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Mr, SmarHERS, from the Committee on Finance, submistted the
following

REPORT
together with
MINORITY VIEWS

[To accompany H.R., 10}

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

I, Suvanary or BiInn

Your committee’s bill, which is in the form of a substitute for the
louse bill, is designed to encourage the establishment of voluntary
retirement plans by self-emploved persons by allowing self-employed
individuals to be covered by qualified plans ana by extending to
them some of the favorable tax benefits present law now provides in
the ease of qualifiad retivement plans established by employers for
their employeces.  To accomplizh this purpose, self-employed persons
are treated for retirement plan purposes as the employers of them-
selves.  "This was the fundamental concept of the House bill and it is
retained in your committee’s substitute.  As emplovers, sell-employed
idividuals are permitted, like other employers, to deduet contribu-
tions (within specified limits) made to pension or profit-sharing plans
for the benefit of themselves and such other employees as may be
covered under the plan.  As employees, as with other employees, they
are not taxed on such contributions made for their benelit, or the in-
come thercon, until they receive the funds upon retirenient or other-
wise.  Benefits for the self-employed individual may not, under cither

72006—01 -1



2 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

the House bill or your committee’s substitute, begin before age 59y
(except in case of early disability or death) nor later than age 70y,
The retirement income credit will apply to retirement benefits dis-
tributed to self-employed individuals,

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

Generally, a self-employed person who owns more than a 10-percent
interest in his business (described as an owner-employee by the bill)
is allowed under this bill to contribute each year to a retirement plan
for himezelf up to 10 percent of his earned income for that year or
$2,500, whichever is smaller.  However, not all of the amount actu-
ally contributed for a sclf-employed person may be deducted for tay
purposes. Rather, the first $1,000 so contributed and 50 percent of
the contribution in excess of $1,000 may be deducted each year.
This means that an owner-employee who makes the maximum annual
contribution of $2,500 mayv deduct $1,750 of that amount. In order
for an owner-cmployee to participate in a retivement plan under your
committee’s bill, it 1s necessary that he provide retirement benefits for
his employees if he has any.  The plan may not exclude any employce
(other than part-time, seasonal and temporary employees) who has
at least 3 years of service. Contributions for employees must meet
the nondiscriminatory rules of existing law, and for this purpose a
sell-employed person is considered an employee. Thus, the plan
ordinarily could not permit a greater proportion of covered carnings to
be contributed for a self-employed person than for his employees.
Another requirement of your committee’s substitute is that contri-
butions for employces must be nonforfeitable at the time they are
made. These are tighter rules than under existing law, but your
committee is convinced they are essential in order to prevent retire-
ment plans of owner-employees from becoming purely income-aver-
aging devices and {o insure that contributions made for their employees
do not inure to the benefit of owner-employees. Moreover, since a
self-employed person would be treated as an employee under the bill,
and would be covered by an employee’s retirement plan, your com-
mittee believes it is fair that he be required also to cover all his em-
ployees under the same plan and to give them the same vested rights
to contributions made for them as he in fact has with respect to
amounts contributed on his behalf.

If the self-employed person is a partnher who does not own more
than a 10-percent interest in the business (and thus is not an owner-
employee), the bill does not limit the amount which the partnership
may contribute for him under a retirement plan, provided contribu-
tions or benefits for him are not diseriminatory under the plan formula,
Nonetheless, the amount of this contribution which he may deduct for
tax purposes is limited by the sume rule as applies to owner-employees,
Under this rule the self-employed individual could deduct the full
amount of the first $1,000 of his contribution plus 50 percent of the
remainder. If the plan does not cover any owner-employee (in other
words, if no partner owns more than a 10-percent interest in capital or
profits) the new requirements of the bill with respect to coverage of



SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT 3

employees, and vesting, will not apply. However, in such a case the
plan would have to meet the conditions of existing law as to coverage
and nondiscrimination,

The retirement fund which this measure allows self-employed per-
sons to establish may be lodged with a bank as trustee (or as custodian
if contributions are invested in stock of an ‘“open-end” regulated
investment cornpany or in policies issued by an insurance company);
it may be invested in nontransferable annuities with an insurance
company or in nontransferable face amount certificates; or it may be
invested in a new series of U.S. Government bonds authorized for
this purpose. These new bonds will be nontransferable, nonredeem-
able before age 59} (except in case of disability or death) and issued
only in the names of individuals. They are intended to provide a
convenient and simple form of investment for retirement funds.

More than 7 million self-employed persons whoe pay inconie-taxes
would be permitted to establish retirement plans under this bill.
Because self-employed persons generally have only a limited number
of employees, their retirement plans will ordinnrify be much smaller
in scope than most of the corporate plans already in existence. Thus
they would, if present law rules were not supplemented, offer some-
what greater opportunities for abuse than do corporate plans covering
many employees. For this reason, tighter rules for retirement plans
covering owner-employees are believed to be necessary. Several such
rules were included in the House bill but they applied only where
there were more than three employees. Your committee has accepted
the suggestion of the Treasury Department that these rules be applied
to all plans covering owner-employees. Thus, owner-employees are
required to cover alf{ of their employees who have more than 3 years
of service if the owner-employee desires to participate in a retirement
plan.  Under existing law, some employees could be excluded under
& nondiscriminatory classification and the plan could exclude all
employees who had less than 5 years of service. Also, contributions
made for employees of owner-employees must be nonforfeitable at the
time they are made.

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

The following chart compares the principal provisions of the House
bill and of your committee’s substitute.
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SUMMARY COMPARISON OF PRINCIPAL PROVISIONS OF HOUSE BILL AND FINANCE COMMITTEE SUBSTITUTE

House bill

Finance Commitltee substitulz

1. Basic concept

Self-employed persons generally would be treated as
empioyees for retirement plan purposes and are eligible
for coverage in qualified plans. All seperate businesses
controlled%y & self-employed person would be consid-
ered as one business for his retirement plan purposes.

Same as House bill.

2. Coverage for employees of self-eniploynl individuals

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

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

3. Base for deduction

Self-employment earnings. This term means net earn-
ings from trade or business of a self-employed person,
including return on capital invested in the trade or busi-
ness, as well as income for personal services.

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

. _
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4. Amount deductible annually by self-employed individuals

(@) Ten percent of self-employment earnings or $2,500,
whichever 1s less, in the case of self-employed individuals
with three or fewer employees. Applicable only to more-
than-10-percent owners.

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

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

(@) A self-employed person who is a more-than-10-
percent owner could contribute to a retirement plan 10
f)ercent of his earned income or $2,500, whichever is the
esser. He could deduct the full amount contributed, u
to 81,000 and 50 percent of the amount over $1,000 Whicg
may be contributed. Maximum deduction would be
$1,750.

(b) A self-employed person who does nmot own more
than 10 percent of his business could contribute to a
retirement pian any amount determined under a non-
discriminatory plan formula. He could deduct the full
amount contributed up to $1,000 and 50 percent of the
amount over $1,000. No maximum dollar limitation
imposed.

5. Vesting

(@) In plans covering self-employed persons with more
than three employvees, immediate vesting would be re-
quired. Applicable only te more-than-10-percent owners.

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

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

Finance Commitiee sudstitute

6. Coordination with social security

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

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

Coordination would be permitted for plans coverin
self-employed persons if contributions for self-employe
persons do not exceed one-third of the total contributions.
Plan is given credit only for actual social-security contri-
butions made by the employer. Applicable only to more-
than-10-percent owners.

7. No capital gains ireatment

Special averaging provided instead of capital gains treat-
ment with respect to lump-sum distributions received by
self-employed persons.

Same as House bill.

8. Estate and gift-tax exclusions

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

Same as House bill.

9. Limitetion on time of payment of benefits

Benefits could not be payable to more-than-10-percent
owners before age 59} (except in the case of permanent
disebility or death) but must begin before age 70}4.

Same as House bill.

10. Face-amount certificates

Investment in nontransferable face-amount certificates
permitted.

Same as House bill.

-
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11. Custodial account

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

Custodial account in a bank is permitted in lieu of trust
if investments are solely in regulated investment company
stock or life insurance nolicies. In this connection the
committee included in the terza “bank’ varicus institu-
tions regulated Ly State banking authorities.

12. Bond purchasz plan

Direct deductible investment in special issue of non-
transferable retirement bonds weuld be permitted.

Same as House bill.

18. Aftribution rules

No provision.

Contains provision designed to prevent an individual
frond avoiding the special rules applying to owner-em-
ployees by fragmenting ownership interests among his
spouse, descendants, and ancestors.

14. Effective date

Taxable years beginning ufter December 31, 1661.

Same as House bill.
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8 ‘SELF-EMPLOYED INDIVIDUAGS TAX RETIREMENT ACT

IT. Reasons Fror THE BInL

The primary reason for the House bill (as amended by your com-
mittee) is to give self-cmployed poersons access to retirement plans on
a reasonably similar basis to that accorded corporate stockholder em-
ployees. It thus tends to correct a discrimination in present law under
which self-employed individuals—sole proprictors and partners—are

revented from participating in retirement plans established for the
geneﬁt of their employees although owner-managers of corporations
may do so. Self-employed individuals have contended for many years
they are treated unfairly under present law.

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

The bill allows contributions to retirement plans to be a deduction
for income tax purposes at the time these contributions are made,
but requires that retirement benefits when received be subject to
taxation. Your committee’s substitute, like the House bilf, thus
allows deferment of tax on certain forms of savings set aside for re-
tirement, but limits the amount of these retirement savings of sell-
employed persons which are so treated. Since the self-employed
person is viewed as both an employer and as an employee, this de-
ferral is consistent with present law, under which employers are per-
mitted to deduct contributions to qualified pension plans for their
employees, whilo employees are not required to include in their
incomes such contributions, or the income thereon, until they are
received as benefits under the plan,

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

ITI. PresenTt 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 availabie,

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

The income of trusts established to administer qualified pension
plans is exempt from income tax. Similarly, the Life Insurance
Company Income Tax Act of 1959 granted exemption to income on
insurance reserves established in connection with qualified pension
plans. Inaddition, under present law, employers are permitted to take
tax deductions (within specified limits) for their contributions to
qualified plans. Tho law grants this favored tax treatment only to
retirement plans which do not discriminate as to coverage, contribu-
tions, or benelits in favor of employces who are stockholders, officers,
or supervisors, or employees who are highly compensated.

A qualified retirement plan cannot provide a higher rate of contri-
bution or benefit for higher paid cmp]oyecs than for lower paid em-
ployees, or for sharcholder employees than for those who are not
shareholders. However, the dollar amount of benefits or contributions
for the higher paid employees may be larger than for the lower paid
employecs, provided that such amounts constitute a uniform per-
centago of the compensation of participants.

Under appropriate circumstances, the private plan may be inte-
grated with the social sccurity 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
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contributions or benefits paid by the private plan meet the nondis-
crimination test. Under the law and administrative rules the benefits
of the higher paid employees, after being combined with a designated
portion of social security benefits, must not be larger in relation to
-salary than the similarly combined benefits of lower paid employees.

Under existing law more than 66,000 corporate pension plans have
been established. These plans cover more than 20 million employees
and have, at the present time, somewhat more than $40 billion in
assets. Corporations contribute more than $4 billion per year to
qualified retirement plans.

1V. ReveENuE EFrFECT

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

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

V. Errrcrive Dare

Your committee’s substitute, like the provisions of the House bill,
are made applicable to taxable years beginning after December 31,
1961,

VI. Generan Exernavarion or Binn

A, SELF-EMPLOYED PERSONS AS OWNIR-EMPLOYEES

The bill as reported by vour committee provides a series of special
requirements for qualification of retirement plans which cover self-
employed individuals (sole proprictors and partners) having more
than a 10-percent interest in the business with respect to which the
plan is established. Under your committee’s substitute, as under
the House bill, such self-employed individuals are characterized as
“owner-employees’”, In the case of a partnership where no partner
owns more than 10 percent of the business, the self-employed indi-
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yviduals are also permitted to participate in pension plans, but because
they are not owner-employees, plans covering them will, in general,
be governed by the nondiscriminatory rules of present law, except
where the bill imposes additional restrictions on self-employed indi-
viduals generally. In some situations, the bill imposes reactions upon
all self-employed persons regardless of their percentage of ownership.
(For example, limitation on the amount of contribution which may
be deducted, denial of capital-gains treatment on lump-sum distribu-
tion, and the denial of the estate and gift tax exclusions.)

