employment income only to the extent it constitutes earned
income, whereas under the House version of H.R. 10 they would have
been based on self-employment income without any reduction. Gen-
erally speaking, earned income will be below self-employment income
in trades or businesses where capital is a material icome producing
factor. Finally, because self-employed persons must cover their em-
ployees as welras themselves, they will probably be more reluctant
to establish retirement plans than they would have been under the
House bill. On the other hand, tax deductions may be larger if
employees are covered than they would have been if the self-employed
person could cover only himself.

This full-year revenue loss may increase somewhat in subsequent
years as additional retirement plans covering self-employed individuals

are established. : o
II. REASONS FOR THE BILL

The primary reason for the bill is to give self-employed persons access
to retirement plans on a reasonably similar basis to that accorded cor-
porate stockholder employees. It thus corrects a discrimindtion in
present law under which self-employed individuals and partners
are prevented from participating in retirement plans established for
the geneﬁt of their employees although owner-employees of corpors-
tions may do so. Another reason for the bill is to place some addi-
tional restrictions on pension plans of owner-managed corporations,
to keep these plans. from heing. used to obtain unwarranted tax
advantages for a few individuals.

The bill seeks to encourage self-employed persons to establish
voluntary plans in order to make some provision for their retirement,
provided they also cover in these retirement plans on a nondiscrim-
inatory basis any employees they may have or may later acquire.
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The bill allows contributions to retirement plans to be a deduction

for income-tax purposes at the time these contributions are made, but
requires that retireinent benefits when received be subject to taxation.
The bill thus allows deferment of tax on certain forms of savings set
aside for retirement, but limits the amount of these retirement savings
which are made tax deductible. . - .
" Your committee is of the opinion that extending the coverage of
individuals under voluntary retirement plans is in the public interest;
and that self-employed persons should have the opportunity to obtain
retirement benefits on substantially the same basis as do corporate
ownet-employees. The bill will make self-employment somewhat
more attractive than at present compared to employment with a
corporation, and will thus help to keep small business strong and
independent professional practice thriving,

Your committee is also of the opinion that retirement plans cover-
ing.those who own a business should be subject to the same general
restrictions regardless of whether they are established by an individual
proprietorship, a partnership, or a corporation, = For these reasons the
new limitations on qualified retirement plans contained in the bill are
applicable (immediately or after 3 years) to all plans covering owner-
employees, whether in an unincorporated or incorporated Eusiness.
For pension-plan purposes an owner-employce is the owner of a greater
than 10 percent interest in the business who also renders personal
services in the business from which he derives earned income. Part~
ners who perform no personal services and corporate stockholders
who are not employees of the corporation will not be entitled to
coverage under the bill, .

Your committee’s bill tightens somewhat the rules now applicable
to corporate pension plans covering more than 10 percent owner-
employeés. The application of these new rules to existing retirement
plans of corporations is deferred for 3 years, or until 1964. To have
applied these new rules to existing retirement plans immediatel
would have produced some hardships. Moreover, corporations witﬂ
owner-employees would have restrictions on their pension plans
that are not applicable to corporations in which no one shareholder
owns more than 10 percent of the stock. The 3-ycar period allowed
before the application of the new, more restrictive rules to existing
retirement plans will allow time for additional study to be made of
the tax provisions applicable to all pension and profit-sharing plans
and will dllow Congress to determine whether further change in these
provisions is needed. :

Under the bill there will be some differences between the rules

"covering retirement plans established by self-employed individuals
and corporations with owner-employees and those rules in present
law covering corporations without owner-employees. Generally, the
special rules for retirement plans covering owner-employees require
that employees be given greater vested rights than they might obtain
- under the pension plan of a widely held corporation.

H.R. 10 as it passed the House would have allowed individuals to
‘take’ tax deductions for'savings earmarked for their own retirement;
this would have created a precedent of allowing tax deductions for
other forms of savings. Your committee has concluded that, in lieu
of the approach of the House bill, it would be more appropriate to
allow se f-emplo{ed persons to participate in qualified pension plans
established for the benefit of employees.
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III. SUMMARY OF BILL \
” A. SELF-EMPLbYED RETIREMENT PrANS

Subject to limitations, your 'committee’s bill would allow self.
employed individuals (including partners) to be covered in qualified
retirement plans. This would permit self-eriployed individuals to
secure the benefits of current tax dgductions, plus a tax-free. buildup
of pension-fund investments, by establishing a plan which meets the .
requirements of the Internal Revenue Code as to nondiscrimination of
benefits and coverage. In other words, a self-employed person would
bave to give his employees, if any, access to retirement benefits on a
comparable basis in order to obtain these benefits himself. His plan
however, would not necessarily have to cover all,em‘ﬁloyees, but could
exclude seasonal and part-time workers, as well as full-time employees
with not more than 3 years of service. Under present law, retirement
plans can exclude employees with up to § years of service. Your
committee’s bill reduces this period to 3 years 1n the case of retirement

lans which cover. self-employed individuals or owner-employees,
including owner-employees of corporations. Existing co?om'te plans
which cover an owner-employee will not be affected by this new
3-year rule until 1964. ‘While an .owner without employees could
establish a qualified retirement plan for himself, the terms of the
})lan would have to provide for granting comparable benefits to any
uture employees he might have. : '

B. ProOFIT-SHARING AND STocK BonNus Prans

Your committee’s bill does not limit owner-employee participation
to fixed contribution pension plans. Rather, it also permits them to
Ear,ticipate in profit-sharing or stock bonus plans paying retirement

enefits under which contributions may be made in profitable years
but there will be no obligation to make contributions in years of little
or no profit. However, in order for an owner-employee to participate
in such a plan, it must provide & definite formula for determining the
amount of contributions to be made on behalf of other employees
and it must provide that contributions or benefits for employees must
be nonforfeitable at the time the contributions are made. The
definite formula rule will apply to new plans immediately and to
existing corporate plans after 1963. The vesting requirements, on
the other hand, will not apply to any profit-sharing or stock bonus

lan established by a corporation (other than a new plan established
gy a subchapter 5, corporation or a professional association taxable
as a corporation) until after 1963. To avoid the abuse of making
larger or smaller contributions in years when surtax rates are lower or
higher, a definite formula appears to be necessary. Furthermore,
since under present law these plans, unlike true pension plans, offer
greater opportunity for abuse through the possibility of an owner-
employee bbtaining greater benefits for himself through forfeitures by
employees, your committee believes vested rights for the employees

.

is appropriate in profit-sharing.and stock bonus plans.
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. C. MEersODS OF FUNDING

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

D. Bonp PurcHASE PrLaNs

As an alternative form of investment which will be of particular
interest to new pension plans established by small business, direct
investment in U.S. Government securities of a new series is authorized.
These new bonds, which must be issued in the names of the individual
employees on whose behalf they are purchased (and thus will be-
nonforfeitable), will be nontransferable and may not be cashed until
the individual in whose name the bonds are issued has attained in-
surance age 60 (69%) or has become disabled or deceased. In order to
prevent these bonds from being used for purposes other than retire-
ment, the bill provides that interest on them must stop no later than 5
years after the death of the bond owner. This period corresponds
generally to other provisions of the bill requiring distribution of a
deceased owner-employee’s interest in a retirement plan within a
specified period after his death. The purpose of direct bond purchases
under a qualified retirement plan is to avoid the expense of establishin
a trust to administer the retirement fund assets. The new series o
Government securities may also be purchased by the trustee of an
existing pension plan if it is desired to make that form of investment,
Where a pension plan has invested in these retirement bonds, the bill
provides that no income will be realized by the employee at the time
the bonds are distributed to him; rather the principal and interest
on the bonds will be included in the employee’s income at the time
they are redeemed. Although these new bonds may be purchased
by anyone, their cost will be deductible for income tax purposes only
if they are purchased under a qualified bond purchase plan or by a
'qualified retirement plan. By making the earliest redemption date
for these bonds age 59%, except in the case of death or disability, these
bonds would generally be unattractive to ordinary investors be-
cause they may hesitate to freeze their capital for long periods of time.

E. EArNED INcOME

Under your committee’s bill, a proprietor or partner imnay be covered
under a qualified retirement plan only if he performs personal services.
Since the objective of such plans is to provide retirement benefits
based on personal services, inactive owners who derive their income
entirely from investments would not be allowed to participate. This
limitation places proprietors and partners on the same basis as cor-
porate shareholders, who can participate in a qualified pension plan
under present law only if they are employees of the corporation,
Moreover, benefits and contributions for covered self-employed indi«
viduals engaged in activities involving significant capital investment
-are based on that part of the business income which is attributable to
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personal services. 'This is done by making earned income the measur-
ing rod for benefits and contributions for self-employed persons,
Under the bill, earned income is defined generally as income from self.
employment, but, where such income is derived from a trade or busi.
ness in which capital is a material income producing factor, the propor-
tion of income which is deemed to be earned is limited to 30 percent of
the net profits from the trade or business, or $2,500, whichever is
greater. The entire amount received as profession'ai fees will be
treated as earned income if the taxpayer is engaged in the practice of
a profession such as medicine or the law even though he employes
assistants to perform part or all of the services, provided the patients
or clients are those ofP the taxpayer and look to the taxpayer as the
person. responsible for the services performed. The bill permits
doctors and ministers, as well as certain people who work in their own
homes and commission salesmen (other than full-time life insurance
salesmen, who are treated, under present law, as employees for
pension purposes) to participate eve . though they do not have self-
employment income within the mear.ng of the Internal Revenue Code.

F. Owner-EMPLOYEES

The bill provides new requirements for qualification of retirement
plans which cover owner-employees. Owner-employees are proprie-
tors, partners with more than a 10-percent interest in the capital or
profits of the partnership, and corporate employees. who own more
than 10 percent of the stock or voting power of a corporation. Part-
ners and corporate stockholder employees who own not more than 10
percent of the business are also permitted to participate in pension
plans; but they are not bound by the special limitations on deductible
contributions the bill applics to owner-employees. Generally, the
special requirements for qualification will be applicable to new plans
covering owner-employees established after 1960. As to existing re-
tirement {)lans covering corporate owner-employees, the new limita-
ticns would not be effective for 3 years, or until 1964.

G. LimitaTioNns oN CoNTRIBUTIONS FOR SELF-EMPLOYED

A self-employed person without employees would be allowed under
the bill to make annual deductible contributiows, pursuant to a
qualified plan, equal to 10 percent ol his earned income, or $2,500,
whichever is smaller. If he has employees, to make such deductible
contributions for himself he must make contributions on a non-
discriminatory basis for his covered employees as well as for himself,
and if he controls the business through a more than 50 percent owner-
ship interest he must give all these covered employees immediate
vested (nonforfeitable) rights in any contributions made on their
behalf. (This is because gencrally the owner of the business will have
a vested right to any contributions he makes on his own behalf.)
Otherwise, his deductible contributions will be limited to one-half the
aggregate of such deductible contributions for other employees as are
vested.

Under certain circumstances a self-employed person may be allowed

“to exceed the 10 percent of earned income or $2,500 annual limitation
on deductible contributions for himself. The bill allows the self-
employed person to deduct for himself one-half of the amount con-
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tributed and deducted on behalf of all covered employees (other than
owner-employees) who have immediate vested rights to those contribu-
tions. 'Therefore, if a self-employed individual contributes substantial
vested amounts for his employees, his deductible contributions for
himself can exceed the 10 percent-$2,500 limit. ?

The following examples 1llustrate tfle application of the limitations
on deductible contributions which may be made by self-employed
individuals. - , ‘

Example 1.—A real estate broker without employees earns $10,000
in & certain year from commission selling. He may deduct up to
$1,000 contributed in that year to a qualified retirement plan—either
an insured or trusteed program, -

Erample 2.—A physician earns $25,000 and has two employees each
earning $5,000. He establishes a (éuuliﬁed plan and contributes 10
percent of salary—$2,500 for himself and $500 for each employee. A
total of $3,500 1s deductible. In this case the-employees would have
to be given immediate vested rights.

Erxample 3 (a nonintegrated plan).—A merchant has an earned
income of $50,000 and a payroll of $110,000 spread among 20 un-
related employees. He establishes a plan calling for contributions
equal to 10 percent of salary. The plan grants covered employees
vested rights after 3 years of service. He puts in $11,000 (10 percent
of $110,000) for his employees, all of whom .have vested rights at
the time, and is allowed $5,000 for himself (10 percent of $50,000).
His total tax deduction is $16,000. :

Lxample 4 (an integrated plan).—A contractor has an earned income
of $35,000 a year. He has 18 employces with salaries ranging from
$4,000 to $15,000 who are not his relatives and have no proprietary
interest in the business, e establishes a pension plan covering him-
self and all his employees. The plan provides for an annual contribu-
tion for each covered individual amounting to 9% percent of that part
of earned income in excess of $4,800 a year. Such contributions are
vested in all covered employees.

Based on these assumptions, the deductible contributions: made
on behalf of the self-employed individual amount to $2,831 (9% per-
cent of $30,200 [$35,000 minus $4,800]). Contributions vested in all
other employees are found to amount to $5,730 or more than twice
the total contribution made for the self-employed individual. Aec-
cordingly, the contribution of $2,831 for the self-employed individual
is permissible even though it exceeds $2,500. For the same reason
the plan can take credit for social security benefits under the integra-
tion rules by providing no contributions with respect to earnings up
to $4,800 and a 9%-percent contribution for that part of earnings over

$4,800.

H, LimitaTioNs oN CoNTRIBUTIONS FOR OWNER-KEMPLOYEES OF
CORPORATIONS

The same basic limitation—10 percent of earned income of $2,500
on deductible contributions will also apply to corporate retirement
plans covering owner-employees which are established in or after
1960, and will apply to all such plans after 1963. As in the case
of seff-employed persons, this basic limitation on deductible contribu-
tions may be exceeded in certain situations. First, a corporation
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may contribute for its owner-employees as much as it contributes for
other employees (if benefits are not integrated with social security
benefits), except that, after 1963, this limitation will be based on
contributions for other employees only to the extent that these
employees have nonforfeitable rights to them. Second, a corporation
may contribute and deduct for an owner-employee whatever amount
is necessary to fund a life annuity amounting to no more than 20 per-
cent of the owner-employee’s average annual salary for the 10 years
preceding retirement of age 64}, whichever is earlier. After 1963, this
option will apply in the case of an owner-employee who controls
the corporation by means of more than a 50-percent ownership interest
only if all the other employees are given immediate and complete
vested rights to contributions made on their behalf, This is because
generally the owner of the business will have vested (nonforfeit-
able) right to any contributions he makes on his own behalf,
Existin cor%(;:lat,e plans covering owner-employees would not be sub-
ject to these limitations until 1964. Owner-employees of subchapter 8
corporations (small corporations which may elect to be treated as
partnerships for Federal income-tax purposes) and certain professional
service associations which are taxable as corporations wous)d have the
same limitations as apply to self-employed persons., However, plans
established by these organizations before 1961 would not be subject
to the new limitations until 1964. o

The following examples illustrate the application of the limitations
on deductible contributions relating to corporate retirement plans
covering en owner-employee:

Ezample 1.—John Smith owns all the stock of corporation X and
is its only em]lJloyee. His earned income is $24,000 a year. Corpors-
tion X establishes a retirement plan in 1962. Under the bill the
corporation may contribute and deduct not more than $2,400 (10
percent of $24,000). ‘

Erample 2.—William Brown owns all of the stock of corporation Y
which has three other employees. Brown’s salary is $20,000 a yesr
and the salaries of the other employees total $25,000., The corpora-
tion establishes a retirement plan in 1964 under which all of the em-
ployees are given immediate vested rights to contributions made for
them., The plan calls for contributions to be made at a rate of 15
percent of salary. Under the bill the corporation would be permitted
to contribute and deduct $3,7560 for the employees and $3,000 for the
owner-employee, or a total deduction of $6,750. This is so because
the bill allows a contribution to be made for an owner-employee of a
corporation of as much as it contributes for other employees, provided
that other employees have immediate vested rights and the benefit
for the owner 18 not discriminatory.

Ezample 3.—~Robert Jones is an employee of corporation Z in which
he owns 40 percent of the stock and which has two other employees
who have had over 3 years of service. Jones’ salary has averaged
$20,000 a year for the past 5 years. The corporation establishes a
retirement plan in 1961 (with the taxable year beginning after Decem-
ber 31, 1960) which provides all employees with pensions payable
for life and commencing at age 65 equal to 20 percent of average
salary in the 10 years before retirement. The corporation has no
other plan. Assuming that Jones is age 55 when the plan is adopted,
the corporation will be allowed to deduct & contribution for him in the
taxable year starting in 1961 amounting to $3,450, assuming that
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smount to be (on the basis of acceptable assumptions as to mortality
and interest) the annual payment required, over the 10-year period
ending with the taxable year in which he attains the age of 64} years,
to fund a pension benefit of $4,000, that is, 20 percent of $20,000.

