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REPORTING REQUIREMENTS FOR STATE AND LOCAL
GOVERNMENT PENSION PLANS AND TAX TREAT-
MENT OF DEFERRED AMOUNTS UNDER NONQUALI-
FIED DEFERRED COMPENSATION PLANS

WEDNESDAY, MARCH 15, 1978

U.S. SENATE,
ST1COMMITTEE ON PRIVATE PENSION PLANS

OF THE COMMITTEE ON FINANCE,
Wa8hington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of the
subcommittee) presiding. I -

- Present: Senators Bentsen, Gravel and Packwood.
[The committee press release announcing this hearing and the text-

of the bills S. 1587 and S. 2627, follow:]

FINANCE SuCOMMrrTEE ON PRIVATE PENSION PLANS AND EMPLOYEE FRINGE BENE-
FITS SETS HEARINGS ON S. 1587 AND ON THE DEFERRAL FROM INCOME OF CERTAIN
AMoUNTs DnEaRRU UNDEn NoN-QuALrnw DEFERRED COMPENSATION PLANS
Senator Lloyd Bentsen (D.-Tex.), Chairman of the Subcommittee on Private

Pension Plans and Employee Fringe Benefits of the Senate Committee on Finance,
announced today that the Subcommittee will hold bearings on March 15 on S.
1587, a bill to exempt State and local government pension plans from Federal in-
come tax liability and from reporting requirements required by the Employee Re-
tirement Income Security Act of 1974 (ERISA), and on the deferral from income
of certain amounts deferred under non-qualified deferred compensation plans.

The hearings will be held in Room 2221 Dirkaen Senate Offlce Building and will
begin at 10:00 A.M.

Witnesses who desire to testify at the hearing should submit a written request
to Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen
Senate Office Building, Washington, D.C. 20510, by no later than the close of
business on March 8,1978.

Legislaetv Reorganization Act.-1Senator Bentsen stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress to "file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of their
argument."

'Witnesses scheduled to testify shou comply with the following rules:
I(1) A copy of the statement must belled by noon the day before the day the

witness is scheduled to testify.
,(2) All witnesses must Include with their written statement a summary of the

principal points included in the statement.
(8) The written statements must be typed on letter-size paper (not legal size)

and at least 75 copies must be submitted by the close of business the day before
the witness is scheduled to testify.

t(4) Witnesses are not to read their written statements to the Committee, but
are to confine their fifteen minute oral presentations to a summary of the points
included in the statement.

'(5) Not more than 15 minutes will be allowed for oral presentation.
(1)
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Written Teetfmony.-Senator Bentsen stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) copies by April 10, 1978, to Michael Stern, Staff Director,
Committee on Finance, Room 2227 Dirksen Senate Office Building, Washington,
D.O. 20510. 8. 1587
A BILL To amend the Internal Revenue Code of 1954 to exempt certain state and local

government retirement systems from taxation, and for other purposes
Be it enacted by the Senate and House of Representatives of the United Htate8

of America in Congress assembled, That (a) section 501(c) (11) of the Internal
Revenue Code of 1954 (relating to teachers' retirement fund associations) is
amended to read as follows:

"(11) (A) Retirement systems, trusts, or funds of a State,-a political sub-
division of a State, or an agency or instrumentality of a State or a political
subdivision or a State.

"(B) Teachers retirement fund associations of a purely local character,
If-

"(I) no part of their earfiings insures (other than through payment
of retirement benefits) to the benefit of any private shareholder or
individual, and

"(it) the income consists solely of amounts received from public
taxation, amounts received from assessments on the teaching sala-
ries of members, and income in respect to investments.".

(b) The amendment made by subsection (a) shall apply to taxable years
beginning after September 2, 1974.

SEC. 2. (a) Section 6058 of the Internal Revenue Code of 1954 (relating to
information required in connection with certain plans of deferred compensation)
is amended by redesignating subsection (d) as (e), and by inserting after sub-
section (c) the following new subsection:

"(d) Excrrox.-This section shall not apply with respect to plans main-
tained by a State, a political subdivision of a State, or an agency or instrumen-
tality of a State or a political subdivision of a State.".

(b) The amendment made by subsection (a) shall apply with respect to
plan years beginning after September 2, 1974,

S. 2627
--A BILL To amend the Internal Revenue Code of 1954 to defer from Income certain amounts

deferred pursuant to State or local amounts deferred pursuant to State or local public
employee deferred compensation plans

be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That section 451 of the Internal Revenue Code
of 1954 is amended by adding at the end thereof the following new subsection:

"(f) SPECIAL RULE roa AMOUNTS DEFERRED UNDER PUBLIC EMPLOYEE DEFzRD
COMPENSATION PLA s.-- Notwithstanding any other provision of law, regulations
shall be prescribed by the Secretary under this section corresponding to the 9
principles relating to the exclusion from gross income of amounts deferred by
participants in public employee deferred compensation plans set forth in the
private letter ruling issued by the Internal Revenue Service on January 17, 1977,
to the State of Louisiana Deferred Compensation Commission with respect to
the State of Louisiana Deferred Compensation Plan for State Employees.".

(b) EnrTmsV DAT.--This section, and the regulations issued thereunder,
shall be effective on and after January 1, 1977. Such regulations shall not revoke
any private letter rulings Issued by the Internal Revenue Service with respect to
any public employee deferred compensation plan or agreement authorized by
State law or other applicable local, county, municipal, or political subdivision law
or ordinance. The Secretary of the Treasury or his delegate shall prescribe tem-
porary regulations pursuant to this section not later than 80 days from the date
of enactment of this section.

Senator B,,NTSA. It is 9:30; the hearings will come to order.
This subject is of such interest and such importance that we have

a very high number of witnesses this morning who will be appearing.
We have also been advised by the Senate leadership that they expect
us to adjourn promptly by 12.
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With that in mind, I will ask the witnesses to please summarize their
statements and we will use the clock on all of the panels and they will
be limited to not in excess of 15 minutes. If they want to give back
any time, that would be appreciated.

I would ask that those panels would decide on having a spokesman,
or, at the most, two spokesmen to speak for them.

Our first witness is Senator Stone of Florida who has long been
interested in this subject, has spent a great deal of time on it, is well
versed on it; has legislation which he has introduced and which helped
bring about these hearings and we are very pleased to have him as the
leadoff witness on this subject this morning.

Senator Stone.

STATEMENT OF HON. RICHARD STONE, A. U.S. SENATOR FROM THE
STATE OF FLORIDA

Senator Sroxp,. Mr. Chairman, I thank you very much. I want to
express my great and sincere appreciation to you as chairman of this
subcommittee for scheduling today's he ring, particularly with the
tremendous pressure of other Senate busi(Iess.

We really appreciate this. /
Senator BwTsmv. I would say that the Senator from Florida has a

long list of credits and the Senator from Texas a small one.
Senator STo-z. Well, I do so appreciate your cooperation and the

Senator from Texas has earned his reputation and the friendship and
respect of his colleagues and not just his own leadership of which I am
an admirer.

Mr. Chairman, this bill, S. 1587, exempt State and local govern-
ment pension plans from Federal tax liability and from the IRS
annual reporting requirements. And, may I say, I am going to be sug-
gesting an amendment to be considered by the subcommittee that
would also have the effect of qualifying these plans from the point of
of view of the beneficiaries, because of some recent attempts to make
an end run in that direction.

Considerable controversy-and mounting confusion have developed-
in the past few years as to the potential Federal tax liability and the

p Federal Government reporting requirements and other Federal Gov-
ernment authority with respect to these State and local government
pension funds. And this hearing today, Mr. Chairman, ought to clarify
the current situation and, I hope, underscore the importance of the
enactment of S. 1587.

I introduced this bill with 11 other Senators, including the distin-
guished Senator from Missouri, Senator Danforth, who is on his way
over here and Congressman Cunningham in the House has filed a
companion bill. He is on his way here to testify to this committee.

We introduced this bill because of a very simple, but basic and im-
portant principle, and that is that State and local government pension
systems are the basic responsibility of State and local government.
They are not the basic responsibility of the Federal Government.

Direct Federal regulation or even major, indirect regulation of State
and local government pension plans would, I think, be both unconstitu-
tional and very inappropriate.
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It certainly was never authorized byCongress and for more than
20 years there were no attempts, certainly no overt attempts to exert
aut hority in this regard. All of a sudden, State and local pension plans,
Government pension plans, are faced with that type of assertion.

Federal taxatio-n of these plans, when Federal standards that are
thus imposed are not met, is a form of Federal regulation.

S. 1587 would implement the principle of State and local govern-
ment responsibility for their own pension funds by amending 501 (e)
(11) of the IRS code to exempt these funds from Federal taxation.

May I add a proposed amendment to qualify these plans from the
point of view of the beneficiaries, because that is another attempt to do
indirectly what Congress never specifically authorized the Service to
do directly.

In addition, S. 1587 would amend section 6058 of the Internal Rev-
enue Code to exempt these same pension plans from certain Internal
Revenue Service reporting requirements that are generally required
of private pension plans.

Recent Internal Revenue Service actions and the enactment of the
Employee Retirement Income Security Act of 1974, ERISA-

Welcome, Senator Danforth. I have already mentioned, as a coin-
troducer, that you will testify as soon as I am through.

The ERISA has generated considerable controversy and confusion
with respect to the Federal Government's authority over these plans,
and a few examples will illustrate this point.

The first attempts by the IRS to assert tax and reporting authority
over these funds involved the St. Joseph, Mo.. Fire Department's
fund and the pension plan of the town of Houtzdale, Pa. In 1972. the
IRS determined that the St. Joseph Fire Department pension fund
did not meet the qualifications requirements for tax exemption under
the Internal Revenue Code, section 401, and consequently, the IRS
taxed the income of the pension plan.

In 1975, after payment of this tax liability, the fund was advised
that the tax may have been improperly imposed. Ultimately. the tax
was returned to the city pending the outcome of an IRS study which
is not yet completed.

An IRS attempt to enforce by fine the idling of annual reports,
argued to be required under ERISA, was described in an August 26, q
1977. Wall Street Journal article. After filing an annual report on the
town's pension plan, Houtzdale, Pa., received a terse reply from the
IRS saving that the town was 271 days late in filing.

The Houtzdale pension plsn, covering the town's only full-time em-
ployee, was fined $2,710 for filing late; one employee.

In 1976, the Supreme Court case of the National League of Citie8
against Usury underscores the constitutional problem as to Federal
regulation of State and local government pension funds. The Supreme
Court held that Congress could not regulate State and local govern-
ments to the extent of requiring under the Interstate Commerce clause
thA payment by them of minimum wages to their employees.

This important 10th amendment protection would seem squarely in
point in this instance. If you cannot, in other words, regulate minimum
wages, then can you regulate minimum standards of retirement plans
of State and local government and by the reporting requirements and
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the standard requirements, in effect impose the standards that the IRS
has on the employee conditions of State and local government pension
plans.

The long history of IRS treatment of State and local plans as ex-
empt and as qualified for almost two 'deades, really argues for a con-
tinuation of these exemptions for those plans from regulation and
confirms the absence of Federal power in this, even congressional
power in this.

It certainly would seem to deny IRS regulatory authority in the ab-
sence of specific contrary statements of congressional intent.

State and local government pension plans have long relied on tax-
exempt status. In other words, State and local governments have been
setting up these funds for just about 20 years on an exempt basis.

Now, as a number of employees come to receive their benefits under
these plans, or widows and the estates of deceased employees are about
to receive, or are now receiving benefits, long invested in under pur-
ported and treated tax exempt status and exempt from reporting type
status, now all of a sudden the IRS agents are not only requiring re-
por(ing of State and local plans, but they are going in and disallowing
the nontax status of the receipts in the States.

That happened recently to the estate of a professor in one of our
Florida State government retirement plans for educational employees.

This kind of a recent and sudden attempt by the IRS to assert this
liability has left many plans in irreconcilable and confused positions
and to Ilhistrate this confusion, only too vividly.

Now. this bill, S. 1587, would eliminate this confusion and it would
assure that the State and local governments retain responsibility for
their own employee pension plans. Not only do we have some serious
financial problems to individuals and the beneficiaries that will be
avoided by passage of this bill, but we have at stake the financial
viability of thousands of State and local pension plans themselves.
And, of course, consequently, the economic security of millions of
State and local government employees who participate in these plans.

According to a survey of the State government systems involved,
the potential tax liability to these States would total more than half a
billion dollars. T have bn.'en concerned in my entire study of this matter
about the impact of potential Federal tax liability on beneficiaries and,
as I have described, would commend to the committee's consideration
an amendment which would treat these pension plans as qualified for
the purposes of the Code and that would avoid possible estate tax
liability and the problems of taxation of deferred compensation*

Mr. Chairman, while comprehensive congressional review of the
general subject of retirement pension continues-and it is actively
continuing: there is a task force on this-T would respectfully suggest
that just this basic principle of S. 1587, that is, that State and local
government responsibility for State and local pension funds ought to

e recognize(I bv Congress right away.
I would like to make it clear that, although I believe it is incumbent

on State and local governments to provide more information about
pension plans to participants, they ought to do it, especially in view
of the adverse publicity that surrounds some few troubled pension
plans and some plans that are under allegations of management abuse.



6

So increased disclosure should be the object of both State and local
pension decisionmaking.

I think that these entities responsible for these pension plans are
doing it and will do much more of it, but I believe that any serious
effort on the part of the Federal Government to impose Federal tax
liabilities on these pension plans is an invitation to disaster.

Enactment of this bill will end the confusion and, more importantly,
it would appropriately recognize the constitutional and proper re-
sponsibility of State and local governments for their own pension em-
ployeeplans. .

Mr. Chairman, I would, in closing like to express my concern about
recent Treasury regulations regarding State deferred compensation
plans. Many State are affected, including my own of Flori a and I
am attaching and submitting a statement addressing this problem by
my State and a statement forwarded by my Governor, Reuben Askew
of Florida, and I would ask that both my statement and that of Gov-
ernor Askew be included in this subcommittee hearing record.

Senator BiENTShE. Without objection, it is so ordered.
Senator STONE. Mr. Chairman, I would like to defer, if I might, to.

Senator Danforth, the cointroducer of this bill.
Senator BmTrsEN. Senator Stone, I want to congratulate you. You

are exactly within your 15-minute time limit.
[The prepared statement and attachments of Senator Stone follow :]

STATEMENT OF SENATOR RICHARD STONE

Mr. Chairman, I would like to express my great appreciation to you as Chair
man of the Subcommittee, for scheduling today's hearing on S. 1587, a bill to.
exempt state and local government pension plans from federal tax liability and
from Internal Revenue Service annual reporting requirements.

Considerable controversy and mounting confusion have developed over the.
past few years as to potential federal tax liability, federal government reporting
requirements, and other federal government authority with respect to these pen-
sion funds. Today's hearing, Mr. Chairman, should clarify the present situation
and, I believe, underscore the importance of enactment of S. 1587.

I introduced S. 1587, with eleven other senators, including the distinguished
senator from Missouri, Senator Danforth, because of a very simple but im-
portant principle-state and local government pension systems are the basic-
responsibility of state and local governments, not the federal government. Direct
federal regulation of state and local government pension plans would be both
unconstitutional and Inappropriate. It has certainly never been authorized by
the Congress Federal taxation of these plans, when federal standards are not
met, Is quite clearly a form of federal regulation. S. 1587 would implement this
principle of state and local government responsibility for their own pension
funds by amending Section 501(C) (11) of the Internal Revenue Code to ex-
empt these funds from federal taxation.

In addition, S. 1587 would amend Section 6058 of the Internal Revenue Code so
as to exempt these same pension plans from certain Internal Revenue Service
reporting requirements generally required of private pension plans.

Recent Internal Revenue Service actions and the enactment of the Employee
Retirement Income Security Act of 1974 (ERISA) have generated considerable
controversy and confusion-with respect to the federal government's authority
over these pension plans. A few examples will illustrate the point.

The first attempts by the Internal Revenue Service to assert federal tax and
reporting authority over these funds involved the St. Joseph's, Missouri, Fire De-
partment Fund and the pension plan of the town of Houtzdale, Pennsylvania.

In 1972, the IRS determined that the St. Joseph's Fire Department Pension
Fund did not meet the qualification requirements for tax exemption under In-
ternal Revenue Code Section 401. Consequently, the IRS taxed the Income of the
pension plan. In 1975, after payment of this tax liability, this Fund was advised
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that the tax may have been improperly imposed. Ultimately, the tax was rMr
turned to the city pending the outcome of an IRS study, not yet completed.

An IRS attempt to enforce by fine the filing of annual reports, argued to be
required under ERISA, was described in an August 26, 1977 Wall Street Journal
article. After filing an annual report on the town's pension plan, Houtzdale, PA.
received a terse reply from the IRS saying that the town was 271 days late in
filing. The Houtzdale pension plan, covering the town's only full-time employee,
was fined $2,710 for filing late.

The 1976 Supreme Court case of National League of (lttes v8. Usuri under-
scores the Constitutional problem with federal regulation of state and local gov-
ernment pension funds. The Supreme Court held that Congress could not regu-
late state and local governments to the extent of requiring under the Interstate
commerce clause the payment by them-of minimum wages to their employees.
This important Tenth Amendment protection would seem squarely in point in
this instance. The provision of benefits to employees is strictly a local matter and
has little, if any, interstate consequences. The long history of IRS treatment of
state and local plans as exempt and as qualified for almost two decades. argues
for a continuation of the exemption of those plans from regulation and confirms
the absence of congressional power. It certainly would seem to deny IRS regula-
tory authority absent a specific contrary statement of congressional intent. State
and local government pension plans have long relied on tax exempt status. Recent
and sudden attempts by the IRS to assert tax liability have left many plans in
Irreconcilable and confused positions.

The enactment of the Employee Retirement Income Security Act of -1974
(ERISA), has added to the uncertainty about federal authority over state and
local government pension plans. Although ERISA clearly exempted these pension
plans from such "qualification" requirements as vesting, funding, and participa-
tion, and from "annual registration" reporting requirements pursuant to Section
6057 of the Internal Revenue Code, there is widespread disagreement as to the
application of other "qualification" requirements and reporting requirements to
state and local government pension plans.

Mr. Chairman, these examples illustrate the widespread confusion over the
present state of federal law with respect to state and local government pension
plans. Enactment of S. 1587 will eliminate this confusion and assure that state
and local governments retain responsibility for their own employee pension
plans. .

At stake, Mr. Chairman, is the financial viability of thousands of state and
local pension plans and, consequently, the economic security of millions of state
and local government employees who participate in these plans. According to a
survey of the state government systems involved, the potential tax liability for
these states totals to more than half a billion dollars.

I have been concerned throughout my study of this matter about the impact of
potential federal tax liability on pension fund beneficiaries. In this regard, I
intend to propose for your consideration and approval an amendment to S. 1587
which, in effect, treats the above mentioned government pension plans as "quali-
fied" for purposes of the Internal Revenue Code. This avoids possible estate tax
liability and other problems such as taxation of deferred compensation.

I am aware of the complex and troublesome issues which attach to the overall
subject of retirement pension systems. The Congress must ultimately address
these difficult issues In a comprehensive manner.

The work of this subcommittee and the study of the House of Representatives
Pension Task Force of the Education and Labor Committee, soon to be Issued,
should better equip the Congress to develop wise and sensible policies in this area.

However, Mr. Chairman, while comprehensive Congressional review of the
general subject of retirement pensions continues, I respectfully suggest that the
basic principle of S. 1587--state and local government responsibility for state and
local pension funds-should be recognized by Congress as soon as possible.

I want to make it very clear that I believe it is Incumbent upon state and local
governments to provide more information about pension plans to participants.
Especially in view of the-adverse publicity surrounding a few troubled pension
plans and alleged pension management abuses, increased disclosure should be-
come the object of state and local pension funds.

I am sure that some local and state government pension systems need to be
improved. I believe such improvements should be brought about by governmental
entities most responsible for such systems, namely, local and state governments.
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I urther believe that any serious effort on the part of the federal government to
impose federal tax liability on these pension funds, is an invitation to disaster.

Enactment of S. 1587 will put an end to the confusion about existing federal
law and Congressional intent. Most importantly, It would recognize the Con-
stitutional and proper responsibility of state and local governments for their own
employee pension plans.

Mr. Chairman, I would like to express my concern about the recent treasury
regulations regarding state deferred compensation plans. Many states are af-
fected, Including my state of Florida. Attached is a statement I am submitting
addressing the deferred compensation problem and a statement forwarded by
Governor Reuben Askew, of Florida. I respectfully request that both my state-
ment and that of Governor Askew be included hn the subcommittee's hearing
record.

S. -1587
AMENDMENT

Intended to be proposed by Mr. Stone to S. 1587, a bill to amend the Internal Rev-
enue Code of 1954 to exempt certain State and local government retirement
systems from taxation, and for other purposes, viz: On page 2, after line 24,
add the following:
SEc. 3. (a) For purposes of the Internal Revenue Code of 1954, a retirement

system, trust, fund, or fund association described in section 501(c) (11) of such
Code shall be treated as if it met all requirements for qualification under section
401 of such Code.

(b) This section applies with respect to plan years beginning after September
2, 1974.

STATEMENT BY SENATOR STONE IN SUPPORT OF S. 2627

Mr. Chairman and distinguished members of the subcommittee, I would like
to incorporate in the hearing record this statement in support of Senator Gravel's
bill, S. 2627, to defer from federal income taxation amounts deferred pursuant
to state or local public employee deferred compensation plans. Senator Gravel's
bill, of which I am a cosponsor, would reverse proposed Treasury action that ad-
versely affects the public employees of Florida and the public employees of at
least 30 other states. It would require the Treasury to issue regulations consis-
tent with long standing Internal Revenue Service actions upon which Jurisdic-
tions within my state, and the states of many of my colleagues have relied.

In 1976, the Florida legislature passed legislation so that the State of Florida
could implement a deferred compensation plan for its employees. Because of the
I.R.S. ruling moratorium on these type plans, Florida has been unable to receive
a favorable tax ruling similar to the rulings at least 20 other states have re--
ceived. This of course, is seriously discriminatory towards Florida. In addition
to the State of Florida, it is my understanding that Alachua County and the City
of St. Petersburg also have ruling requests pending at the I.R.S. concerning de-
ferred compensation plans. Several other jurisdictions in Florida have expressed
a strong interest in establishing referred compensation plans for their employees.

There are jurisdictions in Florida that have successfully implemented deferred
compensation plans for their employees. On February 13, 1976. the I.R.S. issued
a favorable tax ruling to the City of Jacksonville concerning its deferred com-
pensation plan. On October 20, 1976 Orange County. Florida received a favorable
ruling from the I.R.S. In specific reliance upon those rullns and other Treasury
and Internal Revenue Service pronouncements, those Jurisdictions undertook Im-
plementation of their plans in Febrnary, 1978 and Tune. 1977 respectively. In thp
one month that has elapsed since the Implementation of the Jacksonville plan, It
is my understanding that almost 500 employees have enrolled and are realizing
the benefits of the plan. Unless S. 2627 is enacted, the 15,000 employees of the
City of Jacksonville will be unable to utilize these type plans to help plan for their
retirement.

Mr. Chairman. It !i my understanding that the average anrnrnl deferral for
those already enrolled In the Jacksonville plan is about $650-$700 and that the
average salary of those enrolled Is between $10,000 and $12,000 annually. Those
figures are consistent with figures I have seen concerning other Jurisdictions
where plans are operational.

These deferred compensation plans allow a jurisdiction's employees to defer
part of their salary to provide for their retirement. The amounts deferred are not
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taxed to them in the year deferred. When paid upon retirement, these amounts
are then taxes as income to the participant. In these days of increasing concern
over the availability of adequate income during retirement, these plans should
be encouraged, not discouraged. After all, these plans provide a simple way for
employees to provide for part of their own retirement, thereby not having to rely
on other government assistance or programs to aid them in their later years.

From Florida's viewpoint, its plan would offer ease of administration and en-
couragement of voluntary savings for retirement at no additional cost to the
state. Florida's employees are offered a practical method of providing for their
own retirement. Everyone benefits by these type plans.

Let me emphasize that the plans already in operation in Florida and the Florida
State plan are nondiscriminatory and are not foreseen as a tax shelter for the
highly compensated. You've already heard the City of Jacksonville figures. Ac-
cording to projections supplied by the State Treasurer's office, 20,000 of Florida's
92,000 state employees will participate In the state plan within three years of
implementation. The median salary of those 20,000 participants is projected to
be about $15,000 a year. Those projections as well as actual experience under
other state plans already in operation show that these plans are utilized by em-
ployees at the low and-medium income levels. According to figures obtained with
reference to other state plans, approximately 75-80 percent of the participants
earn less than $20,000 yearly. I would think that Florida's experience will be
similar.

The legislation that I support simply reiterates the continuous and consistent
Treasury and I.R.S. policy toward these plans. For a number of years, state gov-
ernments, municipalities, and other governmental units have had their plans ap-
proved for implementation by the I.R.S. Instead, rather than proposing specific
legislation in its tax reform package In January 1978, less than three weeks
later the Treasury Department issued proposed regulations which attempt to
overturn their own I.R.S. rulings. This appears to me to be nothing more than
the Treasury usurping the Constitutional function of Congress to write our na-
tion's laws. If the administration felt the tax laws under which these rulings
were approved were erroneous, it should have come forward with legislation to
overturn them. I do not believe Congress should stand by for yet another exam-
ple of legislation by administrative regulation.

In this connection, Mr. Chairman, I would request that a letter to me from
Governor Reubin Askew of Florida, and an accompanying letter from Governor
Askew to I.R.S. Commissioner Kurtz, be included in the Committee's Record
immediately following my own statement.

STATE OF FLORIA,
OMCE OF GOVERnOR REumIq O'D. AsKuw,

Maroh 8, 1978.
Hon. RICHARD B. SToiE,
Unted States Senator,
Dirksee Offime Building, Washington, D.O.

DLA, DICK: Enclosed for your Information Is a copy of my letter of March 7
to Mr. Jerome Kurtz, Commissioner, Internal Revenue Service.

In my opinion, the rules and regulations proposed by the Internal Revenue
Service as outlined in my letter to the Commissioner will adversely affect public
employees In approximately thirty states which have established or have enacted
legislation to establish a deferred compensation program.

Florida's deferred compensation program was submitted on September 17,
1977, and Is awaiting Internal Revenue Service approval at the present time. En-
abling legislation was enacted by the Legislature in 1976. During this Interim
period, the Advisory Council created by the Act and other Interested parties have
spent considerable time and effort in finalizing our plan. These parties recognize
that a deferred compensation plan helps State and local governments to attract
and retain talented career employees and provides a means whereby workers can
increase their retirement incomes.

Retention of this benefit is of vital concern to us in Florida, and I oppose the
action proposed by the Internal Revenue Service. I urge you to support legisla-
tion which will provide equitable treatment for both public and nonpublic em-
ployees. Legislation already Introduced on this subject includes H.R. 10746 by
Congressman Joe D. Waggonner, Jr., of Louisiana and H.R. 10898 by Congress-
man Otis G. Pike of New York.
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Any suggestions or assistane which you can provide would be greatly appre-
diated and with kind regards,

Sincerely,

Enclosure. uou, Govenor.
8TATIC Or FWUDA,

" Ovrzc or 0ovzawoa Rwuin O'D. As.w,

Mr. Jznous Kua, March 7, 1978.
Oommao er, Internal Revenue Kt-',, We ngton, D.C

Dun CoMmissxior Kurz: The tultowing comments are offered concerns
the proposed amendment to the Income Tax Regulations (26 OFR Part I) under
Section 61 of the Internal Revenue Code of 1954 as printed in the February 3,
1978 Federal Register.

In my opinion, this proposed rule disregards prior court decisions relating to
the tax treatment of compensatory reduction plans or arrangements. Deferred
compensation programs (Section 401 (a), 403(a) or (b), or 405(a) of the Internal
Revenue Code of 1964) which are not available to public employees are not af-
fected by the change. Such programs, Including stock options, pensions and profit
sharing, have long been used as an incentive by private Industry In attracting,
retaining and rewarding employees.

During the past several years a substantial number of states, Including Florida.
have taken steps to develop and Implement a deterred compensation fringe bene-
fit for their employees. In 1976 the Florida Legislature passed enabling legislation
for a deferred compensation program for employees of the State, counties, munici-
palities and other political subdivisions. Considerable time and effort was ex-
pended In the planning, development and preparation of Florida's plan which was
submitted to your office for approval on September 17, 1977.

Public employees in Florida are required by law to participate in the State's
retirement system. Eligibility for disability benefits and retirement benefits is
vested after five years and ten years, respectively. Vested rights are not trans-
ferrable upon change of public employment to another state or to nonpublic
employment.

Our public employees, on the average, retire with 22 years of service and
receive annual benefits of $3,451. At age 65, a retired employee is eligible for a
three percent cost-of-living increase each year. If the historical rate of inflation
continues, their standard of living will decrease substantially unless some means
Is available to Increase their retirement income. It Is a fairly common occurrence
for couples over 65 to be on some type of welfare program in spite of pensions
and social security. In fact, many face the bleak prospect of having barely enough
money for day-to-day necessities much less for the cost of an extended illness or
for travel and long awaited pleasures and pastimes.

The deferred compensation program gives public employees an opportunity
to Increase their Income during their old age, provided they are willing to sacrifice
a portion of their earnings during their working years.

I feel that this option should not be denied to public employees and I urge you
to reconsider your position on the matter. The proposed ruling conflicts with prior
court decisions and clearly places public employees at a disadvantage. The entire
area of income deferral should be reviewed and resolved through the legislative
process in order to assure equitable treatment to all parties concerned. I do not
feel that the proposed miles and regulations which address only public employee
deferrals accomplish this equity.