B. SELF-EMPLOYED RETIREMENT PLANS

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

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

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

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

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

The following illustrations indicate the determination of earned
income in various situations:

1. A doctor has net profit of $40,000 from professional services.
His patients look to him as the person responsible for the services
rendered. The full amount of this net profit constitutes earned
income,

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

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

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

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

A has no earned income from the partnership since he performed
no personal services.

B has earned income of $10,500 (30 percent of $35,000).

p. LIMITATIONS ON CONTRIBUTIONS AND DEDUCTIONS FOR SELF-
EMPLOYED

The bill restricts the amount of deductible contributions which
may be made by or for a self-employed individual covered by a plan.

Owner-employee.—I1f the owner-employee has employees, in order
for him to make any contribution for his own retirement needs he
must provide nonforfeitable retirement plan coverage for all his em-
ployees who have more than 3 years’ service. Having established a
qualified plan for himsell and his employces, an owner-employee
under the bill is permitted to contribute for himself up to 10 percent,
of his carned income or $2,500, whichever is the lesser, provided that
contributions for himself are not discriminatory as compared to con-
tributions for his employees under the plan formula. However
under your committee’s bill he is not permitted to deduct the full
amount allowed to be contributed. Rather, the deductible portion
is subject to additional limitations. These limitations provide that
amounts actually contributed, up to $1,000, may be deducted in full,
but that only 50 percent of allowable contributions in cxcess of $1 ,000
which are made may be deducted. Thus, in the case of an owner-
employee who makes the maximum allowable contribution of $2,500
the deductible amount is limited to $1,750 (100 percent of $1,000 plus
50 percent of $1,500, or $750).

The following examples illustrate the application of these limitations
in the case of an owner-employee:

Example 1: A commission salesman has earned income of $23,000.
He has no employces. Under the bill he establishes a qualified retire~
ment plan under which he will be the only beneﬁciary. The plan
calls for contributions of 10 percent of earned income, The salesman
contributes to the plan $2,300 (10 percent of $23,000). Of this amount
ho may deduct $1,650 (100 percent: of the first $1,000 contributed plus
50 percent of the remaining $1,300 contributed, or $650).

Example 2: A real estate broker with four full-time emnployees has
earned income of $30,000 from commission selling. He anticipates
that it will continue at or above that level. All employees have more
than 3 years’ service. Two of the employces earn $4,000 each, the
other two carn $10,000 each. He establishes a qualified retirement
plan which calls for nonforfeitable contributions for each omployee
who has more than 3 years’ service of 10 percent of his earnings and



14 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

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

If, under the circumstances describod above, the veal estate broker
had established a plan calling for that contribution percentage which,
when applied to his earned income would ordinarily produce the maxi-
muimn contribution for himself at the lowest cost, the plan would call
for nonforfeitable contributions for himself and for each employece of
8% percent of earnings. Thus, for his employees, the owner-employee
would contribute, and deduct, $2,333 (S}Q percent of $28,000). And,
for himself, he would contribute $2,500 (the lesser of $2,500 or 8% per-
cent of $30,000) and deduct $1,750 (100 percent of the first $1,000
contributed and 50 percent of the remaining $1,500 which he con-
tributed).

Self-employed individuals who are not owner-employees.—Self-
employed individuals who do not own more than a 10-percent partner-
ship interost in their trade or business are limited as to the amount
of contributions they may make (through the partnership) to a
qualified retirement plan only by the requirement that contributions
must not be diseriminatory under tho plan formula. Thus if such a
self-employed individual has suflicient earned income in a taxable

ear to permit a contribution in excess of $2,500, it may be made.
Jowever, your committee’s bill imposes the same limitations as to
deductibility of such contributions as those applied to contributions
made by owner-employees; that is, the first $1,000 of actual contribu-
tions may be deducted in full but only 50 percent of contributions in
excess of $1,000 may be deducted.

The following examples illustrate the application of these limitations
in the case of a self-employved person other than an owner-employee:

(1) A owns a 10-percent interest in a partnership in which only
porsonal services are a material income-producing factor. He derives
carned income of $30,000 a yoear from the partnership. The partner-
ship has established a qualified retivement plan which calls for
nonforfeitable contributions for employees of 10 percont of their salary
and contributions for owner-employees and other self-employed
individuals of 10 percent of theiv earned income. The partnership
contributes for A $3,000 under the plan (10 percent of $30,000). A
deducts $2,000 (100 pereent of the first $1,000 actually contributed
plus 50 percent of the remaining $2,000).

(2) B owns a 10-percent interest in a partnership in which both
capital and personal services are material income-producing factors,
Ilis income from the partnership amounts to $30,000. THis ecarned
income is $9,000 (30 percent of $30,000). 'The partnership estab-
lishes a qualified retirement plan which calls for nonforfeitable con-
tributions for employees of 10 percent. of their salary and contributions
for owner-employces and other self-employed individuals of 10 percent
of their earned income. T'he partnership contributes for $900
under the retirement plan (10 percent of $9,000) and B deducts the
entire amount,
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E. VESTED BENEFITS

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

In the case of owner-cmployees with employees, contributions for
employees with more than 3 years’ service must be nonforfeitable at
the time they are made under a plan. This requirement is made »
sondition governing the qualification of 2 plan covering such owner-
employees, and unless a provision for vesting ie include(gf' in the terms
of the plan a contribution for owner-eraployees would not be allowable
nor would it be deductible. Your committee believes that because
gn owner-employee always has a vested right to contributions he
makes to a retirement plan for his own benefit, it is only fair and
equitable that he provide similar vested rights for his employeces.

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

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

F. INTEGRATION WITH SOCIAL SECURITY

Under your committee’s bill, as under the House bill, retirement
plans covering owner-employees may be integrated, or coordinated
with social security under special rules provided by the bill.  Under
such integration, or coordination, the overall cost of a retirement plan
might be materially reduced. Under present law as a )pliC(F to
qualified pension plans integration is permitted under 1'11{03 which
assume that the employer has paid for that portion of the social
security benefit for w&xich tho employee himself ims not paid.

Under this Lill, if an owner-employee with employees establishes a
reticement plan which meets the prescribed requirements and if
allowable contributions (upon which the deduction is based) for
ownei-employees are not more than one-third of the total allowable
contributions made under the plan, owner-employees, if they take
into nccount the self-employment tax paid on their own behall (or
which would be paid except for the fact that such owner-employee is
not covered by social security), may also take into account the em-
Ployer portion of the FICA tax paid on behalf of covered employees.
I'he method of coordinating such a pension plan and social security
payments under your committee’s bill is different from the method
permitted by Treasury rulings under th: provisions of present law,
Under this bill the owner-employee may take into account only the
amount of socinl security taxes actually paid by him for his employeces
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whereas the rules under present law, in effect, permit the employer to
take into account social security benefits not attributable to employeq

taxes.

The following example illustrates the application of this rulg,

A and B, equal partners in a contracting business in which capital
is a material imcome-producing factor, have five employees, each of
whom has more than 3 years’ service.
lished under which employees with more than 3 years’ service will
be given immediate nonforfeitable rights to contributions made on

their behalf.

A retirement plan is estab-

The plan ealls for contributions of 10 percent of gross

wages for covered employees, and of 10 percent of earned income
for owner-employees, with provision for coordinating the plan with
social security. Wages of employces and net profits of the partners
appear in the following schedule, along with other pertinent in-

formation.
‘ Net profits or wages Contribution
10 percent of | Credited self-
wages of em- | employment | Net contri.
Per person Total ployees and tax and bution under
10 percent of | FIOA tax inteprated
earned in- paid by plan
come of employer !
owner-
- employees
2110 £ 31031 7 PO 3 $25, 000 3 $50, 000 $1, 500 $451. 20 $1, 048, 8
3employees. « - oooomiiiinannann. 6, 000 18, 000 1,800 450, 00 1,350, 00
1employed. ocooe.oimiimaans 6,800 6, 800 680 150, 00 530, 00
1 empPloYeC- cme e cecccaiaeaas 3,170 3,170 317 09, 06 217,04
Total, PArtners. .cocoeomeoao|amemaaneaanae 3 50, 000 1, 500 451,20 1,048, 80
Total, employees. oo oooo )i 27,970 2,797 699. 06 2,007, 94
Total, partners and em- i
ployees. oo e e 77,970 4,200 1,150. 26 3.146.74

1 Solf-employmeont tax, 4.7 percont of employer's solf-employment earnings up to $4,800; FICA tax, 33§

percent of employeo oarnings up to $4,800
3 Xarned income would be 30 percont o

f this amount.

Thus, since contributions for owner-employees after coordination
with social security ($1,048.80) do not exceed one-third of net contri-
butions under the plan ($3,146.74), social security and self-employ-

mer%
mus

taxes may be taken into account. After cuordination, $3,146.74
be contributed under the plan, of which $1,048.80 is attributable

to owher-employees and $2,097.94 is attributablo to employces as

shown in. the schedule.

The coordination rule is further illustrated in the following table

for several levels of partnership earnings (net profits).

The table

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



Level of employee payroll at and above which social securily coordination would be permitted in 1962 for selected levels of parinership earnings
under Senate Finance Commitiee substilute for H.R. 10

Derivation of contribution for owner<mployees Derivation of contribution for employees’ Total contributicn
10 per- Net con- Net con-

Pertner- | Partner- | centof | Selfem- | tribution Total 10 percent of | FICA tax | tribution Total de-
ship ship partner- | ployment | under in- employee empioree on under in- Total net ductibls
earnings : earned skip tax ¢ tegrated payroll payroll employee | tegrated | contribution | contribution

incorme * | earmed plan psyroll ¥ plan
income ?

(¢} @ 3 O] & ® (@) ® 9 (10) an
$5, 000 $5, 000 $500 $235.00 $265.00 $7,068. &7 $706. 67 $176. 67 $530. 00 $795.00 $795.00
10, 000 5, 000 500 451.20 48. 80 1,301.33 130.13 32.53 $7. 60 146.40 146. 40
15,000 5,000 500 451.20 48. 80 1,301.33 130.13 32.53 97.60 146.40 146, 40
20, 000 6, 600 600 451. 20 148. 80 3.968.00 396. 80 93, 20 257,60 440.40 446. 40
25, 060 7,500 750 451.2G 2u5. 80 7, 968.00 796. 80 195.20 597.60 §%6. 40 896. 40
50, 000 15, 000 1, 500 451.20 31,0580 27.968.00 2,796.80 639, 20 2,097.60 3, 146. 40 3,146.40
66, 667 20,000 2,000 451.20 1,548. 80 41, 301. 33 4,130.13 1,032.53 3,097. 60 4, 646. 40 4, 646. 40

- 100,000 30, 000 3,000 451.20 2, 548. 80 67, 968.00 6, 766. 80 1,699.20 5,007.60 7, 646. 40 €7,372.00
150,000 45, 000 4, 500 451.20 4,048, 80 107, 668. 00 10, 796. 80 2, 639. 20 8,097. 60 12,146.40 $11,122.00
168, 667 50, 000 5,000 451.20 4, 548.80 121, 301. 33 12,130.13 3,032.53 9,097.60 13, 646. 40 $12,372.00

7 200, 000 60, 000 5,000 451.20 4,548.80 121, 301. 33 12,130.13 3,032.53 9, G97.60 13, 646. 40 $12,372.00
7333333 100, 000 5, 000 451.20 4, 548. 80 122,301.33 12,130.13 3,032. 53 9,007.80 13, 646. 40 ¢12,372.00

! Asseimes 2 partners sharing equally in the earniags.

2 Actual earnings of owner-employees with ectuai earnings up to $2,500;
$2,500 for vwner-emplogees with actual earnings between $2,500 and
$8,333; 30 percent of actual earnings for owner-employees with actual
earnings of $8,333 and over.

3 With contribuuivn wilug of $2,500 per owner-employee; it is assumed
that capital is a material income-producing factor.

4 4.7 percent of each partner’s selt-empl%ymen: income up to $4,800.

* 3% percent of FICA taxable payroll; FICA taxable payroll assumed
to be 80 percent of totel eraployee payroll.

¢ Fizure i previous column less 15 of the net contribution for each
owner-employee which falls between $1,000 and $2,500.