I. ConTrIBUTORY PLANS

Under*the bill contributory retirement plans, as well as those to
which the employer alone makes contributions, may be established.’
If the employees who are not owner-employees are permitted to make
nondeductible contributions- to the plan, the owner-employee may
make corresponding contributions on his own behalf up to $2,500 or
10 percent of his earned income or $2,500. Such contributions will
not be deductible either by the employee or the owner-employee, but
must be made out of income that has already been taxed. An owner-
employee with no true employees would not be permitted to make
nondeductible contributions, '

J. INTEGRATION WITE SOCIAL SECURITY

Although your committee has provided different limitations on
deductible contributions in the case of self-employed individuals and
owner-employees of corporations, it has provided a single uniform rule
under which retirement plans may be integrated with social security:.
The bill does not permit retirement plans which cover owner-employees
to be integrated with the social security program except where de-
ductible contributions for true employees, with respect to which the
employees have nonforfeitable rights, exceed twice the deductible
contribution for owner-employees. Tﬁua, your committee’s bill pre-
vents abuse which may arise where all or most of the true employees of
the business earn salaries of less than $4,800. If integration with the
social security program were permitted in such cases, the private plan
ostensibly might cover all employees, but as a practical matter little
or no contributions would be made for them because their benefits
under the integrated plan would be provided by social security.

K. Vestrep BenEriTs FOR CBRTAIN CORPORATE EMPLOYEES

Although the limitations on contributions described above apply to
owner-employees covered by new corporate retirement dplams, estab-
lished after 1960, the requirements that there be vested benefits for
the employees of such corporations will not aglplﬁ until 1964. This is
grue even of new corporate pension plans established after the effective

ate.
L. Excess CONTRIBUTIONS

The bill provides certain penalties where excess contributions are
made under a pension plan, An excess contribution is an amount
greater than the permitted deductible and nondeductible contribu-
tions, The bill requires that any such excess contributions must be
returned to the person or to the business that made it, together with
income earned on the excess contribution. If an excess contribution
is not repaid within 6 months after notification has been received, the

lan is temporarily disqualified with regard to the person on whose
ehalf the excess contribution was made and he is taxed on the annual
income earned by the plan which is attributable to his interest, Where
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an excess contribution is willfullfr made, however, the entire interest
of the individual on whose behalf it was made (including the corpus
allocated to his account) is required to be distributed to him by al
plans in which he participates as an owner-employee and he is further
disqualified from participating in any pension plans as an owner
employee for a 5-year period. Furthermore, no opportunity is given
to repay a willful excess contribution and escape the consequences,

-/ »
M. PAYMme oF BENEFITS TO OWNE%—EMPLOYEEB

The bill requires that new retirement plans established by self.
employed persons for their own benefit and for the benefit of their
employees, and also corporate pension plans covering owner-employees
to which the limitations will apply, may not begin paying retirement
benefits before insurance age 60 (59)%) except in the event of death or
disability. Under your.committee s bill an individual is considered
disabled if unable to engage in any substantial gainful activity because
of a medically determinable physical or mental impairment which can
be expected to result in death or to be of long-continued and indefinite
duration. Distributions of retirement benefits, however, must begi
not later than insurance age 71 (70}4). Thus, under the bill, if the
self-employed person dies, his interest in the retirement plan must
be distributed within 5 years from the date of his death or used within
5 years to purchase an immediate annuity for his beneficiary.

N. PreMaTurE DisTrisuTiONSs

A penalty tax is imposed by the bill in cases where a premature
distr,igution of the retirement fund is made before the self-employed
individual.or corparate;owner-employee.reaches age 59'4. In these
cases, if the premature distribution amounts to $2,5600 or more, the
tax imposed would not be less than 110 percent of the increase in
tax that would have resulted if the income had been received ratably
over the 5 years snding with the year of distribution. If the pre-
mature distribution amounts to less than $2,600, the tax due would
be 110 percent of the increase in tax resulting from inclusion of the
entire amount of the premature distribution in gross income for the
current year. For purposes of this penalty, taxable income for any
 of those years 'is .deemeéd’ to be not less than thie appropriate por-
tion of the distributed amount reduced only by the deduction for
personal exemptions, and the tax so computed can be reduced only by
the credit for withheld taxes. As a further penalty in case of a
premature distribution, the owner-employee is disqualified from

articipating in a retirement plan on his own behalf for 5 years follow-
ing the year in which the total distribution is made. These penalties
are imposed in order to prevent retirement plans from, in effect,
becoming income-averaging plans under which deductible contribu-
tions would be made t: the plan in high income-high tax years and the
assets would be drawn down in low-income or loss years when little
or no tax would be due, It is the purpose of this bill to provide means
for financing retirement; these penalties are designed to insure that
retirement plans will not be used for other purposes,
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0. Two or More BusiNessks

An owner-employee who controls more than one business would be
required to group together all his business activities for the purpose
of determining whether the nondiserimination rules of present law
are satisfied. He could not exceed the basic limitation on deductible
contributions for his own behalf by splitting his activitics among two
or more businesses and establishing retirement plans in each, nor could
he divide his businesses and set up a retirement plan in one business
in which, for example, he is the only employee.

P. ANNuITY TREATMENT FOR DISTRIBUTIONS

As under present law, retirement benefits when paid to individuals
from qualified plans would be taxable as ordinary income, To the
extent that they have been financed by nondeductible contributions
made under a contributory pension plan, benefits would be taxable
under existing rules which allow individuals to recover their capital
invested in a retirement contract free of tax.

Q. EstaTte aAnD Girr Tax Exemprion

With respect to the estate and gift tax exemption in the case of
retirement plan benefits, your committee’s bill does not change present
law as it applies to employees, including owner-employees o{f corpora-
tions, However, the bill does not extend these exemptions to the self-
employed, insofar as contributions were made to the plan on behalf
of the individual while he was a self-employed person. The estate
and gift tax exclusion will continue to apply with respect to any
employer contributions made while the individual was a true employee.

.~ R, Lump Sum DIsSTRIBUTIONS

Similarly, while your committee’s bill does not extend to self-
employed individuals capital gain treatment on certain lump-sum
distributions from retirement plans, such treatment is not denied to
em{Jloyees of the self-employed nor to em})loyees of corporations,
including owner-employees. Under the bill, & self-employed indi-
vidual will receive capital gain treatment on that portion of a lump-
sum distribution which is attributable to employer contributions
made on his behalf while he was an employce. Otherwise, a special
averaging device, provides for the taxing of lump-sum distributions
received by self-employed individuals after age 59}4. Under the bill,
the tax he will pay is limited to five times the increase in tax resulting
from including 20 percent of the lump-sum distribution in taxable
income. In this way some protection from the graduated rates of
the individual income tax is given to the self-employed individual
who reccives a lump-sum distribution, -

S. ProuisiTreEd TRANSACTIONS

The bill tightens the prohibited transaction rules of present law with
respect to trusts forming part of pension plans covering self-employed
individuals or corporate owner-employees who control the business
by means of a more than 50 percent ownership interest. In these
situations since the owner-cmployee is, in effect, dealing with him-
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self, your committee has provided that the owner-employee should not
borrow from a trust he has established, should not buy from or sell
Eroperty to that trust, and should not charge any fees for services
e renders to the trust. It would be extremely difficult to police the
large number of small trusts that mz:ly be established under this bill,
and for this reason the probibited transaction rules have been

tightened,

T. PraN REQUIREMENTS FOR OwWNER-EMPLOYEE PLANS

In summary, new retirement plans established by self-employed
individuals or corporate owner-employees must meet the following
requirements for qualification in addition to those which the law
requires of all retirement plans:

(1) If it is a trusteed plan, the trustee must be a bank or
gimilar institution with fiduciary powers.

(2) In the case of owner-employeces, benefits may not be
payable before the owner-emgloyee reaches age 59)¢.

(3) In the case of profit-sharing and stock bonus plans, em-
pl%yees rights must-be-nonforfeitable and the plan must provide
a definite formula for determining the amount of contributions
for employees. .

(4) No excess contributions may be made. \

(5) The plan may not take account of social security contri-
butions ang benefits except where the contributions on behalf
of employees are more than twice the amount contributed for
owner-employees.

(6) Persons not covered by social security, in particular
physicians and some ministers, may not make larger contributions
on their own behalf because of this lack of social security coverage.

(7) If an owner-employee dies, his entire interest must within
5 years be distributed to his beneficiaries or used to provide im-
mediate annuities for them.

(8) Excess contributions if made are required to be returned
to the person who made them; and income earned by the plen
which 1s attributable to the interest of an owner-employee with
respect to whom an excess contribution was not timely returned
is required to be taxed.

(9) For purposes of satisfying the rules relating to nondis-
crimination of coverage two or more businesses controlled by
owner-employees must be considered as a single business.

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

IV. MISCELLANEOUS PROVISIONS OF THE BILL

The bill adds three new paragraphs to section 401(a) of the Code;
these have the effect of codifying certain regulations and administra-
tive practices of the Internal Revenue Service. These three new
paragraphs apply to all pension plans, not merely those which cover
owner-employees. The first of these new paragraphs requires that,
upon termination of the plan, the rights of all employees then covered
by the plan must be nonforfeitable. The second new requirement
makes employee benefits payable not later than the taxable year in
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which the employee reaches age 70}, or retires, whichever is later.
(In the case of an employee who is.an owner-employee, as defined,
benefits must be payable not later than the taxable year in which he
reaches age 70J)4) The third new requirement imposed upon all
retirement plans makes it plain that forfeitures must not be used to
increase the benefits any employee would otherwise receive under the
lan.
P The bill permits self-employed individuals and other owner-
employees to qualify for the retirement-income credit on the basis of
distributions from qualified retirement plans. However, it does not
ermit self-employed persons to qualify either for the $5,000 death-
Eeneﬁt, exclusion or for the sick-pay exclusion. Those provisions were
enacted for the benefit of employees as contrasted to the self-employed
and, although owner-employees of corporations will continue to obtain
these benefits under present law, it is not the purpose of this bill to
treat self-employed individuals as employees except for retirement-
plan purposes. However, the bill does allow a self-employed in-
dividual to exclude from his gross income under section 104 of the code
amounts received through accident or health insurance for personal
injuries or sickness, to the extent that such amounts are attributable -
to his own nondeductible contributions.

Where pension contributions take the form of the purchase of
annuities, any loan$ against these contracts are treated as distribu-
tions and any repayments of such loans are treated as contributions.
In addition, if any portion of a trust or of a contract is assigned or
pledged, that portion is also treated as a distribution from the trust
or under the plan. Without these rules, an owner-employee could,
in effect, obtain premature access to a substantial portion of the
pension funds heing accumulated for his retirement.
~ The bill makes 1t plain that deductible contributions made to a
retirement plan by a self-employed individual on his own behalf may
not be used to increase a net operating loss, and that owners of unin-
corporated businesses which elect to be taxed as corporations may
participate in qualified retirement plans only in their capacity as self-
employed persons. The bill also makes it clear that amounts con-
tributed to a qualified retirement plan by a self-employed individual
which are deductible, are treated as deductions from gross income in
computing adjusted gross income. Thus, a self-employed individual
may talke this deduction and still qualify for the standard deduction.

V. TECHNICAL EXPLANATION

Secrion 1. Suorr TITLE

The first section of the bill provides that the act may be cited as
the “Self-Employed Individuals Tax Retirement Act of 1960”.

SecrioN 2. QUALIFICATION OF Prans

Section 2 of the bill amends section 401 of the Internal Revenue
Code of 1954 to provide that self-employed individuals may be
covered under qualified pension, profit-sharing, and stock-bonus plans.
In addition, section 2 amends section 401 to add additional require-
ments which must be met in order for a trust forming part of a plan
coverinz employees who own more than 10 percent of the business to

09004°—60 S. Rept., 86-2, vol. 4~ —45
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qualify under section 401. There are also added to section 401 certain
additional requirements which must be met by all qualified trusts and
plans,

Section 401 (a)

Section 401(a)(5) provides that a plan shall not be considered dis-
criminatory merely Eecause the contributions or benefits under the
plan bear a uniform relationship to the “total compensation, or the
hasic or regular rate of compensation,” of the employees covered under
the plan. Paragraph (1) of section 2 of the bill amends section
401(a)(5) to provide that, for purposes of this rule, the total compen-
sation of a self-employed individual is such individual’s earned in-
come (as defined in sec. 401(c)(2)(A)), and that the basic or regular
rate of compensation of such an individual is that portion of his
earned income which bears the same ratio to his total earned income
as the basic or regular compensation of the employees covered under
the plan bears to their total compensation. This ratio is to be com-

uted in accordance with regulations prescribed by the Secretary or
is delegate. ,

Section 401(a) sets forth the requirements which a pension, profit-
sharing, or stock bonus trust must meet in order to constitute a quali-
fied trust. Paragraph (2) of section 2 of the bill adds four additional
requirements. In general, these additional requirements (other than
the one included in the new sec. 401(a)(10)) are administrative rules
which are applied by the Internal Revenue Service in dctermining
whether a trust constitutes a qualified trust under section 401(a).
The new paragraph (7) of section 401(a) provides that a trust will not
qualify unless the plan of which it is a part provides that, upon its
termination or upon complete discontinuance of contributions under
the plan, the employees covered under the plan will be granted im-
mediate vested rights to so much of their benefits under the plan as
have accrued and have been funded at the time of the termination or
discontinuance or, in the case of a money purchase plan, will be granted
immedinte vested rights to the amounts credited to their account as
of the date of the termination or discontinuance. This provision is
not to be applicable, however, to benefits or contributions which, pur-
suant to regulations prescribed by the Secretary or his delegate to
prezlude discrimination, may not be used for designated employees in
the event of early termination of the plan. For example, this provi-
~sion would not require vesting when certain officers or highly com-
pensated employecs are, at the inception of the plan, within a few
years of retirement age and the granting of complete vested rights to
such employees upon termination of the plan shortly after they reach
retirement age would result in the plan being discriminatory in favor
of such ofticers or highly compensated employecs. . .

The new paragraph (8) of section 401(a) provides that a trust will
not qualify unless, under the plan of which it is a part, the entire
interest of each employee (A) either will be distributed to him' not
later than his taxable year in which he attains the age of 70 years, or,
in the case of an employee other than an owner-employee (as defined
in sec. 401(c)(3)), in which he retires, whichever is the later, or (B)
will be distributed, commencing not later than such taxable year,
(i) over the life of such employee or over the lives of such employee
and his spouse, or (ii) over the life expectancy of such employee or
over the life expectancy of such employce and his spouse. For these
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urposes, the Secretary or his delegate is to issue regulations prescrib-
ing the specific conditions under which these requirements will be
considered to be met.

The new paragraph (9) of section 401(a) provides that a trust will
not qualify unless the plan of which it is a part provides that for-
feitures must not be applied to increase the benefits any employee
would otherwise receive under the plan. Therefore, if the plan calls
for future contributions, the forfeitures must be used to reduce such
contributions.

Under present law, a qualified plan may contain as'a condition of
eligibility for coverage under the plan a period of employment not
exceeding 5 years. The new paragraph (10) of section 401(a) provides
that, in the case of certain plans, such 5-year-period is reduced to a
3-year period. - This new rule applies (1) to all plans covering self-
employed individuals (regardless of their percent of ownership), (2) to
all plans covering an owner (regardless of his percent of ownership) of
a corporation described in section 401(c)(3)(D) or an association
described in section 401(c)(3)(E), and (3) all other plans covering
& more than 10 percent owner. _

The new paragraph (11) of section 401(a) provides that a trust
forming part of a plan covering an owner of more than 10 percent of
the business must, in order to qualify under section 401, also meet
the now requirements of section 401(d),

Section 401(c) :

Paragraph (3) of section 2 of the bill adds a new subsection (c) to
section 401(a), which contains certain definitions relating to self-
employed individuals and owner-employees.

(1) Definition of employee.—Under the present law, a qualified
pension, annuity, stock-bonus, or profit-sharing plan can cover only
those individuals who are employees under common law. Paragraph
(1) of the new subsection (c¢) defines the term “employee” to include,
for any taxable year, a self-employed individual who has earned
income (as defined in sec. 401(c)(2)(A)) for the taxable year.

(2) Definition of “‘earned income”’ .—Paragraph (2) of the new sub-
section (c) contains a definition of “earned income.” Subparagraph
(A) provides that in the case of self-employed individuals, such term
mecans the net earnings from self-employment (as defined in sec.
1402(a)) to the extent that such net earnings constitute earned income
as defined in section 911(b), but such net earnings and earned income
shall be determined with certain modifications, The first of these
modifications provides that doctors and certain ministers, who are
not subject to the tax on self-employment income, shall be treated, for
this purpose, as being engaged in a trade or business from which net
earnings from seclf-employment are derived. The second modification
provides that certain salesmen described in section 3121(d)(3) who
are not employees but who are not subject to the tax on self-employ-
ment income shall be similarly treated. The third modification pro-
vides that amounts which are not otherwise includible in gross income
shall not be included in an individual’s net earnings from self-employ-
ment.