With kind regards,Sincerely, Rzurn Asxsw, governor.
Senator Bzwrsz. Senator Danforth.

SATEMT OF HON. JOHN 0. DANFORTH, A U.S. SENATOR FROX
TE STATE OF MISSOURI

Senator DAMFOiRT. I will be considerably under my allotted time,
Mr. Chairman, thank you very much.

I do appreciate your holding this hearing. I think that Senator
Stone has pretty well summed up the history.
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I have a prepared statement and, instead of reading it, if it suits you,
I would submit it for the record.

Senator BzlT'rs. That is certainly agreeable.
Senator DAMFORTH. It seems to me that the central question is the

Federal question, that has to deal with the relationship between the
Federal Government and State" and local governments, and that we in
Congress have to show a little more concern, I think for the role of
State and local governments than we have sometimes done in the past.

The threat of an imposed tax on a pension trust operated on behalf
of employees of a municipality or employees of a State government
automatically creates a crisis in Federal-State relations which, it seems
to me, we should not be creating.

In the case of a tax impose a by reason of underfunding, or alleged
underfunding, if a private pension trust were involved, of course, the
tax would be imposed, not on the fund itself, but on the employer.

However, that would raise obvious constitutional problems in the
case of a local government. Therefore, the threat to the local govern-
ment is that the tax is imposed on the fund. This is the that facing
the St. Joseph, Mo., Fireman's Pension Fund.

But it seems to me to be an anomalous and counterproductive situa-
tion to impose a tax liability on a pension trust which is already under-
funded and somewhat-shaky financially,

In other words, if it is considered that the pension fund is in poor
shape, then it would be a case of the poor getting poorer if the tax were
imposed on the fund itself.

In the case of alleged discrimination, this threat has been made with
respect to the State Employees' Retirement Fund in the State of Mis-
souri. But, again, it is a very peculiar situation. The Federal Govern-
ment apparently takes the position that there is discrimination within
a State retirement plan because certain State officers receive better
pension benefits than other State officials, yet a revenue ruling exists
with respect to the Civil Service Retirement Fund under almost pre-
cisely the same fact situation, where apparently the problem does not
exist.

So it seems to me that not only is it irrational to impose a tax on a
fund which is viewed to be somewhat shaky, but it is clearly contrary
to good, Federal-State relations if an effort is made to impose a tax on
a State retirement fund when the same circumstances exist with re-
spect to the Federal Civil Service Retirement Fund.

Finally, on the question of reporting, it is my understanding, that
the bill in its present form would exempt State and municipal retire-
ment funds from any reporting requirement. I do not, myself, think
that that is correct, and it is my understanding that Senator Stone is
also taking a second look at that.

It is my view that it would not be a bad idea to require some type of
reporting, hopefully a very simplified version of reporting of ihe ac-
tuarial soundness of these funds. But I think that the idea of trying to
impose the tax on them is very unfair.

Senator Bzrxsw. Thank you very much, Senator Danforth.
Senator DANToIrH. Thank you, Mr. Chairman.
Senator Bzswa. We appreciate the testimony from both of you

gentlemen.
[The prepared statement of Senator Danforth follows:]
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STATEMENT OF SENATOR JOHN C. DANFORTH

Mr. Chairman, thank you for the opportunity to appear before your subcom-
mittee to speak In favor of S. 1587. My primary concern in this matter is the
protection of employee rights without violating the Jurisdiction and integrity-of
the States and local governmental units under our Federal system of govern-
ment.

The firemen of St. Joseph, Missouri adopted a retirement plan, totally dictated
by a Missouri statute enacted in 1895. The vesting, participation, funding, con-
tributions, benefits and administration of the plan are provided by Missouri law.
It is funded partly by employee contributions and partly from city contributions.
Since its adoption by the City of St. Joseph in 1896 no fireman has ever retired
from the force with a reduced pension benefit because of underfunding of the
plan. Yet in 1972 the U.S. Department of Treasury came to the rescue of the
St Joseph firemen plan. The Government decided that the plan was not ade- A
quately funded and therefore the trust should be further depleted by requiring
it to pay I.R.S. back taxes. In other words, the cure for an under-funded pension
trust according to the I.R.S., is to have the pension trust pay Federal income
taxes. But the Federal Government provided a solution to this solution. The trust
could avoid taxation in the future if the city adopts another pension plan more
to the liking of the Federal government. Late last year, the I.R.S. decided to give
the firemen of St. Joseph, Missouri, their money back, pending a study of such
plans.

A similar fate was accorded the Missouri State Retirement Plan for state em-
ployees. This time, however, the I.R.S. threatened to assess back taxes of over $15
million against the retirement trust, not because it was under-funded-4n fact it
is over-funded-but rather because the retirement benefits of certain Missouri
state employees such as statewide elected officials and judges were marginally
better than the benefits provided rank and file civil servants. This discrimination
in favor of certain workers constitutes a violation of a key requirement for Fed-
eral tax exemption. Yet, the I.R.S. agreed not to tax the plan in the future If the
Missouri state legislature would change its laws to conform to standards estab-
lished by the Federal Government.

If this situation sounds familiar, it should. The U.S. Civil Service Retirement
Plan provides higher retirement benefits to every Senator, Congressman and
Federal Judge than is provided for all other Federal civil servants. Further
there is considerable question whether the Civil Service Retirement Trust is
adequately funded. Does the I.R.S. go after the U.S. Civil Service Retirement

-Trust for back taxes? No. The I.R.S. publishes a revenue ruling (Rev. Rul. 70-
150) which with no further explanation states that the Civil Service Retirement
Plan of the United States Government qualifies for tax exemption under the rules
of the Tax Code. Note that no specific Federal law exempts the U.S. Civil Service
Retirement Trust from taxation. The revenue ruling merely represents the opin-
ion of the Internal Revenue Service that the Federal plan is nondiscriminatory
and adequately funded and that the St. Joseph Firemen's Plan and the Missouri
State Employees Plan are not qualified because they are underfunded and dis-
criminatory.

I would like to emphasize that I am not in favor of poorly funded discrimina-
tory pension plans. I do think employers who promise retirement benefits of their
employees ought to take the necessary steps to actuarily fund these benefits. I do
think that employers ought to provide the same level of benefits to all employees.
The question in my mind, however, is whether the Federal Government, in dc-
tating these values and standards to state and local governments, is within the
principles of our Federal system of government.

The sole responsibility, it seems to me, of the Federal Government is to require
that the trusts holding the assets of pension plans maintained by State and local
governmental units publicly disclose the financial and actuarial condition of the
trust itself so that state employees are adequately informed as to the security of
their promised retirement benefits. If the funding is inadequate or there are other
abuses present, the State or local governments have the sole jurisdiction to cor-
rect them.

In short, the retirement income security of state and local government workers
Is of concern to all of us, but under our system of government this is the respon-
sibility of the State and local governments. The sole function the Federal govern-
ment can and should play is to require full financial disclosure. S. 1587 removes
the Federal government from the position of withholding Federal tax benefits as
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a tool for formulating State and local governmental policy. Although the bill does
not presently require any financial disclosure on the part of state and local gov-
ernmental trusts, it is my intent to Investigate the feasibility of such a require-
ment.

Senator BENTSEN. Our next witness is Hon. John Cunningham, U.S.
Representative from the State of Washington.

Congressman, we are pleased to have you.

STATEMENT OF HON. JOHN CUNNINGHAM, A. U.S. REPRESENTA-
TIVE FROM THE STATE OF WASHINGTON

Representative C.NXTNoIAsM. Thank you, Mr. Chairman. It is a
privilege to be here, and Senators Stone and Danforth have so ade-
quately covered the subject that I will make my statement very short.

Senator BNTSEN. Ve will take your full statement for the record.
Representative CUNNINGHAM. Thank you.
I appreciate the chance to come before you today and my interest in

protecting the pension plans began, really, shortly after I was elected
to the State legislature. I worked with them to see that the public em-
ployee funds within the State were actuarially sound and remaining
viable.

In our State, I might add, the State of Washington, I worked very
hard to see that those pension plans are firm and solid commitments to
the employees are upheld.

Shortly after coming to Congress in May 1977, I received a letter
from Governor Dixy Lee Ray who advised that the State of Wash-
ington would stand to lose some $48 million to the Internal Revenue
Service if, as a result of filing form 5500, the State retirement system
was found not, to be qualified for tax exemption.

Governor Ray strongly recommended that I look at Senator Stone's
bill, S. 1587 and cosponsor it. In checking with Senator Stone and his
staff, I discovered that, at that time, there was no primary House
sponsor for the legislation and in September 19T7, I did introduce
1-.R. 9148 which is identical to the Senator's legislation.

I might add that since the time I did introduce it, over 50 members
of the U.S. House of Representatives have joined in cosponsoring the
bill.

Also, Senators Magnuson and Jackson in the Senate have cospon-
sored S. 1587 and, with the backing of my colleagues from the State
of Washington, Congressmen Pritchard and Dicks, we have a high
level of State involvement in this legislation.

As I see the problem, the energy with which the Internal Revenue
Service is seeking new forms of revenue knows no bounds. They seem
to intend to tax everything. What the proposed taxation of the invest-
ment income of State and local retirement plans amounts to is a value-
added tax. As in Europe, every time the money passes through new
hands, it seems to be the IRS' intention that it be taxed.

There are three arguments against this taxation. First, grave con-
stitutional questions exist as to whether the Federal Government may
tax an entity of another level of government. The record of successful
lawsuits preventing such taxation whether by the Federal Government
or by some other unit of government, is extensive.

Strangely, the IRS appears to be little concerned about that ques-
tion or precedent.

26-724-197-----2
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Next, there is the serious tax burden that such an action would shift
to the people of the afftd localities. Using Governor Ray's figures, it
is clear that $48.5 million -in taxes at the State level would have to be
raised in order supplement investment income taxes by the Federal
Government.

Clearly, this is unwarranted and would not be accepted by most
people in the State of Washington. However, in order to assure a
smooth flow of retirement benefits to pension plan participants, such
an action would be required as a result of the proposed taxation.

The Internal Revenue Service is asserting that it is acting in a benev-
olent manner to protect pensioners from unsound plans. They claim
authority both from the ERISA legislation as well as the vague grant-
ing of authority from before ERISA. As others will testify, primarily
Jim Martin of the National Governors' Association, the legislative
history of ERISA shows no such grant of authority.

If oversight is to be our goal or their goal, it can easily be accom-
plished without the threat of taxation.

I am told that the IRS spokesmen contend that taxation is not their
goal. If so, I would challenge them to say so.

They. claim that they need information from form 5500 in order to
supervise the plans and discipline the plans not managed to the bu-
reaucrat's standards.

Yet, taxation is one of the weapons which is being used or threat-
ened in order to force public employee pension plans to conform to
Federal guidelines.

The filing requirement was announced by press release in the sum-
mer of 1977. No public comment period was opened; no rule was pro-
posed. The IRS simply told jurisdictions to file the form at theendof
1977.

I am pleased that this filing deadline has been extended to permit
Congress some opportunity to act.

We all know that the American taxpayer is under continued assault
from all sides. Seeking new sources of revenue to pay for Federal
deficits which had been created by Congress, t appears that IRS is
looking for-new sheep to fleece.

S. 1587 and H.R. 9118 are clear signals to the Internal Revenue Serv-
ice not to molest the income of retired persons who are stuck living
on a fixed income. Their incomes are nibbled away by the scourge of
inflation, causing the dollars they have to spend to erode in buying
power.

Mr. Chairman, this brief statement merely shares my concern that
the retired people of this Nation and the taxpayers in general be pro-
tected from another raid by Federal revenue agents. I commend- the
leadership of Senator Stone whose foresight in sponsoring S. 1587 is
an example to all of us, and I sincerely thank you, Mr. Chairman, and
members of the subcommittee for holding the hearing and allowing
the affected parties to be heard for the first time in this issue.

I thank the chairman very much. I would be happy to answer a ques-
tion, although there are others anxiously awaiting. -

Senator BzwrSmz. Thank you very much, Congressman. You have
testified in a manner which is helpful to us in our considerations

We will include your full testimony for the record; we avvreciate
your time.
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Representative CUNNJN'OHAx. Thank you very much.
Senator BENTSEN. I have deferred my opening statement for my

colleagues who had other commitments. What we are having this
morning is testimony on S. 1587 which would exempt the local and
State pension plans from existing reporting and other provisions in
,our tax law.

In addition, we are going to receive testimony on a proposal by the
Treasury Department that they made on February 3, 1978, to tax the
amount deferred under certain unqualified, unfunded, deferred com-
pensation plans at the time that these amounts are earned.

S. 2627 would prevent the February 3, 1978, Treasury Department
proposal from going into effect with respect to governmental deferred
compensation agreements.

Now, today we have the retirement plans of the State and local
,governments with assets bf over $100 billion. And those plans cover
some 13 million participants.

I certainly agree with those witnesses who say that we should avoid
unnecessary Federal interference with State and local pension plans,
but let me say for the benefit of those in the audience, and for the
record, that we have had some very disturbing testimony presented to
this subcommittee as late as last week indicating that this committee
should review some minimum standards to protect the pension bene-
ficiaries to insure that promised benefits do not become a shattered
dream for elder citizens. _ -

Last week, we were informed that as many-as 70 percent of the State
* and local pension plans do not disclose or do not even know the market
value of their planned assets.

Now, under ERISA, we certainly required that, for the benefit of
the beneficiaries, so every year they could know the value of those
assets..-

We had testifying before us last week the president of the New York
Teachers Association who explained to this subcommittee the failure

-of his pension plan to provide full disclosure to the retirees of the
conditions of that plan. _

That is rather discouraging news, since the money in those pension
plans belongs to the pension plan participants and to nobody else.
Those funds do not belong to the- State. They do not belong to the
municipal government. Those funds are owned by the workers and
the retirees.

We are seeing a situation on the New York pension plan where the
trustees, the union leaders, are faced with conflicting objectives, that
of their current benefits who want increases in salary and a city which
is having dire fiscal problems. And, at the same time, the retirees want
to be sure of the solvency of their funds.

The fund itself is pressured to buy more of the securities of that city
with considerable question as to the marketability of those securities.

The pension tak force of the House Education and Labor Com-
mittee has conducted an extensive review of State and local retirement

lans and that task force report is expected to be released shortly, per-
asas early as today.

Congressman Ehrlenborn told us last week that this report will show
that the overwhelming majority of public pension plans are consider-
ably short of full, actuarial funding. It is important to note that
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participants in many retirement plans receive substantial tax ad-
vantage. There are laws formulated by the Senate Finance Committee
and the House Ways and Means Committee.

Employer contributions to many plans are not currently taxable to
the employee. Ten-year income averaging is provided for certain lump
sum distributions for many pension plans.

Estate and gift tax exclusions apply to certain retirement benefits.
In addition, the 1976 Tax Reform Act extended the 50 percent

maximum income limitation to pensions and annuity income.
These tax advantages were provided for greater security of retire-

ment for the American people and it is the responsibility of this pen-
sion subcommittee to see that that objective is being achieved.

We are also going to receive some testimony this morning on non-
qualified deferred compensation plans. There are about 2:700 partic-
ipants in the Texas public employees' deferred compensation plan, 73
percent of those participants earn less than $20,000.

Those individuals will be faced with a substantial tax increase if the
regiiations proposed by the Treasury Department are made effective.

Now, I realize that there have been some abuses, and some serious
ones, on deferred compensation in both the public and the private
sector, and I think it is our responsibility to try to put some parameters
on that.

It is essential that we work out some reasonable standards to prevent
tax windfalls but, at the same time, we have to avoid imposing a tax
increase on many lower and middle income taxpayers.

I think we are going to have to take a serious look at nondiscrimi-
nation rule and contribution limitations.

The purpose of this hearing is to explore those issues so that the
members of this committee and the Treasury Department can work
together to formulate constructive legislation to strengthen our retire-
ment system, provide adequate protection to senior citizens throughout
this Nation and to see that those savings do not turn to dust as they
reach their retirement.

Now, I will defer to my colleague, the Senator from Alaska, Senator
Gravel.Senator GRAvm. Senator Bentsen, I would like to place my state-

ment in the record as if I had read it, at this time.
Senator BENTSEN. Without objection.
[The prepared statement of Hon. Mike Gravel follows:]

INTRODUCTORY STATEMENT OF SENATOu GRAVEL

There Is no more important issue for this Committee or the Congress than the
assurance of adequate income for the retirement of elderly Americans. And yet,
most people concede that Social Security payments are not sufficient to insure a
minimal standard of living for retired workers. Americans need to accumulate a
capital estate in order to assure themselves a supplement to government transfer
payments in their later years. The acumulation of capital is not easy. With high
state and federal tax rates it is difficult for the average taxpayer to save anything
for retirement from his monthly paycheck. As a result we have developed ways
for Americans to set aside a certain portion of their income and delay taxation
until retirement. We do this through pension plans, Individual Retirement Ac-
counts, and deferred compensation plans.

Recently, Treasury has attacked one of these methods of accumulating retire-
ment capital: the deferred compensation plans. These plans allow an employee to
set aside, tax free, a portion of his income for retirement. The employee must
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elect to set aside a portion of his salary for which lie receives an unsecured claim
against his employer for payment at retirement.

These plans have become very popular with state, county and municipal gov-
ernments . . . and rightly so. They provide retirement security for employees at
little or no additional cost to the employer government. The opportunities for
abuse under the public plans are minimal. They are generally made available to
all the employees of the sponsoring government. The participants are not highly
paid and many would no otherwise be capable of accumulating capital for retire-
ment.

Some 30 states have an interest in deferred compensation plans; many have
plans in operation, others are contemplating the adoption of deferred compensa-
tion plans, and yet others do not themselves have plans, but have county and
municipal plans in operation. In my owvn state deferred compensation plans have
been adopted by both state and municipal governments. The state government has
1,250 employees participating in its plan. While that number may appear to be
small it constitutes over 13% of Alaska's state employees. According to my infor-
mation, Mr. Chairman, the State of Texas ahs some 2,700 participants in its plan.
Many cities and counties have adopted deferred compensation plans of their own.
For example, Anchorage, Alaska's largest city, has adopted a plan in which more
than 10% of its employees participate.

The continued existence of these deferred compensation plans has been threat-
ened by a proposed Treasury regulation which would require the taxation of the
deferred income at the time of deferral. The regulation would reverse the long
standing Treasury position that the deferred income is not taxable until received
at retirement or other earlier payout. In response to this action by the Treasury,
I have introduced S. 2627 which requires the Treasury to return to its original
position. S. 2627 is designed to protect existing and contemplated public deferred
compensation plans. It will require that income deferred under a publIc plan not
be taxed until the employee receives it upon retirement or termination. It will
apply both to existing plans and allow the adoption of new plans.

Mr. Chairman, today this bill has the co-sponsorship of 17 Senators. A com-
parable bill in the House sponsored by Congressman Waggonner has the support
of over 50 members. I would hope that we might learn here how this Treasury
action came about and what Treasury would propose to replace the plans which
would be destroyed under this new regulation. If a satisfactory alternative Is not
forthcoming, I would hope that the Finance Committee will act favorably upon
8. 2627.

Senator GRAVEL. And also, I will unfortunately have to absent my-
self because of a prior commitment, and I have some questions of Mr.
Halperin, and if they could be responded to for the record in writing,
I will submit these questions.

[The following was subsequently supplied for the record :]
DEPARTMENTAL REsPONSE TO SENATOR GRAVEL'S QUESTIONS

Senator GRAVEL. I am afraid I don't quite understand the tax theory under-
lying the proposed regulation on deferred compensation. As I understand our
tax system it is based on an annual accounting of income, with only income paid
during the year taxable to a cash basis taxpayer. Now, if a taxpayer in year one
elects to defer income which would otherwise be due to him In year two (agstum.
Ing he continues his employment) he cannot be treated as having received that
income in year one. Is that correct?

When he enters year two lie cannot affect the decision he made in year one to
defer the income. Under the agreement with his employer lie has no rightto re-
ceive the income in year two. It seems to me that the theory of constructive re-
ceipt says that if a taxpayer has a right to receive money presently, but turns
away from it he cannot avoid taxation currently.

But, in our example here, the employee has no right to receive the income in
year two. He could not sue his employer and recover the deferred portion of his
salary. All he has is an unsecured claim for payment at a later date. How this
unsecured claim can be treated as a right to receive income currently Is not
clear to me. This seems to be a rather bold extension of the doctrine of construc-
tive receipt. Is it not?

Mr. HALPERIN. Your question implies that constructive receipt cannot apply
unless the employee has a right to immediate payment at the time he elects to



18

defer receipt. We recognize that there are indications that the IRS has agreed
with that conclusion in the past. We do not, however, believe that that result is
appropriate. The proposed regulations apply to situations in which the employer
is committed to the payment of compensation, provided the employee continues in
service. In these circumstances, we do not believe it is material when the em-
ployee exercises his or her individual right to defer payment.

We don't think the doctrine of constructive receipt allows the employee in that
kind of case to turn his or her back on compensation and, in effect decide when it
will be taxed.

Senator GRAVEL. Your history of the deferred compensation regulation Is most
interesting. I wonder if you could tell-me why It took six years for Treasury to
decide that the original ruling on deferred compensation was incorrect? Surely
six years is not the normal period for review within Treasury. Why did this
take so long?

Mr. HAuEnaii. I certainly would hope that six years is not the normal period
for review. In retrospect, of course, it would have been preferable to settle the
matter virtually immediately. Unfortunately, in important and complex cases
it is often difficult to reach a conclusion.

Senator GRAVEL. Could you or someone else at Treasury explain why this pro-
posed regulation, which will effectively terminate deferred compensation plans,
was promulgated just two weeks after the President's Tax Reform Package came
to the Congress when a more positive approach to the problems you perceive could
have been included in this package?

Mr. HALEan. Private rulings on salary reduction arrangements were sus-
pended by the Internal Revenue Service for almost a year before the proposed
regulations were published. The Service was under pressure during that time to
take a position on its interpretation of the current statute. We therefore, were
giving consideration to proposed regulations wholly Independent of the Adminis-
tration's Tax Reform proposals.

The grandfather provision in the proposed regulations allows covered plans tW
continue operating under the old rules while we give further thought to the issue
with the help of the public's comments on them. It also allows time for Congres-
sional consideration of the issue. Since few If any plans were put into effect with-
out a private ruling, publication of the proposed regulations did not change the
status quo except to move the matter into the open so-we would come closer to
a solution. We do agree, as I said in my testimony, that consideration of a change
in the law on this point could be an appropriate part of an overall consideration
of the treatment of employee contributions to tax-favored retirement and fringe
benefit plans.

Senator GRAVL. Do you have any data which would indicate that State or local
deferred compensation plans are being operated on a discriminatory basis?

. Mr. -HALPixN. Although we do not have any systematic data on this issue, we
understand that at least some salary reduction arrangements are being operated
on a nondiscriminatory basis, both with respect to the classes of employees who
participate and with respect to the proportions of compensation withheld on be-
half of participating employees. That is certainly a favorable development, but
we think it leads to the question why an employer maintaining a plan on that
basis cannot maintain a qualified plan. The ft !swer in some cases may be that the
employer would still wish to maintain a plan on a salary reduction basis, but
that Is precluded for new plans by section 2006 of ERISA. Since ERISA requires
that plans for rank and file employees be funded, most employers-could not avoid
section 2006 by unfunded arrangements. Thus we question why a plan effectively
prohibited by section 2006 might be acceptable where the employer Is a State or
local government.

Making these arrangements nondiscriminatory would be a good step forward,.
but, As my testimony Indicated, it would not solve all the problems. For example,
there has never been an attempt by the Service t6 impose limitations on the
amount which can be-set aside from an employee's salary. We would urge con-
sideration of that type of limitation and other requirements described In the testi-
mony. Moreover, elimination of discrimination also does not resolve the problem
that participants in these arrangements are able, In effect, to deduct contributions
to the arrangements, whereas participants in qualified plans are not entitled to
deductions for their own contributions.

Senator GRAVEL You seem to be saying that Treasury feels public retirement
plans need comprehensive treatment. Wouldn't it make sense for Treasury to
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withdraw the proposed regulation on deferred compensation and come back to
the Congress with a comprehensive proposal?

Mr. H up axi. As I indicated in my testimony, we are seeking to open discus-
sion with the Congress and interested members of the public on what would
potentially be a comprehensive proposal. In the meantime we are, of course, bound
to observe the existing Internal Revenue Code enacted by Congress and inter-
preted by the courts. To that end, the hearing on the proposed regulations sched-
uled for May 4, 1978, will allow us to receive the benefit of any comments that
might demonstrate that our proposed position is in error or Is unclear in any
respect. The proposed regulations will not affect any programs that have already
received favorable private letter rulings for periods before adoption of regula-
tions in final form.

Senator GRAvL. I failed to see in your statement an explicit Treasury posi-
tion regarding S. 2627. If you are opposed to the adoption of this legislation I
would appreciate knowing, in some detail, what Treasury would recommend,
assuming as I do, that the termination of deferred compensation plans for public
employees is unacceptable?

Mr. HALPEFJN. I outlined in my testimony requirements which we think should
be applicable to a salary reduction arrangement if it is to be accorded favorable
tax treatment. Most important, such an arrangement should be nondiscriminatory
in both participation and employee contributions. Legislative action which-Just
reverses the proposed regulations would continue tax-favored treatment without
imposing any of those requirements. Therefore, we would oppose S. 2627 in its
present form. However, as I also indicated in my testimony, final disposition of
the salary reduction issue may be a logical part of the more comprehensive pro-
posal which I mentioned earlier.

Senator GRAVEL. We adopted ERISA in 1974 to govern the status of qualified
plans since the some 50 percent of our qualified plans have been terminated. But,
you suggest that a administratively inexpensive deferred compensation plans for
public employees should be subject to these same requirements. Why wouldn't it
be better to continue the existing treatment for deferred compensation plans until
we have solved the problems of ERISA? Why shouldn't we expect the termination
of half our State and local deferred compensation plans if they are subjected to
the burdensome administrative requirements of ERISA?

Mr. HALPru . The Internal Revenue Service's statistics show that in the three
calendar years since the enactment of ERISA, the Service has been notified of a
total of 47,068 terminations of qualified plans. This is far less than one-half the
total number of plans in existence. Moreover, during the same period the Service
issued 92,000 determination letters for new plans. Thus, there would appear to
have been a net gain in the number of plans since ERISA, although the ratio of
new plans to terminations is significantly lower than it was prior to ERISA.

It has become almost axiomatic in some circles to blame ERISA for the shift
in the pattern of net growth of qualified plans. However, it is not yet clear how
many of the terminations were citused by ERISA. Moreover, although some
terminations undoubtedly were caused by ERISA, it is not clear which parts
of ERISA might be involved. For example, there should be serious concern If large
numbers of plans have been terminated solely because of the administrative pro-
visions of ERISA. However, the same view would not necessarily prevail with
respect to plans which terminated because employers simply refused to conform
to the participation, vesting, and funding standards enacted in ERISA. ERISA
represents a judgment, in my opinion for the most part a valid one, that retire-
ment plans are not deserving of favorable tax treatment unless they offer vider
coverage and greater assurance that promised benefits will be paid. Some em-
ployers undoubtedly found these conditions too onerous and terminated their
plans. But there is Stil a net social gain if of the plans that remain, the large
majority, provide both greater security and greater equity in the distribution of
the tax benefits. We would note that the General Accounting Office expects to
publish the results of its studies on plan terminations in the near future, and
the Service is continuing its efforts to determine the causes of poet-ERISA ter-
minations.

Senator GRAvEi. Let me just add that I want to commend you, not
only for the hearings, which you do as your legislative task, but the
imagination and the leadership that you are providing to bring about
these corrections. I am very concerned about the tax impact, but I think
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you have gone I)roader than that and are concerned about the real
worth of tlese programs to the beneficiaries that they are supposed to
serve.

I want to associate myself with your remarks in that regard and to
pledge to you assistance when the matter come before the full com-
mittee.

Senator BENTSEN. Thank you, Senator Gravel.
Our next witness will be Mr. J)miel Halperin who is the Tax Legis-

lative Counsel for the Treasury Department.
Mr. Halperin.
Mr. H1alperin, would you introduce your associates for the record
Mr. HAAPERIN. This is Mr. Tom McSweeney of the Office of Tax

Legislative Counsel.

STATEMENT OF DANIEL HALPERIN, TAX LEGISLATIVE -COUNSEL,
TREASURY DEPARTMENT; ACCOMPANIED BY TOM XcSWE NEY,
OFFICE OF TAX LEGISLATIVE COUNSEL

Mr. IALPERINT. Mr. Chairman, the issues raised today are not only
important in themselves but they also have a direct bearing on the
larger question of salary reduction arrangements and also, as you 'have
indicated, the funding of Government plans, which have been trou-
bling the Congress and the administration for a number of years.

We do have suggestions to deal with the problem of salary reduction
as a whole which we would hope receives serious consideration and we
are gratified from your opening statement that indicates that Treasury
and you are thinking along the same lines in this matter.

It has seemed necessary to us to lay out the matter in some detail. I
will try, in view of the opening remarks, to come as close as I can to the
suggested time limit.

Perhaps, in view of the fact that I am dealing with two issues, I
could be forgiven for taking a few extra minutes.

Senator BENTSEN. I am ringing the bell on you anyway, Mr. hal-
pern, and considering the importance of this issue, you may have
further chance to testify.

Mr. HALPERIN. I wilt turn first to the provisions of STnator Stone's
bill, S. 1587. As indicated, the bill would exempt a trust or other ar-
rangement under a State and local plan from taxation. As indicated,
the exemption from tax of a qualified plan achieves two goals. One,
the fund itself is not taxed; and two, the tax treatment of the em-
ployecs is more beneficial than it would otherwise be.