7 Although the data in this line were developed on the basis of a con-
tribution percentage of 10 percent with a $2,500 ceiling, the possibility
shouid be noted that the owner-employees, when the earned income
ascribed to each exceeds $25,000, might establish a plan calling for a lower
contribution percentage designed te produce precisely the maximam
contribution permissible on their bebalf—8}4 percent for an earned in-
come of $30,000 each and 5 percent for an carned income of $50,000 each.
If these letter percentages had been used, the payroll levels, which equate
the net contribution on behalf of the owner-employees with twice that
on behalf of the employees, would be $155,959 and $363,904, respectively.
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G. METHODS OF FUNDING

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

Custodial accounts.—In addition, your committee’s bill permits the
use of a custodial account, in licu of a trust, if its investments are
made solely in stock of a regulated investment company which issues
only redeemable stock, or solely in life, endowment, or annuity con-
tracts issued by an insurance company. Although a custodial account
may be utilized by a retirement plan, whether or not it includes an
owner-cmployee, 1t will be particularly beneficial to small owner-
employee-type plans becuuse of its lesser costs. Such lesser costs
result from the fact that the bank would not be required to assume
the duties and responsibilities of a trustee, but would serve only as a
mere custodian of amounts contributed under retirement plans or of
the policies deposited with it.

Face amount certificates.—Your committee has also made it plain
that retirement funds may be invested directly in nontransferable
face-amount certificates, which would be treated for retirement plan
purposes as annuities, Such certificates may presently be purchased
by a trusteed plan under existing law, but not under nontrusteed
annuity plans.  Your committec’s bill makes it clear that such
certificates may in the future be purchased in the same manner as
annuitics. In this respeet your committee’s bill includes a require-
ment that annuity contracts purchased by a qualified retirement
plan generally must be nontransferable. This requirement applies to
all pension plans whether or not an owner-employee is covered.

Bond purchase plan.—A completely new form ol retirement plan
involving direct investment in a new series of Government bonds is
authorized by vour committee’s bill.  The principal Teatures of the
bond purchase plan are explained in section J below.

H, CONTRIBUTORY PLANS

Under the bill, retirement plans permitting or requiring additional
contributions by employees, us weﬁ as those to which the employer
alone makes contributions, may be established by an owner-employee
with employees. I[ employees who are not owner-employees are per-
mitted to make nondeductible contributions to the plan, such an
owner-cmployeo also may make nondeductible contributions on his
own behalf up to 10 percent of his enrned income or $2,500, whichever
is the lesser; however, the rate of such contributions must not exceed
the rate permitted for employees. In no event may such contribu-
tions by an owner-employee exceed $2,500. Such contributions will
not be deductible cither by employees or by owner-employees, but
must be made out of income that has already been taxed. The mak-
ing of such nondeductible contributions is beneficial, however, because
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the income earned thercon will not be taxed until it is received from the
fund, upon retirement or otherwise. While a similar tax-free buildup
can be obtained by anyone purchasing a private life insurance, endow-
ment or annuity contract, it is likely that the return under a qualified
retivement plan would be somewhat greater or premiums somewhat
lower because of the special deduction allowed life insuraiice companies
with respeet to their qualified pension plan reserves which may be
pussed on to policyholders.

The committee bill permits voluntary nondeductible contributions
to be made by owner-employees at the same rate as by employees.
Owner-employees who have no employees may not establish contribu-
tory retirement plans. Thus, if an owner-employce establishes a
qualified retirement plan which ealls for nonforfeitable contributions
of 10 percent of salary of employees and 10 percent of earned income
in the case of owner-employees and other self-employed individuals
and if the plan permits voluntary contributions of 10 percent of salary
to be made by employees, owner-employees and other self-employed
individuals would be permitted to contribute on a voluntary basis 10
percent of their earned income up to a maximum of $2,500. If, in
this case for example, the owner-employee has earned an income of
$25,000 or more, he would deposit $2,500 as the maximum allowable
“employer’s” contribution and would be permitted to deposit an addi-
tional $2,500 as a voluntary nondeductible “employee’s” contribu-
tion. Of course, as previously explained, only $1,750 of the allow-
able “employer’s” contribution of $2,500 would be deductible.

I. PROFIT-SHHARING PLANS

Your committee’s bill does not limit participation of self-employed
dividuals to fixed-percentage contribution pension plans, Rather,
it also permits them to participate in profit-sharing plans paying re-
tirement benelits, under which contributions may be made in profit-
able yeavs, but there would be no obligation to make contributions in
vears of little or no profit. T'o avoid the abuse of making larger or
smaller contributions in years when surtax rates are lower or higher,
the bill requires a definite formula for determining the amount of con-
ributions to be made on behall of employees who are not owner-
employees.  Because of the special limitations on allowable and de-
duetible contributions which may be made by owner-employeces
coveredl under a prolit-shaving plan, a definite formula would not be
appropriate with respect to them. Consequently, in order for an
owner-employee to participate in such a plan, it must provide a defi-
nite formula only for contributions for employeces.

J. BOND PURCHASE PLANS

As un alternative form ol investment which will be of particular
interest. to small husinesses (:omlmnpluling pension  plans, direct
mvestment in U.S. Government securities of a new sevies is authorized
hoth by the House bill and your committee’s substitute. Theso
new bonds, which must be issued in the names of the individual
emplovees (inchuding owner-employees) on whose behall they are
purchased (and thus will be nonforfeitable), will be nontransferable
and may not be cashed until the individual in whose name the bonds

§1506°--61 S, Repts,, 87-1, vol, 6--~--47
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are issued has attained age 59} (insurance age 60) or has hecomg
disabled or deceased. In order to prevent these bonds [rom being
used for purposes other than retirement, the bill provides that interest
on thenr'must stop within 5 years after the death of the bond owner,
This period corresponds generally to other provisions of the bill re-
quiring disposition of a deceased owner-employee’s interest in a re-
tirement plan within a specified period of time after his death. The
purpose of direct bond purchases under a qualified retivement plan ig
to avoid the expense of establishing a trust to administer the retire-
ment fund assots. ‘The new series of Government securities may
also bo purchased by the trustee of an existing pension plan il it ig
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 timo
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 u
qualified retirement plan, The amount deductible is to be determined
in the same manner as if the cost of the hond were a contribution to g
qualified retirement trust, except that the special rules relating to
excess contributions in the ease ol owner-employee type plans do not
apply. Those rules are considered inappropriate to qualified bond
purchase plans not only beeause the special honds might be purchased
by anyone (and not solely for retirement purposes) but also beecause
the denominations in which the bonds might be issued will not neces-
sarily correspond to the amount which might be contributed and
deducted by an owner-employee.  Under the bond purchase plan as
passed by the House and approved by your committee, income realized
on the redemption of the special bonds (principal and interest where
the cost of the bond was deducted, intervest only in other cases) will
always be taxed at ordinary rates.  Morcover, there would be no capi-
tal gains treatment on a lump-sum distribution of these special bonds
to an individual covered by a qualified vension trust. By making the
carliest redemption date for these bonds age 5934, except in the caso
ol death or disability, these bonds will generally be unatteaetive to
ordinary investors beeause they may hesitate to freeze their capital
for long periods of time.

W, EXCEsSS CONTRIBUTIONS

The bill as reported by your committee provides cerlain penalties
where excess contributions are made under a pension plan on behalf of
an owner-employce,  Generally, under the bill, an excess contribution
is an amount greater than the total of (1) allowable contributions,
upon which the deductible amount is based, and (2) permitted volun-
tary contributions which in no ease ave deduetible,  The hill requires
that any such excess contributions must be returned to the owner-
employee on whose behall it was made, together with income carned
on the excess contribution. The income so returned will be taxable
to the self-emploved person for whom the contribution was made.
If an excess contribution is not repaid within 6 months alter notifica-
tion has been received that the contribution was excessive, the plan
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is temporarily disqualified (until the excess is returned) with regard
to the person on whose behalf the excess contribution was made and
he is taxed on the annual income carned by the entire fund in the plan
which is attributable to his interest. Where an excess contribution is
willlully made, however, the entire interest of the individual on whose
behalf 1t was made in all plans in which he participated as an owner-
employee (including the corpus allocated to his account) is required
to he distributed to him, and he is further disqualified [rom partici-
pating in any pension plans as an owner-employce for a 5-year period.
Furthermore, no opportunity is given to repay a willlul excess contri-
bution and escape the consequences,

Your committee has added an exception to the foregoing rules
under which an owner-cmployee (but not a self-employed individual
who Is not an owner-employee) would be permitted to purchase
annuity or life insurance or endowment policies on his life from an
insurance company at level premiums without fear of making an
excess contribution. Under this exception, an owner-employee would
be permitted to contribute each year toward the purchase price of
his policy up to an amount equal to the amount he would have been
allowed to contribute on the basis of his average earned income for
3 years preceding issuance of the last such poliey under the plan.
Thus, for example, if an owner-employee who has carned income of
$10,000 per year for a 3-year period contracts for a life insurance
policy on his own life, and the annual premium thercon is $1,000, he
may continue to contribute the amount of the premium annually
even though his earned income falls below $10,000.  Moreover, under
this amendment if his earned income subsequently were to increase
toan average of $15,000 per year for a 3-year period he could purchase
additional policies calling for annual premiums of $500. Thereafter,
he could continue to pay the premium of $1,500 per vear despite a
future drop in his earned income. ITowever, amounts contributed
under this exception will be deductible only to the extent that they
are related to earned income for the taxable year.  Thus, for example,
while an individual under this rule may be permitted to purchase
an annuity contract for a level premium ef $1,000 a vear, none of
that purchase price would be deductible if the self-employed individual
actually had no earned income for the taxable year. As previously
expliined, amounts contributed under a qualified bond purchase
plan are not subject to the cxcess contribution rules, Ior reasons
similar to those there stated, your committee is of the opinion that
exception from the excess contributions rules in the case of lifo insur-
ance, endowment or annuity contracts issued on the lifo of an owner-
employee also is desirable. Moreover, this oxception is limited so
that under no circumstances could the owner-employee obtain under
one or more retirement plans level-premium policies requiring annual
payments of more than $2,500. If ho does so, he forfeits the benofits
of this exception and the entire amount of the preminms (not merely
the ainount in excess of $2,500), would be subject to the excess con-
tribution rules.

L. PAYMENT OF BENEFITS TO OWNER-EMPLOYEES

Your committee’s bill, Kke the House bill, requires that rotirement
phns established by owner-employees for their own benefit, or for
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the benefit of themselves and their employees, may not begin paying
retirement benefits to owner-employces bheforo they reach age 593
(insurance age 60) except in the event of death or disability. Under
your committec’s bill an individual is considered disabled if he is
unable to engage in any substantinl gainful activity because of a
medically determinable physical or mental impairment which can be
expeeted to result in death or to be of long-continued and indefinite
durntion. Distribution of retirement benefits, however, must begin
not later than 704 (insurance age 70) in the case of owner-employces,
and not later than age 70% or the year in which he retires in the case
of employees and self-employed individuals other then owner-em-
ployees. If an owner-cmployee dies, his remaining interest in the
retivement plan must be (1) distributed to beneficiaries within 5
years from the date of his death or, if later, the death of his spouse,
(2) used within 5 years to purchase an immediate annuity which will
be payable over the beneficiary’s life or over a period no longer than
the beneficiary’s life expectaney or (3) paid out under a plan of distri-
bution already commenced, over a period no longer than the life
expectancy of the employee or the joint life expectancy of the em-
plovee and his spouse.

If the distribution is made under alternative (1), above, and is
completed within 1 taxable year of the beneficiary, the distribution
would be treated under the specinl rules of the bill relating to lump-
sum distributions and the specinl 5-year-averaging devise would apply.
(Sce subdivision Q.)  On the other hand, if the distribution is made
as permitted by alternative (2), above, there would be no tax due upon
distribution to the beneficiary of the annuity contract, but he would
he taxable at ordinary income tax rates on amounts received by him
under the annuity contract. Distributions under alternative (3),
above, would be taxable at the time payments are received by the
beneficiary under the annuity contract.