Paragraph (6) of the new subsection (c) provides that, in applying
section 911(b) for purposes of determining the “carned income” of a
self-employed individual who is engaged in & trade or business in
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which both personal services and capital are material income-producing
factors and with respect to which the individual actually renders
personal services on a full-time, or substantially full-time, basis, so
much of his share of the net profits of such trade or business as does
not exceed $2,500 shall be considered as earned income. Such para-
graph (6) also provides that, in the case of any such individual who is
engaged in more than one trade or business with respect to which he
actually renders substantial personal services, if with respect to all
such trades or businesses he actually renders personalservices on afull-
time, or substantially full-time, basis, there shall be considered as
earned income with respect to the trades or businesses in which both
personal services and capital are material income producing factors
(A) so much of his share of the net profits of such trades or businesses
as does not exceed $2,500 reduced by (IB) his share of the net profits of
any trade or business in which only personal services is a material
income-producing factor. - In a case when a sclf-employed individual
is engaged in two or more trades or businesses in which both personal
services and capital are material income-producing factors, the $2,500
must be allocated among such trades or businesses, but in no case shall
the individual be considered to have earned income from a trade or
business in excess of his share of the net profits of such trade or busi-
ness. Section 911(b) provides that, in the case of a taxpayer en-
gaged in a trade or business in which both personal services and capital
are material income-producing factors, such individual’s earned in-
come from such trade or business shall not excced 30 percent of his
share of the net profits of such trade or business. Paragraph (6)
provides that its provision shall not be construed to reduce the amount
of an individual’s earned income below that which he would be con-
sidered to have under section 911(b). The application of paragraph
(6) may be illustrated by the case of an individual who is engaged on a
full-time basis in a trade or business in which both personal services
and capital are material income-producing factors and whose net

rofits from the trade or business for the taxable yecar are $8,000.
%nder section 911(b), such individual would be presumed to have re-
ceived not more than $2,400 of earned income from such trade or busi-
ness (30 percent X $8,000). Howeveér, under paragraph (6) such
individual is considered to have received $2,500 of earned income from
such trade or business. Paragraph (6) is applicable only for purposes
of determining an individual’s earned income as defined in section
401(c)(2)(A), and for no other purpose.

Subparagraph (B) of the new subsection (¢)(2) provides that, in the
case of an individual who is an employee, other than a self-employed
individual, the term ‘“‘earned income’” means the compensation re-
ceived by such individual from his employer.

(3) Definition of ‘“‘owner-employee’” . —Certain of the provisions of
the bill are applicable only to owner-employces or to plans covering
owner-employees. Paragraph (3) of the new subsection (¢) defines the
term ‘“‘owner-cmployee’” to mean an employee who— :

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

(B) In the case of a partnership, is a partner who owns more
than 10 percent of either the capital interest or the profits in-
terest in such partnership,

(C) In the case of a corporation (other than a corporation
described in subparagraph (D) or (E)), is a shareholder who owns
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more than 10 percent of the value of the outstanding stock of the
corporation or who owns more than 10 percent of the total com-
bined voting power of all classes of stock entitled to vote,

(D) In the case .of a corporation with respect to which, for
the taxable year, an election under section 1372 (relating to elec-
tions by small business corporations) is in effect, is a shareholder
who owns more than 10 percent of the outstanding stock of the
corporation, or :

(E) In the .case of an unincorporated association which is a
corporation within the meaning of section 7701(a)(3) and which
is engaged in a trade or business in which professional services
is a material income-producing factor, is an individual who owns
more than a 10-percent interest in such association.

(£) Ruwles of constructive ownership.—Paragraph (5) of the new sub-
section (¢) provides rules of constructive ownership for determining
- who is n owner-employee and for determining in certain other situa-
tions an individual’s ownership interest. Under such paragraph
(5), an individual shall be treated as owning any interest in an unin-
corporated tr..de or business, and any stock in a corporation, which is
owned, directly or indirectly, by his spouse and minor children. This
rule is applicable whether or not such individual. himself owns any
inturest in the trade or business or any stock in the corporation. In
sddition, when an individual owns any interest in an unincorporated
trade or business or is an employee of such trade or business, or owns
sny stock in a corporation or is an employee of such corporation, he
shall also be treated as owning any interest in such unincorporated
trade or business, and any stock in such corporation, which is owned,
directly or indirectly, by his ancestors or other lineal descendants.
Paragraph (5) provides, however, thet any interest or stock owned
by any individual by reason of such paragraph shall not be treated
as owned by him for the purpose of applying such paragraph in order
to makl: any otner individual the constructive owner of such interest
or stock.

(5) Definition of “emnloyer”’.—Tn order to qualify under section 401,
8 plan must be a plan of an employer. Paragraph (4) of the new
subsection (¢) provides that, for this purpose, an individual who owns
the entire interest in an unincorporated trade or business shall be
treated as his own employer.  Similarly, a partnership shall be treated
as the employer of its partners.

Section 401(d)

Paragraph (3) of section 2 of the bill adds a new subsection (d) to
section 401, which sets forth additional requirements which must be
met in order for a trust forming part of a stock bonus, pension, or
groﬁt-sharin'g plan covering owner-employees to qualify under section

01, :

(1) Trustee must be a bank.—Paragraph (1) of the new subsection
(d) provides that, in the case of a trust which is created on or after
the date of the enactment of the bill, or which was created before such
date but is not exempt as a qualified trust on the day before such date,
the trustee must be a bank. However, garagraph (1) provides that
& person (including the employer) other than a bank may be granted,
under the trust instrument, the power to direct the investment of the
trust funds. Paragraph (1) is not ap‘plicable to a trust created or
organized outside the United States before the date of the enactment
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of the bill if, under section 402(c), such trust is treated as exempt from
taxation under section 501(a) on the day before such date. Such
paragraph (1) defines the term “bank’ to mean (A) a bank as defined.
in section 581, and (B) a corporation which under the laws of the
State of its incorporation is subject to supervision and examination
by the Commissioner of Banking or similar officer, and (C) in the case
of a foreign trust, a bank or trust company, wherever incorporated,
exercising fiduciary powers and subject to supervision and examination
by governmental authority.

(2) Time of distribution.—Paragraph (2) of the new subsection (d)
provides that, under the plan, no benefits may be paid to any owner-
employee, except in the case of his disability (within the meaning of
sec. 213(g)(3)), prior to his attaining age 5914.

(3) Profit-sharing plans.—Paragraph (2) of the new subsection (d)
also provides that, in the case of a profit-sharing or stock-bonus plan
covering an owner-employee— - _

(A) The employees’ rights to or derived from the contributions
under the plan must be nonforfeitable at the time such contribu-
tions are paid to or under the plan, and

(B) The plan provides a definite formula for determining con-
tributions to be made to the trust by the employer on behalf of
employees (other than owner-employees). Because of the limita-
tions in section 404 on the amount that may be deducted for
contributions on behalf of an owner-employee, the plan need not
Erovide a definite formula for determining the contributions to

e made on behalf of owner-employees, but the contributions
actually made on behalf of the owner-employees must not be
discriminatory when compared to those made for the other
employees, .

(4) Excess contributions.—Paragraph (3) of the new subsection (d)
provides that the plan must not permit— /

(A) Contributions to be made by an employer which is a cor-
poration or a partnership on behalf of any owner-employee in
excess of the amounts which may be deducted under section 404
for the taxable year;

(B) In the case of a plan which covers only owner-employees,
contributions to be madc in excess of those which are deductible
under section 404 for the taxable year; and .

(C) If a distribution under the plan is made to any owner-
employee before such owner-employee attains the age of 59} or
becomes disabled, contributions to be made on behalf of such
owner-employec for the 5 taxable years succeeding the taxable
year in which such distribution is made. In the case of an early
distribution to an owner-employee, contributions may not be
made on behalf of such owner-employee for the 5-year period even
though, under section 402(a)(2) or 403(a)(2), such early distribu-
tion was taxable at capital gains rates. '

(5) Integration unth socral security.—Paragraph (4) of the new sub-
section (d) provides that, for purposes of determining whether the
contributions or benefits under a plan covering owner-employees are
discriminatory, there may be taken into account under the plan contri-
butions or benefits under the social security system only for those
taxable years in which the deductible contributions on behalf of the
owner-employees do not exceed one-half of the vested contributions
which are deductible in that year for all other employees. Thus, if the
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~ contributions on behalf of owner-employees exceed one-half of such
contributions on behalf of other employees, the contributions or
benefits under a qualified plan must be nondiscriminatory without
taking into consideration any contributions or benefits under the social
security svstem. Paragraph (5) of the new subsection (d) provides
that the plan must meet the nondiscriminatory requirements of section
401(a) (3) and (4) without taking into account for any purpose the
fact that, by reason of section 211(c) (4) and (5) of the Social Security
Act, as amended, the income of an owner-employee does not constitute
net earnings {rom self-employment (as defined in sec. 211(a) of such
act). Thus, a doctor who is not now covered by social security may
not provide under a qualified plan higher contributions or benefits for
himself than for his employees on the ground that he is required to
contribute to the social security system on behalf of his employees.

(6) Distributions after death.—Under paragraph (6) of the new
subsection (d), the plan must provide that, after the death of an
owner-employee, his interest in the,plan must be either distributed to
his beneficiary within 5 years or yéed within that period to purchase
an immediate annuity for his benkficiary.

(7) Repayment of excess contributions.—Paragraph (7) of the new
subsection (d) provides that, under the plan—

(A) Any excess contribution (as defined in sec. 401(e)(1)),
together with the income attributable thereto, is (except in the
case of a willfully made excess contribution) to be repaid—

(1) If the excess contribution was made on behalf of an
owner-employee, other than an owner-employee of a partner-
ship, to the sole proprietor, corporation, or owner-employee
who made the excess contribution, or

(1) If the excess contribution was made on behalf of an
owner-employee of a partnership, to such owner-employee;

(B) If for any taxable year the plan does not, by reason of
section 401(e)(2)(A), meet (for purposes of sec. 404) the require-
ments of section 401(d) with respect to an owner-employee, the

‘income for the taxable year attributable to the interest of such
owner-employee under the plan is to be paid to such owner-
employee; and

(C) The entire interest of an owner-employee is to be repaid’
to him when required by section 401(e) (2) (E) (relating to willful
excess contributions). -

(8) More than one trade or business.—Paragraph (8)(A) of the new
subsection (d) provides that, if the plan covers an owner-employce
who controls, or two or more owner-employces who together control,
the trade or business with respect to which the plan is established,
and who also control as an owner-employee or as owner-employees
one or more other trades or businesses, such plan and the plans (if
any) established by such other trades or businesses must constitute
an overall plan which meets the nondiscrimination requirements of
section 401(a) (3) and (4) with respect to the employees of all such
trades or husinesses, In determining whether the nondiscrimination
rules of section 401 (a) (3) and (4) are met with respect to the employees
of more than one trade or business, the general rules of such section
(including the reasonable classification provision of sec. 401(a)(3)(B))
shall be applicable. '

Paragraph (8)(B) of the new subsection (d) provides that an owner-
employee, or two or more owner-employees, shall be considered to
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control a trade or business if such owner-employee, or such two or
more owner-employees together—
(i) Own the entire interest in an unincorporated trade or
business, or
(i1) In the case of a partnership, own more than 50 percent of
either the capital interest or the profits interest in such partnership,
or
(iii) In the case of a corporation (as defined in sec. 7701(a)(3)),
own either more than 50 percent of the value of the outstanding
stock of the corporation or more than 50 percent of the total-
combined voting power of all classes of stock entitled to vote,
For purposes of determining the ownership interest of an owner-
employee, the rules of constructive ownership contained in section
401(c)(5) shall be applied. In ‘addition, for purposcs of determining
his .ownership interest, an owner-employee, or two or more owner-
emcf)loyees, shall be treated as owning any interest in a partnership,
and any stock in a corporation, which is owned, directly or indircctly,
by a partnership or by a corporation which such owner-employee, or
such two or more owner-employees, are considered to control within
the meaning of paragraph (8)(B). Thus, an owner-employce who
controls a parent corporation will also be.considered to coutrol the
subsidiaries controlled by such corporation.

(9) Contributions limited to the earned income of the trade or busi-
ness.—Paragraph (9) of the new subsection (d) provides thit, under the
plan, contributions on behalf of any owner-employee may be made
only with respect to the earned income of such owner-employee which
is derived from the trade or business with respect to which thc plan
is established.

Sectron 401 (e)

Paragraph (3) of section 2 of the bill adds a new subsection (e) to
section 401, which contains a definition of ““excess contribution” and
which sets forth the consequences of making such an excess contribu-
tion. :

(1) Definition of ““excess contribution.””—Paragraph (1) of the new
subsection (e) defines the term ‘““excess contribution” to mean— '
(A) If, ip the taxable year, contributions are made under the
plan only on behalf of owner-employees, so much of any con-
tribution made on behalf of any owner-employee as is not deduc-
tible under section 404 for the taxable year; or ‘
(B) If, in the taxable year, contributions are made under the
plan on behalf of both owner-employees and other employees—
(i) So much of any contribution made by an employer
which is a corporation or a partnership on behulf of any
owner-employee as is not deductible under section 404 for the
taxable year;
(i1) So much of any nondeductible contribution as is made
"by an owner-employee at a rate which exceeds the rate of
contributions permitted to be made by employees other than
owner-employees; and :
(iii) So much of any nondeductible contributions made
by an owner-employee as exceeds the lesser of $2,500 or
10 percent of the earned income for such taxable year deri: cd
by such owner-employee from the trade or business with
respect to which the plan is established; and
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(C) Any contribution made on behalf of an owner-employee in
any taxable year for which, under section 401(e)(2) (A) or (E),
the plan does not (for purposes of sec. 404) meet the requirements
of section 401(d) with respect to such owner-employee.
Such paragraph (1) provides, however, that the amount of any con-
tribution which is allocable (determined in accordance with regulations
prescribed by the Secretary or his deleFate) to the purchase of life,
accident, health, or other insurance shall not be taken into account in
determining the amount of any contribution for purposes of determin-
ing whether such contribution is an excess contribution.

(2) Effect of excess contribution.—Paragraph (2)(A) of the new sub-
section (e) provides that, if an excess contribution (other than a willful
excess contribution to which sec. 401(e)(2)(E) applies) is made on
behalf of an owner-employee in any taxable year, the plan with respect -
to which such excess contribution is made sg’all except as provided in
section 401(e)(2) (C) and (D), be considered, for purposes of section
404, as not meeting the requirements of section 401(d) with respect to

such owner-employee for the taxable year and for all succeeding tax-
able years. In any year when an otherwise exempt trust forming part
of a plan is (pursuant to par. (2)(A)) considered, for purposes of sec-
tion 404, as not meeting the requirements of section 401(d) with
respect to an owner-employee, the earnings of such trust (including
those attributable to the interest of the owner-employee with respect
to whom the excess contribution was made) shall remain exempt from
tax,. However, the trust shall not be considered exempt for purposes
of deducting any contributions made on behalf of the owner-employee
with respect to whom the excess contribution was made.

Paragraph (2)(B) of the new subsection (e) provides that, for any

taxable year for which a plan does not meet the requirements of sec-
tion 401 (d) with respect to an owner-employee by reason of paragraph
(2)(A), such owner-employee shall currently include in his gross in-
come the income for such year attributable to his interest in the plan.
Paragraph (2)(C) of the new subsection (e) provides that paragraph
(2)(A) (and, consequently, paragraph (2)(B)) shall not apply to an
excess contribution with respect to any taxable year if (on or before
the close of the 6-month period beginning on the day on which the
Secretary or his delegate sends by certified or registered mail, to the
trust or insurance company to whom such excess contribution was
paid, notice of the amount of such excess contribution) the amount
of sqgh excess contribution, and the income attributable thereto, is
repaid— ,
' (i) If the excess contribution was made on behalf of an owner-
employee (other than an owner-employee of a partnership), to the
sole proprietor, corporation, or owner-employee who made such
excess contribution, or :

(i1) If the excess contribution was made on behalf of an owner-
employce of a partnership, to such owner-employee. :
Such paragraph (2)(C) further provides that, if the contribution is an
excess contribution by reason of exceeding the deduction limitations
under section 404, the notice required to be sent by the Secretary or
his delegate shall not be mailed prior to the time that the amount of
the tax under chapter 1 of the Internal Revenue Code of the person
to whom the excess contribution is to be repaid has been finally deter-
mined for the taxable year in which such excess contribution was made.
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Paragraph (2) (D) of the new subsection (e) provides that, if an ex-
cess contribution, together with the income attributable thereto, is not
repaid within the 6-month period, paragraph (2)(A) shall not apply to
any taxable year beginning with the taxable year in which the trust.
or insurance company to whom such excess contribution was paid
repays the amount of such excess contribution to the corporation, part-
ner, sole proprietor, or owner-employee who made such excess con-
tribution, &nd pays to the owner-employee with respect to whom the
excess contribution was made the amount of income attributable to
the interest of such owner-employce which, under paragraph (2)(B),
is required to be included in such owner-employee’s gross income for
any prior taxable year. -

(8) Special rule if excess contribution was willfully made.—Para-
graph (2)(E). of the new 'subscction (¢) provides that, if an excess
contribution made on hehalf of an owner-employee is determined to
have been willfully made, then, instead of applying the provisions of
section 401(e)(2) (A), (B), (C), and (D)—

(i) There shall be distributed to the owner-employee on whose
behalf such excess contribution was willfully made his entire
interest in all plans in which he is a participant as an owner-
employee; and

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

. yeais following such taxable year.