On the other hand, if the plan is not qualified, an employee is tax-
able immediately on employer contributions when these contributions
are vested. That is, they cease to be subject to a substantial risk of
forfeiture.

Thus, for example, if an employee is fully vested in emnloyer-
derived benefits under an unqualified plan, contributions by the em-
ployer are taxable to the employee at the time the contributions are
made and, of course, the income of the trust under a nonqualified plan
is generally taxable.

Now, a special situation does exist with respect to State andi local
governments. The Government's income itself, of course, is exempt
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from tax under section 115 of the Internal Revenue Code and the issue
that is raised by Senator Stone's bill is whether this immunity from
taxation should extend to the retirement plan itself.

As a temporary measure, the IRS has announced that, pending corn-
pletion of a study, it will not seek to tax this trust; S. 1587 would make
that result permanent by treating the trust as a tax exempt entity
under the provisions of the code granting exemptions for charitable
and other types of organizations.

We support that proposal. We think it is in the best interests of
interg-overnmental relations to make clear that the policy of tax ex-
emption for governmental entities extends to their retirement funds.

It is important to note, however, that a granting of a tax exemption
to a trust is not the same as automatically treating the plan as quali-
fied. Favorable income and estate tax-treatment for participating em-
ployees would not be available unless the plan becomes qualified.

I note in Senator Stone's testimony that he suggested that he would
amend his bill to extend it to the favorable tax treatment of the em-
ployees. The keystone for this favorable tax treatment is that the plan
not discriminate in favor of highly compensated employees. Preserv-
ing favorable tax treatment for plans that meet this goal furthers an
important condition of social policy, assurance that employees at all
levels of compensation will be provided with income protection after
retirement.

At the moment, however, the IRS has announced that again, pend-
ing completion of a study, it will not deny qualified status to a Gov-
ernment plan when the only question involved is discrimination. It
may insist, however, that the plan meet other qualification require-
ments and that includes the requirement for investments for the exclu-
sive benefit of the employees, which was the subject of the hearing
held last week on the New York City situation.

The Service has not completed its review of the discrimination ques-
tion. We are not prepared to forecast the ultimate conclusion.

We believe, however, that it would be best if, taking into account
the special problems and conditions of Government as compared to
the private sector, a way could be found to discourage nondiscrimina-
tory coverage to the fullest extent possible.

We are concerned, however, that if the IRS seeks to tax employees
who have vested benefits under funded plans on the grounds that the
plan is not qualified, the governmental unit may be motivated to
switch to an unfunded plan. In the case of unfunded plans, in the
absence of the constructive receipt issue, which I will get to in the
second half of this testimony, it is clear that the eml)loyee is not taxed.

Special averaging for lump sum distributions and the estate tax
exclusion will be lost, but this may be a small price to pay for the
opportunity to discriminate by giving benefits to those employees that
the employee chooses to. The benefit of deferral of income tax until
retirement is retained.

For taxable employers, the price of unfunded plans is greater, in
that the employer loses the tax deduction for the contributions if the
plan is unfunded. Moreover, under ERISA, employers generally are
required to fund retirement plans for rank and file emr~loyees whether
or not the plan seeks special tax benefits. This requirement was not
extended to governmental plans.
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Mr. Chairman, you have referred to the report of the House Com.-
mittee on Education and Labor. Representative Ehrlenborn's testi-
mony here last week indicated the problem with the level of funding
for the State and local plans.

I might pont out that the success of any Internal Revenue Service
effort to impose nondiscrimination requirements may depend on the
willingness of Congress to extend the ERISA requirement of funding
to State and local plans. Otherwise, the result of any IRS action would
be a switch to unfunding and even less security for employees of gov-
ernmentai units than exists today.

The second issue dealt with m S. 1587 is reporting to the Federal
Government on behalf of governmental plans. The Service and the
Department of Labor have worked together to develop a simpler filing
form, a form that only has to be filed with one agency rather than two.
They have also made special provisions for governmental plans.

As I have indicated in the appendix to my statement, Giovernment
plans are required to give only a portion of the information that other
employers must give.

There is a need for this reporting in order to enforce the provisions
-of ERISA. We believe that the administrative burden on govern-
mental plans is not onerous. We are opposed to the exemption sug-
gested in S. 1587.

Let me now turn to the second issue for discussion today, the regu-
lations on unqualified deferred compensation arrangements.

The proposed regulations are concerned with situations in which the
recipient of compensation is given a choice of receiving compensation
currently or in a later year. They apply to cases where compensation
is fixed, such as by statute or contract, and the employer says to the
employee, in effect, tell me when you want it paid.

Now, we do not suggest that these plans basically benefit high in-
come people or do have large amounts of deferral for employees. As
the chairman pointed out, however, there are some abuse cases here
that definitely would have to be dealt with.

We also note in our testimony the history of this matter as applied
to State and local plans. The first ruling on State and local plans was
about 6 years ago at the normal ruling level in the Service. The case
then was sent to the Service's Chief Counsel's Office for consideration
with a view to publication of a public revenue ruling.

The Chief Counsel's Office considered the problem for a number of
years and did conclude approximately 1 year ago that the original
ruling was incorrect and this caused the matter to be referred to policy
officials, which eventually led to the proposed regulations.

The regulations, of course, deal with the issue of constructive re-
ceipt. On a cash basis of accounting, a taxpayer is normally taxed only
when he or she receives cash or its equivalent. However, under the doc-
trine of constructive receipt, the taxpayer may not deliberately turn
his back on income and select the year for which he will report it.

Thus, income earned on a savings account is taxable whether or not
a taxpayer withdraws it or has it entered on a passbook.

In the context of deferred compensation, however, the Service stated
back in 1960 that it could not administer the law by speculating
whether the payor, the employer, would have been willing to agree to
an earlier payment.
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However, in the cases that we are dealing with in the proposed
regulation, there is no need to speculate. The amount of salary is fixed

and it is clear that the employer would be required to pay it if the em-
ployee desired it.

IVe believe th4at the proposed regulations are consistent with the
policy expressed by the IRS back in 1960. Now, it is true, as we indi-
cated in the notice, that the prposed regulations are inconsistent
with the conclusions, not only those reached in the private rulings that
were issued, but also in the several published rulings,

But these rulings, we believe, were issued without full recognition
of the impact and how far it can reach. You have a situation here
where the employee is given investment selection, wl, re there is effec-
tive segreation of the assets not being invested in the employer's busi-ness and, i addition, in the case of State and local governments, we
.do not have the discipline of the loss of tax deductions to the payor.

Nevertheless, we realized the potential impact of the proposed regu-
lation on existing modes of conduct and we did not undertake their
publication lightly. We did so only because we were firmly convinced
that they were the proper interpretation of the law as it exists in the
code today.

This does not mean that we could not be convinced otherwise. That
is the purpose of the issuance of the regulations in proposed form and
,opportunity for comment in public hearings.

We intended, by the delayed effective date on existing plans, to allow
existing plans to continue while this matter was under consideration,
not on ly by the Treasury, but also, of course, to allow time for con-
sideration by Congress.

The period for public comment is still open, so we have not made a
full analysis to the responses to the proposed regulation. Therefore,

-we cannot predictwhat our final position will be.
As of now, however, we have not been persuaded that the position

'taken in the proposed regulations is incorrect under existing law.
I may add that we have scheduled a hearing for the first week in

May in order to more fully hear comments on this issue.
Whatever the results of our deliberations under present law, we

'cannot, of course, close our eyes to the possibility of a legislative solu-
tion. We believe that the possibility of legislation raises two funda-
mental issues of tax policy.

First, as the chairman indicated in his opening statement, the neces-
sity of restricting favorable tax treatment of compensation to benefits
provided under some controls, and we believe the controls would be a
nondiscriminatory distribution of benefits.

Second, the extent to which the-favorable treatment should remain
if the participation in the nondiscriminatory arrangement is at the
,choice of the employee. A question that has been troubling the Treas-
ury and the Congress for several years is the subject of section 2006
of ERISA, now under consideration in the extender bill, which was
recently reported out by the Finance Committee.

Let me turn first to the question of discrimination. Deferral of tax
on the payment of compensation is inconsistent with the progressive
nature of our income tax system. We believe it should only occur if it
serves important public policy.

In the case of a retirement plan, this policy is assurance that em.
ployees at all levels will be adequately protected after retirement.
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Since it is particularly difficult for employees at low-income levels to
provide this protection, tax incentives for retirement plans are offered
to encourage employers to provide for rank-and-file employees as well
as highly compensated employees.

In the case of a taxable employer which maintains a qualified plan,
this incentive is an immediate deduction from contributions while em-
ployees may defer taxation until they actually receive benefits.

In the absence of a qualified plan, the price of deferral of taxation
for employees is a similar delay in the timing of the employer deduc-
tions. However, the ability to accelerate a deduction without inclusion
of income by employees is not relevant to a tax-exempt entity.

As noted above, such an employer can, in effect, provide its em-
ployees with the deferral benefits of a qualified plan through an un-
funded, nonqualified arrangement.

ERISA, however, prohib its unfunded plans for rank-and-file em-
ployees except for government and church plans. Surely, in believing
these entities of the requirements of funding, Congress did not intend
to provide them with a unique opportunity to achieve tax deferral for
their employees without regard to the restrictions or limitations of
qualified plans.

The factual result of that is that a dollar of after-tax compensation
under a qualified plan can be provided more cheaply by a State or
local government than by other employers.

In other w-rds, we do not believe that there is discrimination against
State and local governments but, in effect, if they are allowed to con-
tinue these salary reduction arrangements on an unqualified basis, they
have an advantage over other employers.

Second, the existence of these arrangements would undercut the
policy favoring qualified plans on a broad base.

Tlis leads us to the conclusion that if favorable tax treatment is to
be granted for salary reduction arrangements, they should be subject
to many of the same requirements as qualified plans. We have indicated
in the statement some of those .requirements. We shortly hope to set out
this proposal in more detail and we certainly welcome discussions with
the sponsors of State and local plans as to their reaction to these con-
ditions and any modifications that they believe are desirable.

Such a legislative approach would have the practical effect of allow-
ing deductible employee contributions to a plan. On the other hand,
employees who participate in qualified plans, may not deduct their own
contributions, even if these contributions are prerequisites to the ac-
crual of benefits or to the employment itself.

This raises the much broader question of the tax treatment of so-
called salary reduction arrangements. This is the broad question to
which we suggest that the Congress and Treasury together begin to
give serious consideration, leading toward an overall solution.

The problem has risen in numerous forms. The basic rule is that if
something is called an employee contribution, it is taxable currently
even if, as in the case with the Civil Service Retirement System, the
employee is required to make the contribution as a condition of em-
ployment.

In salary reduction arrangements, such as the type covered by the
proposed regulation, it is clear, generally, that the amounts involved

I
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are taken from the employee's compensation and the employee has a
choice whether to receive it or not..

However, the tax treatment may be in dispute. Now the tax treat-
ment has been in dispute over so-called cafeteria plans where the em-
ployee has the right to choose among various fringe benefits, such as
medical or life insurance, which would be nontaxable if they were pro-
vided directly by the employer.

Other employees maintain so-called cash and deferred profit-shar-
ing plans under which the employees can choose immediate payments
or contributions to a qualified plan.

Existing revenue rulings allow a substantial degree of discrimina-
tion in these plans without the loss of qualification. As I indicated,
-cafeteria plans and cash and deferred profit-sharing plans are the
subject of ERISA section 2006 which provides differing treatment,
depending upon whether the plans were in existence on June 27, 1974.

This provision expired in January, but a 2-year extension passed
the House and it has been reported out by this committee.

In its recent tax reform proposals, the administration supported
continued nontaxability of benefits provided by cafeteria plans pro-
vided the tax-favored benefits are actually provided in a nondiscrim-
inatory manner.

In the case of cash and deferred profit-sharing plans, the Treasury,
in its comments on H.R. 8136, has recommended that tax deferral be
precluded except for a limited grandfather rule. Different rules have
historically applied to so-called teacher annuities under section 403(b)
of the code. There, in accordance with legislative history, the regula-
tions clearly permit salary reduction arrangements subject to the stat-
utory limits

I might add that the code neither requires nondiscrimination nor
does it proscribe preretirement cash out of those annuities.

Finally, there are. the proposed regulations for the treatment of
nonqualified deferred compensation arrangements which are-the sub-
ject of this hearing. Thus we have on our haids a situation not unlike
that in which a rider jumped on his horse and galloped off in all
directions

We think, therefore, this is an opportunity to begin consideration of
the possibility of consistency in the treatment of tlese arrangements.

Leaving aside revenue for a moment, it seems to us that a uniform
system could be deveolped in which amounts set aside at the employees'
election are deductible or excluable if the arrangements are nondis-
criminatory with respect to both coverage of employes and benefits or
contributions actually provided. Not only do employees have a chance
to get in on a nondiscriminatory basis, but the actual provision of
benefits and the election to participate is on a nondiscriminatory basis.

In other words, we would say, let us forget the constructive receipt
issue if the actual participation in the plan is on a nondiscriminatory
basis.

A possible starting point would be expansion of the proposal con-
cening cafeteria plans in the President's tax reform program to both
cash and deferred profit-sharing plans and salary reduction arrange-
ments for Government employees affected by the proposed regulations.

Consideration should also be given to imposing nondiscrimination
requirements on section 403 (b) annuities.
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We note that the revenue consideration is not one which can be easily
set aside. To carry this to its logical conclusion, and allow employee
contributions to qualified plans to be deducted, the potential revenue
loss is over $3 billion annually.

Thus, we may be required to go slowly in order to prevent serious
adverse cevenue impact. Nevertheless, solution of this problem will be
a meaningful step forward in the employee benefit area. We would
welcome any suggestions that may be forthcoming to solve this prob-
lem which has been troubling us, as I indicated, for a number of years.

Thank you, Mr. Chairman.
Senator BENTSEN. Thank you very much, Mr. Halprin. It appears

that the Treasury is not hard and fast in its decisions here. As you say,
they will be subject to hearings.

One of the things that concerns me among many others in this pro-
posal is its possible impact on the private sector.

I understand that Treasury says that it would not be of concern be-
cause the compensation package can be arrived at prior to the regula-
tions going into effect and that the deferred aspect of the total com-
pensation action having been fixed before an election is made. The fac-
tual determination, however, seems to bring up the same, very difficult
administrative problems envisioned by the Service when it published
Revenue Ruling 60-31.

Would you comment on that?
Mr. HALPERIN. I may say, Mr. Chairman, that I would hope and ex-

pect that any final regulations here would make it clear that we do not
intend to go into the room where the negotiations take place and try to
figure out whose idea it was to have the deferral. We are only trying
to deal with situations where it is clear on its face, where the compen-
sation is clearly available to the employee and the election is clearly
available to the employee based on a written document, such as a stat-
ute or a contract.

I may also add that if we do get into legislative solutions to this
problem, in the case of taxable employers, as I have indicated, there is
a loss of tax deduction if one of the deferred compensation arrange-
ments is entered into and the potential tax policy implications of it are
less serious than those when we are dealing with tax-exempt or-
ganizations.

There is a benefit to these arrangements, otherwise people will not
enter into them. In part, it may be a question of disclosure in that the
employee has been given a tax benefit at the expense of the employer
giving up a tax benefit. The compensation that is shown on proxy
statements and otherwise does not reflect that tax benefit.

In part, it is an opportunity to get the more favorable treatment for
investment income which corporations have as opposed to individuals,
but essentially the tax loss to the Treasury in the area of taxable en-
tities is not as serious as a potential loss with respect to tax-exempt
entities.

Senator BENrsEN. I would appreciate your further commenting on
your statement on page 8, that the practical result is that a dollar of
aftertax compensation under a nonqualified plan can be provided more
cheaply by a State or local government than by other employers?

Mr. HALPFa1I. Well, Mr. Chairman, if we are dealing with fully
taxable compensation, the Government is going to pay $1 to an ea-
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ployee and it would have to take in $1 in tax receipts. The taxable em-
ployer who was going to pay $1 to an employee would have to have
sales revenue of $1 in order to cover it.

Senator BXNrrsz. They would have to have what
Mr. HALPemN. They would have to have $1 of income in order to

pa the $1 of compensation.
Senator BENTsN. Sales revenue ?
Mr. HALPE rN. Or income to the taxable employer. He would have

to collect it in terms of his sales or other income-if we now get to
these deferred compensation arrangements, since the Government is
not subject to tax, if it takes in $1 of revenue it would be able to set
aside $1 for an employee.

On the other hand, in the case of the taxable corporation, it could not
do so. It would have to pay tax before it could set the money aside. It
would have to take in $2. It would have to collect $2 from its customers
in order to be able to pay the tax on it at an assumed rate of 50 percent
for corporations and then have $1 left to set aside.

If it really had the $2 in the first place, it could pay the employee $2
in cash, the employee could pay the tax on it and 'have the dollar left.

Senator B1iwrsv. Is it not just to the contrary ? Is the employer ac-
tWally getting a tax deduction there in an authorized plan ? Is-he not
actuallymaking a tax savings if he makes a contribution to it?

Mr. I-IALPER1N. Well, we are dealing here with unfunded, deferred
compensation, Mr. Chairman, where it is assumed that the employer
will not get a tax deduction for these amounts which are set aside. In
order for the taxable employer to do it, then, it would need twice as
much money as it plans to set aside. The Government only needs the
same amount of money that it plans to set aside because it does not pay
tax, of course, on its income.

So it is a little difficult to get it, and I do not think it is obvious on
its face, but we have looked at this closely and we believe that it is
quite correct and we would be glad to submit an example for the
record to show why that is correct.

The tax exempt entity is under an unfunded arrangement, under an
unqualified arrangement, so it is obtaining an advantage over the taxa-
ble employer.

Senator B wrseN. Well, I can see several advantages that they have,
but I cannot really see that one. I want to see the example.

[The following was subsequently supplied for the record:]
MmOH 21, 1978.

Hon. LLO iM. BENTSPF,
C1hairmas, Subcommittee on Private Pension Plans and Employee Fr4sne Bese-

fits, Senate Finance Committee, U.S. Senate, Wasington, D.O.
DzAx M& CHMMAX: Thank you for the opportunity of testifying on March

15, 1978, before the Subcommittee on Private Pension Plans and Employee
Fringe Benefits of the Senate Finance Committee concerning S. 1587 and the
recently proposed regulations on salary reduction arrangements.

At the hearing I agreed to submit an example Illustrating the meaning of a
statement contained in my testimony. The statement appears at page 8 of my
prepared testimony and says, In effect, that the practical result under a non-
qualified deferred compensation plan is that a dolar of after-tax compensation
can be provided more cheaply by a state or local government than by other
employers.

We can Illustrate the point by a determination of how much income (or
receipts in excess of expenditures In the case of a government) is required
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in order to set aside $100 for an employee under a non-qualified deferred
compensation arrangement.

Let us assume that a taxable business is in the 50 percent income tax bracket
and maintains a non-qualified, funded retirement plan. Such a taxable em-
ployer ml(ist generate $200 of income in order to set aside $100. "Stnce the con-
tribution is non-deductible, if $100 of profits were earned, the corporation
would owe $50 in taxes and would not have enough left to meet its obligation.
$200 of profits, on the other hand, enables it to make the contribution of $100
to the non-qualified plan and have an additional $100 available to pay the tax
on the $200 profit.

In the case of a state or local government, only $100 of "profits" (that is.
income in excess of other expenditures) would be necessary to make a $100
contribution to a non-qualified plan. Since the government is a tax-exempt
entity, there Is no need to generate the extra income to enable it to pay the
tax after making the contribution to the non-qualified plan. The same principle
would apply, of course, to any type-of tax-exempt entity, not just a state or local
government.

In the case of current compensation, despite the fact that the taxable cor-
poration has a tax deduction, both entities are on an equal basis. Both need to
generate $100 in order to pay $100 of compensation. True, the taxable em-
ployer only has a net out-of-pocket cost of $50, since in the absence of the
salary payment it would have to pay $50 of tax. But this should not obscure
the fact that it needed to generate $100 of revenue initially in order to pay
$100 of salary.

YoxA also indicated that you might be submitting further questions for our
consideration. It was our intention to open a broad area of discussion as a result
of my testimony, and we will be pleased to respond to any questions you might
have.

Sincerely yours,
DANIEL I. HALPmRIN,
Tax Legislative Oounsel.

Senator BENTSEN. Now, the proposed deferred compensation in the
regulation covers the situation where prospective employees-does it
cover situations where prospective employees and employers negotiate
a deferred compensation arrangement as a part of an inducement to fu-
ture employment, commence employment, or to enter into new em-
ployment contracts? Does it cover those kinds of situations?

Mr. HAIPERiN. It is not intended to cover those situations.
Senator BENTSEN. It would not cover irrevocable decisions to defer

prior to earning compensation?
Mr. HALPERIN. If the agreement to defer was made at-the same time

that the compensation was fixed, it would not cover the agreement to
defer. If there was first a fixed salary negotiated by contract and the
employer said to the employee, you can decide that you want it paid,
then it would cover it.

Senator BEr;Ts N. If you would have a substantial risk of forfeit-
ure, would that defer recognition of compensation?

Mr. HALPEwN. If the substantial risk of forfeiture always existed,
taxation is deferred until the condition lapses. If the employee isgiven the choice of taking $100 in cash or leaving the $100 with the
employer subject to a subsantial risk of forfeiture, then under the
proposed regulations, that $100 would be taxable immediately, be-
cause the employee had the opportunity to obtain it without it being
subiect to a risk of forfeiture.

Senator Bz'rsEN. Does that change the rule on section 83 on re-
strictedproperty or section 402 on distribution from a qualified plan ?

Mr. ALPriN. I do not believe so. I would think that those sections
are dealing with cases where the employee does not have the oppor-
tunity to get the salary without its being subject to a substantial risk
of forfeiture. Here, the employee is, in fact, self-imposing the risk of
forfeiture.
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Thus, under the arrangement, he or she would be able to get it with-
out regard to forfeiture. The decision to take that risk would be the em-
plo ee s alone.

Senator BF.NTEw. You heard me comment earlier about some of the
problems we heard on the New York pension plan and others. Do you
think that -we ought to take ERISA's disclosure standards and extend
them to the State and local government plan I -

Mr. HALPFuN. Well, of course, that is not a tax issue because the dis-
closure standards are part of Federal law which is under the jurisdic-
tion of the Labor Department. But, we should find out what is going on
and, to the extent that is a problem, it seems to me that it is a problem
for all employers.

Senator BF.NTmEN. I commented about the differing objectives of the
current employees of the city of New York and those of the retirees
and the trustees trying to represent both, putting them, really, in a
most difficult position.

Do you think the prohibited transaction rules in section 503(b) of
the Tax Code could be an important deterrent to any potential breaches
of the fiduciary obligation ?

Mr. HALPERIN. ell, they would and, of course, under present law
any breach of that obligation could cause the trust to be taxed; if the
bill suggested by Senator Stone were enacted, that would not be the
-case and we would have a situation where the trust would become non-
qualified in any event and current employees would be taxable on con-
tributions made by the government to the plan. So they do, in effect,
have a self-interest in not having the trust make a prohibited
transaction.

So, it may make it easier to pay current salary but it would also mean
that, to the extent that pension contributions are made on their behalf,
they may be subject to current taxation on them.

Of course, under ERISA, we have gotten away from that sanction.
The sanction under ERISA on private employers is an excise tax im-
posed on the people responsible for the breach. I am not so sure it is
feasible to do that in the ca:1e of government.

Senator BENTSEN. No, of course, you cannot use that kind of
leverage.

Mr. HALPERIT. So we are back where we were before by imposing the
penalty on the trust or imposing the penalty on the employees who, of
course, are in-most cases, innocent parties in the transaction.

It is not clear what a sensible solution to that is.
Senator BE.TsE:N. In reading page 4 of your statement, I get the

implication that you are saying, you are implying, that the assets of a
State or local pension fund are an entity of the government. Do the
workers and the retirees really own those funds

Mr. IHALPERIN. Well, I think that is true, but I think, perhaps, that
the problem would be that, in order to impose a tax on that fund, the
IRS is, in effect, dealing with the State and local government and it is
difficult in the course of government relations problems for it to get into
that position.

I think secondly, we have the problem that if unfunded ar-
rangements are not taxed it is a little difficult to tax the funded
arrangements.

But I recognize the position that you have stated, that if we think
of this as having, in effect, left the governmental sector and become the
property of the employees then it would seem to be reasonable, per-

26-724-1978-----8
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haps, to treat the funds as they are under present law, subject to the
same restrictions as plans established by other employers.

We Were just trying to balance the interests, in that regard.
Senator Bz-rsz-. Mr. Halperin, your testimony has answered a

lot of questions and has raised a number of them. I am sure I am going
to be back to you to ask for some further clarification and I will sub-
mit these additional questions in writing which I would like for you to
respond to for the record.

[The following was subsequently supplied for the record:]
APaRI 10, 197&

Hon. LLOYD M. BENTeEN,
Chairman, Subcomm4ttee on Private Pension Plans and -Employee Fringe Bene-

fits, Senate Finance CJommltte, U.S. senate , Washington, D.C.
DR M. CHAizmAN: Thank you once again for the opportunity to testify

at the March 15 hearings of the Prirate Pension Subcommittee of the Senate
Finance Committee. This is in response to your letter on March 21, 1978, request-
ing responses to several questions for inclusion in the record of the hearing.

The questions and answers are enclosed. As I l.dlcated in my testimony, we
are seeking a broad-based discussion of the treatment of employee contributions
to tax-favored employee benefit arrangements. We would be pleased to have a
continuing dialogue with you and your staff on these issues.

Sincerely yours,
DANME I. HALIPEN,
Tam Legislative Counsel.

Enclosures.

Senator BENTSrr. Does the concept contained in the proposed deferred com-
pensation regulations--that is, taxing a cash basis taxpayer when he exercises
an election to defer the receipt of cash-apply to the sale of property? As an
example, would the proposed regulations apply to a farmer who delivers his
grain on December 30, 1977, and Is paid on January 1, 1978?

Mr. HALPE RN. The proposed regulations address only the area of compensa-
tion for services, although they include services performed other than in an
employment relationship as well as services performed for an employer. For
example, if an independent contractor enters into an agreement to perform
services for a stated fee, then subsequently enters into a second agreement to
defer part of that fee, the proposed regulations would apply, even though there
was no employer-employee relationship.

The proposed regulations themselves do not extend beyond the compensation
question. However, the same principles should logically apply to other types of
income, subject to similar limitations on their application. For instance, assume
that the farmer In your example Is a cash basis taxpayer and that only one agree-
ment is involved. The farmer is agreeing to deferral of the amount paid for his
grain. but the deferral agreement Is part of the single agreement establishing the
price for the grain. The example that you give can be clearly abusive, since a
deferral of two days has no practical result except to postpone the payment of
tax for a year. However, the effort necessary to distinguish between that and
less abusive cases would be administratively unjustifiable. -

On the other hand, assume the farmer delivered the grain on November 80
with the agreed upon payment to be made on December 15. Then, on Decem-
ber 15, the farmer and the purchaser enter Into a supplementary agreement under
which a portion of the purchase price is deferred until January 1. The deferred
amount would be treated as if It were paid on December 15.

Senator BzNTsEN. What is the substantive basis for the abrupt change In the
administration of the deferred compensation rules? Could you please supply
an analysis of the legal basis for the Treasury's change In position?

Mr. HALPemur. There have been indications in the past that the Internal Reve-
nue Service has taken the position that the doctrine of constructive receipt does
not apply unless the employee has a right to immediate payment at the time
he or she elects to defer receipt. We do not, however, believe that that result is
appropriate. The proposed regulations apply to situations in which an employer
or other payor is Pammitted to the payment of compensation, provided the em.
ployee or other sem ice provider performs the agreed upon services. In the e# r
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cumstances, we do not believe it is material when the employee or other person
exercises his or her indivIdual right to defer payment. We don't think the doctrine
of constructive receipt allows the person in that kind of case to turn his or her
back on compensation and, in effect, decide when It will be taxed.

As I said in my testimony, the immediate cause of our consideration of the sal-
ary reduction issue was the decision by the Chief Counsel's Office that the original
ruling to state and local governments was incorrect. Our reexamination of the
state of the law in this area and our treatment of it as a significant policy issue
was precipitated by the realization that salary reduction arrangements had be-
come a major factor in the area of deferred compensation. In particular, since
the last broad-based policy consideration of the issue, those arrangements had
become widespread among various types of tax-exempt employers. In the case
of a taxable employer, the prevalence of unfunded arrangements is kept in check
because deferral of income for the employee also means deferral of a deduction for
the employer. The tension between an immediate deduction and a delayed deduc-
tion Is not present where the employer is tax-exempt. Thus, we felt that the over.
all problem had become more important and deserved reconsideration.

Senator BmTsiEN. You have indicated that the proposed regulations may not
have a significant impact on the private sector because the regulations only ap-
ply after the compensation package has been "fixed" and the deferred aspect of
the total compensation package can be before an election is made. Won't this
pose difficult administrative problems?

Mr. HALPzERI. The proposed regulations have created some unnecessary con-
cern among the private sector. I think a description of some of the cases to which
the proposed regulations do or do not apply would be helpful.

Assume that a potential employee enters into salary negotiations with his or
her future employer. The resulting agreement provides for a fixed amount of
compensation and a further amount to be paid on a deferred basis. In actuality,
the employer might have been willing to pay the full deferred amount on a cur-
rent basis as earned. However, consistent with Revenue Ruling 60-31, we have
concluded that unless there is clear evidence that such was the case, it is not
administratively worthwhile to try to determine the intentions of the parties.
Hence, the proposed regulations would not apply.