Your committee added the third alternative in order to eliminate
the needless eancellation of one annuity contract and the issuance of
another one which would pay out over the same period as the original,

M, PREMATURE DISTRIBUTIONS

A tax penalty is imposed by the fTouse bill, and by your commit-
tee's substitute, in cases where a premature distribution of all or part
of the retirement fund is made before the owner-cmployee reaches
age 59% or becomes disabled.  Under both bills, in these cases, if the
prenmture distribution amounts to $2,500 or more, the tax imposed
would not be less than 110 percent of the increase in tax that would
have resulted il the income had been received ratably over the 5 years
ending with the year of distribution. If the premature distribution
amounts to less than $2,500, the tax due would be 110 pereent ol the
inerease in tax resulting from inclusion of the entire amount of the
premature distribution in gross income for the current year. In
either event, the taxable income for the year in which the distribution
oceurs is treated as being not less than the excess of the amount of the
distribution includible in gross income over the deductions allowable
for personal exemptions.,  Any resulling increase in tax ean be requceed
onlyv by the eredit for withheld taxes. Asa further penalty in ense of
a premature distribution, the owner-employee is disqualified from
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participating in a retirement plan on his own behalf for 5 years follow-
ing the year in which the distribution is made. These penalties are
imposed in order to prevent retirement plans from, in eflect, becoming
income-averaging plans under which deductible contributions would be
made to the plan in high-income, high-tax years and the assets would
he drawn lown in low-income or loss years when little or no tax would
be due. It is tho purpose of this bill to provide means for financing
retirement; these penalties are designed to insure that retirement
plans will not be used for other purposes.

N. TWO OR MORE BUSINESSES

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

The bill also provides that an individual who is an owner-employee
in a business (whether or not he controls the business) and is also an
owner-cmployee of another business which he controls may not be
covered under the plan of the first business unless he has established
a plan for the employees of the business which he controls. The plan
for the business which he controls must provide contributions and
benefits for employees which arve at least as favorable as the contribu-
tions and benefits provided for owner-employees under the plan of
the first business,

0. CONSTRUCTIVE OWNLRSIIP

Your committee’s bill includes rules (not included in ¢he House
bill) which attribute to a self-employed individual ownership interests
in a trade or business which are held by his spouse or minor children,
The bill also provides that an individual who owns any interest in a
business or is an employee of the business is to be attributed with
ownership interests in the business which are owned by his ancestors
or lineal descendants. This will insure that no individugl will be
able to avoid the special recquirements of the bill by arguing that he is
not an “owner-employee,” but merely an employee of a business
owned by these close relatives.  TFor example, although other pro-
visions of law permit formation of valid family partnerships, by
donation of ownership interests under which income will bo taxed to
the various family partners rather than to the donor of the ownership
interests, your committes believes that for retirement plan purposes,
such a donor should be treated as continuing to own tho interests he
has given to these close relatives.
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P, ANNUITY TREATMENT FOR DISTRIBUTIONS

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

Q. BESTATE AND GIFT TAX EXEMPTION

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

R. LUMP-SUM DISTRIBUTIONS

While your committee’s bill does not extend to self-employed
individuals (whether or not they are owner-employees) capital gains
treatment on certain lump-sum distributions from retirement plans,
such treatment is not denied to employees of the self-employed, who
are treated in the same manner as employees of corporations.  Under
both the House bill and your committee’s substitute, a self-emploved
individual will receive eapital gains treatment on that portion of a
lump-sum distribution which is attributable to any employer con-
tributions made on his behall while he was not a self-employed
person. Capital-gain treatment is not allowed for lump-sum dis-
tributions derived from contributions as a self-employed person, but
a speeial averaging device provides for the taxing of such lump-sum
distributions received by self-employed individuals after age 594 or
received before age 59! because of disability or death, Under the
bill, the tax on such a distribution is five times the increase in tax
resulting from adding 20 percent of such distribution to other taxable
income, or by treating 20 percent of the distribution (reduced only by
personal exemptions for the year) as taxable income. In this way
some protection from the graduated rates of the individual income
tax is given to those individuals who receive such a lump-sum
distribution,

S. PROIIBITED TRANSACTIONS

The bill tightens the prohibited transaction rules of present law with
respect to trusts forming part of pension plans covering owner-
employees who control the business by means of a more than 50-
percent ownership interest. Substantially identieal rules were con-
tained in the IHouse bill. In these situations, since tho owner-
employce is, in effect, dealing with himself, your committee has pro-
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vided that the owner-employee may not borrow from a trust he has
established, may not buy from or sell property to that trust, and may
not charge any fees for services he renders to the trust. It may be
extremely difficult to review the activities of the large number of small
trusts that may be established under this bill, and for these reasons
your committee’s bill prohibits owner-employeces from engaging in any
transaction with their own retirement trusts.

T, SUMMATION OF REQUIREMENTS FOR OWNER-EMPLOYEE PLANS

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

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

(2) In the case of owner-employees, benefits may not be payable
before the owner-employee reaches age 59%, except in the case of
severe disability or death, and benefit payments must begin before
he renches age 7034 ; in the case of self-employed individuals other than
owner-employees, and employces of self-employed individuals benefits
must be payable at age 70}% or retirement whichever is later Bene-
fits in the foregoing cases may, under regulations, be payable over a
period no longer than the life expectancy of the employee (including
owner-employees) or the life expectancy of the employee and his
spouse,

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

4) In the case of a profit-sharing plan, a definite formula for deter-
mining emplovee contributions must be provided,

(5) Plans covering owner-employees must provide contributions
for each full-time employee who has 3 years of employment.

(6) An owner-cmployee must consent to be covered by the plan,

(7) No excess contribution may be made.

(8) Where an owner-employee has employces, the plan may be co-
ordinated with social security (under special rules) only il allowable
contributions for him are not more than one-third of the total con-
tributions made under the plan,

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

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

(11) For purposes of qualifying the plan and determining what
limitations are applied to contributions for owner-employeces, two or
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more businesses controlled by an owner-employes or by w group of
owner-employees must be considered as a single business.

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

VII. Provisions or BiLn Maps ArpricaBLE 10 ALL RETIREMENT
Prans

Vesting on termination of plan; forfeiture.—The bill adds two new
paragraphs to section 401(a) of the code which have the effect of
codifying certain regulations and administrative practices of the
Internal Revenue Service. These new paragraphs will apply to all

ension plans, not merely those which cover self-employed persons,
gut because these practices have been in eflect for many years, it is
understood that no existing employee retirement plans would be
invalidated by the addition of these rules to the statute.

The first of these new paragraphs requires that, upon termination
of the plan or complete discontinuance of contributions thereto, the
rights of all employees then covered by the plan must be nonforfeitable,

The second of these two new paragraphs imposed upon all retirement
plans makes it plain that forfeitures of nonvested funds must not be
used to increase the benefits any employee would otherwise reeeive
under the plan.

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

Nontransferable annwity contracts.—Your committee has added g
provision to the bill under which annuity contracts issued under a
qualified retirement plan after 1961 must be nontransferable, except
where it is owned by a trustee of a qualified plan,

Custodial accounts.—Custodial accounts in a bank may be employed
as a medium for funding qualified retirement plans of corporations, as
well ag plans covering self-employed persons.  This provision of your
committee’s bill requires that funds in the custodial account must be
invested either in stock of a regulated investment company or in
annuity, endowment, or life insurance policies issued by an insurance
company. T'his provision will enable many retirement plans to reduco
their costs of administration since the bank will not have to perform
the duties and aceept the responsibilities of a trustee.

VIIT. Miscrunantous Provisions or 1ur Binn

The bill permits self-employed individuals to qualify for the retire-
mont-income credit on the basis of distributions from qualified
retirement plans, However, it does not permit sell-employed persons
to qualify cither for the $5,000 death-benefit exclusion or for the
sick-pay oxclusion, Thoso provisions were onacted for the benefit
of employees as contrasted to the self-emploved and it is not the
purposo of this bill to treat sell-employed individuals as employees
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excopt for rotirement-plan purposes. However, the bill does allow
a solf-omployed individual to oxclude from his gross income under
soction 104 of the code amounts received through accident or hoalth
insurance for personal injuries or sickness, to the oxtent that such
amounts are attributable to his own nondeductible contributions.

Where ponsion contributions take the form of the purchase of
annuities, any loans against these contracts by an owner-employce
are treated as distributions and any repayments of such loans are
treated as contributions. In addition, if any portion of a trust or of a
contract is assigned or pledged by an owner-employee that portion
is also treated as a distribution from the trust or under the plan.
Without these rules, an owner-employee could, in effect, obtain pre-
mature access to a substantial portion of the pension funds being
accumulated for his retirement.

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

IX. TrcuNICAL, JXPLANATION

1. SECTION b. SmORT TITnLn]

The first section of the bill provides that the act may bo cited as
the “Sol-Iimployed Individuals Tax Retirement Act of 1961.”

2, SECTION {. QUALIFICATION OF PLANS

Section 2 of the bill amends section 401 of tho Internal Revenuo
Codo of 1954 to provids that self-employed individuals may be covered
under qualifiod ponsion and profit-sharing plans. In addition, scc-
tion 2 amonds section 401 to add additional requirements which must
be mot in order for a trust forming part of a plan covering self-em-
ployed individuals who own more than 10 percent of the business to
qualify undor section 401, There are also added to section 401 two
additional vequiroments which must bo met by all qualified trusts and
plans and one additional requirement which must be met by qualified
trusts and plans covering solf-employed individuals.

Section 401 (a)

Existing section 401 (a)(5) of the codo provides that a plan shall not
bo considored diseriminatory merely because the contributions or ben-
ofits under tho plan boar a uniform relationship to the “total compen-
sation, or tho basic or rogular rate of compensation,” of the em-
rloyoos covered under tho plan. Paragraph (1) of section 2 of tho
bill amends soction 401(a) (5) to provide that, for purposes of that sec-
tion and section 401(a)(10), tho total compensation of a self-employed
individual is such individual’s carned incomo (as defined in soc.
401(c)(2)), and that tho basic or regular rate of compensation of such
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an individual is that portion of his earned income which bears the
same ratio to his total earned income as the basic or regular compen.
sation of the employecs (other than self-employ:d individuals) hene.
fited under the plan bears to their total compensation. This ratio is
to be computed in accordance with regulstions prescribed by the Sec-
retary or his delegate.

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

The new paragraph (7) of section 401(a) provides that a trust will
not qualify unless the plan of which it is a part provides that, upon
its termination or upon complete discontinuance of contributions
under the plan, each employee benefited under the plan will have an
immediate vested right to so much of his benefits under the plan as
have accrued and have been funded at the time ol the termination or
discontinuance or, in the case ol a money purchase plan, will have an
immediate vested right to the amounts credited to his account as of
the dite of the termination or discontinuance. This provision is not
to be applicable, however, to benefits or contributions which, pursuant
to regulations prescribed by the Secretary or his delegate to preclude
diserimination, may not be used for designated employees in the event
ol early termination of the plan. Ifor example, this provision would
not recuire vesting when certain oflicers or highly compensated employ-
ces ave, at the inception of the plan, within a few years of vetirement
age and the granting of vested rights to such employees upon termina-
tion of the plan shortly after they reach retivement age would result
in the plan being discriminatory in favor of such officers or highly
compensated employees.

The new paragraph (8) of seetion 401 (a) provides that a trust form-
ing part ol a pension plan will not qualify unless the plan of which it
is a part provides that forfeitures must not be applied to increase the
benefits any employee would otherwise receive under the plan, There-
fore, if the plan calls for future contributions, the forfeitures must be
used to reduce such contributions,

The new paragraph (9) of section 401(a) provides that, in the case
of a plan which provides contributions or benefits for employees some
or all of whom are employces within the meaning of section 401(c)(1),
a trust will not qualily unless, under the plan of which it is a part,
the entire interest of each employee either (A) will be distributed to
him not later than his taxable yvear in which he attains the age of
70%4 vears, 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 before the close of such
taxable year, (i) over the life of such employee or over the lives of
such emplovee and his spouse, or (ii) over a period not extending
beyond the life expectancy of such employee or over the life expect-
ancy of such employee and his spouse. TFor these purposes, the Secre-
tary or his delegnte is to issue regulations prescribing the specific
conditions under which these requirements will be considered to be
met.

The new paragraph (10) of section 401(a) provides that, in the
case of o plan which provides contributions or benefits for any owner-
employee (as defined in sec. 401(c)(3))—
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Section 401(a)(3) and the first and second sentences of section
401(a)(5) shall not apply, but— V
(i) such plan shall not be considered diseriminatory within
the meaning of section 401(a)(4) merelv because the contri-
butions or benefits of or on behalf of employees under the
plan bear a uniform relationship to the total compensation,
or the basic or regular rate of compensation, of such em-
ployees, and
(ii) such plan shall not be considered discriminatory within
the meaning of section 401(a)(4) solely because under the
plan contributions described in section 401(e) (3)(A) which
are in excess of the amounts which may be deducted under
section 404 (determined without regard to sec. 404(a)(10))
for the taxable year may be made on behalf of any owner-
employee.

In addition, subparagraph (B) of the new section 401(a)(10) pro-
vides that a trust forming part of a plan covering a self-employed
individual owning more than a 10-percent interest in the business
must, in order to qualify under seetion 401, also meet the new require-
ments of section 401 (d).