Thus, when it has been determined thet an excess contribution has
heen willfully made to a plan on behalf of an owner-employece, such
owner-employee’s entire interest in all plans in which he is a partici-
pant as an owner-employee must be distributed to him and he may
not participate in any plan with respect to which he is an owner-
employee for the taxable year of the determination and for the §
succeeding taxable vears.

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

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

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

for the taxable year in which such excess contribution was made or
for any succeeding taxable year shall not expire prior to 1 year after
the close of the 6-month period referred to in paragraph (2)(C).
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SecrioN 3. DEpuctiBiLiTY OF CONTRIBUTIONS TO PLANS

Section 3 of the bill amends section 404 of the Internal Revenue
Code of 1954 to allow the deduction of contributions made on behalf
of self-employed individuals who are covered under qualified pension,
annuity, and profit-sharing plans. In addition, section 404 is amended
to provide additional limitations on the amount that may be deducted
with respect to contributions on behalf of both self-employed and
corporate owner-employees.

Section 404(a)

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

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

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

(B) The term “earned income’ has the meaning assigned to it
by section 401(c)(2); -

(C) The contributions to such a plan on behalf of a self-
employed individual shall be considered to satisfy the conditions

. of section 162 or section 212 to thc extent that such contributions

~do not exceed the earned income (as defined in sec. 401(c)(2)(A))
of such individual derived from the trade or business with respect

. to which such plan is established. However,” contributions on

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

(D) All references in section 404 to the term ‘‘compensation”
shall, in the case of a self-employed individual, be considered a
reference to the earned income (as defined in sec. 401(c)(2)(A)) of
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such individual derived irom the trade or business with respect to
which the plan is established. _
- (3) Plans covering owner-emnployees.—Subsection (a)(2) of section
(3) of the bill adds a new paragraph (9) to section 404(a), which pro-
vides special rules for computing the limitations on the amounts de-
ductible for contributions under a qualified pension, annuity, profit.
sharing, or stock-bonus plan covering owner-employees.

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

Subparagraph (B) of the new paragraph (9) provides that the limita-
tions in paragraphs (1), (2), (3), and (7) of section 404 (a) with respect
to contributions under a qualified plan on behalf of owner-employees,
shall be computed—

(i) As if such owner-employees are the only employees covered
under the plan; and

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

Subparagraph (C) of the new paragraph (9) provides that the
amounts which are otherwise deductible under section 404(a) with
respect to contributions on behalf of an owner-employee shall not
exceed the additional limitations provided in ssction 404 (e).

The new paragraph (9) further provides that, for purposes of
section 404, the term ‘“owner-cmployee’’ has the meaning assigned to
it by section 401(c)(3) (determined with the-application of the rules
of constructive ownership contained in sec. 401(c)(5)).

Section 404 (e) _

Subsection (b) of section 3 of the bill adds to section 404 a new
gubsection (e), which provides additional limitations on amounts
which may be deducted with respect to contributions on behalf of
owner-employees.

(1) Special limitations for self-employed and certain corporate owner-
employees.—Paragraph (1) of the new subsection (e) provides the
additional limitations which are applicable in determining the amount
that may be deducted with respect to contributions under a qualified

lan on behalf of owner-employees either who are self-employed
individuals or who are employees of corporations described in section
401(c)(3)(D) or of associations described in section 401(c)(3)(E).
" Under paragraph (1), the amounts deductible under_section 404(a)
in any taxable ycar with respect to contributions on behalf of such
owner-employees shall, unless otherwise limited by paragraphs (3) and

(4), not exceed whichever of the following amounts is the greater:
(A) $2,500, or 10 percent of the earned income derived by such
owner-employee from the trade or business with respect to which

the plan is established, whichever is the lesser; or

(B) An amount equal to such owner-employee’s proportionate
share of one-half of the amount deductible under section 404 for
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such taxable year for contributions on behalf of employees (other
than owner-employees) with respect to which the employees’
rights are nonforfeitable at the time the contributions are made
to or under the plan. For this purpose, such owner-employee’s
proportionate share shall be computed in accordance with regula-
tions prescribed by the Secretary or his delegate. In computing
the amount deductible under section 404 for a taxable year with
respect to contributions on behalf of employees (other than
owner-employees), there shall be included both the amount of the
current contributions which are deductible in that year and the
amount deductible in that year under the carryover provisions.

(2) Special limitations for other corporate owner-employees.—Para-
graph (2) of the new subsection (e) provides the additional limitations
which are applicable in determining the amount that may be deducted
with respect -to contributions under a qualified plan on behalf of
owner-employees who are employees of corporations, other than cor-

orations described in section 401(¢)(3)(D) or associations described
m section 401(c)(3)(E). Under paragraph (2), the amounts deduct-
ible under subsection (&) in any taxable year with respect to contribu-
tiong~emr—behalf of any such owner-employee shall, unless further
limited by the provisions of paragraphs (3) and (4), not exceed which-
ever of the following amounts is the greater: ‘ B
(A) $2,500, or 10 percent of the earned income derived by such
owner-employee from the trade or business with respect to which
the plan is established, whichever is the lesser; or -

(}g) An amount equal to such owner-cmployee’s proportionate
share (determined under regulations prescribed by the Secretary
or his delegate) of the amount deductible under section 404 for
such taxable year for contributions on behalf of employees (other
than owner-employees) with respect to which the employees’
rights are nonforfeitable at the time the contributions are made
to or under the plan; or

(C) An amount, determined under regulations prescribed by
the Secretary or his delegate, necessary (after taking into account
amounts contributed or to be contributed to or under the plan
and all other plans of the employer) to provide the cost of a
straight life annuity commencing at the age of 64}4 years, paying
annually an amount equal to 20 percent of one-tenth of the com-
pensation received by such owner-employee from the employer
during the 10-year period immediately preceding the date of his
retirement (or if earlier, his attaining the age of 64}4 years), dis-
tributed as a level amount over the period beginning with the
taxable year of the contribution and ending with- the taxable year
in which such owner-employee attains the age of 64} years (or
over the period required by sec. 404(a)(1)(B), if such period ends
after the taxable year in which such owner-employee attains such
age). For purposes of determining the cost of any such annuity
with respect to any taxable year, the annual compensation to be
received by such owner-employee from the employer in any year
subsequent to such taxubﬁ)e year shall be assumed to be an
amount equal to the average annual compensation received by
such owner-employee from the employer during the 5-year period
ending with such taxable year, or during so much of such 5-year
period as such owner-employee has been an employee of the em-
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ployer. Paragraph (2)(C) provides an alternative limitation for
computing the contributions which may be deducted for any year,
However, any funds which are properly accumulated in accord-
ance with such limitation may be payable in the manner de-
scribed in paragraph (2)(C) or in any other manner, For ex-
ample, such funds may be distributed before the owner-employee
attains the age of 64!4 or may be distributed other than as a
straight life annuity, such as in a Jump-sum or as a joint and survi-
vor annuity. If a plan is established when an owner-employee is
age 64 and more than 50 percent of the remaining unfunded costs
of the plan is attributable to the owner-employee alone, or to the
owner-employee and not more than two other individuals, the
costs of providing the owner-employee the benefits described in
paragraph (2)(C) cannot be deducted over a period less than 5
yvears. Because under section 404(a)(9) contributions on behalf
of owner-employeesare deductible for the taxable year only if they
are made in the year (or deemed to be made in the year under
section 404(a)(6)), any contribution to provide the benefit de-
scribed in paragraph (2)(C) in excess of the amount deductible
for the year may be an excess contribution to which section 401 (e)
applies.
For purposes of the limitation described in paragraph (2)(B), the
owner-employee’s proportionate share and the amount' deductible
under section 404 for contributions on behalf of employees (other than -
owner-employees) shall be computed in the same manner as such
share or amount i3 computed for purposes of the limitation in para-
graph (1) (B) of the new subsectjon (e).

(3) Limaitations applicable to an owner-employee who controls the trade
or business.—Paragraph (3) of the new subsection (e) provides that
the limitations in paragraphs (1)(A), (2)(A), and (2) (C) shall not apply
with respect to contributions under a plan for any taxable year on
behalf of an owner-employee who controls the trade or business with
respect to which the plan is established, if contributions are made for
such taxable year for any employee whose rights to or derived from
such contributions are forfeitable at the time such contributions are
made. For this purpose whether an owner-employee controls a trade
or business is determined by applying the rales of section 401(d) (8) (B),
including the rules of constructive ownership of section 401(c)(5).
As a result of paragraph (3), an owner-employee who controls a trade
or business is not entitled to deduct contributions on his own behalf
under the 10 percent-$2,500 limitation or the limitation relating to a
benefit of 20 percent of compensation, if for the taxable year he takesa
deduction for contributions to a plan on behalf of employees and the
employee’s rights to such contributions are forfeitable at the time they
are made. In such a case, the only limitation which such owner-em-
ployee can use is that contained in paragraph (1)(B) or (2)(B), both of
which are based upon vested contributions made on behalf of his em-
ployees. If an owner-employee who controls a trade or business has
no employees, paragraph (3) will not apply.

(4) Overall limitiation.—Paragraph (4) of the new subsection (c)
provides that in any taxable year in which amounts are deductible
under two or more plans (whether established with respect to the
same trade or business or dilierent trades or businesses) on behalf of
an individual who is an owner-employee with respect to such plans,
the aggregate amount deductible for such taxable year under such
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plans with respect to contributions on behalf of such owner-employee
shall not exceed whichever of the following amounts is the greater:

“(i) $2,500,

“(1) The sum of the amounts so contributed under all such
plans to the extent that, with respect to each such plan, the
amount contributed does not exceed the amount described in
paragraph (1)(B) or (2)(B), whichever is applicable, or

(iii) The sum of the amounts so contributed to all such plans
to which paragraph (2) applies to the extent that, with respect to
each plan to which paragraph (2) applies, the amount so contrib-
uted does not exceed the amount described in paragraph (2)(C).

The overall limitation in paragraph(4) has no application with respect
to contributions made under & plan on behalf of an employee who is
not an owner-employee of the trade or business with respect to which
the plan is estab?ished, even though such employee may be covered
as an owner-employee under a plan or plans established by other
trades or businesses. The provisions of paragraph (4) may be illus-
trated by an example of an individual wﬁo is an owner-employee of
a partnership and who is also an owner-employce of a corporation,
other than a corporation described in section 401 (¢)(3)(D) ov an asso-
ciation described in section 401(c)(3)(E). DPoth the partnership and
the corporation have qualified plans covering such owner-employece.
In any taxable year when the total amount deductible under both
plans with respect to contributions on behalf of such owner-employee
does not exceed $2,500, it makes no difference under what limitations
suich amounts afe deductible. Fowever, the total amount de-
ductible under both such plans ‘with respeet to contributions on
behalf of such owner-employee may exceed $2,500 if the amount de-
ductible by the partnership does not exceed the limitation described
in paragraph (i)(B), and the amount deductible by the corporation
does not exceed the amount described in paragraph (2)(B). Similarly,
such owner-employee may exceed the basic $2,500 limitation in a taxable
year, if the amount deductible under the plan established by the
corporation in that year for contributions on his behalf does not exceed
the limitation described in paragraph (2)(C). However,in that year,
no amount would be deductible under the plan established by the
partnership for contributions on his behalf,

Paragraph (4)(B) of the new subsection (e) provides that, in any
case when paragraph (4) (A) reduces the amounts which are otherwise
deductible under section 404 with respect to contributions made on
behalfl of an owner-employee under ‘two or more plans, the portion
of such reduced amount which is deductible under each plan shall be
determined in accordance with regulations prescribed by the Secretary
or his delegate.

(6) Contribution allecable to insurance protection.——Paragraph (5) of
the new subsection (e) provides that the special limitations in section
404(e) are not applicable with respect to contributions which are
allocable (determined under regulations prescribed by the Secretary
or his delegate) to the purchase of life, accident, health, or other
insurance.

(6) Nondiscrimination requirements.—Paragraph (6) of the new
subsection (e) makes clear that nothing contained in the new section
404(e) shall be construed to allow the making of contributions or the
distribution of benefits to, or with respect to, any owner-employee, if
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such contributions or such benefits would be discriminatory within the
meaning of section 401(a) (4). For example, the fact that a deduction
may be allowed with respect to contributions on behalf of an owner-
employee in an amount necessary to provide the 20 percent fixed
benefit described in paragraph (2)(C) does not ‘mean that such a
benefit may be distributed to the owner-employee, if to do so would,
because of an early termination of the plan, be considered discrim-
inatory within the meaning of section 401(a)(4). In addition, even
though contributions may meet the applicable limitations in the new
section 404 (e), a deduction may not be taken for such contributions
unless they meet the applicable limitations of section 404(a) and are
nondiscriminatory within the meaning of section 401 (a) (4).

Nection 404 (f)

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

Secriox 4. TaxaBinrry or IDISTRIBUTIONS

Section 4 of the bill amends section 72 of the Internal Revenue
Code of 1954 to provide rules for the taxation of amounts distributed
under qualified plans to self-employed individuals, owner-employces,
or the beneficiaries of such individuals or employees.

Section 72(d) ‘

Section 72(d) provides a special rule for the taxation of an annuity
receivable by an employee when the aggregate amount receivable
by the employee under the terms of the contract during the 3-year
period beginning on the date on which the amount is first received
under the contract as an annuity is equal to or greater than the
consideration for the contract contributed by the employee. Sub-
seetion (a) of section 4 of the hill amends section 72(d) (2) to provide
that, for purposes of section 72(d), any contribution which i1s made
with respeet to the contract while the employee is a self-employed
individual and which is not allowed as a deduction under section 404
shall he treated as consideration for the contract contributed by the
employee, This amendment merely makes clear that, as in the case
of qualified plans established by corporations, a self-employed indi-
vidual may not treat as consideration for the contract contributed by
the employee any contributions under the plan for which deduetions
were allowed and which, consequently, are considered employer con-
tributions.  Moreover, under the new section 72(in) (2), contributions
on behalf of a self-emploved individual which are used to purchase
life, accident, health, or other insurance are not, for purposes of
section 72(d), included i the employee’s basis for the contract,
Nection 72 (m)

Subsection () of seciion 4 of the bill adds to seetion 72 a new sub-
seetion (m), which provides special rules applicable to the taxation of
employee annuities and distributions under employee plans,
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(1) Amounts received before annuity startzn g date.—Paragraph (1)
of the new subsection () provides. that any amounts which are re-
ceived under an annuity, endowment, or life Insurance contract before
the annuity starting date and which are not received as an annuity
(w1thm the meaning of sec. 72(e)(2)) shall be included in  “e re-
cipient’s gross income for the taxable year in which received to the
extent that—

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

(B) The aggregate premiums or other consideration paid for
the contract on behalf of an employce while such employee was
an owner-employee (as defined in sec. 401(c)(3))} which were
allowed as deductions under section 404 for the taxable year and
all prior taxable yeurs. FKor this plll{(()@(‘,,tth aggregate pre-
miums or other consideration paid forthe conuawﬂ( does not
include any portion of such premiums or other consideralion which
1s properly allocable (s determined under regulations prescribed
by the Secretary or his delegate) to the cost of life, accident,
health, or other insurance, even if such premiums were allowed
as deductions under section 404.

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

The provisions of paragraph (1) may be illustrated by the example
of an employee who receives $8,000 as a distribution under a qualified
pension plan before the anmuby starting date. At the time of such
distribution,. $10,000 had been contributed and deducted under the
plan on behalf of such employee while he was an employee (other than
an owner-employee) and $5,000 had been contributed and deducted
under the plan on behalf of such an employee while he was an owner-
employee. In addition, such employee had contributed $2,000 on
his own behalf under the plan. Of the $8,000, $5,000 (the Amount
contributed and deducted on behalf of the emplovee while he was
an owner-employee) is includible in gross income under paragraph
(1). Of the remaining $3,000, $1,000 (the amount in excess of the
employee’s contributions on his own behalf) is includible in gross
mcome under section 72(e).