Another case which would generally not be covered by the proposed regula-
tions is negotiations for renewal of an existing employment contract. Once again,
it may be true in actuality that deferral created under a second agreement Is
only for the convenience of the employee, and indications of that fact might be
found. For example, if the second agreement provides for the same total com-
pensation as the first employment contract but an increase in the percentage of
deferral, the question is certainly raised. However, unless there is clear written
evidence that deferral under the second employment contract is only for the
convenience of the employee, the proposed regulations would not apply.

The result in each of the two preceding examples would be the same even if
the employee involved were, for example, the sole shareholder of the corporate
employer. However, it should be emphasized that the last example applies to a
renewal of an expiring employment contract, not necessarily to a revision of a
first employment contract which would be terminated before the expiration of its
term. For example, such a revision of an existing contract before the expiration
of its term would be, in effect, a salary reduction arrangement if it merely
increased the percentage or period of deferral.

Assume in another case that a potential employee negotiates an employment
contract with an employer resulting in a fixed amount of compensation. Some
time later, further negotiations occur, and the previously agreed upon compensa-
tion is reduced, with the amount of the reduction being deferred as an unfunded
obligation of the employer. The proposed regulations would apply whether the
subsequent negotiations were instigated by the employer or the employee. In
either instance, the first contract would indicate the willingness of the employer
to pay the full amount of compensation as earned, and the entry Into the second
contratt-s by the employee indicate that he or she had the option to not defer
simply by refusing to enter into the second agreement.

The proposed regulations would not apply in any case in which the deferral
results from unilateral imposition by the employer. For example, if a pay In.
crease or bonus is granted, with a portion of the amount deferred involuntarily
from the point of view of the employee, the proposed regulations would not result
In current taxation.
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We realize that the result will be that some cases truly within the sphere
intended to be covered by the proposed regulations will be missed. It is difficult,
for instance, to distinguish salary negotiation situations from arrangements
which are clearly salary reduction agreements on a conceptual basis, but we do
not feel that the substantial administrative action necessary to sort out the salary
negotiation cases would result in effective administration of the Code. In effect,
such a case will be subjected to the proposed regulations only if there Is clear
written evidence that deferral was solely for the convenience of the employee.

Mr. HALPERTI. Thank you, Mr. Chairman. As I have indicated, we
did intend to raise some questions and possible thinking about solutions
that perhaps we have not raised in the past and we are hopeful that we
will get comments, not only from the committee, but from interested
outside parties as well.

Senator BENrs.N. Thank you.
[The prepared statement of Mr. Halperin follows:]

STATEMENT OF DANIEL I. HALPERIN, TAX LEGISLATIVE COUNSEL, OFFIcE OF THE
• .ASSISTANT SECRETARY OF TaEAsunY FOR TAX POLICY

Mr. Chairman and Members of the Subcommittee, I am pleased to have the
opportunity to appear before you today to discuss questions concerning retire-
ment plans maintained by State and local governments. As you have requested, I
will discuss S. 1587, which is a bill which would amend the Internal Revenue
Code to exempt State and local government retirement plans from taxation and
from certain reporting requirements. I will also discuss proposed regulations re-
cently issued by the Internal Revenue Service on nonqualified deferred compensa-
tion plans. With your indulgence, I would like to discuss a broader question of
the tax treatment of employee contributions to deferred compensation arrange-
ments. This question concerns all employers, not just governmental ones. How-
ever. it is related, at least indirectly, to both of the items on which the Subcom-
mittee had requested testimony.
S. 1587

I turn first to the provisions of Senator Stone's bill, S. 1587. The bill would
clarify the law on one point and reverse the law on a second point.

With regard to the first question, the bill would cause a trust or other funding
arrangement to be tax-exempt if it is maintained in connection with a retire-
ment plan of a State or local government. The practical effect of this amendment
would be to extend the tax-exempt character of the State or local government
itself to the governmental retirement fund.

It is well established that a trust or other arrangement funding a retirement
plan is tax-exempt if the plan meets the qualification requirements of the Internal
Revenue Code, including the condition that the plan not discriminate in favor of
higher paid employees. This applies whether the employer maintaining a plan is a
governmental body, a tax-exempt organization, or a taxable corporation. Whether
or not the plan is qualified also has a very important bearing on the taxation of
the employees participating in the plan. If the plan is qualified, employees are
taxable only as employer contributions are distributed or made available to them.
Furthermore, the distribution may be subject to more favorable tax treatment
than other types of income. For example, special ten-year averaging is available
for a lump sum distribution. In addition, a death benefit may not be subject to
estate tax. On the other hand, if the plan is not qualified, an employee is taxable
on employer contributions when those contributions are vested (i.e., they cease to
be subject to a substantial risk of forfeiture). Thus, for example, if an employee
is fully vested in employer-derived benefits under a plan, contributions by the
employer are taxable to the employee at the time the contributions are made.

'A special situation exists if a retirement plan maintained by a State or local
government does not meet the qualification requirements. As you know, the in-
come of a governmental entity is generally exempt from tax under section 115 of
the Internal Revenue Code. It is not clear whether a trust funding a nonqualified
governmental retirement plan shares in the tax exemption granted by section 115.
As a temporary measure, the Internal Revenue Service has announced that. pend-
ing completion of a study of the issue, it will not seek to tax such trusts. S. 1587
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would make that result permanent by treating the trust as an exempt entity un-
der the provision of the Code granting exemptions to charitable and other types
of organizations.

We support this proposal. We think it i in the best interest of intergovern-
mental relations to make it clear that the policy of tax exemption for govern-
mental entities extends to their retirement funds.

It Is important to note, however, that the granting of a tax exemption to the
trust funding a plan is not the same as automatically treating the plan as quali-
fied. Favorable income and estate tax treatment for participating employees
would not be available unless a plan becomes qualified. The keystone of qualifi-
cation is the requirement that a plan not discriminate in favor of highly com-
pensated employees. Reserving favorable tax treatment for plans that meet this
condition furthers an important goal of social policy-assurance that employees
at all levels of compensation will be provided with income protection after
retirement.

At the moment, however, the Internal Revenue Service has announced that,
pending completion of a study, it will not deny qualified status to a governmental
plan if the only question involved is whether a governmental plan is discrimina-
tory. It may insist, however, that the plan meet the other qualification require-
ments applicable to governmental plans. The Service has not completed its review
of the discrimination question, and we are not prepared to forecast the ultimate
conclusion. We believe, however, that it would be best if, taking into account
the special problems and conditions of government as compared to the private
sector, a way could be found to encourage nondiscriminatory coverage to the
fullest extent possible.

Ve are concerned, however, that if the Internal Revenue Service seeks to tax
employees who have vested benefits under funded plans on the grounds that the
plan is not qualified, the governmental unit may be motivated to switch to an
unfunded plan. Loss of special averaging for lump sum distributions and the
estate tax exclusion may be a small price to pay for the opportunity to discrimi-
nate if the benefit of deferral of income tax until retirement is retained. For tax-
able employers the price is greater in that the employer loses a current tax deduc-
tion if the plan is unfunded. Moreover, under the Employee Retirement Income
Security Act of 1974 (ERISA), employers generally are required to fund retire-
ment plans for rank-and-file employees whether or not they are entitled to the
special tax benefits of qualified plans. This requirement was not extended to gov-
ernmental plans. We understand that a report on State and local plans being
discussed today by the House Committee on Education and Labor may discuss the
possible desirability of extending the ERISA funding requirements to govern-
mental plans. The success of any Internal Revenue Service efforts to impose non-
discrimination requirements may depend on Congressional willingness to so ex-
tend the F)RISA requirements.

The second issue dealt with in S. 1587 is reporting to the Federal government
by or on behalf of governmental plans. The Code currently requires every funded.
plan of deferred compensation to file an annual report with the government.
Under ERISA, this requirement applies to both qualified and nonqualified plans,
and it further applies without regard to the nature of the employer maintaining
a plan. The Service and the Department of Labor have worked together to de-
velop a coherent set of standards for filing the annual report. Form 5500. As a
result of this effort, only one form must be filed each year; it is filed with the
Service, which then shares the information with other agencies involved in thb
administration of ERISA.

Special provisions have been made administratively for governmental planm
As is indicated in the appendix, the amount of information which must be con-
tained in Form 5500 (or the equivalent form) has been substantially reduced. In
addition, th filing date for the form has been extended until July 31, 1978 for
returns due for 1975 and 1976 as well as for 1977.

The Federal agencies which are charged with enforcing ERISA have legitimate
_needs for annual reporting. These needs apply regardless of the nature of the
employer involved. The administrative burden of preparing the forms is not
onerous for a governmental employer. Therefore, we are opposed to this provision
of the bill.
Propo*,d Deferred Competsation Regulations

I would like to turn now to the second issue for discnslon today. the repgula-
tlnns on nonqualifled deferred compensation arrangements proposed by the In-
ternal Revenue Service on February 8, 1978. I
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The proposed regulations are concerned with situations In which the recipient
uf compensation is given the choice of receiving compensation currently or in a
later year under a nonquallfied deferred compensation arrangement. Qualified
retirement plans are not affected. The proposed regulations apply to cases where
the compensation is fixed, such as by statute or contract, and then the employer
says to the employee, in effect, '"Tell me when you want it paid." The proposed
regulations provide that even if the employee elects deferral, the compensation
will nevertheless be treated as received when the employee would have received
Itin the absence of-an election to postpone payment.

The Internal Revenue Service generally does not Inquire into the maximum
percentage of compensation which may be deferred under a salary reduction ar-
rangement, since there have been no limitations. However, the full extent to
which a plan may be used Is sometimes brought to its -attention. In one such case,
a physician performing services for a tax-exempt organization was able to defer
90 percent of his compensation for those services. In another, broaded case, an
arrangement was made between a tax-exempt organization and 100 physicians,
each of whom also maintained a qualified retirement plan. The total deferral
under the arrangement was $1,538,882 for 1974 and $1,464,530 for 1975--an aver-
age of approximately $15,000 per person each year.

Although the proposed regulations apply to salary reduction arrangements and
similar arrangements maintained by all types of employers, they will Impact on
some employees of State and local governments. In this light, some of the history
behind the proposed regulations would be helpful. The first private ruling on a
governmental plan of this type was issued about six years ago after approval
at relatively low levels In the Service.. The case was then sent to the Service's
Chief Counsel for consideration with a view to publication of a public revenue
ruling. In the meantime, having Issued one favorable ruling, the Service con-
tinued to Issue favorable rulings pending completion of consideration by the
Chief Counsel's office. After lengthy deliberation, the Chief Counsel's office con-
eluded that the original ruling was Incorrect. This caused the issue to be referred
to officials at the policy.- level in the Service and the Treasury Department. It
also resulted in the Service's announcement on September 7, 1977, that It had
suspended the issuance of rulings dealing with the income tax treatment of cer-
tain nonqualilfed deferred compensation plans established by employers (includ-
ing State and local governments) pending completion of Its review. The proposed
regulations represent the conclusions reached as a result of this review.

The Service and the Treasury Department concluded that the private rulings
already issued reflected an incorrect interpretation of the law as it now exists.
A taxpayer on a cash basis of accounting is normally taxed only when he or she
receives cash or its equivalent. However, "under the doctrine of constructive re-
ceipt, a taxpAyer may not deliberately turn his back on income and thereby select
the year for which he will report It."* Thus, income earned on a savings account
is taxable whether or not a taxpayer withdraws It or has It entered on a pass-
book. In the context of deferred compensation arrangements, the Service stated
in Revenue Ruling 80-31 that It could not administer the law "by speculating
whether the payor would have been willing to agree to an earlier payment." How-
ever, with arrangements of the type affected by the proposed regulation, no such
speculation is required. If an employee is in complete control of the disposition
of part of his or her compensation and the employer is willing to pay or withhold
that amount at the direction of the employee, the fact that the employee elects
deferral should not, In the absence of statutory authorization, result in exclusion
of the amount from gross Income. In similar instances, no exclusion would result
If the employee directed the employer to withhold an amount from compensation
and pay the amount into a savings account or as a premium on an annuity con-
tract owned by the employee.

We realized the potential impact of the proposed regulations, -nd we did not
undertake their publication lightly. We did so only because we were firmly con-

.vinced that they are the proper interpretation of the law as It exists in the Code
today. This does not mean, however, that we cannot be convinced otherwise, for
that is the purpose of the administrative procedure of publishing proposed
regulations subject to public comment and a public hearing if one is requested.

The proposed regulations contain a grandfather provision for arrangements In
existence on February 8, 1978. The regulations will not apply to the amount of
any payment which the taxpayer has chosen to defer under such a plan or ar-
rangement If the amount would have been payable, but for the taxpayer's exer-

*hv. RuL 60-81, 1960-1 Cum. Bull 174. I78.
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ese of the option to defer receipt, before a date 30 days following publication of
final regulations. The effect of this transition rule is that amounts withheld be-
fore finalization of the regulations will not be subject to tax, but grandfathered
plans will be subject to the new rules from that time forward. In the meantime,
existing plans should be able to continue operation while consideration is being
given to the proposed rules within the Service and the Treasury Department.
This also allows time, of course, for consideration by the Congress. The period
for public comment is still open, so we have not made a full analysis of the re-
sponses to the proposed regulations. Therefore, we cannot predict what our final
position will be. However, as of now we have not been persuaded that the position
taken in the proposed regulations is incorrect under existing law.

We cannot, of course, close our eyes to the possibility of a legislative solution,
whatever the outcome of our deliberations under present law. We believe the
possibility of legislation raises two fundamental issues of tax policy: first, the
necessity of restricting favorable tax treatment of-compensation to benefits pro-
vided in a nondiscriminatory manner; and lcond, the extent to which the favor-
able treatment should remain if participation in the nondiscriminatory arrange-
ment is it the choice of the employee. The latter question has been troubling the
Treasury and Congress for several years, and it is the subject of section 2006 of
ERISA, now under consideration In H.R. 9251 (the so-called "extender" bill).
But first, I want to discuss the question of nondiscrimination.

Deferral of tax on the payment of compensation disrupts the progressive
nature of our income tax system. This disruption should occur only for the sake
of implementing an important social policy. In the case of retirement plans, the
goal is assurance that employees at all levels of compensation will be provided
with protection after retirement. It is particularly difficult for employees at low
income levels to provide this protection for themselves. This has led to the pro-
posal in the Administration's tax reform program for improvements in the rules
which allow qualified retirement plans to integrate with the Social Security
system.

Tax incentives for retirement plans are offered to encourage employers to pro-
vide for rank-and-file employees as well as highly compensated employees. In
the case of a taxable employer which maintains a qualified plan, this incentive is
an immediate deduction for contributions, while employees may defer the taxa-
tion of those contributions and income earned on them. In the absence of a
qualified plan, the price of deferral for employees is a similar delay in the timing
of the employer deduction. However, the ability to accelerate a deduction in
comparison to inclusion of income by the employees is not relevant to a tax-
exempt entity. As noted above, such an employer can essentially provide its
employees with the tax-Jeferral benefits of a qualified plan through an unfunded
nonqualifled arrangement. FORISA, however, prohibits unfunded plans for rank.

-'and-file employees, except in the case of government and church plans. Surely, in
relieving these entities of the requirements of funding, Congress did not intend to
provide them with a unique opportunity to achieve tax deferral for their em-
ployees without regard to the restrictions or limitations of qualified plans (or
even Individual Retirement Accounts or Section 408 (b) annuities). The practical
result is that a dollar of after-tax compensation under a nonqualified plan can
be provided more cheaply by a State or local government than by other employers.

This leads us to the conclusion that if favorable tax treatment is to be granted,
salary reduction arrangements maint ined by governmental employers should
be subject to many of the same requirements as qualified plans. This would mean,
for instance, that the arrangement should be nondiscriminatory with respect to
both the potential group of employees who may participate and the group of
employees who actually do participate. Moreover, since the employee is deferring
his or her own contributions to the plan, there should not be any possibility of
forfeiture. The arrangement should be a funded plan, with the plan (rather than
the employer) bearing the obligation to pay benefits to the employee. In order to
prevent excessive deferrals, such arrangemevts-should be subject to the overall
limitations on contributions and benefits applied to qualified retirement plans, and
perhaps a specific limitation should be Imposed on a salary reduction arrange-
ment Itself. As is true in the came of a qualified pension plan, distributions during
employment should be prohibited. If the arrangement does not meet these re-
quirements, the amount of the salary reduction would be taxable to the em-
plnvee as earned.

Such a legislative approach has the p actical effect of allowing deductible emo
ployee contributions to a plan. On the 6ther hand, employees who participate
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in qualified plans may not deduct their own contributions to a plan, even if
those contributions are a prerequisite either to the accrual of benefits derived
from the employer or to employment itself. This inequality in treatment, which
would be the result of a combination of a legislative change for nonqualified salary
reduction arrangements and a continuation of present law for employee contribu-
tions, raises a much broader question of the possibility of deductions and exclu-
sions for employee contributions by way of salary reduction or otherwise to all
types of tax-favored deferred compensation arrangements and fringe benefit plans.
This is the broad question to which I suggest that we-the Congress and the
Treasury together---begin to give serious consideration. A solution to the problem
of salary reduction arrangements for governmental employees may well be a
logical result of that consideration.
Overall Considerations of Salary Reduction and Deductions for Employee

Contributions
This issue can arise in numerous forms. Initially, if an amount is designated

as an employee contribution, it is taxable to the employee and a deduction is '*

disallowed even if, as is the case with the Civil Service Retirement System, the
employee Is required to make the contribution as a condition of employment.* In
a salary reduction arrangement such as the type covered by the recently pro-
posed regulations, it is generally clear that amounts involved are taken from an
employee's compensation and, hence, are effectively the same as employee con-
tributions. However, the tax treatment may be in dispute. Employers have
established so-called "cafeteria" plans under which a participating employee
may elect an immediate distribution of cash or the application of part or all of
the money to fringe benefits, such as medical or life insurance which would be
nontaxable if they had been provided directly by the employer.

Other employers maintain so-called "cash and deferred" profit-sharing plans
under which employees can choose immediate payment in cash or contribution
to a qualified plan. Existing revenue rulings allow a substantial degree of
discrimination in these plans without loss of qualification.

Cafeteria plans and cash and deferred profit sharing plans are the subject of
a special provision of ERISA (section 2006) which provided differing treatment
depending upon whether the plans were in existence on June 27, 1974. This pro-
vision expired on January 1, 1978, but a two-year extension is now under con-
sideration. In Its recent Tax Reform proposals, the Administration supported
continued nontaxability of benefits provided by cafeteria plans, provided the tax-
favored benefits are actually provided in a nondiscriminatory manner. In the
case of cash and deferred profit-sharing plans, the Treasury in its comments
on H.R. 8136 has recommended that tax deferral be precluded except for a limited
grandfather rule. Different rules have historically applied to so-called "teacher
annuities" under section 403(b) of the Code. There, in accordance with legisla-
tive history, the regulations clearly permit salary reduction arrangements sub-
Ject to the statutory limits. Finally, there are the proposed regulations on the
treatment of nonqualified deferred compensation arrangements which are the
subject of this hearing. Thus, we have on our hands a situation not unlike that
in which a rider jumped onto his horse and galloped off-in all directions.

We think, therefore, this is an opportune time to begin consideration of the
possibility of consistency in the treatment of these arrangements. Leaving aside
for a moment the possible revenue effect, It seems to us that a unified system could
be developed under which amounts set aside at the employee's election are
deductible or excludible if the arrangements are nondiscriminatory with respect

* to both coverage of employees and benefits (or contributions) actually pro-
vided and where excessive deferral is not created. A possible starting point
would be an expansion of the proposal concerning cafeteria plans contained in
the President's tax reform program to both cash and deferred profit-sharing
plans and salary reduction arrangements for government employees affected by

* the recent proposed regulations. Consideration could also be given to imposing
nondiscrimination requirements on 1 403 (b) annuities.

The revenue consideration is not one which can be easily set aside. Deduction
of current employee contributions to qualified plans could involve a revenue los

*Under section 414(h) (2) of the Internal Revenue Code, contributions to a qualified anin
which are otherwise designated as employee contributions but which are "picked up" by a
governmental. employer are treated as. employer contributions. Therefore, the nicked-up
'amount IP excluded from Income until it Is distributed or made available. See Rev. RM .

• 77-462. 1977-50 I.R.B. 20.
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of over $3 billion annually. Thus, we may be required to go slowly In order to
prevent serious adverse revenue impact. Nevertheless, solution of this problem
would be a very meaningful step forward In the employee benefit area. We, there-
fore, welcome any suggestions which may be forthcoming from all Interested
persons.

I will be pleased to answer any questions which members of the Subcommittee
might have.

APPENDIX

As a result of administrative action, the amount of information which must be
contained in an annual report for a governmental plan Is substantially reduced
in comparison to the information required for most other plans. For Instance, In
Form 50 (the annual reporting fotnm for a plan with 100 or more participants)
a governmental plan need complete only lines 1 through 7, 9, 10(a), (b), (c), and
(d), 11, and 17. See the attached Form 5500 for 1977, on which each question
which must be answered for a governmental plan is marked with an asterisk.
Similar reductions in the amount of required information apply to Form 5500-C,
the annual form for plans with fewer than 100 participants. In each case, a
governmental plan is also excused from filing Schedules A, B, and SSA with the
annual report.
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.f) In the current plan year was any lois to tie plan caused by the fraud of 4ishonjty of any plan official or em. ....

ployee of the Plan or of other person handling Funds of te plan? ..................... I
It *Yes."' Set specific instructions. r7- ..

17 informatn abojt emAPloees of Imployet at end of tile plan year (Plans not pu; tgn to satusily t.e
percentage tests of secton 4 i0(b)(1)(A) of the Code complete Only (Ca) befow and Se s;ecrC instfrwctons).
.a) Total number of employees .... ...............

(b) lwumeber o enplo"es ealcluded under the pan-
(i) Minimum age or years of Service ..... ..• . . ............
(ii) (tnpoyets on ,hose behalf rotirenent benefits were the subject of collecttvt ba;lrgainng
(il) Nonrestdent s;eRs who recee no earned income from United Stattl sources .... .... _

(iv) Total excluded. sum of (i). (ii) !Ad (ill) .. .... . ....... _._o_._._._._._._._.

(c) Total number of employees not eaclude,. (a) lest (b)(iv) .... ..............
(d) Cmployees ineligible (specify reason) ..

(e) Implayees elg,ble to participate. C) less (d).. . . . ...............
(f) Employees e$,l:ge but not participating . . ... ............... ,I..
(g) employees part-cipating. (e) less (F) .....................

I Is this plan an adoption of a: es No
(a) 0 Mastarfolotolype. (b) 0 rield prototype. (c) 0 Pattern ot (4) Q Model plan)
If "Yes." enler tie four oe et dil IR iR ea number (see instructions) •

19 (a) Is it intended that t ,s plan quaIi under section 401(s) or 405 of te Coded.
(b) Have you requested o received a deterination letter from the IRS fr' this plan?

20 It plan is integrated, check ap o'ite ban: - -
(a) 3 Social security (b) L Railrood retirement (c) 0 Other

21 (a) Is this a de~ned benAfit plan subject to the maanum funding standard for this pW year?. ... . ........
If "Yes," attach Sc0edle 8 (Form 50).

(b) Is this a defaed Contribution pln. LIe., money purchase or target benefit. subect to te minimum finding . .i.. ,
standards? (it a waiver was granted. Sao t$|%Uitions.)........ ........ ,... .....
If "Yes." complete 0). (ii) and C') b~l"
(a) Afount of employer Contribution required for e pln year Under s$€o 412 of the Code , _ __"

(si) Amount of collributior paid by the empower for the plan year . . . . ...... ..
Eiter date of last payment by employer . . ..... 0 month .... Year s

i..l FAdi defci. v eAcesS. if any, of Ofl Over Qi) .... ................
Yes N

22 The followA questonS relate to the p*5 year. ff (e)(;). (;). (i4). (iv) or (v) iS checked "Yes." schedule$ of such VT

de-ns in the formal let forth in the i nstrutvCll ae required to be attached tO this tom.
(a) (,) Did" tro plan have Assets held for Investment ? • • 6 . a 0 0 .•

() 0)4 any n" esempt IranSectKon ivOivrrg Plan assets involve a pa'lr kovw, to be a party flt-inlerett.
(in) Ware any loans by the plan or Ailed income obligations due the pln in default as of the Close Of the plan

yet or etassfed during the year as uncoiteal . . . . •,
(;v) Were any laes to Which the plan lis a Party in default of Classified during, the year as unc9lectabl?.
(9) Were SAny ln trSanSctliOs of Set,as of transactions in ecess of 3% of the current volve of plan assets?

(6) Te aCcOuwlnanli op0no is Q wot ltequid of Q reqfrd, attached to this 0orm .and it-
C') Q U4qu6a11 ed
fir) 1 Qualified
(oil) . Adverse

Otrer Captair
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2 Com.0gee tra ten O, n1y, you ans wetre Yes," to Item (4") Yel me.
0-4 O1Cc or M'se o t1e re p;alble veats or ether ewemis ring aetke to the Pas,.. e •fle#t Ov iy Cor, aa
t10 cn cu.re W'~~gis 01A Vue? m .. e . . . *e
It "yes." €omeSeie (a) Vriogh (h) bmeww.
(a) Nof.aun by the ,.teeroa, R.ee 4rV;. M1.4 '.an has CIAs. to be a ;1u4 ,, dew b" In sect' At: ]

4il22(a)(2) of ItlA 04 ea (etn'mcat1e, byIN 14 ortaiy/ @1,lm Lak .o' A .us ?rti. Iet (RiSA..

(b) A eter.as ia acft Varet€pan t to the ialoIt .e#C, n the , ... asru"
Cc) A deterw tiA4 by the lntenaIl ARse'e Sevrie that there NIa be" a temwieL'aN at .i..l tal of e .. j

pion withNa the feemaig of Secbeft 411(d)(3) of the C 46.. . ..................
(d) An nablty to V47 b461e8e hen 44e .. %.... .......
(e) A dstAnbMv.a ta Subutantial Oontr to et --ts Re4 In the intUstrutins . ............ tII
(9) An aternattivs meth" oe €Oemta e has be" Ptesciwbed re Ui plan by the Secretbo of Lako vn4er Section

Io .ef . .ISA .. . . . . . . . . . . . . . . . . . . . .. a
(r) A Ces ation of oWaions at a facility to the eato"t ac vtied In the ifstr s .. ...... ..
(h.) A - tI'd I ot a ftj&b tP n ta e, a. .. .......... .. .. .. .........

It ad"60nnu $pact is raqvard tat 41 Item attach additionl sisa the Same size as i tforam

Senator B ENTsE. Our next witness is Mr. William Welsh, Amer-
ican Federation of State, County & Municipal Employees, accom-
panied by Mr. Robert Kalman and Mr. Michael Leibig.

Gentlemen, if you will come forward and if you will limit your
testimony to not in excess of 15 minutes and your full testimony will
be included for the record.

STATEMENT OF WILLIAM B. WEISH, AMERICAN FEDERATION OF
STATE, COUNTY, AND MUNICIPAL E=9O , ACCOMPANIED BY
ROB T KALMAN AND MICHAEL LEIBIG

Ar. WELSH. Mr. Chairman, I am Bill Welsh, the executive director
for governmental affairs of the American Federation of State,
County, and Municipal Employees (AFSCME). Our union has over
750,000 members and, for bargaining purposes, represents about a mil-
lion and a quarter State and local government employees across the
country.

May I say at the outset, that we welcome your attention to this very
critical and difficult question of the proper role of the Federal Gov-
ernment in assuming the protection of the pension rights of State and
local government employees and retirees.

I think this is an area that has been long neglected by the Congress.
But through the kinds of studies that are being conducted in the House
by Congressmen Dent and Ehrlenborn's pension task force and the
kind of initiative that your subcommittee has taken on this, we are
seeing only the beginnings of a very close scrutiny by the Congress
of the appropriate role that should be played by the Vederal Govern-
ment in the public pension area.

I would also say, Mr. Chairman, that the issues raised by the first
witnesses, regarding the constitutional basis on which the Congress and
the Federal Government can look into this area, are very much in ques-
tion. If it would be helpful to the committee, we would be glad to add
to our testimony a memorandum that would at least lay out what we
believe are some of the constitutional bases on which the Congress can
proceed, especially, since there was reference early in the first testimony
to the League of Oities case and so on, as possibly obviating the neces-
sity or the right of the Federal Government to act in this area.

Senator BE1rsEN. I think that would be helpful.
[The following was subsequently supplied for the record:]
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AiiTrTOxAL COMMENTs TO ftATtMENT or Wnn M B. Wu sw, Avi'afoAw FZgDA-

TION Or STAT3g COUNTY AND MU*twuPAL RMH.'wYM, AFL -CIO

THE COsrTUTroNAL QUESTION: THE NATIONAL LZAGUU Or CITIES V. UeRY AND PUB-
L PENSION RUORM

In The National Leagwe of Cities v. Usery and California v. U see, the United
States Supreme Court ruled in 1976 that Congress exceeded Its authority under
the Commerce Caluse of the United States Constitution when it enacted legisla-
tion extending mandatory minimum wage and overtime provisions of the fair
Labor Standards Act to almost all state and local government employees.'

Since the National League of Cities decision, the debate over federal action to
reform state and local pensions is-too often sidetraced by the issue of Congress'
authority to legislate in the area.'

Analysis of this issue must recognize the extent of federal power and respon-
a sibility remaining after the decision. Three points are especially important:

Congressional regulation of state and local activity based on the spending
power, the taxing power, the Fourteenth Amendment, or other non-commerce
powers present no National League of Cities problem.

Congressional regulation or guidelines which are not mandatory present no
National League of Cities problem.

Even in cases where The National League of (ties issue is suggested, the
question Is one of whether a- direct displacement of state sovereignty has occured.
Unless Congress acts under the Commerce Clause "to directly displace state free-
dom to structure integral operation in areas of traditional governmental fune-
tions". The National League of Cities case is not a problem.