Section 401(c)

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

(1) Definatron of “employee.”’——Under the present law, a qualified
plan can cever only those individuals who are employees under com-
mon law. Paragraph (1) of the new subsection (¢) defines the term
“employee” to include, for any taxable year, a seclf-employed in-
dividual who has carned income (as defined in see. 401(c)(2)) for the
taxable year,

To the extent provided by regulations of the Secretary or his dele-
gale, the term “employee” also includes, for any taxable year— ,

(A) an individual! who would be an employee within the mean-
ing of the first sentence of section 401(c)(1) but for the fact that
the trade or business carried on by such individual did not have
net profits for the taxable year, and

(B) an individual who has been an employee within the mean-
ing of the first sentence of section 401(c¢)(1) for any prior taxable
year,

(2) Definition of “earned income.”—Paragraph (2) of the new sub-
seetion (¢) contains a definition of “earned income.” Subparagraph
(A) provides that such term means the net earnings from self-employ-
ment (as defined in sec. 1402(a)) to the extent that such net earnings
constitute earned income as defined in section 911(b) but determined
with the application of subparagraph (B) of the new subsection (c¢)(2),
but such net earnings n.n(} 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 en-
nged in a trade or business from which net earnings from self-employ-
ment are derived. The second modification provides that certain
individuals described in section 3121(d)(3) who are not employees but
who are not subject to the tax on self-employment income shall be
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similarly treated. The third modification provides that amounts
which are not otherwise includible in gross income shall not be includeq
in arn individual’s net earnings from self-employment.

Subparagraph (B) of the new subsection (c)(2) provides that, in
applying section 911(b) of the code for purposes of determining the
“earned income’’ of a self-employed individual who is engaged in g
trade or business in which both personal services and capital are
material income-producing factors and with respect to which the
individual actually renders personal services on a full-time, or sub.
stantially full-time, basis, so much of his share of the net profits of
such trade or business as does not exceed $2,500 shall be considered
as earned income. Such subparagraph (B) also provides that, in the
case of any such individual who is engaged in more than one trade or
business with respect to which he actually renders substantial personal
services, if with respect to all such trades or businesses he actually
renders personal services on a full-time, or substantially full-time,
basis, there shall be considered as carned 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
wofits of such trades or businesses as does not exceed $2,500 reduced
%)y (B) his share of the net profits of any trade or business in which
only personal services is a material income-producing factor. When
a self-employed individual is engaged in two or more trades or busi-
nesses in which both personal services and capital are material income-
yroducing factors, the $2,500 must be allocated among such trades or

usinesses, but in no case shall the individual be considered to have
earned income from a trade or business in excess of his share of the
net profits of such trade or business.

Section 911(b) provides that, in the case of a taxpayer engaged in
a trade or business in which both personal services and capital are
material income-producing factors, such individual’s earned income
from such trade or business shall not exceed 30 percent of his share
of the net profits of such trade or business. Subparagraph (B)
provides that its provision 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 subpara-
graph (B) may be illustrated by the case of an individual who 1s en-
gaged 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 profits from the trade or business for the taxable year are $6,000,
Under section 911(b), such individual would be presumed to have
received not more than $1,800 of carned income from such trade or
business (30 percent times $6,000). IHowever, under subparagraph
(B) such individual is considered to have received $2,500 of earned
income from such trade or business,

(8) Definition of ‘‘owner-employee.””—Cerlain of the provisions of
the bill are applicable only to owner-employces or to plans covering
owner-emnployees. Paragraph (3) of the new subsection (c¢) defines
the term ‘“owner-employee” to mean an employee who—

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

(B) in the case of a partnership, is a partner who owns more
than 10 percent of either the capital interest or the profits interest
in such partnership.
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To the extent provided in regulations prescribed by the Secretary
or his delegate, the term owner-employeo also means an individual
who has been an owner-employce within the meaning of section
4010 3). , ,

(4) Definition of “employer.””—In order to ({;l&llfy under section
401, o plan must be a plan of an employer. Paragraph (4) of the
new subsection (c) provides that, for this purpose, an individual
who owns the entire interest in an unincorporated trade or business
shall be treated as his own employer. Similarly, a partnership shall
be treated as the employer of its partners.

(5) Itules of constructive owncrship.—Paragraph (5) of the new
subsection (¢) provides rules of constructive ownership for determining
who is an owner-employee and for determining i certain other
situntions an individual’s ownership interest.  Under such paragraph
(5), an individual shall be treated as owning any interest in an unin-
corporated trade or business which is owned, directly or indirectly,
by his spouse or minor children. ‘This rule is applicable whether or
not such individual himself owns any interest in the trade or business,
In addition, when an individual owns any interest in an unincorporated
trade or business or is an employee of such trade or business, he shall
also he treated as owning any mterest in such unincorporated trade
or business, which is owned, directly or indirectly, by his ancestors
or by his lineal descendants.  Paragraph (5) provides, however, that
any interest treated as owned by any individual by reason of such
paragraph shall not be treated as owned by him for the purpose of
applying such paragraph in order to make any other individual the
constructive owner of such interest. For the purpose of paragraph
(3), a legally adopted child or an individual is treated as a child of such
individual by blood.

Section 401 (d)

Paragraph (3) of section 2 of the bill also adds a new subsection (d)
to section 401, which sets forth additional requirements which must be
met in order for a trust-forming part of a pension or profit-sharing
plan providing contributions or benefits for any owner-employees to
qualily under section 401.

(1) Trustee must be a bank.-—Paragraph (1) of the new subsection
(1) 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 trustes must be a bank. However, paragraph (1) provides that a
person (including the employer) other than a bank may be granted,
under the trust instrument, the power to direct the investinent of the
trust funds. Paragraph (1) is not applicable to a trust created or
organized outside the United States before the date of the enactiment
of the bill if, under section 402(c), such trust is treated as exempt
from tax 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 tho
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 governmontal authority,
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(2) Vesting.—Paragraph (2)(A) of the new subsection (d) provides
that, in the case of a plan which provides contributions or benefjts
for employees some or all of whom are owner-employees, each em.

loyee’s rights to or derived from the contributions under the plan must
Ee nonforfeitable at the time such contributions are paid to or under
the plan. The requirement of vesting shall not apply to contributiong
which, under provisions of the plan adopted pursuant to regulations
prescribed by the Secrctary or his delegate to preclude the diserimi-
nation prohibited by scetion 401(a)(4). may not be used to provide
benefits for designated employees in the event of early termination
of the plan,

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

(4) Required coverage.—Paragraph (3) of the new subsection (d)
provides that, in the ease of a plan which provides contributions or
benefits for an owner-employee who owns more than 10 percent of the
business, the trust forming a part of such plan shall constitute a quali
fied trust under section 401 only if such plan benefits each employeo
having a period of employment of 3 yvears or more.. For the purposo
of determining whether an individual is an employee for whom a
covered owner-employee is required to provide benefits, the new
paragraph (3) provides that the term “employvee” does not include
any emplovee whose customary emplovment is for not more than 20
hours in any one week or is for not more than 5 months in any ecal-
endar vear, ‘

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

(6) Thme of distribution.—Paragraph (4)(B) 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 mean-
ing of sec. 213(g)(3)), prior to his attaining age 59,

(7) Contributions for owner-employees.—Paragraph, (5) of the new
subsection (d) provides that the plan must not permit—

(A) contributions to be made by an employer for any owner-
employee in excess of the amounts which may be deducted under
section 404 (determined without regard to sec. 4C4(a)(10)) for
the taxable year;

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

(C) if a distribution under the plan is made to any owner-
employee before such owner-employeo attains the age of 594 or
becomes disabled, contributions to be made on behalf of such
owner-employee for the 5 taxable years succeeding the taxable
year in which such distribution is made.
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Such paragraph (5) also provides that subparagraphs (A) and (B)
shall not apply to any contribution which is excepted from the defini-
tion of excess contribution contained in section 401(e)(1) by reason
of the application of section 401 (e)(3).

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

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

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

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

(9) Distribution after death.—Under paragraph (7) of the new sub-
section (d), the plan must provide that, after the death of an owner-
ernployee, his remaining interest in the plan must be either distributed
to his beneficiary within § years, or used withia that period to pur-
chase an immediate annuity for his beneficinry which will be dis-
tibuted immediately to such beneficiary or beneficiaries. A similar
rule is provided if distribution of the interest of an owner-employee
kas been commenced to his surviving spouse, and the surviving
spouse dies Dhefore the entire interest is distributed. However, such
paragraph (6) shall not apply if distribution of the interest of an
owner-employee has commenced and such distribution is for a term
certain over a period permitted under section 401(a)(9)(B) ().

(10) Repayment of excess contributions.~—Paragraph (8) of the new
subsection (d) provides that, under the plan—-

(A) any excess contribution, together with the incomo attrib-
utable thereto, is (except in the case of a willfully made excess
contribution) to be repaid to the owner-employvee on whose
behalf such excoss contribution was made;

(B) if for any taxable vear the plan does not, by reason of
section 401(e)(2)(A), meei (for purposes of sec. 404) the require-
ments of section 401(d) with respect to an owner-employee, the
income for the taxable vear atiributable to the interest of such
owner-employee under the plan is to be paid to such owner-
employee; and

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

Paragraph (9) (B) of the new subsection (d) provides that an owner-
employee, or two or more owner-employees, shall be considered to
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

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

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

(12) Owner-employee benefited under more than one plan.—Paragraph
(10) of the new subsection (d) provides that a plan must not provide
contributions or benefits for any owner-employee who controls
(within the meaning of sec. 401(d)(9)(B)), or for two or more owner-
employces who together control, as an owner-employee or as owner-
employees, any other trade or business, unless the employees of each
trade or business which such owner-employce or such owner-employees
control are included under a plan which satisfies the requirements of
section 401(a) (including sec. 401(a)(10)) and section 401(d), and

rovides contributions and benefits for employees which are not
ess favorable than contributions and benefits provided for owner-
employees under the plan,

The application of such paragraph (10) may be illustrated by the
following example:

Erample—X, a self-employed individual, is a 15 percent partner
in the X Y7 partnership and is the owner of the P company, a sole
proprictorship. The pension plan of the XYZ partnership must not
provide contributions or benefits for X unless the employees of the
P company are included under a pension plan of that company which
satisfies the requirements of section 401 (n»g) (including sec, 401 (a)(10))
and section 401(d), and which provides contributions and bencfits
for employees which are not less favorable than contributions and
benefits provided for X under the plan of the XYZ partnership.
This requirement must be met whether or not X is inc{udod under
the plan of the P company,

(13) Contributions limited to the earned income from the trade or
business.—Paragraph (1) of the new subscction (d) provides that,
under the plan, contributions on behall of any owner-employee may
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be made only with respect to the earned income of such owner-
employee derived from the trade or business with respect to which
the plan is established.

Section 401 (e) ' _

Paragraph (3) of section 2\ of the bill adds a new subsection (e)
to section 401, which contains a definition of ‘‘excess contribution’
and which sets forth the consequences of making such an excess con-
tribution. For the purpose of determining whether an excess con-
tribution has been made on behalf of any owner-employee in a taxable
vear, there must be taken into account all other contributions made
on behalfl of such owner-employee for such taxable year.

(1) Definition of “‘excess contribution” —Paragraph (1) of the new
subsection (¢) defines the term ‘‘excess contribution’’ for purposes of
section 401, Except as otherwise provided in section 401(e)(3), the
term “‘excess contribution’” means— '

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

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

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

(i1) so much of any contribution as is made by an owner-
employee (as an employee) at a rate which exceeds the rate
of contributions permitted to be made by employees other
than owner-employees;

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

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

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

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

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

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

an,

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

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

(8) Special rule if excess contribution was willfully made.—Paragraph
(2) (1) of the new subsection (¢) provides that, if an excess contribu-
tion made on behalf of an owner-employee is determined to have been
willfully made, then, instead of applying the provisions of section
401(e)(2) (4), (B), (C), and (D)—
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(i) there shall be distributed to the owner-employee on whose
behalf such excess contribution was willfully made his entire
interest in all plans in which he is a participant as an owner-
employee; and

(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 years
following such taxable year. : o

Thus, when 1t has been determined that an excess contribution has
been willfully made to a plan on behalf of an owner-employee, such
owner-employee’s entire interest in all plans in which he is a partici-
pant as an owner-employee must be distributed to him and he may
not participate in any plan with respect to which he is an owner-
employee for the taxable year of the determination and for the 5 suc-
ceeding taxable years, .