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

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

(B) The consideration for the contract contributed by the
emplovee for purposes of section 72(d)(1), and

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

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

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

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

(i) Which is purchased as part of a qualified annuity plan
described in section 403(a), or
(i1) Which is purchased by a qualified pension, profit-sharing,

or stock-bonus trust, if the proceeds of such life insurance con-

tract are pavable directly or indirectly to a participant in such

trust or to a beneficiary of such participant.
Paracraph (3)(B) provides that any contributions to such a qualified
annuity plan or such a qualified trust allowed as a deduction under
section 404, and any income of such a qualified trust, which are deter-
mined (in accordance with regulations prescribed by the Secretary or
his delegate) to have been applied to purchase the life insurance protec-
tion under a life insurance contract to which paragraph (3) applies
are includible in the gross income of the employee for whom such
protection is purchased for the taxable year when such contributions,
or such income, are so applied. In the case of the death of an em-
plovee insured under a life insurance contract to which paragraph (3)
applies, an amonnt equal to the cash surrender value of such contract
immediately before the death of the employee shall be treated as a
payment under the qualified plan or trust, and the excess of the
amount payable by reason of the death of the insured over such cash
surrender value shall not be includible in gross income under section
72 and shall be treated as provided in section 101,

The provisions of parasraph (3) are rules presently contained in the
regulations under the Internal Revenue Code of 1954.

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

(5) Penalty applicable to certain amounts received by owncr-employ-
ees.—Paragraph (5) of the new subsection (m) provide. a penalty_tax
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on certain amounts received by an owner-employee under a qualified
trust or annuity plan. Paragraph (5)(A) provides that the penalty tax
is applicable— 1
(i) To amounts (other than any amount received by an indi-
vidual in his capacity as a policyholder of an annuity, endow-
ment, or life insurance contract which is in the nature of a divi-
dend or similar distribution) which are received under a qualified
pension, annuity, profit-sharing, or stock-bonus plan by an in-
dividual;- who is, or has been, an owner-employee, before such
individual attains the age of 59}, for any reason other than the
individual’s becoming disabled (within the meaning of sec.
213(g)(3)), but only to the extent that such amounts are at-
tributable to the contributions paid on behalf of such individual
(whether or not paid by him) while he was an owner-employee;
(il) To amounts which are received under such a qualified
plan at any time by an individual who is, or has been, an owner-
employee, or by the successor of such individual, but only to the
extent that such amounts are determined, under regulations
prescribed by the Secretary or his delegate, to exceed the benefits
provided for such individual under the plan formula; and
(iii) To amounts which are received by reason of the distribu-
tion under the provisions of section 401(e)(2)(18) (relating to
willfully made excess contributions) by an individual who is,
or has been, an owner-employee of his entire interest in all such
qualified plans.
The penalty tax is applicable to such amounts even though, at the
time they are received, the recipient is not an owner-employee. In
the case of an early distribution described in paragraph (5)(A)(i), the
penalty tax is applicable to only so much of the distribution as is at-
tributable to contributions paid on behalf of the recipient while he was
an owner-employee. However, the penalty tax is applicable to the
entire amount, to the extent it exceeds the benefits under the plan
formula, received by an employee (or by the successor of an employee)
who is, or has been, an owner-employee, even though a portion of such
amount may be attributable to contributions made on behalf of such
employee while he was not an owner-employee.

Paragraph (5)(B) provides that, if the aegregate of the amounts to
which the penalty tax is applicable received by any person in his taxa-
able year equals or excceds $2,500, the increase in his tax for that
taxable vear attributable to the receipt of such amounts shall not be
less than 110 perecent of the aggregate increase in taxes, for that
taxable year and the 4 immediately preceding taxable years, which
would have resulted if such amounts had been included in such per-
son’s gross income ratably over such taxable years. If deductions
had been allowed under section 404 for contributions paid on behalf
of such person while he is an owner-employce for a number of prior
taxable yvears less than 4, paragraph (56)(13)(1) shall be applied by
taking into account the number of taxable years immediately pre-
ceding the taxable year in which the amount was so received equal to
such lesser number,

Under paragraph (5)(C), if the aggregate of the amounts to which
the penalty tax is applicable received by a person in his taxable yecar
is less than $2,500, the increase in tax attributable to the receipt of
such amounts shall be 110 percent of the increase computed without
regard to this penalty tax. . ,
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Paragraph (5)(D) provides that the penalty tax shall not apply to
any amount which is taxed, under section 402(a)(2) or section 403
(2)(2), at capital gains rates. In general, therefore, the penalty tax
is not applicable to an early distribution to an owner-employee of a
corporation if such distribution represents a total distribution of his
interest under the plan and is paid on account of his separation from
service. The penalty tax would not, under similar circumstances, be
applicable to amounts described in paragraph (5)(A)(ii). On the
other hand, since a distribution required as a result of a determination
‘that a willful excess contribution has been made on behalf of an owner-
employee is not a distribution on account of separation from service or
death, the penalty tax will, in all cases, be applicable to such a dis-
tribution. . ' _

Paragraph (5)(E) provides that the special rules in section 72(n)(3)
shall be applied for purposes of computing the taxable income for
taxable years to which paragraph (5) applies.

Paragraph (6) of the new subsection (m) provides that, for purposes
of section 72, the term “owner-employee’’ has the meaning assigned
to it by section 401(c)(3) (determined with the application of the rules
of constructive ownership in sec. 401(c)(5)).

Section 72(n)

Subsection (b) of section 4 of the bill adds to section 72 a new sub-
section (n), which provides special tax treatment with respect to cer-
tain total distributions received under a qualified plan,

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

(i) On account of the employee’s death, _
(i) After the employee has attained the age of 594 years, or
(ii1) After the employee has become disabled (within the
" meaning of sec. 213( 53(3)).
In the case of a qualiﬁe§ annuity plan, the special tax treatment is
applicable to amounts paid to a payee, if such amounts represent the
total amounts payable to the payee with respect to an employee and if
such amounts are paid to the payee within 1 taxable year of the
ayce—
s (1) On account of the employee’s death,
(1) After the employee has attained the age of 59)¢ years, or
(in) After the emp?’oyee has become disabled (within the
meaning of sec. 213(g)(3)). ,

For the special tax treatment to be applicable to a distributee or
payee with respect to a distribution of an employee’s interest in a
qualified plan, it is not necessary that there also be distributed within
the 1-year period any portion of the employee’s interest which is pay-
able to another payee or distributee. The special tax treatment 1s,
under paragraph (1)(C), applicable only with respect to so much of
any distribution or payment as is attributable to contributions made
under a qualified plan on behalf of an employee while he is a self-
employed individual. If an employee receives a distribution or ]pay-
ment of his own interest in a qualified plan or trust, the special tax
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treatment is applicable to such distribution or payment only if con-
tributions which were allowed as a deduction under section 404 have
been made on behalf of such employee while he was a self-employed
individual for 5 or more taxable years prior to the taxable year in
which such distribution is paid. In addition, the speciul tax treat-
ment is not applicable to amounts to which the penalty tax in section
72(m)(5) is applicable.

(2) Paragraph (2) of the new subsection (n) provides that, in any
case when the special tax treatment applies, the tax attributable to
the amounts to which the new subsection (n) applies for the taxable
year for which such amounts are reccived shall not be greater than
five times the increase in tax which would result from the inclusion in
gross income of the recipient of 20 percent of so much of the amount
so received as is includible in gross income.

(3) Paragraph (3) of the new subsection (n) provides that, not-
withstanding section 63, and for purposes only of computing the tax
under chapter 1 of the Internal Revenue Code of 1954 attributable to
amounts to which the new subsection (n) or section 72(m)(5) (relating
to the penalty tax in the case of certain distributions) applies and which
are includible in gross income, the taxable income of the recipient for
the taxable year of receipt (and for any other taxable year involved
in the computation under sec. 72(m)(5)) shall be treated as being not
less than the amount by which— /

(A) The aggregate of such amounts so includible in gross
income, exceeds ,
(B) The amount of the deductions allowed for such taxable
year under section 151 (relating to deductions for personal
execmptions). '
In any case in which section 72(n)(3) results in an increase in taxable
income for any taxable year, the resulting increase in the taxes imposed
by section 1 or section 3 for such taxable year shall not be reduced by
any credit under part IV of subchapter A of chapter 1 (other than sec.
31) of the Internal Revenue Code of 1954 which, but for this provision,
would be allowable. Under paragraph (3), in no case-is there sub-
jected to tax under the penalty tax in section 72(m)(5) or the special
tax treatment in section 72(n) amounts which represent a recipient’s
basis for a distribution, :

Section 402(a)

Section 402(a)(2) provides that certain total distributions under
qualified plans are taxable at capital gains rates. Subsection (c) of
section 4 of the bill amends scction 402(a)(2) to provide that the
capital gains treatment is not applicable to distributions paid to any
distributee to the extent such distributions are attributable to con-
tributions made on behalf of an individual while he was a self-employed
individual. In other words, in the case of an individual who was
covered under a qualified plan both while he’was an employce within
the meaning of common law and while he was a self-employed in-
dividual, the capital gains treatment could only apply to that part of a
distribution that is attributable to contributions made on his behalf
while he was an employee within the meaning of common law.,

Section 403(a)
Section 403(a) provides the tax treatment for distributions lgn(]er
qualified nontrusteed annuity plans. Subsection (d)(1) of section 4
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of the bill amends section 403(a)(2)(A)(i) to provide that a qualified
annuity plan must meet the new qualification-requirements included
by this bill in sections 401 (a) and (d).

Section 403(a)(2) provides capital gains treatment for certain total
distributions. Subsection (d)(2) of section 4 of the bill amends
section 403(a)(2) (A) to provide that the capital gains treatment shall
not apply to amounts paid to any payee to the extent such amounts
are attributable to contributions made on behalf of an individual
while he was a self-employed individual. This amendment applies
similar treatment to distributions under qualified annuity plans as the
amendment made by subsection (c) of section 4 of the bill applies to
distributions under qualified trusts.

Subsection (d) (3) of section 4 of the bill adds to section 403(a) a
new paragraph (3) providing that, for purposes of section 403(a), the
term ‘‘employee’ includes a self-employed individual who is an em-
ployee within the meaning of section 401(c)(1), and the employer of
such individual is the person treated as his employer under section
401(c)(4). 'This amendment merely makes clear that a self-employed
individual can participate in a qualified annuity plan,

SectioN 5. Prans ror PurcHaseE or UniTEp StaTeEs Bonps

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

Section 406 (a)

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

(1) The plan meets the requirements of section 401(a) (3),
4), (5), (6), (7), (8), (9), and (10) and, if applicable, the re-
quilrements of section 401(d) (2), (3), (4), (5), (6), (8), and (9);
anc
(2) Contributions under the plan are used solely to purchase
for employees or their beneficiaries the United States bonds de-
scribed in section 405(b).
A qualified bond purchase plan can be established by an employer for
his employees without the creation of a trust but, if such a plan is
established, only the special bonds can be purchased under the plan.
A qualified trusteed plan can also purchase the special bonds together
with other assets but, if a trusteed plan is established, the plan must
qualify under section 401 as a pension or profit-sharing plan,

In general, a qualified bond purchase plan must meet the same
ualification requirements as a qualified annuity plan. However, sec-
tion 401(d)(7) is not applicable to a qualified bond purchase plan and,
consequently, there is no limit on the amount of contributions in
e)lzcess of those which are deductible that may be made under the
plan.

Section 406 (b)
Subsection (b)(1) of the new section 405 describes the special bond
which can be purchased under a qualified bond purchase plan. Such
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paragraph provides that such a bond is a bond issued under the

Second Liberty Bond Act, as amended, which by its terms, or by

‘regulations prescribed by the Secretary under the Second Liberty Bond

Act— »

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

(B) May be purchased only in the name of an individual;

(C) Ceases to bear interest, or provide investment yield, not
later than 5 years after the death of the individual in whose name
it is purchased; -

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

(1) Has attained the age of 594 years, or
(i) Has become disabled (within the meaning of scec.
213(g)(3)); :

(I2) Isnot transferable. .

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

Sectron 405 (c) ‘

Subsection (c) of the new section 405 provides that contributions
paid by an employer to or under a qualified bond purchase plan shall
be deductible in an amount determined under section 404(a) in the
same manner and to the same extent as if such contributions were
made to a qualified trust described in section 401(a) which is exempt
from tax under section 501." Thus, for contributions to a qualified
bond purchase plan to be deductible. under section 405(c), all of
the requirements of section 404 must be met. For example, the
contributions must meet the requirements of section 162 or 212, and
must be made (or deemed to have been made under sec. 404(a)(6))
in a taxable year of an employer which ends with or within a year of
the bond purchase plan for which it qualifies under section 405, If
the amount of the contributions to the qualified bond purchase plan
are determined by reference to the profits of the employer, as in the
case of a qualified profit-sharing plan, the amount deductible with
respect to such contributions is determined under section 404 (a)(3)
relating to qualified profit-sharing plans. Moreover, such a bond
purchase plan shall be considered a profit-sharing plan for purposes
of the provision in section 404(a)(3) relating to a situation when
contributions are made to two or more profit-sharing trusts. In
other cases, the amount deductible with respect to contributions i «
qualified bond purchase plan will be determined under section
404(a)(1). If the qualified bond purchase plan covers owner-
employees, the amount deductible with respect to contributions to the
plan is subject to the further limitations of section 404(e) applicable
to owner-employees. Similarly, in the case of a qualified bond pur-
chase plan covering owner-employees, the special rules in section
404(a)(9) for computing the limitations with respect to deductions
for contributions under the plan shall be applicable. Thus, the
carryover provisions of section 404(a) are not applicable with respect
to contributions made under a qualified bond purchase plan on
behalf of owner-employees.
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™.

Section 406(d) AN

Subsection (d)(1) of the new section 405 provides that no amount
is includible in the gross income of a-distributee at the time a bond
described in section 405(b) is distributed to him under a qualified
bond purchase plan or from a qualified trust. Upon the redemptior
of such a bond, however, the proceeds are subject to taxation under
chapter 1 of the Internal Revenue Code of 1954. In applying chapter
1, for purposes of determining the amount of tax due, the provisions
of sections 72 and 1232 shall not be applied. In other words, the
bonds deseribed in. section 405(b) received under a qualified f)ond
purchase plan or from a qualified trust are not subject to tax until
they are redeemed. In addition, upon redemption, no part of the
proceeds will be taxable at capital gains rates under section 1232,

Subsection (d)(2) of the new section 405 provides rules for deter-
mining the basis of any bond received by a distributee under a qual-
ified bond purchase plan. If the bond was purchased for an employee
within the meaning of commmon law, the basis of such bond shall be an
amount equal to the amount of the contributions made under the

lan by the employee himself which were used to purchase the bond.
Ff the bond was purchased for an employee at a time when he was a
self-employed individual, the basis of such bond is an amount equal
to the amount of the contributions used to purchase the bond which
were made on behalf of such employee and which were not allowed as’
a deduction under section 405(c). Such subsection (d)(2) further
provides that the basis of & bond described in section 405(b) which
18 received by a distributee from a qualified trust shall be determined
under regulations prescribed by the Secretary or his delegate. "

Section 405 (e) .

Subscction (e) of the new section 405 provides that the capital
ains treatment of section 402(a)(2) shall not apply to any of the
Eonds deseribed in section 405(b) and that, for purposes of applying
section 402(a)(2) to amounts distributed by a qualified trust, any
such bonds: distributed to any distributee and any such bonds to the
credit of any employee shall not be taken into account. In other
words, for purposes of applying section 402(a)(2), a distribution under
a qualified trust may be considered a total distribution of an employee’s
mmterest in such trust even though the trust retains bonds described
in section 405(b). In the case of a distribution from a qualified trust
which qualifies for the capital gains treatment of section 402(a)(2)
and which includes both bonds of the type described in section 405(h)
and other property, the capital gains treatment will be applicable
to such other property. In no case, however, will the capital gains
treatment be npp“cuhle to the proceeds received as a result of the
redemption of any of the Londs described in section 405.

Section 404(f)

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

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

Section 405(h)

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

SecrioNn 6. Prouisitep TRANSACTIONS

Section 6 of the bill amends’section 503 of the Internal Revenue
Code of 1954 to provide a special.definition of the term ‘“‘prohibited
transaction” in the case of certain qualified employees’ trusts covering
owner-employees. This special definition is only applicable when the
owner-employees covered by the qualified employees’ trust, control the
trade or business with respect to which the trust is established.

Section 6 of the bill adds to section 503 a new subsection (j) which
provides that, in the case of a trust described in section 401(a) which
15 part of a plan covering owncr-employees (as defined in sec. 401(¢)(3))
who control the trade or business with respect to which the plan is
established, the terim “prohibited transaction” means, in addition to .
the transactions described in section 503(c), any transaction in which
such trust, directly or indirectly—

(A) Lends any part, of the corpus or income of the trust to;
(B) Pays any compensation for personal services rendered to

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

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

- property to;
any person described in section 503(c) or to any such owner-employee,
a member of the family (as defined in see. 267(c)(4)) of any such
owner-employee, or a corporation controlled by such owner-employee
through- the ownership, directly or indireetly, of 50 percent or more
of the total combined voting power of all classes of stock entitled to
vote or 50 percent or more of the total value of shares of all classes

of stock of the corporation. ’

For purposes of determining whether owner-employees covered
under a qualified employees’ trust control the trade or business with
respect to which such trust is established, the rules in section 401 (d) (8)
(B), determined with the application of the rules of constructive
ownership in section 401(c) (5), shall be applied.