No system of public employee pension reform would mandate either the exist-
ence of a state or local pension program or the level of pension benefits provided.
A state or local government Is free, of course, to determine by Itself what pension
benefits it provides. The issues Is whether a reform system should be established
which would insure that benefits promised under a voluntarily adopted pension
plan are paid, and whether the plan operates without discrimination, dishonesty,
or abuse.

Consideration of federal public pension reform raises different issues, depend-
ihg on the scope of reform discussed. Reform of reporting and disclosure require-
ments is different from reform which also includes strict fidui fry.-_standards;
which is quite different again from reform which adds partclpat1Qp. vesting,
and benefit accrual rules; which is still different from adding nikndfitory fund-
ing requirements. Furthermore, reforms which require that a plan n Setsthidkds
to qualify fora special tax treatment or other federal benefits differ from manda,
tory systems which seek enforcement through civil, or even criminal, penalties!'

Public pension reform consistent with The National League of Cities decision
can clearly be achieved In most, of not all, of these areas.

The Federal Government can play an active role in the reform of public pension
plans.

£ The National Leavue of Cite v. Usery and California ,. Uery, U.S. Supreme Court.
No. 74-87R. 44 Law Week 4977, June 24, 197" Se Michael Gordon, "The Politics and
Perils of Reforming Public Vmployee Pension I'laus." Bmployee Benefits Journal, Fall

- 1976. pp. 2-7 and 82-43; and 93 BNA Pension Reporter, July 1, 1976. p. A-17.
2 See, for example, Gordon, note 1, above, and Dallas -Salisbury, "Public Employee Bne.

fit Plan Reform : A Non-Lgi ulative Alternative," luployee BeeAta Journal, Fall 1971,
pp 6-11 and 27.

In Niort Carolina v. (alfJamo. the United States Supreme Court unanimously affirmed
a lower federal courts rejection of a National League o1 Cities based Constitutional attack
on requirements of National Health Planning and Resources Development Aet of 1974, 42
LU.$I.C. I 300k et seq., that any state, In order to qualify for finaneta grants under federal
health program, must have.a certificate of need program, applicable to both public and
private health facilities, under which "only those services, facilities, and organisations
found to be needed shall be offered or developed in the State'" * even though North Carolina
Constitution, as construed by state Supreme Court, forbids the certifleate of need mecha.
nism and, therefore, requires amendment to permit compliance with Act and to avoid loss
of about 50 million dollars In federal aid. North CYarolina v. Calflaso, No. 77-971, 61U'd,
46 U.8 .L.W. 8949 (U.S. April 18, 1978).
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Mr. WEasH. Mr. Chairman, AFSCME is opposed to the spirit and
intent of S. 1587. This bill would exempt State and local government
pension plans from Federal tax qualification and disclosure reqire-
ments under the code and the reporting requirements under ERISA.

It is our position that Federal tax support should not be given to
pension plans which discriminate in favor of highly paid individuals
or are managed in an abusive manner. Federal policy must condemn
pension discrimination and prohibited practices wherever they occur.

I would say, Mr. Chairman, in that regard, the committee needs evi-
dence with regards to the difficulties which many of these plans face.
We would refer you to the recent study by the 20th Century Fund
under the authorship of Mr. Louis Kohlmeier, who has documented
very carefully the widespread abuses in the management of public
pension funds. I would simply say, we believe that this study provides
adequate evidence warranting the continued concern of the Congress.

And also, Mr. Chairman, regarding the recent point that you made
about the New York City funds, if it had not been for these provisions
in the Internal Revenue Code when the crisis occurred in New York,
the use of the funds and the protection provided to the trustees and
others responsible for the very difficult decisions that they were faced
with would not have been there.

I think, in retrospect, the importance that these rules and the pro-
tection they provided is obvious. It gave the Congress, and those
trustees, a basis upon which to at least have some protection in the very
difficult conflict that they were faced with in terms of the investment
decisions that had to be made.

Let me say, Mr. Chairman, that the union has communicated with
the IRS with regards to these rules. Attached to our statement is a
communication from President Wurf to IRS Commissioner Kurtz,
indicating our belief that the existing Internal Revenue Code qualifica-
tion rules, originally designed for private plans, are not really designed
to protect and adequately meet all of the problems that are presented
by public plans. These rules should be modified and changed by the
IRS in a way that would remove some of the most difficult- aspects
of public plan compliance with existing regulations. It is essentially
in that regard that our letter recommended that the qualifications
standards more realistically address the question of what Internal
Revenue Code standards should be for public plans, within the frame-
work of modifying the rules and not through legislative change of the
present statutes.

Those suggestions have been forwarded to the Treasury Department
and we are hopeful, as we indicated in our testimony this morniug,,that
those modifications can be made.

Basically, the point we would like to leave with you this morning is
that the issues raised by S. 1587 really are only one aspect of Federal
policy towards State and local pension plans that must be thoroughly
addressed by the Congress and the administration.

To date. it, is obvious that there is no consistent, established na-
tional guidelines on reporting and disclosure, conflicts of interest, or
funding and benefit enforcement for State And local plans. In that
reirard. we, think it would be appropriate for the committee to set
aside S. 1587 and proceed with its own study in conjunction with the
kinds of congressional studies that are underway by the House Labor
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Standards Subcommittee's Pension Task Force, the suggestions by
the President that shortly may very well result in the creation of a
major commission studying retirement policy, and the kinds of studies
that are underway by the Civil Service Commission, HEW, and the
Department of Labor, which are focusing on such fundamental issues
as full social security coverage for State and local employees.

It is in this total context that we believe that Congress can look at,
and have, the background information to formulate a much broader,
consistent policy as to the appropriate role which the Federal Govern-
ment should play in protecting State and local plans and their partici-
pants and beneficiaries.

It would be a mistake, we believe, for Congress to consider various
aspects of the public pension problem separately and independently
from the broader problem. It would be more prudent to evaluate each
public pension issue in the context of the entire public pension prob-
lem and tile significant impact that public pensions have on State and
local fiscal problems as well as on employees and beneficiaries who
participate in these plans.

Air. Chairman, it is clear to us that, as the Congress deals more and
more with various aspects of the fiscal urban crisis; as State and local
governments appear fore your committee requesting support as we
do for revenue sharing and special antirecessionary countercyclical
aid, that in that total concern of Congress with the fiscal well-being of
our State and local governments there is an equal need to be concerned
with public pension plans, which have proven to be a very important
aspect of the fiscal well-being of State and local governments.

There is no question in our mind that many States and cities have
unfunded plans. In a matter of a decade, these State and local-govern-
ments are going to be faced with meeting extraordinary current lia-
bility obligations out of their operating budgets to simply maintain
the payments under their plans. And, if the New York fiscal crisis is
an example of what we will be going through, when you confront a
major city or State with a com pletely unfunded plan and look at the
potential impact that that would have on the fiscal well-being of that
community 5 and 10 years from now, when those obligations be-
come due, then it seems to me that now is the time for the Congress
and the administration to-start planning and looking at the problem
in a much broader context.

So we would hope that, as you proceed with this issue, you begin to
treat this problem in the context of the appropriate responsibility of
Congress in dealing with the fiscal well-being of cities and States, as
you would other proposals for direct Federal aid that come before
your committee.

With regard to the other subject of the hearing, Mr. Chairman, non-
qualified deferred compensation plans, AFSCM-E believes that the tax
deferral features of these plans should be retained. IRS' February 3d
proposed regulation would foreclose this as one of the few opportuni-
ties moderate-income workers now have to further their retirement
income security through deferred compensation, which is so often
dominated by the wealthier segments of our society.

Therefore, AFSCME believes that this committee should give serious
consideration to Senator Gravel's bill, S. 2627, which would retain
the tax deferral features of these plans for public employees.

2i-.7,4-197 8 .---4



Mr. Chairman, this concludes the summary of our testimony which
we have filed with the committee, and I would be glad to answer any
q iestions that the committee has in terms of our views of the bill or
he broader issues.

Senator Brwirrsp.. Thank you very much, Mr. Welsh.
When I look at the situation on the New York City -pension plan

where they have, just by July, having about 85 percent of those assets
invested in securities of the city of New York, at the tough spot the
trustees have been placed in, and how the pension plans have been used,
to say that we should have, you know, that that is none of our business.
I cannot help but think that if those funds become insolvent, the next
thing we will find, you will find delegations down here talking about
the Federal Government extending the guarantees to the pensions, as
we have done to the plans under ERISA, it seems to me that we, too,
have certain obligations, if tax advantages accrue, in trying to see that
these pensioners are protected.

In that regard, I concur with your statement.
Mr. WELSH. Mr. Chairman, regarding the dilemma that the trustees

are placed in, I think it is accurate to say that the majority of those
trustees of the New York plan were not union officials, but the union
officials obviously were equally involved in the decision processes and
so on. But the dilemma that they were placed in, and that they continue
to be placed in, that very difficult situation, is one which no one would
want to have been in themselves.

And the 'Congress, I think, now more clearly understands that dif-
ficulty than they did 2 or 3 years ago when this was not carefully
looked at in the New York financing plan. And I would hope that, in
the total effort this year by the Congress, as it considers the admin-
istration's proposals and so on, that one of the principal concerns, as
you have indicated, would be the protection of the employees, the exist-
ing employees and the pensioners' rights under those plans so that we
are not, in effect, further risking those benefits that are so key and
important.

One of the interesting things that Senator Stone might be aware of
is that there is a very substantial number of retired New York
City employees living in his State. These retirees have an incred-
ibly genuine interest in the viability of those plans and there-
fore, we would hope that, as the Senator considers this bill, he would
be aware of the fact that the implications go far beyond just the im-
mediate State employee plan in Florida or other local plans there.
They directly affect many people living in Florida because many re-
tirees there rely on the New York City plans and other public plans
back in their home States for their income security.

Senator BENTSEN. The chairman of this subcommittee has come to
the reluctant conclusion that I am going to have to support the exten-
sion of Public lAw 94-236, but trying to find a way to exercise a-dis-
cipline that will expedite a working out of those securities from those
plans as early as can reasonably and feasibly be done is not an easy
-one.

I appreciate your testimony very much.
Mr. Wmen. We would support you, Senator, and want to work

closely with you as we try to extract ourselves from that unfortunat-
situation.



47

Thank you, very much.
[The prepared statement of Mr. Welsh follows :]

'STATEMENT or WnlLraM B. WELSH, ExEtotun DmxcTous You GOvUNMETAL Ar-
MRS OF THe AMuwcAx nruiATrOz or STAIZ COUNTY, AND MUMIPAL EM-

notYzzs, AFL-CIO
8UMMAtY

1. AFSCME is opposed to the spirit and intent of S. 1587. This bill Would-
-exempt state and local government pension plans from federal tax qualification
and disclosure requirements under the Internal Revenue Code and certain report-
Ing requirements under ERISA.

2. It is AFSCME's position that federal tax support should not be given to pen-
sion plans which discriminate in favor of highly paid indivldualWoare.man-
aged in an abusive manner. Federal policy must condemn pension discritninaton

- :and prohibited practices whenever they occur.
S. Historically, IRS has not enforced Internal Revenue Code pension rules in

the public sector. Until recently, public plans generally have been ignored by iRS.
4. Last year, IRS apparently began to take its obltf-tion to public plans seri-

ously, taking the position that state and local plan rest file annual returns,
Form M0 and 5500-0, with the IRS-the same ones ERISA requires private
plans to file.

5. There is no question that the language of N2RISA, as it applies to IRS' obli-
gations, does not contain an exception for public plans.

6. These recent initiatives by IRS have generated considerable opposition by
public employers and public pension fund money managers. These are the groups
that support S. 1587. Do they fear that if public plans were required to file annual
reports with IRS, the reports will show that many public Ilans do not comply
with Internal Revenue Code qualification standards? -

7. Jerry Wurf, President of AFSCME, explained our position on IRS enforce-
ment of these rules in the public sector In a letter last September to IRS Com-
missioner Kurtz.

(a) Our position, President Wurf stated, is clearly In favor of IRS enforcement
of anti-discrimination and anti-abuse rules in the public sector.

(b) However, AFSCME) believes that existing Internal Revenue Code qualifi-
cation rules, originally designed for private plans, should recognize more fully
public plan problems. Current regulations do not always recognize or reflect the
unique features that differentiate public from private plens.

(c) Therefore, President Wurf recommended that qualification standards more
realistic than present rules be designed for public plans and vigorously enforced
by IRS.

(d) IRS hs forwarded our proposal to the Treasury Department's Tax Legisla-
tive Counsel for further consideration.

8. The issue raised by S. 1.587 is but one aspect of federal policy toward state
and local plans that must be addressed thoroughly by Congress. To date, there
is no consistent, established national guidelines on reporting and disclosure, con-
flicts of interest, or funding and benefit enforcement for state and local plans.

9. Deferral of 8. 1587 is essential when so many broad studies of the public
pension issue are underway. These include the activities of the House Labor
Standards Subcommittee's Pension Task Force, President Carter's Retirement
Policy Commission, and HEW's study of universal Social Security coverage.

10. These activities are important prerequisites to the development of a co-
berent national policy on public pension plans. It would be a mistake to consider
each issue separately, including the issue of 8. 1587.

11. It would be more prudent to evaluate each public pension issue in the con-
text of the entire public pension problem and the significant impact which pub-
lic pensions have on state and local fiscal problems, as well as on the employees
and beneficiaries who are covered by these plans.

12. With regard to the other subject of this hearing, nonquallfied deferred com-
mmnsation plans, APSOME believes that the tax deferral feature of these plans

should be retained.
13. IRS' February 8 proposed regulation would foreclose this as one of the few

opportunities moderate income workers now have to further their retirement in-
come security through deferred compensation, which is so often dominated by the
wealthy. Therefore, AFSCME believes that this committee should give serious
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consideration to Senator Gravel's bill, S. 2627, which would restain the tax de-
ferral feature of these plans for public employees.

STATEMENT

Mr. Chairman and members of the subcommittee, I am William B. Welsh, Exec-
utive Director for Governmental Affairs of the American Federation of State,
County and Municipal Employees (AFSCME). Our union currently has over
750,000 members and represents over 1.2 million state and local government em-
ployees.

Accompanying me today are Robert W. Kalman, Assistant Director of our
Public Policy Analysis Department and Michael T. Leibig, an attorney with our
General Counsel's office.

We are pleased to be here today to discuss S. 1587 and certain deferred com-
pensation plans with the Subcommittee. We feel these are Important Issues that
deserve the most careful attention and deliberation by this committee.

We are opposed to the spirit and Intent of S. 1587. This bill would exempt state
and-local government pension plans from federal tax qualification and disclosure
requirements under the Internal Revenue Code and certain reporting require-
ments under the Employee Retirement Income Security Act of 1974 (ERISA).
These rules are designed to Insure that special tax treatment is afforded only
to pension plans which i-eet certain federal requirements. These requirements are
designed to prevent plans from discriminating in favor of highly paid individuals
and to prohibit abuse by those who control the plans.

You will recall that last week at tbis committee's hearings on New York City's
fiscal situation, serious consideration was given to a limited exception to one of
these rules with respect to the City's pension funds. The serious nature of the
Issues raised at those hearings underscores the profound implications of granting
a blanket approval of public pension discrimination and prohibited practices, as
proposed in S. 1587.

The Internal Revenue Code rules have been vigorously enforced In the private
sector. The Internal Revenue Service recognized in a 1972 MissoUri case (Revenue
Ruling 72-14 (1977) that they also apply In the public sector. Historically, how-
ever, IRS has not enforced these rules in the public sector. Until recently, public
plans generally have been Ignored by IRS.

It Is AFSCME's position that Federal tax support should not be given to'pension
plans which discriminate in favor of highly paid individuals or are managed in an
abusive manner. Federal policy must condemn pension discrimination and pro-
hibited practices whenever they occur.

Last year, IRS apparently began to take Its obligation to public plans seriously.
In April 1977, it took the position that state and local plans must file annual
returns, Form 5500 or Form 5500-C, with the IRS. These forms are the same ones
ERISA requires private plans to file with IRS. There is no question that the
language of FRISA, as it applies to IRS' obligations, does not contain an excep-
tion for public plans

In August 1977, prior to the first filing deadline, IRS reduced the reporting re-
quirements for state and local plans. The remaining requirements are minimal,
requiring only that public plans report their name, number of participants, and a
few other matter. Since that time, the deadline for filing has been extended by
IRS from December 1977 until mid-1978.

These recent initiatives by IR have generated considerable opposition by pub-
lic employers and public pension fund money managers. These are the groups
that support S. 1587. Do they fear that If public plans were required to file annual
reports with IRS, the reports will show that many public plans do not comply
with Internal Revenue Code qualification standards?

This outcry of opposition also has overtones of "federal encroachment" Into
state and local government business. Major'proponntsof S. 1M87 are repreeW-
atives of plan management and the private financial community.

Jerry Wurf, President of AFSCME, explained our position on IRS enforcement
of these rules In the public sector In a letter last September to IRS Commissioner
Kurtz. A copy of this letter and IRS' response are attached to our written
statement.

Our position Is clearly In favor of IRS enforcement of anti-discrimination and
anti-abuse rules in the public sector. However, as President Wurf pointed out to
Commfisioner Kurtz, AFSOM]2 strongly believes that existing Internal Revenue
Code qualification rules, which were originally designed for private sector plans.
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should --eoilze more fully public plan problem& Current regulations do not
always recognize or reflect the unique features that differentiate public sector
plans from private plans. Therefore, President Wurf has recommended that
qualification standards more realistic than present rules, be designed for public
plans and vigorously enforced by IRS. IRS has forwarded our proposal to the
Treasury Department's Tax Legislative Counsel for further consideration.

Enactment of S. 1587 would represent an act against the reform of public
employee pensions.

Mr. Chairman, the issue raised by S. 1587 Is but one aspect of federal policy
toward state and local plans that must be addressed thoroughly by the Congress.
To date, there is no consistent, established national guidelines on reporting and
disclosure, conflicts of Interest, or funding and benefit enforcement for state and
local pension plans. The Internal Revenue Code's tax qualification and plan dis-
closure rules are one of the few protections available to public pension plan
participants.

The IRS Is currently studying methods of making their qualification rules more
realistic. The problems of state and local pension plans are being examined else-
where In the federal system. Federal jobs programs, such as the Comprehensive
Employment and Training Act (CETA), face complicated questions with regard
to participation by CETA workers In state and local plans. ERISA requires the
development of fair regulations by the Labor and Treasury Departments which
at least define "governmental plan" so that public plans will know whether or
not they are subject to certain provisions of this pension law. Each of these prob-
lems and many others, including the impact of public pension plans on the via-
bility of state and local governments, requires increased federal understanding
of these plans.

ERISA requires the Congress to undertake a thorough study of these plans to
evaluate whether federal regulation of public pensions is needed. A major study
of these plans is forthcoming by the House Labor Standards Subcommittee's Pen-
sion Task Force. Mr. Chairman, we understand that concurrent with this hearing,
the House Labor Standards Subcommittee is meeting to consider approval of the
Task Force's report, one segment of which covers the applicability of Internal
Revenue Code rules to the public sector.

President Carter also has recognized the problems of federal policy toward pub-
lic plans and, therefore, is forming a Retirement Policy Commission to make a
thorough review of them. Most recently, a study of the related issue of universal
Social Security coverage by the Secretary of Health, Education and Welfare was
mandated by the 1977 Social Security Amendments.

Deferral of S. 1587 is essential when so many broad studies of the public pen-
sion issue are underway.

Mr. Chairman, we feel that these activities are important prerequisites to
the development of --a coherent national policy on public pension plans. We wel-
come your Committee's interest in this policy debate. The Committee should con-
sider all the issues that relate to public plans. It would be a mistake to consider
each issue separately, including the one raised by S. 1587. It would be more pru-
dent to evaluate each public pension issue in the context of the entire public
pension problem and the significant impact which public pensions have on state
and local fiscal problems, as well as on the employees and beneficiaries who are
covered by these plans.

Mr. Chairman. before closing, I would like to comment briefly on IRS'
February 3. 1978 proposed regulation on nonqualified deferred compensation
plans--"Deferred Tax Treatment of Amounts of Compensatory Payments".

The purpose of nonqualified deferred compensation plans Is to give workers an
opportunity to enhance their retirement security by voluntarily deferring part of
their income to these plans. After a plan has received a favorable ruling from IRS,
workers have been permitted to postpone the federal tax liability on their con-
trihutions to these plans until retirement or whenever else they are entitled to
receive the benefits of the plan.

These plans have grown in popularity during the past few years, especially
among public employees. As a result, more than 35 states and many local gov-
ernments have implemented these plans.

Mr. Chairman. IRS' February 3 proposed regulation would foreclose one of the
few opportunities moderate income workers now have to further their retirement
Income security through deferred compensation, which Is so often dominated by
the wealthy. IRS' proposed deferred compensation regulation would eliminate
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an opportunity for these workers to enhance t r 1w u~e uity, Tere

fore, we believe that kf6tr tree d1cfllve rlons constdei r oni to Senator
Gravel's bill, S. 262?, which would retain the tax deferral feature of these plans
for public employees.

Mr. Chairman, this concludes my testimony. I would like to thank you for this
opportunity to present our views and concerns here today.

AMERICAN FEDERATION OF STATE, COUNTY AND MUNICIPAL EMPLOYu8,
Washington, D.C., September 9, 1977.

Mr. JEROME Kuwrm,
Commissioner, Internal Revenue Servioe,
Washington, D.C. 2024

DzAn COMMISSIONER KuRTz: I understand that the Internal Revenue Service.
Is reviewing issues concerning discrimination and taxability of the income of
trusts relating to state and local government employee retirement plans. This con-
sideration includes the reevaluation of IRS' position with regard to reporting and
disclosure of governmental plans.

In April, 1977, the Internal Revenue Service took the position that govern-
mental employee pension benefit plans must file annual returns. Form 5M0 or
Form 5500-C, with the IRS. On August 18, 1977, the Internal Revenue Service
announced an extension of the due date and reduced the reporting requirements
for governmental plans. The remaining reporting requirements are minimal, re-
quiring only that governmental plans report their name, number of participants,
and a few other matters. Nevertheless, this action has generated considerable
discussion in the press and elsewhere.

On August 26, 1977, a story appeared in The Wall Street Journal by Mitchell C.
Lynch, entitled "Confrontation Nearing Over Tax Status of Local, State Em-
ployee Pension Funds". Lynch reported opposition to IRS' inte-est in reporting
and disclosure of public employee pension plans. He cited criticism by the State
of Massachusetts; by Carmen Elio, Chairman of the Massachusetts Retirement
Law Commission; and by the Municipal Finance Officers Association. The arti- -
cle, also, indicated that IRS was considering a retreat from its strong position
in defense of the interests of public employee plan participants and beneficiaries.

On August 27th, a column on state and local government plans, by Neal Peirce,
appeared In the Washington Post and followed a similar line.

I note that the criticism which IRS had been receiving with regard to Its
increasingly responsible position concerning reporting and disclosure and quali-
fication of public employee pension plans emanates almost entirely from repre-
sentatives of public employers, pension fund professionals' and pension money
managers. It is important that in looking at this issue, IRS also consider the
paramount interest of puttlie employee participants and beneficiaries of these
plans.

The employer and money manager interests exaggerate the consequence of
meeting a simple reporting and disclosure requirement F'uthermore, the general
tax policy theory of reporting and qualification standards exists in order to
achieve a clearly proper federal policy; that is, tax policy support for retire-
ment income security. These tax policies were developed to protect working
Americans in their later years, and should be administered primarily with a view
toward affording such protection.

Naturally, I am very concerned that IRS, In reviewing or reevaluating its
decisions with regard to reporting and disclosure in the public sector, consider
the interests of public employee pension plan paiticipants and beneficiaries.

With regard to the qualification standards themselves, it has been widely recog-
nized that application of the traditional IRS tax qualification standards to pub-
lie plans has been less than fully realistic because of the unique features that
differentiate public and private sector pension plans. I might add that enforce-
ment of these standards in the public sector also has been inconsistent.

The proper posture for IRS is one which would entail the development of
qualification standards that more adequately reflect the true condition of pub.
lie employee pension plans, rather than the wholesale application to public plans
of preswt qualification standards, which were developed to deal with private
corporatee" plans. The tax policies which current qualification standards were
designed to carry out can be protected in the public sector by realistic and mod-
ern standards desi ned expressly for public plans. Such standards clearly lie
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within the autboity or IRS- an6eold be imeae4 asea sumeetio of the eurrent
standards for private plans. If we could be of assistance to IRS in the develop-
ment of these standards, please let me know.

I appreciate the responsibility with which the IRS has entered the public em-
ployee pension area and trust that It is indicative of a new trend by IRS to meet
the problems of public employee pension plans with realism and maturity. I look
forward to your future Initiatives In this area.

Sincerely,
JLIRar Wuar,

International President.

I-rrENAL RvENU SZRvIc,,
DEPARTMENT OF THE TREASURY,

Wa-8hington, D.C., January 31, 1978.
Mr. JERRY WUR?,
President, AFSCMR,
Washington, D.O.

DEAR Mr. WUNrF: This is response to your letter of September 9, 1977, to Com-
missioner Kurtz concerning discrimination and taxability of the Income of trusts
maintained by governmental retirement plans and reporting and disclosure re-
quirements of the Employee Retirement Income Security Act of 1974 (ERISA)
with regard to such plans.

In your letter, you Indicate that you believe that the reporting and disclosure
requirements of ERISA should apply to governmental plans. With respect to
qualification of governmental plans, you recommend that, in lieu of applying Its
qualification standards which were developed for private plans to governmental
plans, the Service develop specific qualification standards which apply to govern-
mental employee benefit plans.

Your comments and recommendations on these matters are greatly appreci-
ated and will be considered during our review of the general question of the
impact of ERISA on governmental plans. Since, you have made specific recom-
mendations for change in the tax code, we are forwarding your letter to the Tax
Legislative Counsel.

Sincerely yours,
A. D. FIELDS,

(Thet, Employee Plans Technical Branch.
Senator BENTSEWr. Our next group of witnesses will be a panel con-

sisting of Mr. Michael Mett, supervisor, Milwaukee County Board of
Supervisors; State Senator Paul E. Hanaway of Rhode Island;
Mayor Richard Garver, Peoria, Ill.

I understand Mr. Mett will be spokesman, and if you would limit
your-I understand Ma.vor Waldmeier will be substituting there.

Gentlemen, we are delighted to have you. Please proceed.

STATEMENT OF R. MICHAEL METT, SUPERVISOR,
MILWAUKEE COUNTY, WIS.

Mr. Mmr. Mr. Chairman, thank you for this opportunity for ap-
pearing, allowing us to appear. My name is Michael Mett. I am a
county supervisor in Milwaukee, Wis., and chairman of the Interim
Pension Task Force authorized by the National Association of Coun-
ties Board of Directors in 1976 to study the status of county pension
plans and the impact of proposed Federal regulations. The national
association represents 1,700 counties.

I am delighted to participate on this panel with State Senator Han-
away and Mayor Waldmeier. My background in public finance-and
I will summarize my statement, Mr. Chairman-stems, in part, from



52

my experience as counsel and the acting securities commissioner from
the State of Wisconsin and 'my service as an elected local official since
1973.

Last summer the National Association of Counties passed a resolu-
tion urging Congress to pass legislation introduced by Senator Stone,
S. 1587, which exempts public employer retirement systems from Fed-
eral income tax liability and the burden of what we believe to be un-
necessary reporting requirements. -

This resolution is attached to my statement.
County officials are increasingly concerned about adverse rulings

that adversely affect county, State, and city finances. These rulings
have been issued without notification to the public interest groups and,
in our opinion, with all due respe&, they are based on policies which,
we believe, are beyond the Treasury Department's statutory and con-
stitutional authority.

For instance, the IRS view that ERISA mandates the filing of an-
nual returns by State and local governmental benefit plans represents,
in our opinion, a major State, Federal, and local jurisdiction determi-
nation. An examination of the language of ERISA and the Internal
Revenue Code by Legislative Counsel Robert Doty from the Mu-
nicipal Finance Officers Association, we believe, offers compelling evi-
dence that ERISA does not apply, in this respect and in other respects,
to State and local government plans.

Points cited by Mr. Doty include instances in which Congress di-
rectly and indirectly indicated in ERISA that State and local gov-
ernment plans are not covered. Titles I and IV and sections 6057(a),
we believe, disclose a congressional intent to avoid any regulation of
State and local plans through ERISA.

The Supreme Court has repeatedly required specific statements of
congressional intent before States and municipalities can be subjected
to any congressional regulation. This conclusion, we believe, is re-
inforced by the existence of section 115 of the code, the general exemp-
tion of State and local governments. The section refers to the exemp-
tion regarding income derived from the exercise of any essential
governmental function.

Since we believe the provision of retirement benefits to government
employees must be deemed an essential governmental function, the
argument of the IRS as to taxation of income of the plans, we believe,
is quite weak. Even more important, our constitutional system forbids
taxation of State and local government by the Federal Government.

The absence of regulatory intent is also indicated by the definition
of governmental plans, section 414(d), which was added by ERISA
to the Internal Revenue Code. The argument that the plans are sepa-
rate entities from the governments and therefore may be regulated
thus is seriously undercut by the use of section 414(d) terminology-
namely, "governmental"-and by the failure of the Congress to
specify an intent to avoid the governmental function from taxation
stated in section 115.

I might point out an aside, Mr. Chairman, it was interesting to see
the statement of Mr. Halperin this morning that, from his point of
view. the Treasury Department could reach these issues only through
the States, rather than through the plans as separate entities or
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through the plan beneficiaries. So it appears that the Treasury Depart-
ment still views the entity being dealt with here as the governmental
body rather than the plan itself or the beneficiary.