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

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

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

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

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

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

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

(C) the amount of such contribution does not exceed the aver-
age of the amounts which were deductible under section 404
(determined without regard to scc. 404(a)(10)) with respect to
contributions made by the employer on bchalf of such owner-
employee (or which would have been deductible if section 404
had been in effect for prior years) for the first 3 taxable years
(i) preceding the year in which the last such annuity, endowment,
or life insurance contract was issued under the plan, and (ii) in
which such owner-employee derived earned income from the trade
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or business with respect to which the plan is established, os for:
so many of such taxable years as such owner-employee wzs;éng’a:ged’
in such trade or business and derived earned ineome therefronr, '
The new paragraph (3) also provides that, in the case of any individ-
ual on whose behalf contributions described in the new paragraph
(3)(A) are made under more than one plan as an owner-employee:
during any taxable year, the amount of contributions te which the new"
paragraph (3) applies for such taxable year must not exceed $2,500
Thus, if the premiums or other consideration for annuity contracts’
paid on b_elmlf of an owner-employee under more than one plan from
contributions made by employees exceed $2,500, the exeess:contribus!
tions rules of sections 401(e) (1) and (2) apply to all such: contribux
,tions on behalf of such owner-employee for such taxable year:. Kurs
thermore, any contribution which is 1ot considered to be an excess:
contribution by reason of the application of the provisions of seetion -
401(e)(3) shall, for purposes of section 401 (e)(1)(B) (ii), (ii1), and! (iv)
be taken into account as a contribution made on behalf of 'such owner-
employee as an employee to the extent that the amount of such:con-
‘tribution is not deductible under section 404 (without regarx to'seetion .
404(a)(10)) for the tevable year, but only flor the purpose-of applying
such soctions to other contributions made on behalf of such owners
employece as an employee. '

Section 401(f)

Undev the present law, section 401(a) of the code relates onlv to
trusts which form part of pension, profit-sharing, and stock-Bonus.
plans. Paragraph (3) of section 2 of the Dill also adds: &' new sub--
section (f) to section 401(a), which permits certain custodial accounts:
to qualify under section 401(a) if they formv a part of qualified plans,
Under the new subsection (f), a custodial account shaﬂ be treated as:.
a qualified trust, if—

(1) such custodial account satisfies all the requirements: which:
must be satisfied by a qualified trust;

(2) the custodian is a bank (as defined in section 401@d)(1));

(3) the investment of the funds in such account (incl'uxii'ng‘ali
earnings) is to be made either solely in regulated investment
company stock with respect to which an employee is the bene-
ficial owner (treating as subject to this requirement all capital

ain dividends and any refund to the custodian under section
852(b)(3) (D) (ii) of the code), or solely in annuity, endowment,
or life insurance contracts issued by au insurance company;

(4) in the case of investments in regulated investment com-
pany stock, the custodian or its nominee is the shareholder of
record of all stock held in the account; and

(5) in the case of annuity, endowients, or life insurance con-
tracts, the contracts are held by the custodian until distributed
under the plan.

For purposes of the code, in the case of a custodial account treated
as a qualified trust under section 401 by reason of the new section
41(:1 (f),f the custodian of such account is to be treated as the trustes
thereol.

Paragraph (2) of the new subsection (f) defines “‘regulated invest-
ment, company’’ to mean a dornestic corporation (A) which is a regu-
lated investment company within the meaning of section 851(a), an

(B) which issues only redeemable stock.
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Section 401 (g)

Paragraph (3) of section 2 of the bill also adds a new subsection (g)
to section 401 which provides that, for purposes of sections 401, 402,
403, and 404, the term ‘‘annuity’’ includes a face-amount certificate
as defined in section 2(a)(15) of the Investment Company Act of 1940
(156 U.S.C. 80a-2); but does not include any contract or certificate
issued after December 31, 1961, which is transferable, if any person
other than the trustee of a qualified trust is the owner of such contract
or certificate,

S8ECTION 8., DEDUCTIBILITY OF CONTRIBUTIONS TO PLANS

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

Section 404 (a) S : :

(1) Annuity 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), and (9) of section
401(a) and, if the plan benefits owner-cmployees, the requirements of
the new sections 401(a)(10) and 401(d) (other than section 401(d)(1).
Thus, a qualified annuity plan is, in general, subject to the same
requirements as is a qualified pension, profit-sharing, or stock-bonus
trust.

(2) Incluston of self-employed.—Subsection (a)(2) of section 3 of
the bill adds a new paragraph (8) to section 404(a), which allows
the deduction under section 404(a) of contributions to a qualified,
plan covering self-employed individuals. To accomplish this purpose
the new paragraph (8) provides that, for purposes of applying section
404 to a qualified pension, annuity, or profit-sharing plan covering
gelf-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); 4

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

(C) the contributions to such a plan on behalf of a self-em-
ployed individual shall be considered to satisfy the conditions of
section 162 or section 212 to the extent that such contributions do
not exceed the earned income (as defined in sec. 401(c)(2) of
such individual derived from the trade or business with respect
to which such plan is established. However, contributions on
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behalf of self-employed indivuduals which are allocable (deter-
mined in accordance with regulations prescribed by the Secre-
tary or his delegate) to the purchase of life, accident, health, or
other insurance are not considered to satisfy the conditions of
section 162 or section 212 and, therefore,-are not deductible under
section 404 ; and

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

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

Subparagraph (A) of the new paragraph (9) provides that the limita-
tions 1n paragraphs (1), (2), (8), and (7) of section 404(a) shall be
computed, with respect to employces (other than owner-employees),
as if such employees were the only employees for whom contributions
or benefits are provided under the plan, For example, il a qualified
profit-sharing plan covers both owner-employees and other employees,
the amount deductible under section 404(a)(3) with respect to con-
tributions on behalf of such other employees is 15 percent of the
compensation paid to such other employees if there are no carryovers
for such year.

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

(i) as if such owner-employees are the only employces for whom
contributions or benefits are provided 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 deductib%e under section 404(a) with
respect to contributions on behalf of an owner-employee shall not
exceed tho additional limitations provided in section 404 (e).

The new paragraph (9) further provides that, for purposes of sec-
tion 404, the torm “owner-employce’ has the meaning assigned to it
by section 401(c)(3) (determined with the application of the rules of
constructive ownership contained in sec. 401(c)(5)).
 (4) Special limitation on amount allowed as a deduction for self-
employed 1ndividuals.—Subsection (a)(2) of seetion 3 of the bill adds
a new paragraph (10) to section 404(a), which provides a special limi-
tation on the amount allowable as a deduction under sections 404(a)
(1), (2), (3), and (7) in any taxable year with respect to contributions
made on behalf of any individual who is an employee within the
meaning of section 401(c)(1). s :
f*The new paragraph (10) provides that, notwithstanding any other
provision ofp section 404, in the case of any individual whe is an
employee within the meaning of section 401(c)(1), the amount. allow-
able as a deduction is equal to—
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(1) so much of the contributions made on behalf of such indi-
vidual which are deductible under sections 404(a) (1), (2), (3),
and (7) (determined without regard to the new paragraph (10))
as does not exceed $1,000, plus

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

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

(6) Interrelation of provisions of section 40/ (a).—Section 404 (a)(10).
provides that any self-employed individual will be limited to a deduc-
tion of one-half of the amount in excess of $1,000 that would other-.
wise be deduectible under section 404 (a). The Provisions limiting the
amount of otherwise deductible contributions are distinet from the
provisions integrating the retirement plans of self-employed individ-
uals into the structure of the present provisions of the code relating
to qualified plans, Consequently, the special limitation in section
404(n)(10) is applied solely for the purpose of determining the amount
which will be allowed as a deduction under section 404 for income
tax purposes.

(6) Determination of amount allowed as a deduction from gross
income.—In the case of self-employed individuals who are not owner-
employees, the amount of the contributions made on their behalf
which is deductible is determined by first applying to the applicable
provisions of sections 404(a) (1), (2), and (3), and (7). Although
thero is no fixed maximum limitation the amount deductible under
section 404(a), tho new section 404(a) (83 provides that certain
amounts contributed on behalf of self-employed individuals do not
satisly the requirements of sections 162 or 212 and are, therefore, not
deductible under sections 404(a) (1), (2), or (3). The amounts to
which the new section 404(a)(8) applies are contributions on behalf of
self-employed individuals which exceed their earned income derived
from the trade or business with respect to which the plan is established,
and contributions which, under regulations prescribed by the Secretary
or his delegate, are allocable to the purchase of life, accident, health, or
other insurance. Finally, for the purpose of determining the amount
which will be allowed as a deduction for income tax purposes, section
404(a) (10) is then applied.

In the case of owner-employees, the limitation in new section 404 (e)
is pertinent to the determination of the amount allowed as a deduction.
Therefore, the discussion of the method of computing such amount is
included with the discussion of the provisions of section 404(e).
Section 404 (e)

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

(1) Special limitations for owner-employees.—Faragraph (1) of the
new subsection (e) provides the additional limitations which are
applicable in determining the amount that may be deducted with



42 SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT

respect to contributions under a qualified plan on behalf of owner.
employees. Under paragraph (1), the amounts deductible under
section 404(a) in any taxable year with respect to contributions on
behalf of such owner-employees shall not exceed $2,500, or 10 percent
of the earned income derived by such owner-employee from the trade
or business with respect to which the plan is established, whichever
is the lesser.

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

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

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

(4) Computation of amount allowed as a deduction from gross income
tn the case of owner-employees.—If contributions are mnffe on behalf
of an owner-employee under a qualified plan, the provisions of the
new section 404(a)(8) are applicable, and the computation of the
amount deductible under sections 404(a)(1), (2), (3), and (7) is made
in the manner prescribed in new section 404(a)(9). Furthermore,
section 404(a)(9)(C) requires that the amount deductible, as so
determined, must not exceed the applicable limitation in section
404(e). Section 404(e) places a ceiling on the amount deductible.
That limit is 10 percent of the earned income of the owner-employee,
or $2,5600, whichever is the lesser. Finally, if the amount deductible
as so determined exceceds $1,000, the special limitation of section
404 (a)(10) provides that only one-half of such axcess may be deducted,

Section 404(f) .

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

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

Section 72(d)

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

Section, 72(m)

Subscetion (b) of section 4 of the bill adds to section 72 a new sub-
section (m), which provides special rules applicable to the taxation of
employee annuities and distributions under employee plans,

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

(A) such amounts, plus amounts theretofore received under
the contract and includible in gross income under such paragraph
(1), do not exceed . |
(B) the aggregate premiums or other consideration paid for
the contract on behalf of an employee while such employee was
an owner-employee (as defined in sec. 401(c)(3)) which were al-
lowed as deductions under section 404 for the taxable year and
all prior taxable years.
Suck paragraph (1) further provides that any amounts received under
gh annuity, endowment, or ?ife insurance contract before the annuity
starting date which are not received as an annuity and which are not
includible in gross income under such paragraph (1) shall be subject
to the provisions of 'section 72(e).
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The provisions of paragraph (1) may be illustrated by the example
of a self-employed individual who receives $8,000 as a distribution
under a quaFiﬁed ension plan before the annuity starting date. At
the time of such distribution, $10,000 had been contributed (the whole
amount being allowed as a deduction) under the plan on behalf of
such individual before he became an owner-employee and $5,000 had
been contributed under the plan on his behalf while he was an owner-
employee, of which $4,000 was allowed as a deduction. In addition,
such individual had contributed $1,000 on his own behalf as an emn-
ployee under the plan. Of the $8,000, $4,000 (the amount allowed
as a deduction with respect to contributions on behalf of the indi-
vidual while he was an owner-employee) is includible in gross income
under paragraph (1). Of the remaining $4,000, $2,000 (the amount
in excess of the sum of the portion of the contributions not allowed as
a deduction by the employer and the amount contributed by the
individual on his own {Jehalf) is includible in gross income under
section 72(e).

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

(A) the aggregate amount of premiums or other consideration
paid for the contract for purposes of section 72(c)(1)(A),
(B) the consideration for the contract contributed by the
employee for puvposes 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 employece was a self-employed individual shall be
treated as consideration contributed by the employer. Such para-
graph (2) further provides that the amounts described in paragraph
(2) (A), (B), and (é)) shall not include any portion of the premiums or
other consideration for the contract paid while the employee was an
owner-employee which is allocable (as determined under regulations
prescribed by the Secretary of the Treasury or his delegate) to the
cost of life, accident, health, or other insurance.