Paragraph (2) of the new subsection (j) provides that, for purposes
of the new definition of “prohibited transaction” in paragraph (1),
the following rules shall apply with respect to a loan made before the
date of the enactment of the bill which would be a prohibited trans-
action if made in a taxable year beginning after December 31, 1960:

" (A) If any part of the loan is repayable prior to December 31,
1963, the renewal of such part of the loan for a period not extend-
ing beyond December 31, 1963, on the same terms, shall not be
considered a prohibited transaction.
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(B) If the loan is repayable on demand, the continuation of
the loan beyond December 31, 1963, shall be considered a pro-
hibited transaction. »

Sterion 7. Oruer SeeciAl Runes, TecENIcAL CHANGES,
AND ADMINISTRATIVE PROVISIONS

Section 7 of the bill provides certain technical amendments and
administrative provisions. -

Section 7(a) of the bill amendssection 37 of the Internal Revenue
Code of 1954, relating to the retirement income credit, to make clear
that any distribution to a self-employed individual under a qualified
pension, annuity, or profit-sharing plan, and that any income derived
by any person from the bonds described in section 405(b) received
under a qualified bond purchase plan or from a qualified trust, may
qualify as retirement income for purposes of such credit.

Scetion 7(b) of the bill amends section 62 of the Internal Revenue
Code of 1954, relating to the definition of ““adjusted gross income”,
to provide that, in computing adjusted gross income, there shall be
allowed, in the case of a sclf-employed individual, the deductions
allowed under sections 404 and 405 for contributions on behalf of
such an individual to a qualified pension, apnuity, profit-sharing,
or bond-purchase plan. _

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

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

section 7(d) of the bill amends scction 104(a) of the Internal
Revenue Code of 1954, relating to compensation for injuries or sick-
ness, to make clear that the exelusion of such section is not applicable
to any benefits which are attributable to contributions to a qualified
pension, annuity, profit-sharing, or bond purchase plan on behalf of
an individual while he was a sclf-employed individual to the extent
that such contributions were deductible under section 404 or 405.

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

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

Section 7(g) of the bill makes conforming amendments to section
805 of the Internal Revenue Code of 1954, relating to pension plan
reserves of life insurance companies.

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

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

Section 7(j) of the bill amends section 2517 of the Internal Revenue
Code of 1954, relating to exclusion from gift tax in case of certain
annuities under qualified plans, in the same manner as section 7(i)
o{' the bill amends the estate tax exclusion with respect to qualified
plans. :
Sections 7 (k) and (1) of the bill amend section 3306(b)(5)-of the
Internal Revenue Code of 1954 (relating to the Federal Unemploy-
ment Tax Act) and section 3401(a)(12) of such Code (relating to the
withholding of income tax). These amendments make conforming
changes and exclude from the definition of “wages’ under such sec-
tions any payment made to, or on behalf of, an employee or his hene-
ficiary, under or to a bond-purchase plan which, at the time of such
payment, is a qualified bond-purchase plan described in section 405.
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Section 7(m) of the bill amends the Internal Revenue Code of 1954
to add a new section 6047, giving the Secretary or his delegate author-
ity to require the furnishing of additional information which is neces.
sary to administer the new provisions in this bill.

SectioN 8. ErrecTivEe DATES

Section 8 of the bill provides the dates on which the amendments
made by this bill will be applicable.

(@) Trusts and plans of unincorporated employers.—Under section §
(2) and (d) of the bill, the amendments made by the bill are applic-
able for taxable years beginning after December 31, 1960, to all trusts
or plans of an employer which is not a corporation. In other words,
in the case of a trust or plan of such an employer, all the amendments
made by the bill (including those in sec. 401(a) which apply to a trust
or plan whether or not it covers an owner-employee) are eflective for
taxable years beginning after December 31, 1960, even though such
trust or plan constituted a qualified trust or plan on December 31,-
1960,

() Trusts and plans of corporate employers which are qualified on
December 81, 1960.—Section 8(b) of the bill provides the dates on
which the following sections of the bill are effective with respect to
pension, annuity, stock bonus, and profit-sharing plans of corporate
employers which are qualified plans on December 31, 1960:

(1) Section 2, relating to requirements for qualification,

(2) Section 3, relating to deductibility of contributions to

qualified plans, '
(3) Section 4, relating to taxability of distributions under
qualified plans, and :

(4) Section 6, relating to prohibited transactions.
Such sections 2, 3, 4, and 6 of the bill are generally applicable to such
trusts or plans for taxable years beginning after December 31, 1963.
However, if such a trust or plan should fail to qualify for a taxable year
beginning on or before December 31, 1963, then such sections are ap-
plicable for the year in which the trust or plan so fails to qualify and
all succeeding taxable years. In addition, even though a trust or plan
established by a corporate employer is a qualified trust or plan on De-
cember 31, 1960, and retains such qualified status in succeeding years,
the new paragraphs (7), (8), and (9) of section 401(a) (which are added
by sec. 2(2) of the bill) are applicable to such a trust or plan with
respect to taxable years beginning after December 31, 1960, except
so much of paragraph (8) of section 401(a) as requires any distribu-
tion to an owner-employee before he retires. For purposes of apply-
ing the effective date rules in section 8(b) of the hill to foreign situs
trusts, such trusts are considered to be qualified trusts if they are so
considered under section 402(c), that is, if they would qualify for ex-
emption under section 501(a) except for the fact that they are trusts
created or organized outside the United States. The effective dates
in section 8(b) of the bill apply to trusts and plans of all corporate
employers (including corporations described in sec. 8(c)(3)(A) of the
bill and associations described in sec. 8(c)(3)(B) of the bill).

(¢) Trusts and plans of corporate employers which are not qualified
on December 31, 1960.—Section 8(c) of the bill provides the date on
which sections 2, 3, 4, and 6 of the bill are effective with respect to
trusts or plans of corporate employers which are not qualified trusts
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or plans (or which are not established) on December 31, 1960. In
general, such sections are applicable to such trusts or plans for tax-
able years beginning after December 31, 1960. However, the follow-
ing provisions of the bill which relate to the making of vested con-
tributions for employees, are applicable to trusts and plans of corpo-
rations (other than corporations described in section 8(c)(3)(A) of the
bill and associations described in secgon 8(c)(3)(B) of the bill) only
with respect to taxable years beginning after December 31, 1963:

(A) Section 401(d)(2)(A), relating to the requirement that
profit-sharing plans covering owner-employees must provide com-
plete vested rights for all employees under the plan;

(B) So much of section 401(d)(4) (relating to integration of
plans with social security) as relates to nonforfeitable contribu-
tions on behalf of employecs; ,

(C) So much of section 404(e)(2)(B) (relating to an alternate
limitation applicable to corporate owner-employees) as requires
nonforfeitable contributions on behalf of employces; and

(D) Section 404(e)(3), relating to the inapplicability of certain
limitations when some or all of the employees’ contributions are
forfeitable.

In other words, except in the case of a trust or plan of a corporation
with respect to which an election under section 1372 is in eﬂ'ect}l)r of
an unincorporated association which is engaged in a trade or budiness
in which professional services is a material income-producing factor,
the vesting requirements included in the bill are not applicable to
trusts or plans of corporate employees until taxable years beginning
a‘ter December 31, 1963, even though such trusts or plans were estab-
lished after December 31, 1960, or, if established belore December 31,
1950, did not qualify on such date. In the case of a trust or plan of
such a corporation with respect to which an election under section 1372
isin efTect or of such an association, all vesting requirements are ellec-
tive for taxable years beginning after December 31, 1960, if such trust
or plan was established after December 31, 1950, or failed to qualify
on such date. .

The application of the effective date rules in scction 8(c¢) of the
bill may be illustrated by the case of a corporation (other than a
corporation described in section 8(c¢)(3)(A) or an associution described
in section S(e)(3)(B)) which establishes, after December 31, 1960, a
profit-sharing plan covering owner-employees. In order to constitute
a qualified plan, this profit-sharing plan would have tomicet all the
new reguirements in section 401 (a) and (d) (except insofar as they
require vested rights for employees) for all taxable years. Similarly,
deductions for contributions under the plan on behalf of owner-
employces would be subject to the special limitations in the new
section 404 (e) (applied without the vesting rules). " he {)lnn would,
however, be subject to the vesting reauirements in the bill only with
respect to taxable years beginning after December 31, 1963. Thus,
for taxable years beginning before January 1, 1964, the profit-sharing
plan could qualify under section 401 although some or all of the
contributions under the plan on behalf of employeces were forfeitable
at the time they are made. For taxable years beginning after Decem-
ber 31, 1963, however, the plan would qualify under section 401 only
if, pursuant to section 401(d)(2)(A), the contributions under the
plan on behalf of employees were vested at the time they are made.
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Similarly, for taxable years beginning before Jenuary 1, 1964, contriby-
tions under the plan could, under section 401(d)(4), be integrated
with the social security system for any year in which the deductible
contributions on behalf of owner-employees do not exceed one-half
of the amounts deductible for that year with respect to contributions
(either forfeitable or nonforfeitable) on behalf of employces (other
than owner-employees). On the other hand, in the case of u taxuble
year beginning after December 31, 1963, integration with the social
security system would be permissible under scction 401(d)(4) only
if the deductible contributions on behalf of the owner-employees for
that year do not exceed one-half of the amounts deductible for that
year with respect to nonforfeitable contributions on behalf of em-
ployees (other than owner-employees). In addition, the limitations
1n section 404 (e) would be applicable for all taxable years for purposes
of determining the amount that may be deducted with respect to
contributions under such plan on behalf of owner-employees. How-
ever, for a taxable year beginning belore January 1, 1964, the limita-
tion described in. section 404(e)(2)(1B) with respect to an owner-
employee would be an amount equal to such owner-employee’s
proportionate share of the amount deductible under section 404 for
such taxable year for contributions (whether or not vested) on behalf
of employees (other than owner-employees). :

(d) Amendments made by sections 6 and 7 of the bill.—Section 8(d)
of the bill provides that the amendments made by section 5 of the bill
(relating to qualified bond purchase plans) and section 7 of the bil
(relating to other special rules, technical changes, and administrative
provisions) are applicabie with respect to taxable years beginning
after December 31, 1960.

VI. CHANGES IN EXISTING LAW

In the opinion of the committee, it is necessary, in order to expedite
the business of the Senate, to dispense with the requirements of sub-
section 4 of rule XXIX of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the bill, as reported.)



MINORITY VIEWS ON H.R. 10

H.R. 10 should not be passed.

It would allow . the self-employed a tax deduction of 10 percent up
to $2,500 per year for funds set aside for a pension.

This privilege is asked for in the name of tax “equality.” But we
have found that under present pension plans very few receive a similar
benefit. This bill wouid give the self-employed special privileges.

Under H.R. 10 the self-employed receive a tax deduction on the
funds they set aside. Under almost all other plans, the individual
pays the income tax on the money he sets aside.

If the benefits of the bill were extended to all citizens, as will
inevitably be demanded with justice, and the principle applied to
other equally deserving individuals; it would cost $3 billion per year
in lost revenues.

This would convert the income tax from a tax on income to a tax
on consumption. Savings would be exempt from taxation. The
higher the income the higher both the absolute and proportional
amounts of savings. Such a principle would throw an unfair burden
of taxation on lower income groups or those who can afiord either
little or modest savings,

. Because of the great tax favors for the beneficiaries from the bill,
the Treasury has greatly underestimated the anticipated loss in
revenues.  More will use the bill than the Treasury estimates.

While everyone would like a tax deduction, this group has no special
claim to a tax deduction of 10 percent of their income up to $2,500
per year when compared with other groups who pay taxes. This is
especially true when the present personal exemption is only $600 per
person.

The proper way to proceed would be to close existing loopholes in
t}le pension laws rather than to attempt to extend or to universalize
them,

The revenue lost by this bill would have to be paid for either by
higher taxes on those who do not get the relief or by floating Govern-
ment bonds in order to make up for the loss in revenue. This would
add to the national debt.

As the bill is complex and would provide an entirely new principle
of taxation, we believe that it should not be brought up at this late
date in the session. If it is brought up, it should be considered very
carefully, for a major principle of taxation is at stake.

Paur, H. DoucLas,
EvceNE J. McCarrraY.
Russrrn B, Lone.
ALBERT GORE.
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INDIVIDUAL VIEWS OF SENATOR RUSSELL B. LONG AND
' SENATOR EUGENE J. McCARTHY

H.R. 10 has been advanced as a bill designed to remove inequities
in present tax laws relating to pension and retirement plans. In the
name of equity, H.R. 10 proposes to allow the self-employed to set
aside out of earned income in any year approximately 10 percent of
that income, up to & maximum of $2,500.

H.R. 10, however, does not establish equity between the self-
employed and employees now included in other pension plans, and it
cr outos new inequities.

It gives a more favorable treatment to a small group than that
thh is presently available to employees covered by private pension
plnns a group which itself is a minority of our working force.

2. It makes no provision for the majority of our workers, some 42
million who are not covered by any pension plan, and in fact it
increases the diserimination against them.

3. Among the self-employed themselves it provides tax Lreatmenb
which is limited to those who invest their savings in pension or
retirement programs.

H.R. 10 excludes from current tn\'nmon the entire amount. of the
contribution made by the sclf-employed in the year in which that
contribution is made. In all other plans, including private pension
plans qualifving under the Internal Revenue Code—civil “service
retirement, State and local governmental retirement programs, rail-
road retirement, and social security, the unployoes contribution is
taxed in the year in which it is made.

In private pension employee plans, vesting rights prior to retirement
are very limited. Most employces obtain no rights to the pension
income until retirement. It is absurd to say that an employee gets
a tax advantage by deferring the receipt of income in which he does
not have a vested interest.

The bill, H.R. 10, creates new inequities. In operation it will not
apply oqunllv to all self- employed persons. The benefits provided
under the bill arvise from financial investments for retirement from
stocks and bonds, insurance policies, and annuities.

The farmer or the small businessman is interested in further invest-
ment in his business. Such investment, he expects, will help provide
for his retirement. When he reaches retirement age he will have an
investment from which he could receive income in rent or profits, or
which he could sell in order to obtain money with which to make
financial investments. In some respects this bill discourages rein-
vestment in small business. The farmer or the small businessman who
wants to buy more plant and equipment will find that this kind of
saving or investment is not eligible for favorable tax consideration.
The person who wishes to provide for his old age by mvmtmg in a house
is denied any such reduction,

Although there are approximately 7 million self-employul persons
who are qualmed to come under the provisions of H.R. 10, it is esti-
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mated that only about 2 million will take advantage of its provisions;
These 2 million would have the advantage of tax deductions estimated
at as much as $250 million a year. Theoretically, this is a tax defer-
ment, but experience with tax deferment proves rather conclusively
that in most cases tax defcrment results in tax reduction or tax
avoidance.

H.R. 10 does nothing for approximately 42 million American
workers who are not included in any pension program, private or
governmental, other than social security. If H.R. 10 is passed, we
must expect that those citizens of -the United States who are not
granted the same privilege will demand concessions in the name of
equity and justice. The extension of the provisions of H.R. 10 to
people now covered under these programs would result in an estimated
additional revenue loss of $1,370 million a year, and the extension of
this privilege to those not now included in any retirement program
would bring the total revenue loss up to in excess of $3 billion a year.

If the Congress is to take action which leads to tax equity and
uniformity, it should either close loopholes and eliminate special
privileges in the pension field in order to achieve uniformity, or should
undertake to achieve it by extending the advantages of H.R. 10 to -
gveryone.

The bill continues a dangerous procedure which has been manifest
in recent years. According to this procedure, decisions of the Con-
%ress are based upon arguments advanced by individual taxpayers or

y organizations who argue that they are not getting the same benefits
us other taxpayers in what are alleged to be identical situations. 1In
most cases the situations in-the first place are not identical. In the
second step, the Congress accepts that when the situations are similar,
the solution is to be found in giving the petitioning group something
like the favorable treatment against which they protest, instead of
removing or reducing the special advantages. The principle seems
to be that if inequity is extended, justice is achieved, when, in fact,
by multiplying and increasing the impact of special privilege, the
burden of taxation is simply shifted to citizens who pay other taxes
or as a result of forced deficit financing, shifted to the general public
through inflation.

The bill reflects also a second dangerous trend in tax policy which,
if allowed to continue, will make the general individual income tax
no longer a tax on current income, but a tax on consumption, exclud-
ing from taxation that portion of current income which can be saved
or set aside. The advantage of this practice to those in the high
income brackets is obvious.