A further important indicator of legislative intent, we believe, is
provided by title III of ERISA authorizing a study to analyze the
necessity for Federal regulations and standards. We believe it would
be inconsistent for Congress in the same act to both legislate and to
authorize a study on the need for legislation.

Representative John Erlenborn from Illinois, ranking minority
member of the House Committee on Education and Labor, Subcom-
mittee on Labor Standards, testified before your subcommittee during
oversight hearings on the New York City pension plan investments.
In his remarks as we recall, he stated, "Because of my position on the
subcommittee, I was deeply involved in the drafting of the Employ-
ment Retirement Income Security Act, ERISA, which sets require-
ments ERISA applies"--and I left part of the quote out here--
"ERISA applies mainly to pension plans in the private sector. It has
little effect on plans covering Federal employees."

Mr. Chairman, public pension plans represent an increasingly sig-
nificant factor in the management of county government. NACO
opposes Federal interference of this important function because Fed-
eral regulation threatens the ability of local elected officials to carry
out mandates given them through their local electoral processes.

County elected officials are still obligated to assess whether their
own systems are adequately funded to meet suggested payments of
retirees.

Secondly, they need to be able to assess the potential impact of
State and Federal actions on their employees and their budgets. For
this reason, a special session was held by the NACO Labor/Manage-
ment Steering Committee Pension Task Force during our annual
legislative conference-which, incidentally, ends today-to explore
a number of policy options.

The result of these discussions will lead to recommendations to our
full membership expanding our policy in this area for the association.
I should point out here, too, that I understand that following these
hearings, Mr. Chairman, our subcommittee will hold hearings on
deferred compensation plans and we would like to offer the following
attached resolutions which were not attached to our statement pre-
sented for your committe yesterday.

Senator B ENTSN. We will be pleased to have them.
Mr. M=r. They were passed by our board yesterday.
Essentially, we feel also, in conclusion, Mr. Chairman, that coun-

ties with home rule charters are beginning, themselves, to look at
pension reforms and have made some significant changes in their
system. Some examples are cited in our remarks.

Again, Mr. Chairman, we support S. 1587 and the com panion, H.R.
9118, introduced by Representative Cunningham of Washington and,
with your help and with the help of your colleagues, we can work
together on the passage of this legislation and the proper management
and operation of our 9tate and local plans.

We appreciate this opportunity to appear before -you today; and
if you need any supporting data, we would be very happy to satisfy
your any request.
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Thank you very much, Mr. Chairman.
Senator Brm-roN. Thank you very much.
My first political office was one of county judge down in Texas, and

that is the role, generally, of the administrative officer of the county.
I well understand some of your responsibilities and your concern,
but I also see some very serious abuses that are quite, quite of con-
siderable concern to me, and they can materially affect the soundness
of retirement policies of those funds.

We are trying to find a way which we can bring about a greater
degree of responsibility and prudence of the administration of these.

Mr. M1Err. We believe that we share your objective.
Senator Bitmmsw. Thank you very much.
Our next witness will be Gaynor Kendall, legal counsel-
Mr. HANAWAY. Senator? May we have the opportunity of speaking

for ourselves and our own organizations I
Senator BENTSEN. I had been told Mr. Mett would speak for all of

you. If that is not the understanding, we are still within the time
limitations, please proceed.

:STATEMENT OF PAUL E. HANAWAY, STATE SENATOR FROM THE
STATE OF RHODE ISLAND;AND VICE CHAIRMAN, PENSIONS TASK
FORCE, NATIONAL CONFERENCE OF STATE LEGISLATURES

Mr. HANAWAY. My name is Paul Hanaway. I am a State senator
from the State of Rhode Island. I have been in the general assembly
since about 1971. I chaired the Retirement Study Commission in the
State of Rhode Island and completely revised our retirement system.

It is my pleasure to be here before you today. Currently, I am serv-
ing as vice chairman of the Pensions Task Force of the National
'Conference of State Legislatures. The National Conference of State
Legislatures is the official representative of the country's 7,600 State
legislators and staff.

The speaker of the Texas Legislature, Bill Clayton, was unable
to appear here today. However, he has just sent you a letter on this
matter and has asked me to request that upon its receipt that it will
be entered into your record.

Senator Stone and others have recognized an area of law which is
extremely vague with respect to the regulation requirement issue
before us today. It is rather unfortunate that those of us who are

-elected State and appointed government officials must spend a good
deal of our time, and your time as well, to deal with unnecessary
administrative burdens imposed on State and local governments.

Although the pension plan reporting requirement being required by
the IRS may appear to be a single technical issue in the public pen-
sion plan area, let me assure you that it is a significant matter. These
regulations and congressional action with respect to these regulations,
-will call into question a fundamental policy issue in our Federal system
of Government. The ability of the Federal Government to re-udate
the affairs of State government, either with clear congressional intent
or as in this case where there is an absence of such authority, is a
fundamental issue to the 50 sovereign States.

As a State legislator in Rhode Island, I recognize that there are
many instances where our legislature, or even the U.S. Congress,
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-enacts legislation which is vague and can therefore tend to cause con-
fusion. The reason you will hear different interpretations of the law
today is because Congress was not clear in its original intent.

We are asking your committee and the Congrss to enact clarifying
legislation-nimely, S. 1587--so the desires of Congress can be fully
understood by everyone. . _

There are at least two major issues before us today. The first is the
specific requirement that State and local governments report to the
MS on their public pension plans. Secondly, we must also consider
why the IRS wants this information and how they intend to use it.

The two major justifications used by the IRS to support their regu-lation of State and public pension plans are, one, the Internal Revenue
Code; and two, the Employment Retirement Income Security Act;
namely, ERISA.

Since the adoption of the Internal Revenue Code provisions re-
lating to pensions, .neither State nor local governments were required

-to comply with the code. The tax code sought to regulate private pen-
sion plans.

The Treasury Department, which up to 1972 did not regulate public
employee pension plans, is now seeking to claim jurisdiction to State
and local governments under the Internal Revenue Code. Assuming
that the code does not regulate pension plans, we must then examine
the applicability of ERISA.

None of the four titles in ERISA authorize Federal regulation of
State and local government pension plans. On the contrary, Congress
recognized the difference between private and public pension plans
both legally and operationally, and authorized, under title ,ill, the
Joint Pension Task Force Study of this matter.

Congress specifically deleted language from the draft ERISA pro-
posals which would have applied to State and local governments.
There is further, no indication in the legislative history of the code or
ERISA, that the State and local governments ought to-be regulated.

Why does the IRS want the information which can be gleaned'from
these reports I

I doubt that it would be an efficient use of the tax dollars to have
thousands of local, State, and Federal employees spend their time
gathering this information for the sole purpose of producing a listing
of all public pension plans. The House Education and Labor Subcom-
mittee on Pensions is already producing a similar compilation.

It is therefore our assumption that the IRS wants these reports so
that they can begin to regulate public pension plans. Certain IRS
officials have already maintained that public pension plans must qual-
ify under the same provisions of the code applicable to private pen-
sion plans.

These assertions on the part of the IRS call into question the exer-
cise of governmental functions by a State or municipality as exemp-
tive activities from Federal taxation. If governmental plans do not
qualify in the eyes of the IRS, this could possibly jeopardize both the
tax-exempt income- earned by these trusts as well as the tax status-
and I repeat, the tax status, of public employees covered by these
pension plans.

The 1epal nuances of Federal preemption has been far more exhaus-
tively and eloquently stated than is possible for me to do today in the
statement.
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Senator BNTSrEN. Senator, we will have to take the rest of your
statement for the record. We just have quite a list of witnesses, and
we have been precluded from going past 12 o'clock.

Mr. HANAWAY. Fine. I appreciate your time.
Senator BNrsEN. Mr. Mayor, if you would make your commentsI

STA TEENT OF WILLIAM L. WALDIEIER, MAYOR, PEKIN, ILL.

Mr. WAwDimn. I am William L. Waldmeier, mayor of Pekin, Ill.,
and a member of the board of directors of the National League of
Cities. Today I am testifying on behalf of the National League of
Cities and the U.S. Conference of Mayors which together represent
more than15,000 city governments.

The National League of Cities and the U.S. Conference of Mayors
are pleased to have this opportunity to testify in favor and support
of S. 1587. I think, with your permission, I will move down to more
important things.

I want to emphasize that this is not a remote, technical issue, but
rather one of great concern to elected city officials. In each of the last
2 years, the National League of Cities has adopted a resolution first
supporting the idea of legislation along the lines of S. 1587 and then
this past December, supporting the bill explicitly, and that resolution
is attached to that.

The history of our involvement with this issue is relevant. Three
years ago, NLO and USCM heard reports that IRS field officers were
declaring local pension plans nbnqualified and when a staff member
of the organizations inquired of the Washington office whether or not
this represented a national policy, the answer was no. When asked
whether or not the Internal Revenue Service intended to interpret
ERISA to give IRS authority over public pension plans, the IRS'
answer was no.

Subsequently, individual IRS agents in one State made tax ruling
against beneficiaries and their estates, but it was our impression at
that time. Mr. Chairman, that these events were aberrations resulting
from IRS' decentralized style of operation, and we frankly felt that
they would come into a generalized approach, getting all of the sec-
tions of the country together.

We were quite surprised, therefore, when on April 21 a year ago,
a press release announced that IRS was requiring reports from Gov-
ernment pension plans, and we were alarmed at signs that IRS would
proceed more generally and aggressively declare public pension plans
nonqualified.

Due, in part, to the insistence of State and local officials, the IRS
has delayed both actions. Given the confusion and- uncertainty that
now exists, we think that a resolution of the matter by clarifying
legislation is required.

I want to emphasize that S. 1587 is, in our opinion, clarification of
legislative decisions already made and not a new initiative. For more
than 20 years, IRS accordekl public pension plans automatic qualifica-
tion on either end by virtue of their status of State and local govern-
ment entities. This was consistent with the relevant provisions of the
tax code, and no legislative action since then has altered the statutory
gant of authority. -
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In 1974, Congress had the opportunity to legislate regulationn of
State and local government plans when ERISA was considered and
approved, but Congress did not. The issue now is not whether or not
Congress should have decided differently but whether or not IRS can
choose to reverse Congress' decision by regulation.

This is an especially important issue, given the general assumption
of tax exemption for State and local government and government
entities, and the usual demand for strong statutory base for any reg-
ulation of State and local government.

I think, Mr. Chairman, that I may just go away from this at this
time. You have had something very similar. For the purposes of time,
I would put it in one sentence, the idea of the position of the National
League of Cities and the U.S. Conference of Mayors is simply that
we do believe this is simply a, congressional action, that there have been
changes in policy which we do not believe are in the purview of the
original intent of the Congress and, for that reason, we believe it
should and we arm in support of S. 1587.

Senator BEN-TS. Thank you very much, Mr. Mayor. We are very
pleased to have your testimony.

Gentlemen, let me emphasize again the limitations of time that we
have here in trying to meet this deadline of the Senate that the leader-
ship has imposed on us.

[The prepared statements of the preceding panel follows:]

STATEMENT OF ON. R. MrCHAEL METr, SUPERVISOR, MILWAUKEE COUNTY, Wisc.,
ON BEHALF OF THE NATIONAL ASSOCIATION OF COUNTIES

Mr. Chairman and distinguished members of the subcommittee, I am Michael
Mett, supervisor, Milwaukee County, Wisconsin, and chairman of the Interim
Pension Task Force authorized by the NACo ' Board of Directors in 1976 to study
the status of county pension plans and the impact of proposed Federal regula-
tions. I am delighted to participate on this panel with Senator Hannaway and
Mayor Carver.

My background in public finance and pension matters stems in part from my
experience as counsel and acting commissioner for the Wisconsin Securities
Commission between 1968 and 1971 and my service as an elected local official
since 1973. I have also served on the staffs of several State and Federal agencies
in my 16 years of public life. I am a member of the State Bar of Wisconsin and
the American Bar Association and have taught securities analysis and portfolio
management in the University of Wisconsin system.

On behalf of NACo and Milwaukeb County, I am pleased to have the oppor-
tunity to appear before you as you consider legislation which would correct
an administrative interpretation by the Internal Revenue Service regarding
reporting requirements and tax liabilities of public employee pension plans under
the Employee Retirement Income Security Act of 1974 (ERISA).

The National Association of Counties passed a resolution last year urging
the Congress to pass legislation introduced by Senator Stone (S. 1587) which
exempts public employee retirement systems from Federal income tax liability
and the burden of unnecessary reporting requirements. The resolution is attached
to my statement.

Mr. Chair-man, county officials are increasingly concerned about IRS rulings
that adversely affect county, State and city finances. These rulings have been

I NACo it the only national organization representing county government in America.
Its membership Includes urban, suburban, and rural conntles Joined together for the common
purpose of strengthening county government to meet the needs of all Americans. By virtue
of a county's membership, all Its elected and appointed officials become participants In an
organUzation dedicated to the following goals:

Improving county government;
Serving as the national spokesman for county government:
Acting as a liaison between the Nation's counties and other levels of government; an&
Achieving public understanding of the role of counties in the federal system.



issued without notification to the public interest gromps and In our opinion
they are based on policies which we believe are beyond the Treasury Depart-
ment's statutory and constitutional authority.

On April 21, 1977, the Internal Revenue Service (IRS) issued a press release
which, for the first time, stated the IRS position that Government employee
pension benefit plans are within the purview of the Employee Retirement In-
come Security Act (ERISA). The IRS view is that ERISA mandates the filing-
of annual returns by State and local government benefit plans This represents,.
in effect, a major Federal/State and local Jurisdictional determination.

Since the issuance of that press release, the public interest groups and in-
dividual county, city and State elected officials have persuaded the IRS to delay
the deadline for reporting until July, 1978. On January 10, 1978, however, the-
Internal Revenue Service made official their press release by issuing proposed
regulations to require State and local governments to file Form 50.

An examination of the law's language and its legislative history by Mr. Robert
Doty, general counsel to the Municipal Finance Officers Association offers com-
pelling evidence that ERISA does not apply to State and local governments.
Points cited by Mr. Doty which support the exemption of public pension plans.
from ERISA include:

The instances in which Congress directly and indirectly indicated In-
ERISA that State and local government plans are not covered. Titles I and
IV and Section 607(a) disclose a congressional intent to avoid any regula--
tion of State and local plans through ERISA. The technicality of Section.
608 (a) can be viewed as a mere oversight in this regard. The Supreme Court
has repeatedly required specific statements of congressional intent before.
States and localities can be subjected to any Federal regulation.

This conclusion is reinforced by the existence of Section 115, the general'
exemption for State and local governments. Section 115 refers to the exemp-
tion regarding income derived from "exercise of any essential governmental
function." Since the provision of retirement benefits to Government em--
ployees must be deemed an "essential governmental function," the argument
of the IRS as to taxation of income of the plans is quite weak. Even more.
important, our constitutional system forbids taxation of State and local
governments by the Federal Government.

The absence of congressional regulatory intent Is also indicated by the.
definition of "governmental plans" in Section 414(d), which was added by
ERISA to the code. The argument that the plans are separate entities from
the governments, and therefore may be regulated, thus Is seriously undercut
by the use of the Section 414(d) terminology, i.e., "governmental," and by
the failure of Congress to specify an intent to avoid the general exemption-
from taxation stated in Section 115.

A further important indicator of congressional intent is provided by Title
III of ERISA, authorizing a study to analyze the "necessity for Federal'
legislation and standards." It would be anomalous for Congress in the same
act both to legislate and to authorize a study on the need for legislation.

As you well know, there has been tremendous opposition by State and local
government officials throughout the country to the filing requirement. They are
concerned, not only because they disagree with the internal revenue service's
interpretation of ERISA and its applicability to public plans or because of the,
sudden and inconsistent manner in which they were notified, but more import-
antly because they know that legislative changes with respect to public plans are
almost certain to take place as a result of congressional action. Congressman
Dent, chairman of the congressional pension task force stated that "enforcement
of the filing requirement now would result in a needless waste of tax dollars and
would produce unnecessary confusion In the public sector." The house pension
task force has been gathering information about public pension plans and is
expected to release its report by the end of the month. The NACo pension
task force will review this report and provide testimony at the appropriate time.

Representative John N. Erlenborn of Illinois, ranking minority member of the,
House Committee on Education and Labor's Subcommittee on Labor standards
testified before your subcommittee during oversight hearings on New York City
pension plan Investments. In his remarks he stated "Because of my position on
the subcommittee, I was deeply involved inthe drafting of the Employee Retire-
ment Income Security Act (URISA), which sets requirements for reporting and
disclosure for private pension plans. It also sets standards for fiductaries, vesting
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funding, and participation of employees; and insures participants' benefits in
case of plan termination. ERISA applies mainly to pension plans in the private
sector, It has little effect on plans covering public employees."

Mr. Chairman, public pension plans represent an increasingly significant factor
in the management of county governments, NACo opposes Federal interference
with this important function because Federal regulation threatens the ability of
local elected officials to carry out mandates given to them through the electoral
process.

County elected officials are still obligated to assent whether their own systems
are adequately funded to meet projected payments of retirees. Secondly, they
need to be able to assess the potential Impact of State and Federal actions ont
their employees and their budgets. For these reasons a special session was held
by the NACo Labor Management Steering Committee and Pension Task Force
during our annual legislative conference which ends today to explore a number
of policy options that county officials must consider in the public pension area.
The results of those discussions will lead to recommendation by the steering-
committee to the NACo board of directors expanding our policy In this area for,
the association.

Mr. Chairman, counties with home rule charters are also beginning to look at
pension reform and some have made significant changes in their systems.
Montgomery County, Maryland just completed a major study of their'-public-
retirement system and is recommending integration of the social security system
with their public employee retirement system. Most counties however, participate.
in statewide retirement systems and are beginning to urge state legislatures to.
enact bills to implement sound funding of all pension benefits, strong fiduciary
standards, prudent Investment practices and equitable vesting requirements..
Many states are acing now oward achieving these goals. -

Mr. Chairman, again we support S. 1587 and H.R. 9118 the companion bill
Introduced by Representative Cunningham of Washington and with your help of
your colleagues, we can work together on the passage of this legislation.

_ We appreciate this opportunity to present our position on this important
matter and I'd be happy to answer any questions that you have. If you need any
supporting data please have your staff contact Ann Simpson, NACo legislative,
representative.

RisOLUTiN Oif TAx ExEMPtiON oF STATE AND LOCAL PENSION PLANS BY THW
INTERNAL RzvENUE SEavIC

Whereas the provisions of the Internal Revenue Code pertaining to pensio
trust qualifications for tax exempt status were created to cover private systems;.
and

Whereas State and local government systems have automatically received
Immunity from taxation and reporting under section 115 of the Internal Revenue-
Service (IRS) code: and

Whereas an IRS district office has alleged in at least one State that State and
local public employee retirement systems are subject to the IRS jurisdiction
and that public plans must comply with IRS guidelines in order to receive.
favorable tax treatment; therefore, be it

Resolved, that the National Association of Counties urge Congress to pass legis-
lation introduced by Sen. Stone (D-Fla.), S. 1587, which:

(1) Exempts public employee retirement systems from Federal income tax-
liability and the burden of unnecessary reporting requirements; and

(2) State that the public plan participant s to be afforded tax treatment com-.
parable to that of a private sector employee who is participating in a quafled
plan.

STATEMENT Or STATE SENATOR PAUL E. HANAWAY, RHOD ISLAND, VICr-OHAIRMAN,.
PENsxoms TASK Fomc, NATIONAL CONFEMNCZ OF STATE LOsISLATurS

Mr. Chairman, it is my pleasure to appear before you and the Senate Finance-
Subcommittee on Private Pension Plans and Employee Fringe Benefits. Cur-
rently, I serve as vice-chairman of the pensions task force of the National Con-
ference of State L9egisatures. The National Conference of State Lgislatures.
is the official representatives of the country's 7,600 State legislators and staff.

I want to thank you for convening this hearing to discuss 8. 1587 as Introduce&
by Senator Richard Stone.
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The Speaker of the Texas Legislature, Bill Clayton, was unable to appear here
today. However, he has Just sent you a letter on this matter and has asked me to
request that upon its receipt that it will be entered into the record.

Senator Stone and others have recognized an area of the law which is extremely
vague with respect to the regulation requirement Issue before us today. It is
rather unfortunate that those of us who are elected State and appointed govern-
ment officials must spend a good deal of our time, and your time as well, to
deal with unnecessary administrative burdens imposed on State and local
governments.

Although the pension plan reporting requirement being required by the IRS
may appear to be a single technical issue in the public pension plan area, let me
assure you that it Is a significant matter. These regulations and congressional
action with respect to these regulations, will call into question a fundamental
policy issue in our Federal system of government. The ability of the Federal
Government to regulate the affairs of State government, either with clear con-
gressional Intent or as in this case where there is an absence of such authority, Is
a fundamental issue to the fifty sovereign States.

As a State Legislator in Rhode Island, I recognize that there are many In-
stances when our legislature or even the U.S. Congress enacts legislation which is
vague and can therefore tend to cause confusion. The reason you will hear
differing interpretations of the law today, is because Congress was not clear
In its Intent. We are asking your committee and Congress to enact clarifying
legislation (S. 1587) so that the desires of Congress can be fully understood by
everyone.

There are at least two major Issues before us today. The first Is the specific
requirement that State and local governments report to the IRS on their public
pension plans. Secondly, we must also consider why the IRS wants this infor-
mation and how they intend to use it.

The two major Justifications used by the IRS to support their regulation of
State and local public pension plans are: (1) the Internal Revenue Code and (2)
the Employee Retirement Income Security Act (ERISA).

'Since the adoption of the Internal Revenue Code provisions relating to pension,
neither state nor local governments were required to comply with the code. The
tax code sought to regulate private pension plans.

The Treasury Department, which up until 172 did not regulate public employee
pension plans, is now seeking to claim jurisdiction over state and local govern-
ments under the internal revenue code. Assuming that the code does not regulate
pension plans, we must then examine the applicability of ERISA. None of the four
titles in ERISA authorize Federal regulation of State and local government pen-
sion plans. On the contrary, Congress recognized the difference between private
and public pension plans-both legally and operationally and authorized, under
title IlI. a joint pension task force study of this matter. Congress specifically
deleted language from the draft ERIMA proposals which would have applied to
State and local governments. There Is, further, no Indication In the legislative
history of the code or ERISA that State and local governments are to be
regulated.

'Why does the IRS want the information which can be gleaned from these re-
ports? I doubt that it would be an efficient use of tax dollars to have thousands
of local, State and Federal employees spend their time gathering this information
for the sole purpose of producing a listing of all public pension plans. The House
Education and Labor Subcommittee on pensions is already producing a similar
compilation. It is therefore our assumption that the IRS wants these reports so
that they can begin to regulate public pension plans.

Jertali IRS offices have already maintained that public pension plans must
qualify under the same provisions of the code applicable to private plans. These
assertions on the part of the IRS call Into question the exercise of governmental
functions by a State or municipality as exempt activities from Federal taxation.
If governmental plans do not "qualify" In the eyes of the IRS, this could possibly
Jeopardize both the tax-exempt income earned by these trusts, as well as the tax
status of public employees covered by these pension plans.

The legal nuances of Federal pre-emption have been far more exhaustively and
eloquently stated than i possible for me to do in this statement. Nonetheless, I
feel compelled to describe two major precedents which should be considered today.
The Supreme Court has held that there must be a clear congressional mandate
before States and localities will be subject to Federal regulation.
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The Supreme Court expressed itself clearly on this issue in Parker v. Browns
317 U.S. 341 (1948). That case has become the landmark on Federal regulation
of States and their political subdivisions. In my view it echoes the philosophy ex-
pressed in the Federalist papers. At 851 the court declares, "In a dual system of
government which under the Constitution the States are sovereign, save only an
Congress may constitutionally subtract from their authority, an unexpressed
purpose to nullify a State's control over its affairs and agents Is not lightly to be
attributed to the Oongress,"

lAgain at 859, "the governments of the States are sovereign within their ter-
ritory save only as they are subject to the prohibitions of the Constitution or as
their action in some measure conflicts with powers delegated to the National
Government, or with congressional legislation enacted in the exercise of those
powers. This Court has repeatedly held that the grant of power to Congress by
the commerce clause did not wholly withdraw from the States the authority to
regulate the commerce with respect to matters of local concern, on which
Congress has not spoken."

Even if Congress were to give this specific direction to a federal agency we
must recognize that the Supreme Court has placed limitations on the authority
of the Federal Government to intervene in state and local employee relation.

In National League of (itie v. UserV (426 U.S. 833, 1976) the U.S. Supreme
Court stated :

That when Congress seeks to regulate directly, the activities of states as public
employers, it transgresses an affirmative limitation on the exercise of its power
akin to other commerce power affirmative limitations contained in the Con.
stitutlon.

The matter before your subcommittee today, is clearly an attempt by the Fed-
eral Government to interfere with the benefits provided by states and localities
to their employees.

It Is good public policy to protect individual interests in pension plans. The
need to regulate pension plans has been demonstrated and our governments,
federal, state and local, have accepted these responsibilities. At the same time
your subcommittee is considering problems with respect to private pension plans
-- state legislatures are legislating improvements to the public pension plans ad-
ministered by state and local government.

Despite the pressures during 1978 of budgetary sessions and election year con-
cerns, public pension plan reforms continue high on the list for state legislatures.
At least five more states are considering the creation of permanent pension com-
missions, this Is in addition to eleven commissions already in existence. Legis-
lator concerns for maintaining the financial stability of their pension systems
have been evidenced by the type of legislation enacted. With a majority of states
implementing pension studies over the past few years, we can realize that legis-
laters are aware of pension problems and are anxious to implement sound fund-
ing of all pension benefits.

The National Conference of State Legislatures has long been interested In the
financing and benefit structure of state retirement systems. Our concern was
formalized two years ago with the creation of a task force on public pensions to
examine the state systems and to make recommendations to improve the quality
and soundness of the state retirement plans. The task force recently adopted a
series of reform principles and a copy is attached for your review.

The Federal Government intervention in state and local pension plans might
result in more harm than good. Federal regulation may tend to complicate an
already complex situation. Public pension plans are funded and operated by
governmental entities and should therefore not be considered as the equivalent of
private profit making companies. The officials who design public pension plans
are responsible to the governmental processes. They are publicly accountable to
their employees and to the voters. State and local governments are demonstrating
the Importance of public pension plan reform. No single solution will work in the
states and thousands of municipalities. However, each and every state is certain
to protect the soundness of their pension plans and the welfare of their public
employees.

STATEMENT OF HON. WILLIAM L. WALDM=R, MAYO OF PIKIN, ILL, ON B=[Lrx or
THR NATIONAL LLVAOU or CITis AND UNITED STarra Co N cU(x or-Mao"

I am William L. Waldmeler, Mayor of Pekin, Illinois, and a member of the
Board of Directors of the National League of Cities. Today I am testifying on

26-724-19786-----
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behalf of the National League of Cities and the U.S. Conference of Mayors which
together represent more than 15,000 city governments.

NIA and USCM are pleased to have this opportunity to testify in favor of
S. 1587. I realize Mr. Chairman that you and the members of the subcommittee
and the full Finance Committee have a great many Important Issues on your
agenda. Your willingness to take up this bill, one that has not hit many front
pages but is quite important for state and local governments, is greatly appre-
ciated. I am not here to add to your workload. Nor do I want simply to deliver
information that will be handled competently and completely by the experts.
What I want to emphasize is that this is not a remote, technical issue but rather
one of great concern to elected city officials. In each of the last two years, the
National League of Cities has adopted at its national convention a resolution,
first supporting the idea of legislation along the lines of S. 1587 and then this
past December, supporting the bill explicity. That resolution is attached to my
statement.

The history of our involvement with this issue is relevant. Three years ago
NLC and USCM heard reports that IRS field officers were declaring local pension
plans non-qualified and when a staff-member of the organizations inquired of
the Washington office whether or not this represented a national policy, the
answer was no. When asked whether or not the Internal Revenue Service in-
tended to Interpret the Employee Retirement Income Security Act (ERISA) to
give IRS authority over public pension plans, the IRS answer was no.

Subsequently individual IRS agents in one state made tax rulings against
beneficiaries and their estates. But, it was our impression that these events were
aberations resulting from the IRS's decentralized styles of operation; and we
expected them to be resolved in the field.

We were quite surprised, therefore when on April 21 a press release announced
that IRS was requiring reports from government pensino plans. And we were
alarmed at signs that IRS would proceed more generally and aggressively to
declare public pension plans non-qualified. Due in part to the insistence of state
and local officials the IRS has delayed both actions. Given the confusion and
uncertainty that now exists we thing that a resolution of the matter by clarify-
ing legislation is required.

I want to emphasize that S. 1587 is, in our opinion, clarification of legislative
decisions already made and not a new initiative. For more than 20 years IRS
accorded public pension plans automatic "qualification" by virtue of their status
as state and local government entities. This was consistent with the relevant
provisions of the tax code and no legislative action since then has altered the
statutory grant of authority.

In 1974 Congress had an opportunity to legislate regulation of state and local
government pension plans when ERISA was considered and approved. But it did
not. The issue now is not, whether or not Congress should have decided differ-
ently, but whether or not the IRS can choose to reverse Congress's decision by
regulation. This is an especially important issue given the general presumption
of tax-exemption for state and local government entities; and the usual demand
for a strong statutory base for any regulation of state and local governments.

Provisions that would have authorized the regulation of public pension plans
were dropped from ERISA during its consideration. There is no support in the
legislative history for the claim that ERISA was intended to apply in any report
to state and local plans. Those involved thought that it did not, and decisions on
public pension plans were deferred pending a comprehensive study. And there
it stood until the April, 1977, IRS press release. The IRS counter-claim con-
cerning its authority to require public plan reports rests on the weak observation
that state and local governments are not specifically excluded from Title II of
ERTSA, and are therefore included.