Paragraph (2) merely makes it clear that there shall not be included
in an employee’s, or in his beneficiary’s, basis for a contract any
amount which was contributed by such employee under a qualified
plan and which was allowed as a deduction under section 404. In
addition, under paragraph (2), there shall not be included in the basis
of any contract the amount of any premiums or other consideration
paid to purchase for an employee while he was an owner-employee
any life, accident, health, or other insurance. Present law is to be
applied in determining whether an amount to which paragraph (2)
does not apply should be included in the basis of a contract.
~ (8) Life insurance coniracts.—Paragraph (3) of the new subscction

(m) 1s applicable to any life insurance contract— _

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

(ii) which is purchased by a qualified trust, if the proceeds of

such life insurance contract are payable directly or indirectly to

a participant in such trust or to a beneficiary of such participant,

Paragraph (3)(B) provides that any contributions to such a qualified

annuity plan or such a qualified trust allowed as a deduction under

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

(4) Amounts constructively received.—Paragraph (4)(A) of the new
subscetion (m) provides that, il during any taxable year an owner-
employee assigns (or agrees to assign) or pledges (or agrees to pledgoe)
any portion of his interest in a qualified trust or any portion of the
value of a contract purchased as part of a qualified annuity plan, such

ortion shall be treated as having been received in such taxable year
Ey such owner-employee as a distribution from such trust or as an
amount received under such contract. Paragraph (4)(B) provides
that, if during any taxable year an owner-employee receives, directly
or indirectly, any amount from an insurance company as a loan under
a contract purchased by a qualified trust or purchased as a part of a
qualified annuity plan and issued by such insurance company, the
amount of such loan is to be treated as an amount received under the
insurance contract in such taxable year.

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

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

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

(i) to amounts which are received, by reason of the distribu-
tion under the provisions of section 401(e)(2)(E) (relating to
willfully made excess contributions), by an individval who is, or
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hes 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 cage
of an early distribution described in paragraph (6)(A)(i), the penalty
tax is applicable to only so much of the distribution as is attributable
to contributionz 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 evceeds 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.

The penalty tax will, of course, apply only to amounts which would
be includible in the recipient’s gross income.

+ Paragraph (5)(B) provides that, if the aggregate of the amounts to
which the penalty tax is applicable received by any person in his tax-
able year equals or exceeds $2,500, the increase in his tax for that
taxable year attributable to the receipt of such amounts shall not be
less than 110 percent of the aggregate increase in taxes, for that
taxable year and the four immediately preceding taxable years, which
would have resulted if such amounts had been included in such
Eerson’s gross income ratably over such taxable years, If deductions

ad been allowed under section 404 for contributions paid on behalf
of such person while he is an owner-employee for a number of prior
taxable years less than 4, paragraph (5)(B)(i) shall be applied by
taking into account the number of taxable years immediately pre-
ceding the taxable year in which the amount was so received equal to
such lesser number,

Under paragraph (5)(C), if the aggregate of the amounts to which
the penalty tax is upplicabie receiveg by a person in his taxable year
is less than $2,500, the increase in tax attributable to the receipt of
such amounts shall be 110 percent of the increase computed without
regard to this penalty tax.

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

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

Paragraph (6) of the new subsection (m) provides that, for purposes
of section 72, the term “owner-employee’” has the meanin?r agsigned to
it by section 401(c)(3) (determined with the application of the attribu-
tion rules of section 401(c)(5)).

Section 72(n)
Subsection (b) of section 4 of the bill also adds to section 72 a new
subsection (n), which provides special tax treatment with respect to



‘SELF-EMPLOYED INDIVIDUALS TAX RETIREMENT ACT 47

certain total distributions received under qualified plans which are
attributable to contributions on behalf of self-employed individuals.

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

(i) on account of the employee’s death,

(i1) after the employee has attained the age of 59)4 years, or

(ii1) after the erhployee has become disabled (within the mean-
ing of section 213(g)(3) of the code).

In the case of a qualified annuity plan, the special tax treatment is
applicable to amounts paid to a payee, if such amounts represent the
total amounts payable to the payee with respect to an employee and if
such amounts are paid to the payee within 1 taxable year 0} the payce—

(i) on account of the employce’s death,

(ii) after the employee has attained the age of 59)4 years, or

(iii) after the employee has become disabled (within the mean-
ing of section 213(g)(3)).

For the special tax treatment to be applicable to a distributee or
payee with respect to a distribution of an empleyee’s interest in a -
qualified plan, it is not necessary that there also be distributed within
the l-year period any portion of the employee’s incerest which is
payable to another payee or distributee,

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

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

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

(3) Paragraph (3) of the new subsection (n) provides that (notwith-
standing sec. 63) for purposes only of computing the tax under
chapter 1 of the Internal Revenue Code of 1954 attributable to
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amounts to which the new subsection (n) or section 72(m) (5) (relatin
to the penalty tax in the case of certain distributions) applies ans
which are includible in gross income—
(A) the taxable income of the recipient for the taxable year of
receipt is to be treated as being not less than the amount by which
(i) the aggregate of such amounts so includible in gross income
exceeds (i) the amount of the deductions allowed for such taxable
year under section 151 (relating to deductions for personal
exemptions) ; and
(B) in making ratable inclusion computations under paragraph
(5)(B) of section 72(m), the taxable income of the recipient for
any taxable year involved in such ratable inclusion is to be
treated as being not less than the amount required by such
paragraph (5)(B) to be treated as includible in gross income for
such taxable year.
In any case in which section 72(n)(3) results in an incresse in taxable
income for any taxable year, the resulting increase in the taxes imposed
by section 1 or section 3 for such taxable year shall not be reduced by
any credit under part IV of subchapter A of chapter 1 (other than
sec. 31) of the Internal Revenue Code of 1954 which, but for this pro-
vision, would be allowable.

In no case is there subjected to tax under the penalty tax in sec-
tion 72(m)(5) or the special tax treatment in section 72(n) amounts
which represent a recipient’s basis in the distribution,

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

The application of the rules in paragraph (3) of the new subsection
(n) in the case of a distribution to which section 72(m)(5) applies
may be illustrated by the following example: Assume the same facts
as 1n the example in the preceding paragraph except that A was 55
vears old (and not disabled) at the time of the withdrawal. In addi-
tion, A had a net operating loss for the taxable year immediately
preceding the taxable year in which he received the $25,600. The
other 3 taxable years involved in the computations under section
72(m)(5)(B) were years of substantial income. For purposes of des
termining A’s increase in tax attributable to the receipt of the $25,600
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(before the application of the spreading provisions in section 72(m)
(5)(B)), A’s taxable income for the year he received the $25,600 is
treated, under paragraph (3)(A) of the new subsection (n), as being
$25,000 ($25,600 minus $600). For purposes of determining whether
110 percent of the aggregate increase in taxes which would have
resulted if 20 percent of the amount of the withdrawal had been
included in A’s gross income for the year of receipt and for each of
the 4 preceding taxable years is greater (and thus is the amount of
his increase in tax attributable to the receipt of the $25,600), A’s
taxable income for the taxable year of receipt, and for the immediately
preceding taxable year, is treated, under paragraph (3)(B) of the new
subsection (n), as being $5,120 ($25,600 divided by 5).

Section 402(a)

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

Section 403 (a)

Existing section 403 (a) provides the tax treatment for distributions
under qualified nontrusteed annuity plans, Subsection (d)(1) of sec-
tion 4 of the bill amends section 403(a)(2)(A)(1) to provide that a
qualified annuity plan mtist meet the new qualification requirements
included by this bill in settions 401 (a) and (d).

Existing section 403(a)(2) provides capital gains treatment for
certain total distributions under qualified annuity plans. Subsection
(d)(2) of section 4 of the bill 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 contribu-
tions made on behalf of an employee while he was an employee within
the meaning of section 401(c)(1). This amendment applies similar
treatment to distributions under qualified annuity plans as the amend-
ment made by subsection (¢) of section 4 of the bill applies to dis-
tributions from qualified trusts. ,

Subsection (d)(3) of section 4 of the bill adds to section 403(a) a
new paragraph (3) providing that, for purposes of section 403(a), the
term “employee” includes a self-employed individual within the
meaning of section 401(c)(1), and the employer of such individual is
the person treated as his employer under section 401(c)(4). This
amendment merely makes it clear that a self-employed individual can
participate in a qualified annuity plan,
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SECTION 6. PLANS FOR PURCHASE OF U.3. BONDS

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

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

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

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

Section 406 () v
Subsection (b)(1) of the new section 405 describes the special bond
which can be purchased under a qualified bond purchase plan. Such
aragraph provides that such a bond is a bond issued under the
IS)econd 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 aftor the death of the individual in whose nuame
it is purchased; ,
(D) may be redeemed before the death of the individual in
whose name it is purchased only if such individual--
(i) has attained the age of 59}4 {;lears, or
(1) has become disabled (within the menning of sec.
213(g)(3)); and
) is not transferable.
Subsection (b)(2) of the new section 405 provides that bonds pur-
chased under a qualified bond purchase plan must be purchased in the
name of the employee for whom it is purchased.
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Section 406 (c) , . ,
" Subzection (c) of the new section 405 provides that contributions
paid by an employer to or under a qualified bond purchase plan shall
ge allowed as deductions in an amount determined under section 404
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. Ior example,
the contributions must meet the requirements of section 162 or 212,
and must be made (or deemed to have been made under section 404 (a)
(6)) in a taxable year of an employer which ends with or within a
year of the bond purchase plan for which it qualifies under section 405.

If the amount of the contributions to the qualified bond {)urchase
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
s bond purchase plan shall be considered a profit-sharing plan for
purposes of the yrovisions in section 404(a)(3) relating to a situation
when contributions are made to two or more profit-sharing trusts.
In other cases, the amount deductible with respect to contributions
to o qualified bond purchase plan will be determined under section
404(a)(1). If the qualified bond purchase plan covers self-employed
individuals, the amount deductible with respect to contributions to
the plan is subject to the further limitations of section 404 (a)(10).
Similarly, in the case of a qualified bond purchase plan covering owner-
employees, the special rules in section 404(a)(9) for computing the
limtations with respect to deductions for contribution under the plan
shall he apsﬂicable. . Thus, the carryover provisions of section 404 (a)
are not applicable with respeet to contributions made under a qualified
bond purchase plan on behalf of owner-employces, Moreover, the
additional limitations in section 404 (e) and 404(a)(10) shall apply in
the case of a qualified bond purchase plan covering an owner-
employee. . . ‘ '
Section 406(d) T

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 {iurchase plan or from a qualified trust. Upon the redemption-
of such a bond, however, the proceeds are subject to taxation under
chapter 1 of the Internal: Revenue Code of 1954, In applying chapter
1, for purposes of determining the amount of tax due, tho provisions
of sections 72 and 1232 shall not be applied. In other words, tbe bonds
described in section 405(b) received under a qualified bond purchase
plan or from a qualified trust are not subject to tax until they are
redeemed. In addition, upon redemption, no ‘part of the proceeds
will be treated as an amount received from the sale or exchange of a
capital asset by reason of section 1232,

Subsection (d)(e) of the new section 405 provides rules for deter-
mining the basis of any bond received by a distributee under a quali-
fied bond purchase plan. If the bond was purchased for an employee
within the meaning of common law, the basis of such bond shall be
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an amount equal to the amount of the contributions made under the
plan by the employee himself which were used to purchase the bong,
If the bond was purchased for an employee at a time when he was 5
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 gg
a deduction under section 405(c). Such subsection (d)(2) further
provides that the basis of a bond described in section 405(b) which is
received by a distributee from a qualified trust shall be determined
under regulations prescribed by the Secretary or his delegate.