The Finance Committee amendments to H.R. 10 have modified
some of the most glaring weaknesses of the House bill in that these
amendments make some provision for employees of a self-employed
proprietor or partner and will curb some of the abuses in the pension
plans and provisions in very small corporations where the largest part
of the benefits go to stockholder employees. v

In the course of the years, the field of private corporate pension
plans has been shown to be one in which there are glaring and inexcus-
able tax loopholes and special advantages. Treasury representatives
pointed out many examples of inequity and tax favoritism in the
corporate pension plans and made a number of proposals directed
toward eliminating loopholes and tightening existing provisions of the
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law. Perhaps the most significant ones were the Treasury recom.
mendations that the highly discriminatory capital gains treatment,
now available on lump-sum distribution under existing qualified pen-
sion plans, be eliminated, and also the Treasury suggestion that we
look into the serious question of vesting rights in private pension
plans, The committee rejected most of these recommendations
either in whole or in part.

In the name of fiscal responsibility, efficient administration, equity,
and justice, H.R. 10 should not be passed in its present form by this
Congress. ‘ ,
'~ RusserLL B, Lona.

EvcenE J. McCARrTHY.



INDIVIDUAL VIEWS OF SENATOR PAUL H. DOUGLAS

I. SUMMARY

H.R. 10 would provide very great tax benefits to a relatively small

group of people—namely, doctors, lawyers, and other self-employed
cople. Those who could take full advantage of this special-benefit

egislation, moreover, are in little need of Government aid because
they are among the most favorably situated people in the country.
The bill would lose the Treasury several hundred million doilars a
year if its benefits could be confined to just the self-employed indi-
vidual. However, the loopholes it would create on behalf of the self-
employed would be so great that simple justice would require giving
similar benefits to others. If everyone were to get similar treatment,
the revenue loss would exceed $3 billion. ‘

The purpose of this bill is to exempt the savings of the self-employed
person from income taxation. This objective 13 directly contrary to
the basic principle of a good income tax which is based on the total
income of the taxpayer, without reference to the source of the income
or the way in’ which it is used. If the principle of this bill were uni-
versalized, it would change the character of the Federal individual
income tax from an ability-to-pay tax on income to.a tax on consump-
tion. It would reduce progression in the income tax because savings
would be exempt from taxation. Those who are in a position to save
& large proportion of their incomes, the upper income groups, would
benefit while the lower income groups would be required to assume a
greater share of the total tax burden.

The bill would moreover introduce a very strong bias in favor of
the limited types of personal investment of savings for retirement
which it spells out.” It would, therefore, substitute tax considerations
for sound financial judgment in personal investment plans, The finan-
cial benefits provided by the bill are very great, much greater than
generally appreciated. - ;

If the bil{)passes, there is no just reason why its benefits should not be
made available to all taxpayers. Indeed, the history of the loopholes
in the Federal income tax offers persuasive evidence that the provisions
of this bill would, before very long, be made universally applicable.

Instead of opening up a new loophole in the tax law, we should close
the existing loopholes in the treatment of pension plans. This bill,
however, makes a huge start toward expanding and worsening a
loophole in the present law.

II. PROVISIONS OF THE BILL

The provisions of H.R. 10 have been detailed in the committee
report. Briefly, the bill would permit self-employed persons (in-
cluding owner-employees of corporations) to deduct from their taxable
incomes amounts they set aside in restricted retirement funds. The
deduction in any one year could not, in general, exceed 10 percent of
the self-employed person’s earnings from his employment or $2,500,
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whichever is less. Upon retirement, the self-employed person would
be taxable on amounts distributed from the fund; if these amounts
are distributed in a lump sum, a type of averaging would be used in
figuring the tax which would serve to keep the distribution from being
taxed at a high marginal rate. The owner-mployee would continue
to enjoy capital gains treatment on lump-sum distributions, as he
does under present law. ,
- The self-employed person, in other words, would be granted the
grivilege of deferring the income tax on up to 10 percent of his earnings
uring his high income years. He would be taxable on his retirement
income only at a lower rate, if at all, during his retirement.

The committee’s bill includes some provisions aimed at eliminating
abuses of the present law by owner-employees of corporations. These
provisions should be separated from H.R. 10 and enacted. They
would close some of the more flagrant loopholes now in the law,
although more basic revision is necessary if the tax treatment of
retirement plans is to be conformed to the principles of a good income
tax.

III. ALLEGED JUSTIFICATION FOR H.R. 10

The proponents of this bill argue that its aim is only to provide the
self-employed person with the same opportunities to defer taxes on
income set aside for retirement which are now enjoyed by employees
who are covered by pension plans financed in whole or in part by their
employers. According to this argument, the self-employed person is
discriminated against under present law because any of his income
which he sets aside for his retirement is fully taxable.” The employee,
however, has contributions to a retirement fund set aside on his behalf
by his employer; the employee does not take these contributions into
his income at the time they are made, even though his employer
claims a deduction for them. Instead, the employee is required to
include in his income only the benefits he ultimately receives from the
retirement fund, usually when his total income is lower and therefore
taxable at a lower rate, or not taxable at all.

It is perfectly true that the present law does indeed make possible
some duch discrimination. An employee who eventually does receive
retirement benefits from a private retiement plan will have paid
lower taxes on his earnings and retirement income than a self-employed
person with the same amount of earnings and retirement income over
the same period. The present law, in other words, does afford favor-
able tax treatment to the employee if he remains in a job covered by
an employer-financed plan until his retirement and can, therefore,
claim the retirement benefits his employer’s contributions have built
up on his behalf.

This is a large “if,” however. As a matter of fact, private retire-
ment plans can be financed at as low a cost as they are primarily
because only a small proportion of the employees eventually receive
these retirement benefits. Most lose out because they change jobs,
or otherwise fail to obtain vested rights in the reticement fund. Most
pension plans provide the employvee with sccure rights in retirement
benefits only after he has completed an appreciable number of years
of service with the employer; or has reached a certain age, or meets
both of these conditions. In the vast proportion of cases, these
vesting requirements are too severe for the majority of blue-collar
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workers to obtain full pension benefits; executives, on the other hand,
more easily meet these requirements. :

These employer-financed plans, therefore, involve deductible con-

“tributions by the employer for many more employees than eventually

draw benefits, because the employee does not have nonforfeitable
rights in his employer’s contributions to a retirement fund on his
behalf. In 1959, for example, employer contributions to corporate
pension funds (excluding those administered by insurance companies
and unions and funds of nonprofit organizations) were $2.629 billion,
and employee contributions were $354 million. In contrast with this
total of $2.983 billion in contributions, benefits paid out were only
$858 million, or only 28.8 percent of contributions. (Source: Securi-
ties and Exchange Commission, Statistical Series, release 1680, May
31, 1960, table 5.) :

Constructive reform of the present law does not call for extending
this favorable treatment, now given to a few other individuals. On
the contrary, the proper way to remove the discrimination is by
requiring the employee to include in his income his employer’s con-
tributions on his behalf to a private retirement fund, and to do so in
the year in which the contribution is made. Upon retirement, the
benefits received from the retirement plan would be taxable only to
the extent that they exceeded the contributions. Moreover, the law
should also be changed to permit the employer to deduct his contri-
butions to a retirement plan on behalf of his employees only to the
extent that these contributions are included in the employees’ current
income. Of course, to do this it would be necessary to give the
employee a nonforfeitable right in his employer’s contributions.
Indeed, this full vesting of rights in the employee should, in my judg-
ment, be made a condition for the qualification of pension trusts for
tax exemption. : -

If this type of reform were undertaken, there would be no discrimi-
nation, even to the limited extent that now exists, between employees
and the self-employed. Morcover, by requiring the vesting of non-
forfeitable rights in the employees, the present deterrent to changing
jobs arising from the fear of losing retirement benefits would be
eliminated. Finally, constructive reform along these lines would
expand the tax base and materially strengthen the income tax and
the Federal Government’s fiscal position.

H.R. 10, on the other hand, would extend the present tax favors
to a group of favorably situated individuals. 1t would lose revenue,
weaken the income tax and the Government’s fiscal position.

IV. H.R. 10 WOULD DISCRIMINATE IN FAVOR OF THE SELF-EMPLOYED .

The worst feature of the bill is that it would go far beyond elimie
nating the present tax differential between the employee and the self-
employed. In fact, it would provide the self-employed person with
tax benefits which very few, if any, employees are abﬂa to obtain.

The basic reason for this 1s that the self-employed individual would
have a completely vested, nonforfeitable-right in his contributions on
his own behalf which virtually no employee has under present law or
would have under H.R. 10. The self-employed .person’s retirement
fund would go with him wherever he went. Moreover, subject only
to a modest penalty, it would always be available to him; that is,
the self-employed person could always withdraw sums from his re~
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stricted retirement fund or deposit, if he were willing to pay a slight
. additional tax,

Practically no employee now enjoys similar rights under present
law, even under so-called vested plans, nor would an equal privilege
be provided the employee under H.R. 10. Neither the Internal
Revenue Code nor the income tax regulations explicitly "define an
employee’s “‘nonforfeitable” rights. In practice, however, even under
the most liberal plans, the employee has no access to the contributions
made on his behalf by his employer-—on which gax is deferred—until
he begins to receive retirement benefits. If he leaves his job before
retirement, he may, under the more liberal plans, retain rights to
retirement benefits when he reaches the specified retirement age. He
cannot, however, withdraw the contributions made on his behalf by
his employer, as the self-employed individual could under H.R. 10.

Moreover, most retirement plans specify a number of conditions,
such as length of employment, as well as age, which the employee
must meet to be eligible for retirement benefits, even when rights are
vested in him. No such condition would apply to the self-employed
Eerson under H.R. 10, even though the bill would allow the full tax

enefits to the self-employed person only if he met the specified con-
ditions. Nevertheless, he would have unlimited access to his retire-
ment funds at any age and at any time, subject only to a modest tax
penalty if he withdrew the funds prior to reaching the age of 59J.

This fundamental inequity of H.R. 10 was recognized even by the
Treasury Department, although tardily and halfheartedly. This

reco§nition was expressed by the Treasury, unfortunately, very late in
the legislative progress of H.R. 10. For example, in his letter of
February 16, 1959, to the chairman of the Committee on Ways and
Means, Mr. David A. Lindsay, assistant to the Secretary of the
Treasury, expressed the Department’s okiection to the bill as based
on the revenue loss it would entail, rather than on the grounds that
it would open a new and large loophole for a privileged group. It
was only after the bill had passed the House and was presented to
the Committee on Finance that the Treasury’s opposition to the bill
took on a more concrete form in the spelling out of an alternative
Froposal. Even then, and recognizing the shortage of time and the
arge volume of other business facing the committee, the Treasury
did not come up with a draft of their alternative proposal in the
statutory form which was necessary if the committee were to handle
the bill expeditiously. ,

What is even more discouraging is that the Treasury’s alternative
proposal will not effectively deal with the basic discrimination in favor
of the self-employed, as compared with the employee, which H.R. 10
would introduce into the law. For all of the elaborate rules which
the committee’s and the Treasury’s staff were able to put together,
the basic tax preference for the self-employed individual remains in
the bill, because it is inherent in the whole approach and tenor of
the bill. All that the modifications would do, in fact, is to limit
some of the more flagrant abuses in the present law and which would
otherwise be possible in H.R. 10. Even so, so long as the bill takes
the form of extending the present law’s provisions for deductible
allowances for retirement to the self-employed, the self-employed will
be favored in comparison with the employee.

It is also discouraging that only under the pressure of the additional
revenue loss involved in H.R. 10 would tge Treasury call to the
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attention of the committee a flagrant abuse of existing law, the oppor-
tunity which the present statute affords owner-employees of corpora~
tions to derive extraordinary pension benefits at the Treasury’s ex-
pense. Individuals who own substantial amounts of stock in com-
panies in which they also serve as officers have set; up liberal pension
plans primarily for their own benefit. By virtue of their ownership
of the company, the company’s contributions to the pension plan
on their behalf give them significantly more secure rights in the

ension benefits than are enjoyed by other employees who do not
Eave -an ownership link to the company. Cases were brought to the
committee’s attention in which owner-employees were covered under
the plans of numerous companies, in each of which they owned sub-
stantial interests. The amount of the tax benefits involved in such
arrangements is so great as to set up a very strong inducement for
partnerships and other noncorporate associations to elect to be treated
as corporations, under subchapter S of the Internal Revenue Code,
for the primary purpose of providing tax-favored pension arrangements
for the owners of these businesses. ,

It is regrettable that the Treasury has not sought to close this
loophole long ago. Instead, it offers proposals for its correction only
in connection with H.R. 10 which would extend similar tax favors to
self-employed persons who are reluctant, for various reasons, to take
advantage of subchapter S. Had the Treasury sought and fought for
corrective legislation to deal with the corporate owner-employee
situation long ago, specifically in connection with the Revenue Act
of 1954, the J)ressure for new gimmicks, such as the subchapter S
Erovisions and H.R. 10, would have been substantially less and very
ikely of minor consequence.

Since H.R. 10, or a similar bill, has been actively before the Congress
for several years past, one would have thought that the Treasury
Department woulcf, long since, have prepared a full analysis of the
bill and would have had ready its alternative proposals. The Treas-
ury’s performance in connection with H.R. 10, however, suggests that
its efforts to forestall this unjust revenue-losing measure have been
halfhearted, at best. ’ :

This failure to act in the past is further evidence of the administra-
tion’s disinclination to face up to the need for constructive tax reform
by removing the special privileges now in the law until extension of
those privileges to new groups of taxpayers threatens to become too
expensive in an election year when a favorable budget picture is
desired for political reasons. o

The specific proposals in the committee’s bill for curbing the tax
favors now enjoyecﬁ)y corporate owner-employees will go a long way
toward improving the situation in this area. They should be separated
from H.R. 10 and enacted promptly.

V. H.R. 10’S TAX BENEFITS

We find it hard to believe that H.R. 10 would have progressed
legislatively as far as it has had the magnitude of the tax benefits
been fully appreciated. : C

The major force behind this bill has come from doctors, lawyers,
and accountants. These professions are among the most honorable
and, deservedly, well rewarded, in our country. In 1955, for example,
the average annual income of all doctors was $18,122 and of family
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physicians, $15,000. In 1954, thi&@verage annual income of lawyers

was $10,258. In 1958, the average annual income of senior account-

gnts.was between $8,000 and $10,000. Today these averages are even
igher. ‘

These amounts are averages, which means that a substantial number
of the individuals in these professions have incomes in excess of these
amounts. For example, in 1957 almost a third of the tax returns
filed by proprietorships in the field of medical and other health
services showed net profits from the business of more than $20,000.
H.R. 10, in other words, has been promoted by and on behalf of
individuals whose economic and financial position is very favorable
compared to taxpayers as a whole. Certainly they are much better
off than most employees covered by pension plans. :

The extraordinary financial and tax benefits in H.R. 10 may be
illustrated in the case of a self-employed person with net earnings of,
say, $20,000 a year. If he invests 10 percent of his earnings each year
for, say, 20 years in a restricted retirement fund, he will have claimed
tax deductions totaling $40,000 while he has built up a retirement
fund amounting, with accumulated interest, exempt from current tax,
at, say, 3 percent, to $565,353. But this latter amount is only part
of the savings he will have been able to accumulate. KEach of his
annual deductions of $2,000 will have reduced his tax by $940 (assum-
ing he has no other income, is married with two children, and his
itemized personal expenses are 10 percent of his net earnings). In
other words, each year’s deposit of $2,000 into,a restricted retirement
fund, involving no relinquishment of the $2,000 nor even any risks in
its investment, increases his aftertax income by $940 or 47 percent of
his annual investment. Any other type of investment providing the
same aftertax return in a year would have to yield 88.7 percent before
tax. Therefore, this taxpayer not only accumulates the $55,353 in
the retirement deposit but, in addition, $940 a year plus the aftertax
interest earnings on this sum from the tax reduction which H.R. 10
saving affords him. After 20 years, the accumulated sum of the $940
annual increase in aftertax income, with interest at 3 percent, would
amount to $23,220. By the time the 20 years were up, in other words,
the taxpayer would have accumulated $78,570 on an investment of
$40,000. Insome other form of saving to which the H.R. 10 privileges
did not apply, he would have to obtain an annual yield of 12.1 percent
before income tax, on his $2,000 annual investment to build up an equ
amount. ,

For eligible individuals with higher earnings during their years of
gelf-employment, the effective rate of return afforded on restricted
retirement funds under H.R. 10 would be even greater. The astonish-
ing thing to us is that with such large earnings on the virtually riskless
investments specified in H.R. 10, the Treasury, in estimating the
revenue loss this bill would involve, could assume that any eligible
individual would not take full advantage of the deduction each year.
It is clear that a much larger percentage of the self-employed would
take advantage of the privilege than the Treasury assumes.

For the self-employed person, favorable tax treatment is also pro-
vided for lump-sum withdrawals from the retirement fund after age 60.
Instead of computing the tax in the ordinary way, the self-employed
beneficiary of H.R. 10 would have a form of averaging which moderates
‘the effect of the graduation of taxrates. His tax weuld be determined
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by dividing the amount received by five, computing the tax op that
amount, and multiplying the result by five.