Given the weak legal base for its actions the almost casual style with which
IRS has attempted to carry out Its aim has been surprising and disturbing. The
original press release was not preceded by nor accompanied by regulations as
ERISA required for new reporting requirements. Necessarily, therefore, though
the action announced was a sl-arp break with previous policy, and would produce
a great impact on state and local governments there was no review by or con-
sultation with the organizations representing state and local governments as is
ordinarily required in such cases. Following this first preas release, which was
sent to few state and local governments directly, several others were issued
which reduced the amount of information required on the reporting fomr nnd
twice delayed the deadline for reporting. In the confusion at least one local pen-
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sion plan-a one man plan, I believe--received a notice of fine which was later
rescinded.

This turmoil has attracted a great deal of attention and as a result IRS has
now Issued regulations and we have assumed that the delay of the reporting dead-
line until July 81 represent a desire on the part of IRS to receive from Congress
exactly what we are seeking, a conclusive, legislative resolution of this issue.

8-1587 would provide this by explicitly reaffirming the legislative intent of
ERISA. Unless it is made clear that Congress in passing ERISA chose to not
regulate government pension plans and did not intend to reverse 20 years of IRS
practice, then the status of thousands of state and local government pension plans
is in doubt, with the possibility of a multi-billion dollar tax bill coming due;
and the retirement income of millions of public employees is under a cloud.

The National League of Cities and the U.S. Conference of Mayors urge the
resolution of this uncertainty through favorable action on S-1587.

RESOLUTION No. 5

EXEMPTION OF PUBLIC PENSION PLANS FROM THE REPORTING REQUIREMENTS OF THB
INTERNAL REVENUE SERVICE

Whereas the Internal Revenue Service has determined that state and local gov-
ernments and their instrumentalities must make certain reports to it on public
pension funds; and

Whereas such determination is contrary to the intent of Congress to exempt
public pension systems from the purview of the law and is in violation of the
federal structure of government; and

Whereas Senator Stone of Florida has Introduced S. 1587 which clearly re-
moves public pension systems from thc jurisdiction of the Internal Revenue
Service: now, therefore, be it

Resolved, That the National League of Oities supports the Immediate enact-
ment of S. 1587; and be it further

Resolved, That the United States Department of the Treasury and the Internal
Revenue Service be urged to take no precipitant action relating to public pension
funds or other public funds without prior consultation with representatives of
state and local governments; and be it further

Resolved, That the National League of Cities does not support the creation of
any Federal Agency to regulate State and Local Government Pension Funds, nor
does it support the intrusion of the Federal Government into State and Local
Government Pension Funds.

(Approved by the Membership of the National League of Cities, Annual Busi-
ness Meeting, December 7,1977, San Francisco.)

Senator BENTSzN. We have a panel here consisting of Mr. Gaynor
Kendall, who is legal counsel for the Texas Municipal Retirement Sys-
tem and the Texas County and District Retirement System; Mr. Rob-
ert Kennedy, Jr., State retirement director of Florida, accompanied,
apparently, by representatives from a number of States.

Would you give your names for the record, pleaseI
Mr. KEINIALL. Mr. Chairman, I am Terrence Kendall. My father and'

I are the legal counsel for the Texas Municipal Retirement System and
the Texas County and District Retirement System. Also with me here
today is the actuary for those systems.

I would like, at the start, to state that we are also authorized to state
that the Texas State Employment Retirement System of the State of
Texas is in favor of passage of Senate bill S. 1587 as are the two retire-
ment systems we represent directly.

I am going to attempt to be brief, in view of the chairman's request,
and will therefore stray somewhat-

Senator BENTSEN. We will take your entire statement, all of you,
for the record.

Mr. KENDALL. Thank you, Mr. Chairman.
We will stray, therefore, from it to sort of attack the subject that I

believe the Chair has been directing its comments at.
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STATRENT OF TERRENCE KNDALL, LEGAL COUNSEL FOR THE
TEXAS MUNICIPAL RETIRMCET SYSTEM AND THE TEXAS
COUNTY AND DI CT RETIREENT SY1STE; AMD ROBERT-

NNEDY, IJR., STATE RETIREXENT DIRECTOR OF FLORIDA

Mr. Kz"Air& The purpose of Senate bill 1587, as I understand it,
is really to get us out of the tax area, avoid taxing these retirement
benefits that would be paid to the various retired employees by rec-
ognizing what we have considered to be the law up to now, to wit,
that the retirement system such as we represent, being subdivisions of
the State, are exempt organizations for tax purposes.

Such public retirement systems are not subject to reporting require-
ments of ERISA amendments to section 6058 of the Internal Revenue
Code and that, for purposes of the code, such State and local retire-
ment systems shall be treated as if they met all requirements for
qualification under section 401 of the code.

I would note, Mr. Chairman, that there may be a reason or a pur-
pose or a function for congressional oversight of retirement systems.
I think New York has represented a situation where that would be
appropriate.

Our main point, and one of the primary reasons we are in favor
of this particular bill, is that the way to do it is not through taxation
of advance funded systems. All that serves to do is to lower the benefit
that would otherwise be payable to the beneficiaries.

As an example, our systems have a certain amount of money to
invest. They invest that basically in U.S. Government bonds or other
Government-guaranteed obligations in order to earn income and be
able to pay a benefit to our members upon retirement. If this money
is taxed, it takes away the incentives from systems we represent for
the advance fund to invest this money and this lowers the benefit that,
in the long run, would bepayable to our retired members.

I think that the Internal Revenue is attempting to get around the
congressional intent of ERISA and all of these other things which
have been discussed today and, in a back door sort of way, get to a
point where there would be taxation of these local and State retire-
ment systems.

This is a bad way to raise a constitutional question. We consider it
a very grave constitutional question as to whether State and local pub-
lic pension plans could be taxed for reasons that have been stated
by earlier speakers, and I will not go back through those again.

I would note that we are in favor of all of the provisions of this
proposed bill, or of the bill. We believe that otherwise the Internal
Revenue Service's position as it appears to be discourages plans from
advance funding by seriously taxing the returns. Taxation does lower
the benefit eventually payable to the retired members. I believe, in
addition to that, that the bill accomplishes two other purposes. It would
keep plans for having to file reports in Washington. That is already
available in existing public records and reports and reports would
be asked to file under the Internal Revenue Service's position simply
add to the cost at both the State and Federal levels.

Also we feel that the bill would have another, unofficial purpose.
It wouid grant to persons covered under State pension plans the same
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treatment as persons covered under qualified plans of private em-
ployers.

In other words, in effect we say that this is a good bill because it
tries to prevent taxation being a penalty for those systems-taxa-
tion of all systems being a penalty for those systems such as .possibly
New York that have a poor funding plan.

Senator BENThSEN. Let's probe that a little bit, now. If I under.
stand the Treasury position, they are talking about if certain mini-
mum standards of reporting and nondiscrimination are met, that
all of the tax advantages are preserved.

Now, what is wrong with that, when they ask for disclosure for the
pensioners? When I am told time and time again that some of these
plans cannot even tell the current value of their assets on the yearend
report for the pensioners.

Mr. KENDALL. Mr. Chairman. as to whether or not disclosure of in-
formation is advisable, I am all'in favor of disclosure of information.
I believe that the pensioner or that the active member prior to re-
tirement is entitled to all the information possible to enable that
person to understand that he has a good, solid retirement ahead of
him.

The question, rather, relates to whether ther-penalty of taxation
in the event you do not do it is the correct approach to getting that in-
formation to this person. The plans I represent, to the best of our
knowledge and belief, would be perfectly capable of being qualified
at this point in time, but in the event that the Internal Revenue Serv-
ice subsequently down the line were to make changes and start saying
well, here are other things you would have to do by an Internai
Revenue Service position, we do not want to be in the position of,
down the line, having other requirements imposed on the system.

Senator BEnTSEN. You view this as a first attemptI
Mr. KzNDALL. Mr. Chairman, we view this as the foot in the door.
Senator BENTsEN. You are concerned that this may lead to some-

thing far beyond that?
Mr. KFDALL. Mr. Chairman, we are quite concerned about that,

yes.
Senator Bzm'rsEw. Are there other .r mmentsI
Mr. KE.NNEY. I am Robert Kennedy, State retirement director of

the State of Florida and also, as such, I serve as the head of the State
agency for social security coverage of public employees; and, Mr.
Chairman, if I may, I was under the impression that Senator Byrd's
bill, S. 1967, may come up today, and I have filed with the subcommit-
tee staff a statement in support of that, and I trust it will be available
when this bill is heard.

But, with respect to Senate bill 1587, 1 believe that-I have with me
Fred Walker who is the president of our National Association of State
Retirement Administrators, and Carl Blechinger who is head of the
State Retirement System of California. They Tve flown quite a way
to be here.

Senator BENTB . I hate to interrupt there, but were you referring
to Senator Gravel's bill on your first point?1

Mr. Kvinmmy. No. I said Senate bill 1587 which is the one, I
believe-Senator Stone's bill, is it not ?

Senator BENTzS. lVere you referring to it as Senator Byrd's bill ?
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Mr. KENuEDY. No; I was referring to Senator Byrd's bill regarding
social security problems. If I may elaborate just a little bit, I willexpl ain. "ft is the same problem with the State agencies and local government

are having with Federal rules being adopted which cost the States
millions of dollars and cause them all kinds of administrative prob-
lems, and I merely file this trying to get it with the committee, show-
ing our deep concern about it., because it is a very important problem;
and it is the same type of situation that we face in this hearing regard-
ing the Federal bureau's adopting policies and rules which vitally
affect the fiscal and administrative problem of State and local gov-
ernment.

I would like to sort of pass over the first item in S. 1587 since the
IRS seems to be agreeable to exempt the State retirement systems
from taxation, to the reporting requirements under ERISA, and I
want to leave a few minutes for those who came so far to at least have
a few words before the committee.

I would say it has been adequately stated that ERISA was never
intended to cover public retirement systems, and it is rather ironic that
this bill did include reporting requirements which did not specifically
exempt public plans, and so the IRS, after 2 years, decided that we
were required to file.

Well, they finally got the form down so that it is just the filing of an
information plan and there is-not any full disclosure on the report that
we have to file now. I have filed two, the first one under protest and the
second one because I had asked for qualification under 401 (a), and
if I can describe to the committee just what kind of problems you have
got when you are dealing with the field offices as well as the central
offices of IRS.

Senator BENTsEN. Let me say that your comments on the social secu-
rity bill, we would not be able to put them in the record on this bill
other than your oral comments you have made. Your prepared com-
ments, we would prefer that you would keep those until the hearings
on that proposed legislation.

Since time is running out, you say you have some gentlemen who
have come a long way. Would you gentlemen, one of you, care to
speak?

STATEMENT OF FRED WALKED, DIRECTOR, RETIREMENT SYSTEM
OF THE STATE OF MISSISSIPPI, AND PRESIDENT, NATIONAL AS-
SOCIATION FOR STATE RETIREMIrNT ADMINISTRATORS

r. VALKFAJ. Well, as president of our national association which
does represent all the State and would cover State and local em-
ployees, we have become very concerned about this, Mr. Chairman, and
we think that we cannot understand why the Internal Revenue Service
all of a sudden starts changing their regulations when we know of no
act by Congress-and we think Congress should pass the laws that
regulates the sovereign States or their retirement systems.

We know that throughout the history of this Nation that acts are
not passed by Congress to apply to another sovereign unless it is very
clear in that acL We know of none, and we cannot figure out now why
the Internal Revenue Service all of a sudden starts making different
regulations that applies to us and the same thing on our deferred com-
pensation, that we are so vitally interested in.
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And so we hope and pray that you do take this issue to heart and
will relieve us of these type of regulations by the Internal Revenue
Service.

Of course, we would like to have further input as you get into this
study in the future of, if you are etting to the disclosure or other fea-
tures of regulatory provisions or the State systems.

My name is Fred Walker. I am the director of the retirement system
of the State of Mississippi and president of our National Association
for State Retirement Administrators.

Senator BENTSEN. Sir?

STATEMENT OF CARL BLECHINGER, EXECUTIVE OFFICER, CALI-
FORNIA PUBLIC EMPLOYEES RETIREMENT SYSTEM

Mr. BLECHINGER. My name is Carl Blechinger. I am the executive offi-
cer of the California Public Employees Retirement System, Mr. Chair-
man. We do have a statement to insert in the record, so I will spare you
all of that.

Senator BENTSEN. We would be pleased to have it.
Mr. BLECTITNOER. I would refer to a statement that the present chair-

man made in 1973 which we feel is very pertinent at this time. This is
in connection with the introduction of your pioneer bill in this field,
S. 1179, the Comprehensive Private Pension Security Act in 1973.

This bill, as you recall, would include a specific exemption of plans
administered by State and local governments from is positions. At
that tim--and it is in the Congressional Record-you said:

State and local governments must be allowed to make their own determination
of the best method to protect the pension rights of municipal and State-employees.
These are questions of State and local sovereignty and the Federal Government
should not interfere.

Now, times have changed, and obviously the Congress should have
the opportunity to look at these plans. What we are concerned about
is an arm of the Federal Government, based on admittedly very
loose terms trying to impose reporting requirements on a system like
ou s that is open reporting, full disclosure and everything else. We
have ,200 local political subdivisions,

TKe only money that is going to come out of this is from paying
benefits, Senator.

The other aspect is that we feel obliged to file a suit against IMS
to prevent this. We want to avoid the cost to our pension system of

_the suit, so we hope the Congress will take action in this area, and
soon.

Senator BENTsnp. Of course, I have heard of your plan, buttressed
what you said about the administration. Unfortunately, that is not the
case in all plans. We have some goats in the crowd, too.

Mr. BLCHiNOE.R. That is correct, and it is just a question of whether
you throw the baby out with the bathwater, Seruator.

, enator BENTsEN. No; I am not for that.
Mr. BJECIIIoNGER. I suggest the Senator might want to question this

70-percent figure that is floating around. For example, we have prob-
lenis in establishing the market value of our securities where we do
a substantial amount of private placements.

As you kn-ow, from your experience in a private area, it is very dif-
fictilt to arrive at a market value at a fixed point in time with these
private placements. There are other areas in Government securities,
and so forth, there is a ready market to these, so these statements that
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are floating around about 70 percent of the plans not knowing the
market value of their plans should be examined very closely, and I
are sure you will do it, Senator.

Senator BE-rsnzw. Thank you very much for your comments.
Mr. HOLLSTER. Mr- Chairman, if I may.
Senator BEWrSEN. We have exceeded our time, so if you would limit

it very briefly.

STATEMENT OF ROBERT HOLLISTER, DIRECTOR OF RETIREMENT
SYSTEMS FOR THE STATE OF WASHINGTON, ON BEHALF OF THE
MUNICIPAL FINANCE OFFICER'S ASSOCIATION

Mr. HOLLISTER. I am Robert Hollister. I am the director of retire-
ment systems for the State of Washington, and I am also speaking on
behalf of the Municipal Finance Officer's Association. We have a writ-
ten statement for the record, sir.

I would like to address briefly a point that you have raised inpartof your question earlier, what is wrong with qualifications Lell,
qualification is a very virtuous term. However, as it was noted earlier,
the rules for qualification followed by IRS were designed for the pri-
vate sector, not the public sector, and I would like to illustrate very
quickly-
, Senator BrmrsR. I do not recall saying that. I said: What is wrong

with reporting and nondiscrimination?
Mr. H1ouisrmE We would submit, nothing, sir. Nothing wrong with

that.
Senator BErsrr. So I did not say the other, to my knowledge.
Mr. HoLsrmi. Excuse me, sir. I think they are related, though, be-

cause it goes to this question of qualification.
Senator BErsFN. You know, this question of relationships, the

question is how far you stretch it. So do not attribute to me what I did
not say.

Mr. HoLLIT=. I beg your pardon, sir.
Let me illustrate quickly. We think, under our State laws, we do

give full disclosure, so we have no problem With that area of it.
For qualification, one of the requirements is that in a pension plan,

the disability and death benefits must be incidental, and incidental is
defined as being of little consequence.

Virtually all police and fire plans in the Nation have substantial
disability and death benefits in them, and for that reason, we have been
told that our plan is not qualified. Now, you link that-at our State
level, we have six plans, and the indication is that if any one of them
is disqualified, they are all disqualified.

Now, in the private sector, it is possible for companies to qualify
their plans if they are not initially qualified. In the public sector, by a
Supreme Court decision in our State, once a pension benefit is granted,
it may never be removed except as to prospective employees.

Therefore, for example, now, in our fire plan, we are not qualified
because we do not meet the test of inconsequentialness for our dis-
ability and death benefits, and there is no way that we can remove
those from our plan, even if we wanted to. So we could not qualify.

Yet, we feel we are making full disclosure. We have actuarily
funded plans, and we do not feel we should be subject to taxation be-
cause we cannot meet this issue of qualification.

In our case, about two-thirds of our pension benefits are provided
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by our investment income. If we were to be taxed on that investment
income because we cannot qualify, it would virtually double our con-
tributions that the State would have to make that would make up
the tax.

Senator BE-rsEn. I am going to have to ask that the rest of your
statement be for the record, because we have so many waiting.

Thank you, gentlemen, very nmh.
[The prepared statements of the preceding panel follow:]

STATaMIrNT OF RounX L. KzqzuDy, JL oN BZHALF Or TH9 STATE Or FLOaNA

I appreciate the opportunity to appear before this Subcommittee in support of
Senate Bill 1587 introduced by Senator Stone. I am appearing on behalf of the
State of Florida and as Administrator of the Florida Retirement System. As a
member of the National Conference on Teacher Retirement and the National
Association of State Retirement Administrators, I would like to appear in their
behalf, also, in the event the official representatives of these organizations are
not provided time in which to make their own presentations. So that the posi-
tions of these two organizations are made clear, I am attaching copies of the
resolutions adopted by each of these organizations at their last annual meeting,
which urge Congress to take action to clarify the IRS Code in the manner pro-
vided by Senate Bill 1587. Due to the active support of Senate Bill 1587 by these
two organizations, the Municipal Finance Officers Association and other organi-
zations, the Internal Revenue Service announced on August 10, 1977 (IR-180)
that it is reconsidering whether the statutory -fohibiton against discrimination
In coverage and contributions or benefits under Section 401(a) of the Internal
Revenue Code applies to public plans and also stated that the IRS had under
consideration whether the trusts relating to such plans are subject to tax on
their income. The passage of Senate Bill 1587 would settle these matters in an
expeditious manner.

The purpose of Senate Bil 1587 is very simple and should not be controversial
at all. Since I assisted Senator Stone's office in the preparation of this bill, I
believe that I can state its Intent rather simply. The first change that this bill
makes in existing law is to simply state by statute which we think the Constitu-
tion already provides and that is that the federal government cannot tax the
Income of public retirement systems sponsored, administered and funded with
local tax funds, whether or not it meets the qualification requirements under
Section 401(a) of the Internal Revenue Code. It is obvious to most readers that
the qualification requirements of a retirement plan, as set forth in the IRC, were
never intended to be applied to public plans since the governmental units con-
tributing to public retirement plans are not subject to federal taxes in the first
place. A reasonable person would assume that there is no need to amend Section
501(c) (11) to specifically exempt public retirement systems or trusts from the
threat of federal taxation. This, however, has become necessary since the Internal
Revenue Service has taken the position in certain districts that any system,
whether private or public, which fails to meet the qualifications required under
the Code shall be subject to tax. All this change in the Internal Revenue Code
does is to make sure that any public system whose legislative body fails to make
the changes in their retirement system or plan which may be necessary to meet
the qualification requirements under Section 401(a), IRC, will not be assessed
any federal taxes, which would in most cases throw those systems out of business
or into bankruptcy. There is presently an exemption for certain teacher retire-
ment fund associations of a purely local character under certain enumerated cir.
cumstances. It is only logical to make it abjindantly clear to the Internal Revenue
Service that public retirement systems are also specifically exempt from the
assessment of federal taxes. This bill would reaffirm the doctrine of Intergovern.
mental tax immunity and further clarify Section 115 of the Code.

The provisions of Senate Bill 1587 would not prohibit the public retirement sys-
tems from seeking a determination letter from the IRS In order that their mem.
bership may receive the tax benefits provided by "qualified plans." In fact, the
State of Florida has recently applied for and received a determination letter.
Although this letter was supposed to be favorable, it was '"provional" and con.
tingent upon future event& It is contingent upon the enactment of certain amend-
ments to the retirement law by the Florida Legislature and further continent
upon the approval of the National IRS office With respect to any discriminatory
provisions which may exist in the system. It appears that the IRS is having a
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study made to determine hOw to apply the nondiscriminatory provisions (which
were apparently designed for private plans) to public plans In light of the recent
actions of the IRS to tax public retirement systems which do not meet the qualifi-
cation requirements of Section 401(a), Senate Bill 1587 provides the assurance
Florida (and other public retirement systems) needs that it will not be taxed on
the Income of its retirement system in the event the Legislature does not amend
the trust instrument to effect the changes necessary to satisfy local IRS repre-°
sentatives or if the IRS National Office determines that the Florida Retirement
System does not meet the nondiscriminatory provisions and demands major
changes in the retirement law which the Legislature refuses or falls to make.

The Committee should be aware of the undesirable, detrimental and sometimes
disastrous effects a federal tax on public retirement systems income could have.
In a pension system, the rate of return on its Investments is of major significance.
Currently, Florida is receiving 7.87 percent return on its investment portfolio in
which taxable corporate bonds make up three-fourths of its assets. Should the
interest on these bonds be subject to federal taxes, the net return on the portfolio
would shrink drastically unless a shift was made to non-taxable municipal and
government bonds. The magnitude of such a shift, if Florida and other public
retirement systems were forced to do so to escape federal taxation, could result
in chaos in the security markets. Wholesale conversion from corporate to munici-
pals could force the governmental pension systems to unload corporates at sacri-
ficial prices and increase the demand for government and municipal bonds so that
they would bring premium prices, resulting in low yield. Taxing the Income of
pension systems with their vast holdings of taxable corporate bonds and large
holdings of common stock and mortgages could have a tremendous impact on the
stock, bond and mortgage markets, and would Inevitably reduce the income of
retirement and pension trust funds. Most pension systems would find it necessary
to increase their contribution rates in order to stay in business. Thus, the Inci-
dence of the federal tax on the system would be shifted to the local governments
or contributing employees, or to both.

The other change in the IRO which Senate Bill 1587 would accomplish is to
clarify the legislative intent of the Employees Retirement Income Security Act,
enacted by Congress in 1974. It has become apparent from my research that when
the ERISA legislation was passed it was never intended to cover and be applica-
ble to public retirement systems. Indeed, most sections of that legislation spe-
cifically exempted public retirement systems except certain sections which
amended the IRC. I think the legislative intent that the provisions of that law
applied only to the private sector is underscored and emphasized by the fact that
this law established a Joint Pension Task Force to make a two-year study to de-
termine the effects and desirability of bringing all state and local retirement
plans under ERISA, the effects on benefits and costs of Integrating social security
benefits with the benefits payable under retirement plans, and the necessity for
federal legislation and standards with respect to public plans. Although this study
has been under way since September 17, 1975, when the first hearings were held
by the Joint Pension Task Force, its report is just now ready for release. I testi-
fied before the Pension Task Force on September 17, 1975 in behalf of the National
Governor's Conference and I am supplying this Committee with the statement I
presented to the Task Force for what benefit it may be 5n your deliberations.

It is indeed ironic that the sponsors and administrators of public retirement
systems are saddled with the mandatory reporting requirements with Its severe
penalties for noncompliance resulting from amendments to the IRC, enacted as a
part of IRISA which specifically exempts and is not applicable to public plans In
the first place. I am sure that the Pension Task Force Report, when It is released.
will show that there are certain weaknesses, inequities, and considerable fiscal
weaknesses in many public retirement plans, but, as I testified beore the Joint
Pension Task Force, the states and local governments do not need the assistance
of federal law in trying to cope with these problems. In fact, I suggested that the
federal government concentrate its efforts and devote its energies to resolving the
Inequities and funding problems of social security, the Civil Service Retirement
System, the Railroad Retirement Act, and scores of other federal retirement sys-
tems. The provision of Senate Bill 1587, which exempts public retirement plans
from the mandatory filing of the reports required under Section 6058, does not
prohibit the voluntary filing of such reports. In fact, the State of Florida has filed
such reports twice. The first report was filed under protest since we did not feel
that the mandatory reporting provisions enacted with ERISA were ever intended
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to cover public retirement plans. 'The last report we filed was filed without pro-
test since we had requested a determination letter under the provitons of Section
401 (a) and had received a tentative provisional qualification.

In summary, the changes made by Senate Bill 1587 are simply to clarify the
Code with respect to public retirement plan does not elect or In some way fails to
qualify under the provisions of Section 401(a) of the Internal Revenue Code, the
retirement system or trust fund will not be assessed any federal taxes. Second,
Section 0058 of the Code is amended so that the mandatory filing requirolnents
with its attendant severe penalties are not applicable to public retirement systems.

QUALIJIOATION OF PUBLIC EMpLoyzz RETmMENT PLANO

Whereas the provisions of the Internal Revenue Code pertaining to pension
trust qualifications for tax exempt status were created to cover private systems;
and

Whereas State and local government systems have automatically received im-
munity from taxation and reporting under section 115 of the Internal Revenue
Code; and

Whereas the Internal Revenue Service district office has alleged in at least one
state that state and local public employee retirement systems are subject to In-
ternal Revenue Service jurisdiction and that public plans must comply with
Internal Revenue Service guidelines in order to receive favorable tax treatment;
now, therefore, be It

Resolved, That the National Council on Teacher Retirement take action to
clarify the Internal Revenue Code such that there would be no doubt about the
following:

1. Public Employee retirement systems are not required to file trust information
returns. (Information could be filed voluntarily.)

2. By virtue of being a public trust, the earnings of the trust are tax exempt.
3. The public plan participant is to be afforded tax treatment comparable to

that of a private sector employee who is participating in a qualified plan.

PENsiox TAsK FORCE STuDY

Whereas the Employees' Retirement Income Security Act of 1974 provided for a
Congressional study of public retirement systems with recommendations to be
made by December 31, 1976; and

Whereas the Pension Task Force of the Subcommittee on Labor Standards
of the Committee on Education and Labor, House of Representatives, undertook
such a study, developing a lengthy questionnaire designed to create a data base
on all major state and local retirement systems; and

Whereas the provisions of the Internal Revenue Code pertaining to pension
trusts qualifications for tax exempt status were created to cover private systems,

Whereas State and local government systems have automatically received
Immunity from taxation and reporting under Section 115 of the Internal Reve-
nue Service (IRS) Code, and

Whereas an IRS district office has alleged in at least one state that state
and local public employee retirement systems are subject to IRS Jurisdiction and
that public plans must comply with IRS guidelines in order to receive favorable
tax treatment, therefore, be it

Resolved, that Congress should take action to clarify the IRS Code such that
there would be no doubt about the following:

(1) Public employee retirement systems are not required to file trust infor-
mation returns. (Information could be filed voluntarily.)

(2) By virtue of being a public trust the earnings to the trust are tax exempt.
(3) The public plan participant is to be afforded tax treatment comparable

to that of a private sector employee who is participating in a qualified plan.
Respectfully submitted.

BUhr HUNSAKR, Chairman.
The motion was seconded by Joseph lannelli, Rhode Island, and passed.

TESTiMONT or TEwcIECz KENDALL or Ausrn, TEx.

Mr. Chairman and members of the committee: My name is Terrence Kendall,
of Austin, Texas. I appear before your Committee to speak for the Board of
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Trustees of the Texas Municipal Retirement System and for the Board of Trust
ees of the Texas County and District Retirement System in support of S. 1587.

The Texas Municipal Retirement System Is an agency of the State of Texas
established by law for the purpose of operating and administering retirement,
disability and death benefits for employees of any Texas city voluntarily electing
to participate in the System. The System has 848 participating cities, and covers
approximately 48,000 employees of such cities.

The Texas County and District Aetirement System I likewise an agency of
the State of Texas, established by law for tile purpose of operating and adminis-
tering retirement, disability and death benefits for employees of any Texas
County or special district (other than school districts) electing to participate
in the System. This System has 262 participating counties and special districts,
and covers approximately 44,500 of their employees.

Both systems maintain reserves for benefits which are considered by our con-
sulting actuaries to provide adequate funding for benefits promised. These re-.
serves are of course invested, pending -expenditure, In conservative securities
whose net earnings are dedicated to payment of the benefits promised.

Our interest In enactment of S. 1587 lies In the fact that it establishes ex-
pressly three matters that had been (until recently) considered to be undisputed,
viz. :

(1) that retirement systems, trusts of funds of a State, political subdivision
or agency or instrumentality of a state or political subdivision are exempt orga-
nizations for income tax purposes;

(2) that retirement plans maintained by a State, political subdivision of a
State, or agency or instrumentality of a State or its political subdivisions are
not subject to- the reporting requirements of the ERISA amendments to Section
6058 of the Internal Revenue Code; and

(3) that for purposes of the Internal Revenue Code, such State and local
systems shall be treated as If it met all requirements of qualification under
Section 401 of the Code.
it. ("ngre#s should make ocear that retirement plans maintained and operated

by States, or by their subditsions, are exempt organizations
We feel sure that the Committee already knows that within the past two or

three years some of the local offices of the Internal Revenue Service have started
contending that the qualifications sections of the Internal Revenue Code (Section
401 et seq.) apply to pension and retirement plans operated by States and by
political subdivisions of States. In consequence, some of these officials argue
further that unless auch plans seek and obtain approval as conforming to the
requirements adopted by IRS, the earnings derived by such plans from invest-
ment of their reserves are subject to tax.