Section 4056(e) :
Subsection (e) of the new scction 405 provides that the capital
gains treatment of section 402(a)(2) shall not apply to any of the
bonds described in section 405(b) and that, for purposes of applying
section 402(a)(2) to amounts distributed by a qualified trust, any
such bonds distributed to any distributee 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 quu?iﬁed trust may be considered a total distribution of an
employee’s interest in such trust even though the trust retains bonds
described in section 405&b). In the case of a distribution from &
qualified trust which qualifies for the capital gains treatment of seec-
tion 402(a)(2) and which includes both bonds of the type described
in section 405(b) and other property, the capital gains treatment will
be applicable to such other property. In no case, however, will the
capital gains treatment be upp{icable to the proceeds received as a
result of the redemption of any of the bonds described in section 405,

Section 406(f)

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

Section 406(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 406 (h)
Subsection (h) of the new section 405 provides that the Secretary

or his delegate shall prescribe siizh regulations as may be necessary
to carry out the provisions of section 405,

SLCTION 6. PROHIBITED TRANSACTIONS

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

Section 6 of the bill adds to section 503 a new subsection (j) which
provides that, in the case of a trust described in section 401(a) which
is part of a plan covering owner-employees (as defined in sec. 401(c)(3))
who control the trade or business with respect to which the plan is
established, the. terin ‘‘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,
s member of the family (as defined in sec. 267(c)(4)) of any such
owner-employee, or a corporation controlled by such owner-employee
through the ownership, directly or indirectly, of 50 percent or more
of the'total ‘combined voting power of all classes of stock entitled to
vote or 50 ‘percent 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)(9)(B), determined with the application of the rules of con-
structive ownership in section 401(c)(5), are to be applied.

Paragraph (2) of the new subsection (j) provides that, for purposes.
of the new definition of ‘prohibited transaction’” in paragraph (1),
the following rules:shall apply with respect to a loan made before:
the date of the enactment of the bill which would be a prohibited:
transaction if made in a taxable year beginning after December 31,
1961: '

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

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

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

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

Section 7(a) of the bill amends section 37 of the Internal Revenue-
Code of 1954, relating to the retirement income credit, to make clear
that any distribution to a self-employed individual under a qualified
pension, annuity, or profit-sharing plan, and that any income de--
rived by any person from the bonds described in section 405(b)
rececived under a qualified bond purchase plan or from a qualified.
trust, may qualify as retirement income for purposes of such credit..
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Section 7(b) of the bill amends section 62 of the Internal Revenue
Code of 1954, relating to the definition of “adjusted gross income.”
to provide that, in computing adjusted gross income, there shall he
allowed, in the case of a sell-employed individual, the deductions
allowed under sections 404 and 405 for contributions on behalf of such
an individual to a qualified pension, annuity, profit-sharing, or
bond-purchase plan.

Section 7(¢) of the bill amends section 101(b) of the Internal.

evenue Code of 1954, relating to employees’ death benefit. Para-
gmph (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-
ployece within the meaning of section 401(e)(1) (relating to self-
employed individuals). Thus, if at the time of his death, a self-
employed individual is & participant in a qualified pension; annuity,
or profit-sharing plan an(i after his death a distribution is made to.
his beneficiary, the cxclusion of section 101(b) is not applicable to any
portion of such distribution even though such individual was at one
time an employee (under common law) of the trade or business and a
portion of the distribution is attributable to contributions which.
were made while he was such an employee. Similarly, the exclusion
of section 101(b) is not applicable to any portion of a distribution from
such a 1ualiﬁed plan on behalf of an individual who was retired at the
time of his death and who at the time of his retirement participated in
the plan as a self-employed individual.

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

Section 7(e) of the bill amends section 105 of the Internal Revenue
Code of 1954, relating to amounts received under accident and
health plans, by adding a new subsection (g) which provides that, for
purposes of section 105, the term ‘‘employee’” does not in¢lude an
individual who is an employee within the meaning of section 401(c)(1)
(relating to self-employed individuals). For example, if at the time
an individual 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 &
qualified employees’ plan shall not be treated as attributable to the
trade or business of such individual for purposes of section 172, :

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

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

Section 7(j) of the bill amends section 2517 of the Internal Revenue
Code of 1954, relating to exclusion from gift tax in case of ceriain
annuities under qualified plans, in the same manner as section 7(i) of
the bill amends the estate tax exclusion with respect to qualified plans.

Sections .7 (k) and (1) of the bill amend section 3306(b)(5) of the
JInternal Revenue Code of 1954 (relating to the Federal Unemploy-
ment Tax Act) and section 3401(a)(12) of such code (relating to the
withholding of income tax). These amendments make conforming
changes and exclude from the definition of ‘““wages’’ under such sections
any payment made to, or on behalf of, an employee or his beneficiary,
uider or to a bond-purchase plan which, at the time of such payment,
is a qualified bond-purchase plan described in section 405.

Section 7(m) of the bill amends the Internal Revenue Code of 1954
to add a new section 6047, giving the Secretary or his delegate »1thor-
ity to require the furnisﬁing of additiona{ information which is
necessary to administer the new provisions in this bill, Section 7(m)
of the bill also amends section 7207 of the 1954 code to provide penal-
ties for willfully furnishing false or fraudulent information.,

SECTION 8. EFFECTIVE DATE

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

X. CHances 1IN Existing Law

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



MINORITY VIEWS ON H.R. 10

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

On very practical grounds there are also serious objections, The
bill singles out for assistance a class of people, the self-employed, who
as a group are, generally speaking, least in need or deserving of assist-
-ance. The doctor, lawyer, or small businessman is not forced to
Tetire at a specified age. ‘He typically builds up a practice‘or business,
takes in younger associates, and continues to benefit from such practico
or business well beyond the earning years of the average employes,
Then too, the bill badly erodes the tax base at a time when the crying -
need is for tax reform through broadening that base. If we can affor¢
the revenue loss which this bill represents, we can certainly suffer such
loss in order to gain more worthy objectives.

The bill fails even to accomplish its major ostensible objective of
equating retirvement privileges of the self-cinployed with those of the
exceutive of closely held corporations. To achieve parity in this
regard, limitations of considerable stringency would need to be placed
on corporate executives, The committee rofused to acknowledge this
fact and summarily voted down all attempts in that direetion.

Tho entire pension and profit sharing area is in dire need of a
thorough cleanup. The enactment of this legislation does nothing
to improve existing law. It merely rather loosely bastes another

‘patch on'this crazy quilt.

Some of these points require elaboration.

THE TAX BENEFITS OF THE BILL

This bill would extend to the so-called self-employed individuals
certain tax benefits in connection with funds which such individuals
set aside for their retirement. A part of the funds so set aside would
be deductible from current income for income tax purposes, and the
earnings on such funds would be entirely exempt from current taxa-
tion. Although the funds and earnings would be taxable when with-
drawn, the opportunity to postpone taxation of the funds and earnin
represents a very significant tax advantage, especially to those people
receiving very large incomes when the funds arve set aside. (1) When
the funds and earnings are withdvawn, the taxpayer almostinvaviably
will be receiving less income and, consequently, the funds and earnings
will be taxable at o lower rate.  (2) Furthermore, the interest received
on his savings during the period of accumulation, although really
a part of his income, will not be taxable although if tho savings were
invested in stocks, bonds, mortgages, or bank deposits, the interest
would be taxable.  (3) In addition, the taxpayer may, when he with-
-draws the funds and earnings, be entitled to the retirement income

56
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credit and the additional exemptions allowed individuals over age
age 65, and these benefits would further reduce the tax ultimately
paid on the funds set aside for retirement.

ILLUSTRATION OF TAX BENEFITS

The very attractive tax benefits which would result from the enact-
ment of the bill may be illustrated by the following example. If a
gelf-employed individual, whose earned income is $20,000 a year,
contributes $2,000 a year to a retirement plan qualifying under the
bill, each $2,000 contribution would entitle him to a $1,500 deduc-
tion. If this self-employed individual has no other income subject
to tax, is married, has two dependents in addition to his wife, and is
entitled to itemized deductions equal to 10 percent of his income for
each year, each $1,500 deduction would reduce his taxes by $450.
Thus, each year’s contribution of $2,000 would bring an immediate
after-tax return of $450, or 22)4 percent of the contribution. If a
contribution of this amount is made each year for 30 years, the aggre-
gate tax savings attributable to these deductions would be $13,500.
In addition, the total sum accumulated under the retirement plan at
the end of 30 years would be $105,000, assuming an interest rate of
3% percent. This total sum would include $45,000 of accumulated
interest, but if the interest were currently taxable to the self-employed
individual, there would have been approximately $14,900 less of ac-
cumulated interest in the fund. Thus, almost $15,000 of the fund is
due to exemption of the interest income from current taxation. Thig
is o tax saving of $15,000 in addition to the $13,500 tax savings at-
tributable to the deductions or a total of $28,500.

INSIGNIFICANCE 0Of EMPLOYEE REQUIREMENYT

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

AN UNWARRANTED SUBSIDY

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

ears,
Y In addition to meéting these threats by the Russians, we must
maintain a healthy and growing society in the United States. We
must not sacrifice our own sources of strength, such as the education
of our young people. In fact, we must appropriate substantially
more money to the improvement of our educational system.

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

SMALL GROUP WOULD BENEFIT

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

The professions which are represented by these groups are among
the most honorable, and deservedly well rewarded in our country.
In 1955, for example, the average annual income of all doctors was
$18,122, and of family physicians was $15,000. The average annual
income in 1958 of dentists was $13,956.

In 1954 the average annual income of lawyers was $10,258. The
average annual income of senior public accountants in 1958 ranged
from 88,000 to $10,000. The present average income of both doctors
and lawyers is obviously substantially higher than these figures,

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

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

WHY TAX REDUCTION FOR THE SELF-EMPLOYED

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

EROSION OF THE TAX BASE

- In his tax message to the Congress, the President recognized and
pointed out to the Congress the need for a fundamental revision of
our tax system, He announced that he had directed the Secretary
of the Treasury to study the tax system with the view of submitting
a proposed revision of the tax law. Iven before this statement of
the President, this need for a fundamental revision of our tax system
was considered by the Joint Feonomic Committee and the House
Ways and Means Committee, and many of those who appeared
before those committees also recognized the urgent need for a redistri=
bution of the tax burden. .

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

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

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

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

DEDUCTIONS FOR OTHER FORMS OF SAVINGS

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

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

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

When this basic question is fully considered, should it be decided
to give a tax concession to encourage savings for retirement, there
are several groups which must be treated differently, The ordinary
employee, t!}zxe highly compensated corporate executive, the owner-

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

TAX REFORM NEGLECTED

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

To provide the committee with an opportunity to consider these
recommendations, wo offered' amendments to H.ﬁ. 10 which would
have closed the door on some of the most conspicuous means of tax
avoidance or evasion. 'These amendments included a proposal to
withhold upon dividends and interest at the source, to correct the
widespread practice of claiming oxcessive tax deductions for enter-
tainment and travel expenses, to reduce the extraordinary and un-
justified depletion allowances, to romove the wholly undesirable
dividends received credit, and to prevent corporate executives from
convorting their compensation into capital gains by receiving stock
options. All these amendments were rojected by the committee.
It is becwuse of the abuses which would have been corrected by these
amendments and because of other tax concessions to favored groups
that our people generally are required to pay the present high rates of
tax, and this committee cannot much longer continue to refuse to
face this deplorable situation.

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

THE FAILURES OF THE BILL

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

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

For example, the committee has been informed by the 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
gside 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 gaing in the
ordinary meaning of that term. Rather, such a distribution reflects
an accumulation of ordinary income, the distribution of which has
been deferred.

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

BILL, MORE UNDESIRABLE THAN 1960 VERSION

When this committee considered this matter last year, it recognized
the need to treat substantial owners in a similar manner, regardless
of whether the business was incorporated or unincorporated. Al-
though there were some unfortunate differences between the treat-
ment of corporate owners and the sell-employed, the bill which this
committee acted upon favorably last year was materially better than
this bill beeause it did contain some limits on the abuses which occur
under the present corporate plans, We thought it inadvisable to
act favombly upon last year’s bill, but we consider this bill infinitely
more undosimblp‘.

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

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

Since corporato plans would continue to receive moro favorable tax
treatment, we may be assured that if this bill is enacted, its advocates
will come before this committee in future years to complain about the
discrimination against the solf-employed and to arguc that the self-
omployed should be allowed to. participate in rotirement plans to the
saume extent as corporate owners. Thus, oven if the Congress granted
the present requests of the advocates of the self-employed, it will not
bo long until they are hore again asking for liberalization of the rules
established by this bill,  Furthermoro, as long as tho law allows them
substantially greater tax advantages under corporato plans, we may
be cortain that the professional people will take advantago of the
opportunities to incor{mmto which some States have provided for
then and that they will continue to seek new State statutes permit-
ting them to form professional corporations or associations. _After
all, they can point to the vastly different tax treatment which applies
to corporate plans and argue that to oliminate this discrimination,
they should be permitted to incorporate. 'T'hus, the enactment of the
bill would not satisfy the self-employed but would morely permit them
to take the first step in securing further tax concessions for their
retirement savings. '

Paur H. Doucras.
ALBERT GORE,

O