For example, suppose the amount the self-employed person receives -
83 & lump-sum payment from his retirement fund is $100,000 (over
and above his personal exemptions and deductions). If the tax were
computed in the ordinary way, it would amount to $67,320 (on a
separate return). Under the method provided in H.R. 10, however,
the tax would be $36,300. This saves him $31,020, or 46.1 percent
of what his tax ordinarily would be. In other words, not only would
the self-employed person have the benefit, under H.R. 10, of deferring
tax on a substantial amount of his earnings during his high-income,
high-tax-rate years, he also gets a much reduced tax when he draws
out his retirement funds.

The corporation owner-employer is treated even more favorably
under present law, and his preferential tax position is protected under
H.R. 10. The owner-employee receives capital gains treatment on
lump-sum distributions from his retirement fund; that is, his benefits
are taxable at & maximum rate of 25 percent. His tax on a $100,000
lump-sum distribution does not exceed $25,000. This is $42,320, or
62.9 percent less than it would be if these retirement benefits received
ordinary income tax treatment. ' ,

Tax favors of this magnitude, if they are to be dispensed at all,
should have some overwhelming public purpose behind them. H.R.
10 amounts to a highly regressive, concealed, indirect subsidy for the
self-employed. If the subsidy were to be offered openly, and for some
important public purpose, one can imagine the horrified screams about
Government intervention which would come from the professional
societies.

VI. EXTENSION OF BENEFITS OF H.R. 10 TO OTHER TAXPAYERS

Constructive reform of the tax law regarding provision for retire-
ment, as already indicated, calls for eliminating the undue benefits in
the present law, rather than extending them, greatly magnified, to
certain favored individuals. Our first efforts, when H.R. 10 reached
the Finance Committee, was to offer a substitute which would have
required (1) vesting nonforfeitable rights in the employee as a condi-
tion for qualification of employer’s pension plans, (2) the inclusion by
the employee in his current taxable income of amounts contributed
on his behalf by his employer to a private retirement plan, and (3)
allowing the employer to deduct such contributions only to the extent
they were included in the employee’s income currently. This type
of change in the law would eliminate any tax bias between the seﬁ-
employed and the employee.

The committee chose, however, to accept the Treasury’s proposals
which would extent the benefits of present law to self-employed per-
sons. Despite efforts to eliminate the more flagrant abuses of the
House version of the bill, the Finance Committee’s version neverthe-
less would provide very substantial tax and financial advantages to
the eligible self-employed person which would not be available to other
taxpayers. : » :

If H.R. 10 is to be enacted, simple justice demands that its benefits
be made available to all taxpayers, not merely a select few.
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If H.R. 10 is to be enacted, every taxpayer, not just the self-em-
ployed, should be given the right to set aside tax-free up to 10 percent
of his earnings.

It might be objected that many employees are now covered by pen-
sion plans, As pointed out above, however, few if any of these em-
ployees enjoy the nonforfeitable, vested rights in the contributions to
retirement plans made on their behalf which would be given the self-
employed individual under the provisions of H.R. 10. :

To the extent that an employee in fact does have such nonforfeit-
able rights, the deductible contribution to a restricted retirement fund
which he would be allowed to make under this proposal each year
would be reduced by the amount of the contribution on his behalf in
which his rights are nonforfeitable. For example, an employee enjoy-
ing nonforfeitable rights in an employer-financed retirement plan in
which the employer’s annual contribution on his behalf is, say, 7 per-
cent of the employee’s earnings, would be permitted to deduct amounts
he sets aside on his own account in a restricted retirement fund but
only up to 3 percent of his covered earnings. The employee would
also be able to deduct his own contributions under contributory plans,
again only up to a total of 10 percent of net earnings.

Universalizing the applicability of H.R. 10 in this way would
admittedly be extremely expensive in terms of the revenue loss it
would entail. Contrary to widespread impression, very few employees
have nonforfeitable rights in pension plans which even remotely
approximate those which would be conveyed by H.R. 10 tc the self-
employed person. Therefore, virtually all taxpayers, including those
now covered under public and private retirement plans, would be
eligible to claim the full 10 percent deduction provided under the
terms of H.R. 10.

A breakdown of the estimated revenue loss if H.R. 10 were made
available to all taxpayers is as follows:

Yearly revenue losses if the principle in H.R. 10 were applied to: Millions
Soeial 8eCUTItY - n - o e e e dmccmccccccccmmmmma e ———a $880
Railroad retirement ... e idceaacccacaaa 52
Federal, State, and local government plans_.. . oo oo .. 312
Corporate pension plans, employee contributions_ ..o _________ 130

Total . cme e e ;e e eecmcmcacmcememme————a———m——— 1,372
Those not now under plans. o oo oo cacccccmmm e 1, 628
Total . e s meee et mccmacccmcecmmmcmm———memama—a————— 3, 000

These revenue estimates assume that taxpayers in the first bracket
would take advantage of the objective only to the extent of 15 percent
of the total deductions which would be available to them if they took
full advantage of H.R. 10 and those in the top bracket would use the
deduction provision up to two-thirds of the amount that would be
allowed them. As we have already indicated this assumption is un-
doubtedly very conservative in view of the very strong financial
incentives that are offered by the H.R. 10 type of saving provision.

H.R. 10 would provide deductions only for savings set aside for
retirement purposes. As a matter of public policy it is questionable
whether this saving motive deserves any greater encouragement than
any of the other objectives to which people direct their savings. For
example, if H.R. 10 is to be passed, why shouldn’t its provisions be
extended to cover personal savings invested in housing and various
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forms of consumer durable items, in providing advanced education
and training for one’s children, and other worthwhile purposes?

The legis%ative history of H.R. 10 demonstrates a well-established
principle in the field of income taxation. It is well known that there
are two ways to eliminate a tax differential or inequity. One is to
withdraw the benefits which the unfair differential provides from those
who presently enjoy it; it is only in this way that the integrity of the
income tax and its revenue productivity can be assured. The other
way is to extend the benefits to other taxpayers. This method,
however, leads to extension of the loophole to more and more groups
of taxpayers until virtually all are able to take advantage of the tax
benefits. While this method assuredly eliminates much of the
inequity, it does so at the expense of the strength of the income tax.
Yet this is the logical conclusion.

It may not be possible, this late in the session, for the Finance
Committee or the Ways and Means Committee in the House to under-
take a really constructive reform of the tax treatment of income set
aside for retirement. This reform should get a very high priority
under the next administration and Congress. In the interim, sound
fiscal and tax policy demand the defeat of H.R. 10.

Pavr H. Douaras



INDIVIDUAL VIEWS OF SENATOR ALBERT GORE

H.R. 10, I believe, is falacious both in principle and in premise.

The bill provides a deduction from earned taxable income of self-
employed individuals for personal investment made by the individual
for his own personal benefit. This is not only erroneous in principle
but the extent and amount of the deduction (ostensibly limited to
$2,500 per year but, under certain circumstances, much more) would
be unjustly disproportionate to that enjoyed by ordinary taxpayers.
The personal exemption for the average citizen would rémain at $600
but for the self-employed it would be $3,100 (more under certain
circumstances), provided $2,500 is invested in a retirement plan.

H.R. 10 is advanced on the premise that one inequity justifies
another. Admittedly, this has appeal. But if Congress followed
such a course of action, it would bring about more, not less, injustice -
in tax law.

It is quite understandable that some self-employed citizens and
many others look with envy at the tax advantages of their friends
and neighbors who happen to be officers or employees of certain cor-

orations. A quick glance at some of the tax advantages provided
y law for corporate pension and profit-sharing plans will explain why
this is true. ‘

The law permits corporations fully to deduct from taxable income
their contributions to qualified pension plans. Some corporations
have pension plans only for their salaried employees. Others have
plans for all employces but many of these have separate and less
generous plans for honrly employees.

Moreover, the corporate contribution to the pension plan of which
an employee is, or may become, a beneficiary, is not currently taxable
as income to the employee-beneficiary. Such benefits only become
taxable income to the employee when an actual distribution is made
to him. If the pension plan generally serves the purpose of providing
an annuity for retirement and an orderly annual distribution is made
to the employee from such a pension plan, then it becomes taxable
income to the employee-beneficiary as received. So long as these
benefits are within reasonable limits, they serve a useful social purpose
and it is proper for the Government to encourage employers to assist
in providing reasonable security for their employees during retirement.

There are many devices, however, by which the so-called corporate
g;ansion plan and profit-sharing plan become tax avoidance devices for

igh salaried officers rather than a means of serving the laudatory
social purpose of reasonable retirement security. For instance, some
corporate officials are beneficiaries of several different corporate pen-
sion plans. Under certain circumstances, an employee-beneficiary
may receive a lump-sum distribution of the amount credited to him
and is subject only to capital gains tax treatment, thereby converting
what otherwise might be ordinary income into a form of income bear-
ing & much lower tax rate.

58
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For example, the committee was informed by the Treasury that
there are instances in which lump-sum distributions in excess of
$800,000 have been made to a corporation executive from sums set
aside for his benefit. Under existing law, distribution of these large
sums is accorded the 25-percent capital gains tax rate. In reality,
such “income”’ bears no relationship whatever to capital gains in the
ordinary meaning of that term. Rather, such a distribution reflects
an accumulation of ordinary income, whose distribution has been
deferred. On top of this, the same individual may still be the bene-
ficiary of several other pension plans. I fail to find any justification
either as a matter of equity or as a matter of public policy, to support
such favored tax treatment for those in a position to take advantage,

Capital gains treatment is by no means the only device by which a
corporate official or employee may avoid payment of ordinary income
tax on the money he receives from a pension plan provided for his bene-
fit by tax-free corporate contributions. For instance, these proceeds
can be passed on to grandchildren, or any other person, endowinent,
or a trust without the corporation ever having pdid any tax on the
contribution, without the named beneficiary ever paying any income
tax whatever and without payment of either gift or estate tax,.’

The law, as I have said, provides no limit to the number of ‘pension
plans and profit-sharing plans—all with tax-free corporat”contribu-
tions—of which an individual may be a beneficiary.

 There are other devices, unrelated to pension and profit-sharing
plans, by which tax avoidance may be achieved. One such device is
the restricted stock-option plan, a wholly risk-free procedure under
which certain employees are granted an option to purchase at a speci-
fied price stock in the corporation with which they are affiliated.
If they exercise their option and dispose of the stock at an increased
price, the profit is accorded capital gains treatment. In addition, by
the organization and liquidation of corporations, and other means,
the well-informed, or the well-advised, find additional ways to turn
ordinary income into capital gains by the process of ‘“running it
through some corporations.”

It is said that these and other devices are required as ‘“‘incentives”
‘to attract capable corporate management because otherwise corpo-
rate executives would quit work rather than pay taxes. However this
may be, it is in part because of the various mechanisms by which
income is actually taxed at less than the prescribed progressive rates
that such high rates are required to provide revenue for essential
Government services.

It is also said that qualified pension plans represent a tax advantage.
that has been won by organized labor and it i1s implied that H.R. 10
would:- only extend to the self-employed the same tax treatment
granted to union labor. About the justification for qualified pension
and profit-sharing plans as a matter of public policy, I will have more
to say later. I say in passing that if the committee bill provided no
greater benefit to certain of the self-employed than that which is.
available to the average union member who is a beneficiary of a
corporate pension plan, there would not be nearly so great a clamor
for the enactment of H.R. 10.

Under existing law there is no effective limit to the amount which
may be credited for the benefit of corporation officer or employee, so.
long as the plan is “nondiscriminatory,” according to the rather loose
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provisions by which discrimination iz measured. In the smaller,
closely held corporations, or in what is known as the owner-manager
corporation, which has only a handful of employees other than the
executives or managers who usually, in'large measure, own the corpo-
ration, that part of the cost of establishing a pension or profit-sharing
plan which is attributable to the benefits accruing to the nonexecutive
employces may be but a small price to pay to gain the tax advantages
arising from the much larger deductions made for the benefit of the
executives, :

It is obvious that the availability of such tax advantages encourages
the organization of a multiplicity of corporations having the same
ownership. After deducting the expenses of the corporation, in-
cluding salaries paid to its executives, a further deduction is taken for
sums set aside for pensions or corporate ‘‘employees.” If a sufficient
number of corporations is organized, no single corporation has ie-
maining a sufficient amount of “taxable’” income to subject it to a
corpﬁ)mte surtax rate, if, indeed, it has any substantial taxable income
at all. i

As T have already indicated, existing law places no limit on the
amount which a corporation can deduct for contributions for pension
and profit-sharing plans for the benefit of its high-salaried executives.
Many corporations have obtained approval of pension plans author-
izing deductions for contributions to provide pensions amounting to
more than 50 percent of the employee’s salary during his peak earning

ears. These tax-free accumulations, as already pointed out, may
ater be drawn as annuities, as lump-sum distribution, or left to
survivors or trusts. :

I feel strongly that justice requires that these loopholes of tax
favoritism be closed or at the very least brought within reasonable
limits, The Treasury made numerous recommendations in this
regard but the Finance Committee rejected all of them in whole or
in part. '

wish to emphasize that in my view it is entirely appropriate for
the Government to encourage employers to contribute toward reason-
able security of employees during the years of their retirement. At
the present time some 19 million employees are included, at least to
some degree, in pension and profit-sharing plans with assets of about
$40 billion. These pension plans are for the most part established
by employer contributions, although employee contributions account
for approximately 15 percent of current contributions. There are
some 48,000 qualified plans in existence and the Treasury is now receiv-
ing requests for rulings on about 7,000 new plans every year.

nfortunately, many, if not most, plans now in effect do not provide
for definite and early vesting of employee rights. Therefore, most
employees are only ostensibly covered by existing plans and may never
receive any benefits at all. There is a need not on‘l) for tightening the
provisions which permit abuses, but also for general improvement and
extension of the coverage of such plans, including vesting requirements.

This is true because only about one-fourth o% the 70 million people
in our civilian labor force are potentially eligible for benefits from ex-
isting corporate pension plans, and, as I have said, many of those will
never realize any benefit. There is need also for improvement in the
social security program covering both employees and self-employed.
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For the Government to encourage employers to contribute to the
security of their employees in their later, nonproductive years, is one
thing; to grant tax deductions to individuals for investments made

“for their own personal benefit is quite another thing. This distinction
is conveniently overlooked by the proponents of H.R. 10, which pro-
vides such a tax deduction for specified types of savings or investment,"
If the principlée of allowing a tax deduction for savings is followed
to its logical conclusion, the burden of the income tax will fall upon
that which is not saved but spent. The result would be a tax, not on
income, but on spending or consumption. H.R. 10 deals with a prin-
ciple, therefore, which would become a precedent of far-reaching and
potentially dangerous proportions.
If legislation should be enacted to provide tax deduction for invest-
ment in a retirement insurance policy for those who are able to invest
in such a policy, then why shouﬁi it not provide similar tax deduction
for investment in a health and accident policy, or in an educational
policy for one’s children, or for meeting mortgage payments on the
family home? Why should this tax favor be exclusively for the
benefit of those who can afford such an investment after meeting all
other equally worthy and desirable obligations? This illustrates not
only the fiscal danger of the principle of H.R. 10, but the inequity
which it would provide. ;
The provisions of the bill which are designed to condition and
limit the circumstances under which the deduction would be available
are loosely drawn and easily evaded. For example, the committee
amended. the bill to provide that a self-employed individual might
take the deduction only if he makes provision for a nondiscriminatory
pension plan for his own employees. The theory of this amendment
constitutes an improvement in the bill. However, employees do not
have to be covered until they have been employed for 3 years. Tax-
payers with a rapid turnover of employees could, therefore, avoid this
condition. Moreover, this condition could be evaded entirely by a
self-employed individual by the process of ‘“leasing’’ his secretaries or
his clerks from an agency created to.provide that service.
The bill undertakes to limit the ~mount of the deduction in any
one year to the lesser of 10 percent of earned income, or $2,500, with
an overall cumulative limit of $50,000. Actually, the bill contains
no effective limit at all because it would permit one individual who .
* had multiple, separate activities from which he earns income to claim-
the deduction with respect to each. The bill as reported by the
committee still contains this loophole within a loophole. I offered
an amendment in committee which would have provided that in no
event could one individual deduct more than $5,000 in a single taxable

ear with a cumulative limit of $100,000, exactiy twice the ostensible
E.mits in the bill, but this amendment was rejected.

If the benefits proposed by H.R. 10 are to be extended to one class
of taxpayers, they ought to be extended to all. If we are to give
special treatment to doctors, for example, then why not to teachers
and preachers, clerks and laborers? Yet .LR. 10 provides no relief
for the millions of taxpayers who are neither eligible to take advantage
of its provisions nor covered by an employee pension plan.
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Uniformity and fairness in applicability of tax laws must be our
goal. One way to achieve this goal is to remove provisions for
special benefit from the law. Another is to extend similar benefits to.
all other citizens. Unless we achieve the one, then the other is, or in.

justice should be, inevitable,
ALBERT GORE.

O