Had such an interpretation of the Code been the Congressional intention, It
harly seems likely that that intention would have been undiscovered until so
recently, and only in certain regional offices of IRS. Whether the IRS will take
that position officially is not known, but it has now taken the position that
state and local governments are required to file Form 5500 or Form 5500-0
under the provisions of the ERISA amendments. These actions presage an at-
tempt by IRS to subject state and local retirement plans to the qualification
requirements of the Code, under penalty of tax levies on investment earnings
in event of failure to comply. That course of action should be forestalled by
Congressional action.

I am sure that the Committee is aware of the serious constitutional questions
which are presented if the Code is construed as subjecting state and local gov-
ernmental retirement plans to federal taxation. The most recent case in this
area Is National League of Cities v. Useri, 96 S. Ct. 2465 (1976) holding that
Congress could not regulate state and local government employer-employee
relationships by requiring such governmental units to pay minimum wages to
their employees.

It Is not our purpose here to brief or argue this question at length; rather
we wish here only to make-the point that a confrontation between the federal
government on the one side, and state and local governments on the other, should
not be allowed to arise from a belated and specious construction of long-existent
language contained In the 1954 Code.

Of course the matter could be settled by enactment of legislation clearly under-
taking to regulate (or to tax) state and local pension plans: and if that were
the Congressional intent, the matter should be so resolved. We think that such
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a course was not, however, the Congressional purpose, and that there are many
sound policy reasons (apart from the constitutional questions mentioned) why
S. 1587 should be enacted.

As the Committee is aware, there are two basically-different types of govern-
mental pension or retirement plans: the first, like social security, is one in
which the benefits are provided for and paid out of current appropriations; the
other, is one in which the cost of future benefits is anticipated and contributions
are made in advance to accumulate the reserves needed at retirement to pay
such benefits.

While It may be argued persuasively that advance funding Is unnecessary In
an almost universal plan such as social security, It hardly is open to argument
that where the employer Is a relatively small city (or even a state) advance
funding provides the only real assurance that promised benefits will be paid.
Moreover, advance funding has benefits from the taxpayer's side, too, in that
the requirement of current payment of installments required for future benefits
tends to restrain the making of benefit promises that are too generous We are
all aware of the danger that one administration may allow increased or more
generous benefits if additional current tax revenue is not required to pay the
cost; but if the costs are not funded in advance, even more oppressive rates of
contribution at a later date will often be the only alternative to default on
benefits.

The short of the matter is that history has taught us that proper advance
funding of anticipated future pension benefits is (with the possible exteption
of universal pensions) the safest and best way of assuring (1) that the promised
benefits will be kept within bounds; and (2) that the promised benefits will
bo paid.

I make these observations because the course which the IRS apparently In-
tends to follow in now interpreting the income tax laws as imposing such taxes
on the interest received by state and local pension plans from investment of
the reserves established for payment of future benefits will at least discourage
such pension systems from establishing and maintaining such reserves. Assume.
ing (contrary to fact) that such interpretation of the present laws Is correct,
it is obvious that the imposition of such taxes would adversely affect only those
plans which do maintain and invest reserves; indeed, that the better pre-funded
the anticipated benefits are, the more onerous the tax would be. So, if the federal
government has the power to take and does take approximately half of the
earnings which state and local plans receive on investments of pension reserves,
one solution might well be to eliminate the reserves and return to an unfunded
plan for pensions. We do not believe that Congress ever Intended to prejudice
advance funding of pension benefits: rather, one of the prime purposes of enact-
ment of ZRISA was to promote better funding of benefits undertaken by plans
of private employers.

It is no answer to say that what is proposed Is not really to tax earnings
received by state and local governments on investment of reserves held for their-
pension plans, but is instead to require those plans to subject themselves to
review by IRS officials, and if the plan meets certain tests (adopted by IRS)
to grant exemption from taxation to those plans who are so blessed. While that
is a lesser penalty than unconditional taxation would be, It Is still a penalty;
and it still applies only to plans which attempt to provide advance funding of
benefits, and encourage state and local plans to discontinue advance funding.

In making these observations, I would make plain that the Systems for which
I speak, the Texas Municipal Retirement System and the Texas County and Dis-
trict Retirement System, would hare no problems whatsoever In qualifying for
exemption under existing rules and regulation& The Boards of Directors of each
of the Systems has considered applying for letters of qualification, despite the fact
that we do not think we are subject to any tax or can obtain any tax benefit, but
solely because qualification would result in more favorable estate-tax-treatment
of certain benefits payable on death of a member. Our election not to apply is
due to the decision that it would be inappropriate to surrender to Internal Reve-
nue Service offlials the power to decide what changes we would be required to
make to keep qualified. In other words, we do not believe that I.R.S. should be
placed in a position where It could tell a retirement system such as those we rep.
resent how to run its pension plan.

So, if the Congress believes the federal regulation of state and local governmen-
tal pension plans Is necesary, and that the federal government has power to reg- -
ulate and govern such plans, we submit the taxation of earnings derived from in-
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vestment of pension reserves is the wrong approach. Suffice It to say that such a
tax penalty for failure to comply punishes most the workers who retire under
much plans. This i especially true of joint-contributory, defined contribution plans
Ouch as those fpr which I speak; there, the monthly benefit is calculated on the
basis of using the accumulated contributions (i.e. employee-employer contribu-
tions, plus the amounts earned on their investment) as a single premium for de-
termining the amount of annuity which cai be paid. If the federal government
takes away approximately half of the earnings on invested funds, It is obvious
that benefits are necessarily reduced from what would otherwise be allowable.

So, if the federal government undertakes to regulate state and local pension
plans, the regulations should apply to all plans alike: not to those alone which
already (and without federal compulsion) are advance funded plans. Moreover,
penalty for failure to comply should be visited not upon the persons who have or
who will draw benefits from such plans, but upon these Officials who design or op-
erate the plan.
2. The provisions exempting such plans from reporting requirements should like-

wise be enacted
We would submit that if the federal government is not going to regulate pen-

sion plans operated by state and local governmental units, administrators of such
plans should not be required to make annual reports to IRS or other federal
agencies on forms designated (and revised and "simplified" annually by the form
desingers).

Unless the federal government is engaged in regulating such plans, there is
little excuse for requiring administrators of the plans to make annual reports to
some designated federal department or bureau. The only purpose that such re-
porting could be said to serve Is that information concerning such plans is thereby
made more readily available for inspection by persons in Washington. It should
be held in mind, however, that the Information Is already compiled in public
records available for inspection at the situs of the plans. Furthermore, it costs
public money at the federal level to design such forms, and to collect and store
such information; and it costs public money at the state and local levels to review
such forms, to recompile information into the required format, to forward it to
Washington, and to keep copies of the information furnished in both the form re-
quired by the federal regulation and that in which the data Is maintained for
plan usages.
3. Pension plans of States and of their political subdivisions should be aooorded

the same treatment a "qualifted' private plans
Until the last two or three years, most local IRS offices considered public pen-

sion plans as entitled to automatic qualification status. S. 1587 would have the ef-
fect of extending this treatment nationwide.

The primary importance of this provision of S. 1587 is that the Individuals who
are members of, and benefit recipients under State and local pension plans are ac-
corded the same tax treatment as are members or beneficiaries of qualified plans
operated by private employers. Unless States and their subdivisions are subject
to federal taxation on the plans they operate, the provision clearly confers no new
benefit on the employer.

, rom the standpoint of the members of the Systems for which I speak, this pro-
vision of the bill is of particular significance, since the provision would extend to
them the same treatment for federal income and estate tax purposes, as is now
given to members of approved plans operated by private employers. We submit
that there is no valid policy reason why the federal government should treat the
two groups differently.

STATEMENT DT FRED M. WALKER, PRESIDNT, NATIONAL Assocnrzo Or STATIC
R[REMENT ADM I NTIRATORS

Mr. Chairman, my name is Fred M. Walker. I am the executive Secretary of
Public Employees' Retirement System of Missisippi and Preident of the Na-
tional Association of State Retirement Administrators and a member of the
Executive Committee and the Legislative Committee of the National Council on
Teacher Retirement.

Accompanying me here today are Mr. Robert L. Kennedy, Jr., Director, Florida
Division on Retirement and Mr. Carl Blechinger, Executive Officer, California
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Public Employees' Retirement System, who are members of the National Asso-
elation of State Retirement Administrators and other national organizations.

The NASRA organization consists of directors and administrators of the state
retirement systems throughout the country, with associate members from the ac-
tuarial and investment professions, who have an interest in the preservation of
retirement benefits for all public employees of the states and political sub-
divisions.

At the last meeting of NASRA on August 26, 1977, at Lake Ozarks, Missouri, a
resolution in reference to Senate lill No. 1587 was adopted as follows:

"Whereas the provisions of the Internal Revenue Code pertaining 'to pension
trusts qualifications for tax exempt status were created to cover private systems.

Whereas State and local government systems have automatically received im-
inunity from taxation and reporting under Section 115 of the Internal Revenue
Service (IRS) Code, and

Whereas an IRS district office has alleged in at least one state that state and
local public employee retirement systems are subject to IRS Jurisdiction and that
public plans must comply with IRS guidelines in order to receive favorable tax
treatment, therefore, be it

Resolved, that Congress should take action to clarify the IRS Code such that
there would be no doubt about the following:

(1) Public employee retirement systems are not required to file trust informa-
tion returns. (Information could be filed voluntarily.)

(2) By virtue of being a public trust the earnings of the trust are tax exempt.
(3) The public plan participant is to be afforded tax treatment comparable to

that of a private sector employee who is participating in a qualified plan."
Mr. Chairman, we are appearing here today to offer the testimony on behalf of

NASRA concerning the Internal Re-venue Code to exempt state and local govern-
mient retirement systems from taxation and regulatory rules and regulations of
the IRS. -

Various IRS officers take the position that State and Local Governments can be
taxed on investment Income for funds maintained by them under non-qualified
Employee Retirement Plans and that State and Local Governments are required,
under the provisions of Section 401 et seq. of the Internal Revenue Code, to file
Form 550 or Form 5500-C in accordance with the provisions of ERISA. The
Tenth Amendment to the Constitution of the United States reserves to the
States the powers not delegated by the Constitution to the United States or which
by its provisions do not prohibit the exercise of such powers by the States. The
long recognized general rule of law that a legislative act does not apply to a sov-
erpign unless by the terms of the act itself the intent that the act apply to the
sovereign is made clear, is particularly applicable in this case. The Supreme Court
of the United States in the case of Parker v. Brown, 317 U.S. 341 (1943), stated,
we find nothing in the language of the Sherman Act or In Its history which sug-
gests that its purpose was to restrain a state or its officers or agents from activi-
ties directed by its legislature. In a dual system of government in which, under
the Cimstitution, the states are sovereign, save only as Congress may constitu-
tionally subtract from their authority, an unexpressed purpose to nullify a state's
control over its officers and its agents is not lightly to be attributed to Congres&
317 U.S. at 350-51"

In 1976, National League of Cities v. Usery, 96 S. Ct. 2465, the Supreme Court
held that Congress could not regulate state and local governments to the extent
of requiring them to pay minimum wages to their employees. Section 115 of the
Internal Revenue Code excludes income derived from essential governmental
function and accruing to a State or any political subdivision thereof.

The Public Employee Retirement Systems constitute agencies of the State
and act in the capacity as agent for the sovereign. Numerous cases hold that a
State cannot tax an instrumentality of the Federal Government and have like-
wise held that the Immunity of State and Local Governments from taxation is
a viable constitutional principle which should not be violated.

The Amendments which IRS now contend authorizes the levy of a tax and
exercise of control over a nbn-quallfied system, not only do not contain pro-
visions granting such authority to IRS but require a strained interpretation in
order to contend that the statutes could be applied to non-qualified Public
Employee Retirement Systems.

We take the unqualified position that there Is simply no jurisdiction In the
Service to take regulatory action regarding State and Local Governments How-
ever, it now would appear to be-clear that absent additional Federal legislation
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prohibiting such acts by IR that IRS will attempt to impose regulations and
taxon the State and Local Governmental Units under the provisions of the
Internal Revenue Code, and thereby require extensive and expensive litigation
on the part of the State and Local Governments in defense -thereof.

In closing, we feel taxation and regulatory control of State Retirement Sys-
tens by the IRS or any agency of the Federal Government would be contrary to
the constitutional principle of non-taxation by the Federal Government of State
property and income and it would hinder and threaten the continuation of these
plans. We urge the Senate Finance Committee to review and to approve S.B. 1587
since the future security of millions qf state and local employeers is at stake.

Mr. Chairman, as representatives of NASRA, we wish to thank you and the
committee for extending to us the courtesy of expressing our position on this
vital subject.

STATEMENT or CALIFORIA Punuo EMPwYFE' RETIsRIMENT SYsTEM, ROBMsXr F.
CAILsoN, PmEIDET, BoAnD Or ADmINISTRATION, CARL J. BUCHING, EXZCUTMv
Onric--
Mr. Chairman and members: The California Public I0mployeeW' Retirement

System (PERS), which also Administers the California Legislators' Retire.
meut System, is In strong support of Senator Stone's Bill, S. 1587.

PERS is on the two largest state and local government systems in the country,
and includes in its membership employees of over 2,00 local public agencies.
At the last count, local agncies hare 31 possible options they can obtain by
amendment to their contracts with PERS. To meet the reporting requirements
by IRS for a system of this type with constantly changing statutory and con-
tractual provisions would substantially impact funds currently used to pay
benefits, since Administrative costs of PERS are paid from these funds. We de
not believe it was the intent of Congress to impose 3uch onerous and costly
burdens on us without first getting the reports from its committees contemplated
by Section 3031 of ERISA of 1974.

Recently, we spent a weekend reviewing the massive 3 volume, 5,322 page
legislative history of the ERISA of 1974 (Public Law 93-406) prepared in 1976,
by the Subcommittee on Labor of the Senate Committee on Labor and Public
Welfare. Very early in this outstanding compendium (page 220), the chairman
of this subcommittee (Senator Bentsen) set the tone of our concern over IRS
involvement in the affairs of state and local retirement systems. His remarks
were entered in the Congressional Record of March 13, 1978, in connection with
the pioneer effort In the field represented by his Bill, 8 1179, the "comprehensive
private pension security Act of 1973," a bill which Included a specific exemption of
plans administered by state and local governments from its provisions. Senator
Bentsen said at that time: "State and local governments must be allowed to make
their own determination of the best method to protect the pension rights of
municipal and state employees. These ar, questions of state and local sovereignty
and thie Federal government should not interfere."

In Report No. 9&-43, dated August 21, 1973. on this same Bill 8 1179, as shown
on page 1176 of the legislative history of ERISA of 1974, the Senate Committee
on Finance made an observation that is repeated several times in the legislative
history in connection with other bills. The committee noted "At the same time, it
must be recognized that the natural tendency is for the (internal revenue) service
to emphasize those areas that produce revenue rather than those areas primarily
concerned with maintaining the Integrity and carrying out the provisloas of
exemption provisions. Similar concern has been expressed In the past over the
service's Administration of the tax law relating to exempt organisations"

To keep this statement as brief as possible, we will not cite the many other
references we noted in the legislative history along the same lines as the above
quote.. However, one aspect of our review of this over 5,0 page UPIO had a
singular Impact on us--the complete lack of statements of congressional intent.
whether it be in committee statements, in debate or statements by Members of
Congress, or in the provisions of the bills themselves, to impose reporting require-
mnents on the state and local retirement systems, other than to the Congresonal
Committees set up for the purpose of studying such systems. On the latter point,
we have cooperated fully with the House pension task force in its comprehensive
study currently under way.
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Although it is very difficult to prepare a legal-type statement when AdminiB-
tration is by news releases, as is the case of the attempt by IRS to obtain the
filing of forms M0 by governmental plans, we hope the following will be of
assistance to the subcommittee in its deliberations.

I
G. 1587, Stone, is merely declaratory of existing law. As will be more fully

argued, it Is our considered opinion that governmental plans are not obligated
to file forms 5500 or form 5500-0 under authority of BRISA or any other law.
Enactment of SB 1587, HR 9118t HR 942, HR 9891, HIt 1006 or HR 10689,
would clarify both legislative intent and present law. As was stated by the,
Honorable "Jack" Cunningham, and as we noted above, the legislative history
of ERISA indicates a clear intent to exempt governmental plans "from both
reporting and taxation." II

ERISA does not include Governmental plans within its ambit. Information
we received during the discussions and taking of testimony which resulted in the
enactment of the Employees' Retirement Income Security Act of 1974 (ERISA)
was carefully detailed to convey a legislative intent that the function of ERISA
was to provide Federal control over private pension plans oMly. We were led
to believe that because of potential constitutional issues which would arise Ifthe law were to be extended to governmental plans, Congress carefully excluded
governmental plans from ERISA. We were led to believe that Congress did not
wish to risk the loss of the ERISA bill itself-which was a clear probability
if governmental plans were included. This impression was reinforced by the
specific mandate that various studies should be made before Congress will con-
sider extension of ERISA to public plans or the enactment of a new law quite
separate and aparts from ERISA. It is interesting that IRS "discovered" thatERISA requires public plans to make reports to the service so long after the
actual enactment of ERISA. In any event, it is our opinon that ERISA should
not and does presently include governmental plans within its reporting require-
ments.

It is apparent that IRS considers ERISA to contain the authority for its
demands for reporting and disclosure. In the initial news release, IR 1798 in
April 1977, it said, "prior to ERISA, most governmental and church plans were
not required to file annual returns." We are not sure that we fully understand
what authority it is that IRS asserts constitutes the specific authority for its
demands. Our attorneys tell us that the courts require clear and specific authority
before they will consider the Interference by a Federal agency with the opera-
tion and conduct of the respective State governments. This clear and specific
legal authority is completely absent in ERISA, and all other related Federal
laws. The reason for Its absence is that it would be unconstitutional In any
event.

We understand that IRS readily concedes that ERISA specifically exempts
governmental plans from the operation of Title I therein which includes the
regulatory provisions relating to reporting and disclosure. The service would
argue, however, that "ERISA only excludes governmental plans from the obli-
gation of reporting to the Secretary of Labor," and 'ERISA did not specifically
say that governmental plans don't have to report to IRS." We submit, that It
was the intent of the Congress in enacting EISA that governmental plans
should not be required to report to any Federal administrative agency for pur-
poses of ZRISA, and unless ERISA provides clear and specific authority for the
IR position, there is no authority for it.

It seems to me that the service Is acutely aware of the very thin lee it is
walking on. lse why the long delay, after enactment of NRISA in 1974 until
now, in enforcing its position? Why so many extensions of time for filing 197and 1976 information? As you know, there are also very serious constitutional
issues which bear on the authority of the service, and I shall touch on them very
briefly before I close.

rII
Whether or not IW arguments are valid, the filing of form 5500 would con.

stitate an idle act. I am informed that the law never requires the performance
of idle act.

IR 1911 reduced reporting requirements-so that only lns 1 through 11 (ex-
eluding lines 8 and 10(e)) of form 500 need to be completed. vec then, th

-Y4-"S--4
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Is no apparent purpose for obtaining this Information as It may relate to ERISA.
You will recall that title I does not apply to governmental plans, and title I
includes not only the reporting and disclosure provisions, but also those provi-
sions which relate to participation and vesting, funding, and fiduciary respon-
sibility.

Present minimal reporting requirements are clearly designed to obfuwcate the
real issues.

IV
A. IRS has established reporting requirements which constitute little more

than "name, rank and serial number." Such information is obviously of no
real current benefit to IRS or to any other agency.

B. In our opinion, IRS has delayed promulgating its regulations with respect
to reporting requirements quite deliberately, to the end that it is not immediately
apparent that the service is really attempting to get its camel nose Into the public
retirement systems' tent. This is apparent from a brief comment by the service
in its ruling to the effect that present reporting requirements may be enlarged
upon for the next fiscal year.

C. In that ERISA specifically exempts public systeijs from title I of the
act, and In light of its position with respect to reporting, we can't help but
speculate that the service plans to gradually assert that governmental plans are
si.bject to the funding and fiduciary responsibility sections of ERISA via some
general authority in the Internal Revenue Code. Do you believe that this is what
Congress intended? This appears to be a flagrant extension of authority over
governmental plans, which Congress clearly did not intend, yet is it a very reason-
able extension of its asserted power to require reporting.

V
The income of governmental plans is clearly not reportable under section 115 of

the Internal Revenue Code. However, we hear rumors that the service jIans to
tax employer contributions at the time of payment, as a punishment to public
systems which fall to concede to the authority of the service. That Is, it plans
to punish employees because their governmental plan refuses to report to IRS.
We cannot believe that Congress will tolerate such inequitable enforcement
tactics.

VI
The constitutional iteuea

A. The service is Interpreting ERISA in such manner that the act Is void
under the tenth amendment to the Constitution as an unconstitutional burden,
and trespasses upon the sovereign powers and essential governmental functions
of the respective States.

(1) The service would In the immediate future require monumental bookkeep-
ing. accounting and reporting requirements which will be a heavy, unnecessary,
and unconstitutional burden upon the State governments or upon the individual
governmental plans.

(2) Aside from the constitutional issues, such costs constitute an Inequitable
and improper use of trust funds which have been set aside to pay death and
retirement benefits to public employees and their beneficiaries.

(3) When the service implements its other assumed authorities, they will be
of such sweeping character as to effectively take over control of governmental
plans and to deprive me respective States of their constitutional and basic au-
thority to regulate the compensation of their own employees and of the em-
ployees of their political subdivisions.

(4) The Constitution is a compact between sovereiln. It Is not within the con-
stitutional powers of Congress to burden governmental plans which are an exercise
of an essential soverelm function of government to the extent of fixing and con-
trolling the compensation of their officers and employees. Retirement benefits have
been construed by the courts to represent deferred compensation.

VII
'Currently a lawsuit is in preparation by the California Attorney General on

behalf of all of the state governmental plans in California challenging the serv-
ice's position with respect to reporting. However, a final decision could tae
several years and will involve much cost both to the State of California and other
states expected to join it, and to the Federal Government. Enactment of 8 1587,
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-or one of its companion bills, would obviate the necessity for this expensive'and
time-consuming litigation, and the issue would become moot. As indicated above,
It is the considered opinion of our legal staff that 8 1587 is merely declaratory
of existing law in any event and not a change in law. Therefore, its enactment
should proceed as expeditiously as possible, in order to promptly clarify the
situation for the service and for all governmental plans.

TIhe service should not be permitted to exercise any control over state retire-
ment systems unless and until such control is related to a comprehensive plan
for Federal supervision. The matter of reporting even minimal information to
IRS should await the enactment of such comprehensive legislation, if that is what
Congress wishes, to the end that the reporting will be of real purpose, value, and
be of beneficial effect.

In conclusion, I would recommend to you the wisdom expressed by Senator
Jarits In the statement on ERISA he inserted in the Congressional Record of
September 30, 1977, along the same lines as Senator Bentsen in 197. For your
convenient reference it is attached to these remarks.

Thank you for your consideration and courtesy.

PENSION REFORM FOR STATE AND LOCAL SYSTEMs

'When the Congress passed ERISA, we realized that there were serious prob-
lems with state and local pension systems. We e:rcluded governmental plans from
Title I, however, because we simply did not have sufficient information on which
to act.

'Since ERTSA's passage in 1974, we have been assembling information on public
pension plans. Some time this year, the House Pension Task Force is expected
to release the final version of Its comprehensive study. The staff of the Senate
Human Resources Committee will also release its report in the near future.

,Even though these studies may demonstrate a need for federal legislation, I
believe we sliould not take immediate action on a Public Employee Retirement
Income Security Act (PERISA), I still consider the perfecting of ERISA as the
highest legislatIve priority with respect to pensions. There is much that needs to
be done with ERrSA, and we should finalize the legal framework for private pen-
sion plan regulation.

I also think the states and their subdivisions have started getting their shops
in order and should be given the chance to do the job without federal intervention.
Over one-half of the states have started comprehensive reviews of their pension
systems. In 1976, for example, New York State passed the Coordinated Escalator
Retirement Plan. This law provides, among other things, for integrdfion with
Social Security and requires employee contributions of 3 percent of salary. It is
estimated that these two measures will save approximately $2 billion in the
course of the next decade.

'In addition, President Carter has announced his intention to establish a blue-
ribbon retirement commission which will study public pension systems. It would
be very useful to have the input of the commission before we enact a public

pension reform law. It is my understanding that the Administration presently
views the proposed commission as an ongoing entity which will itself set dead-
lines for the study of various pension issues. I, for one, am not Interested in
spending years waiting for the proposals of such a commission, and I recommend
that the Administration set reasonable deadlines for the completion of the Com-
mission's studies. If such time limits are not set, I do not think the Congress
will delay legislative action indefinitely.

V'inally, I am concerned about the implications of The National League of
Cities v. Usery which held that the extension ofminimum wage coverage to state
employees was unconstitutional. The Congress must be extremely wary of Im-
posing responsibilities on the states.

STATEMEnT BY D& RoB=rT L. IIoLLmsrm, JiJ.. 1IRwTOR, STATE Or WAsnIT0ro1v,
DEPArMENT or RETImBMENT SYSTEM ON BEHA&LF Or THE MUNICIPAL nINAMIM
OFFIies ASSOCIATION

My name is Robert HnIllister. I am Director for the State of Washington, De-
partment of Retirement System. This testimony is given on behalf of the Muni-
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cipal Finance Officers Association, a professional organization of State and
local finance officials.

We appreciate the opportunity to appear In these public hearings concerning
8. 1587 which would clarify the absence of regulatory authority on the part of
the Internal Revenue Service over state and local governments in respect of
their pension plans. We also wish to speak to the deferred compensation issue.
I respectfully request i*rmission to file a more detailed statement in the record
immediately followln ?lese comments.

8. 158? i a very important piece of legislation. The Internal Revenue Service
has acted on a broad front respecting state and local government pension plans.
We do not believe that the IRS has the authority, either In a statutory or in a
constitutional sense to undertake its actions. Nevertheless, short of lengthy
Judicial proceedings and a great deal of confusion for ourselves and our personnel,
we have no means to defend ourselves

Several aspects of IR8 activities are discussed in a paper which is attached,
entitled "Why the IRS Lacks Regulatory Authority over State and Local
Government Pension Plans". Tl.s paper was prepared by Robert W. Doty,
General Counsel to our Association. It Is attached to our written testimony.

Briefly, the problems which we have encountered respecting our pension plans
are threefold:

1. The Internal Revenue Service is seeking through regulations proposed'
last month to require a filing of a Form 5500 or a Form 5500-0 by state and local
governments in respect of their pension plans. Such a requirement Is highly
expensive and inconvenient. Although the Supreme Court repeatedly has required
that Congress specifically indicate any intention to regulate state and local gov-
ernments before legislation will be held to apply to them, and although there
is nothing in Section 8058(a) of the Internal Revenue Code which mentions
state and local governments, the Service has chosen to Ignore this well-established
doctrine of statutory interpretation. Further, even were Congress to attempt
this regulation, we do not believe that such an action would be upheld as con.
stitutional under the Tenth Amendment.

2. The Internal Revenue Service has in the past taxed state and local govern-
ments in respect of their investment Income under their pension plans, For the
present, the Service has deferred further taxation pending study. But It easily
could reassert its prior position. Section 115 of the Internal Revenue Code speci-
fies that such taxation is not to be undertaken. And the exemption of state and
local governments from taxation also is a well-established constitutional doctrine
even broader than the technical provisions of Section 115.

3. The Service is attempting to control state and local governments in respect of
the provisions which they have in their pension plans through the assertion of
the right to tax beneficiaries as if such plans were not "qualified" under Sections
401 et seq. of the Code. There is nothing in the Code indicating that Congress In-
tended such regulation, and we do not believe It to be constitutional. The practi-
cal consequences of this would be extreme. Our police and fire officers, our sani-
tation personnel, our clerical personnel, in short, most state and local employees
would be asmssed taxes of large amounts of funds which they do not receive.
This result would be unconscionable.

In summary, these action% constitute the assumption by the Internal Revenue
Service of unprecedented regulatory license, not authorized by Congress and not
permitted under the Constitution. The notion asserted by the Service that the
plans are entities distinct from the governments is no more than fiction. These
plans are a vital part of our operations.

S. 1587 would clarify Congressional intent on this matter, and we urge you to,
adopt the bill. It Is essential for the continuance of our federal system of govern-
ment.

With respect to deferred compensation, the Internal Revenue Service, in a
complete chance from prior positfons, has prohibited a vital source of compensa-
tion for many state and local employees. These people are not highly paid execu-
tives. Rather, they are the personnel who are essential In the day-to-day opera-
tions of our governments. We need these skilled personnel. If we cannot attract
them, our governmental efficiency will be reduced greatly. We urge you to prepare
and to adopt legislation similar to H.R. 10746, sponsored by Representative Wag-
goner. This would cure the problem.

Thank you for the opportunity to present our views. I shall be happy to answer
any questions which you might have.
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WHY THE IRS LACxS RGULATORY AUTHoRTY Ovia STATE wn
LOCAL PENSION PLANS

(By Robert W. Doty 1)

I. INTRODUCTION

During the past couple of years, state and local governments have been sur-
prised and disturbed to discover that various local offices of the Internal Revenue
Service are taking the position that the qualification sections of the Internal
Revenue Code of 1954 (Section 401 et seq.) apply to those state and local govern-
ments. The problem began in 1972 with Revenue Ruling.72-14, in which the Serv-
ice ruled that a teachers' retirement system was subject to those requirements.
Although the qualification sections and their predecessors have existed for many
years, the IRS had never previously made this assertion. Indeed, in many in-
stances, local offices took the position that state and local governments had
lnslon plans which were "qualified" automatically by virtue of their being state
and local governments. This was a long-standing Interpretive gloss on the statute,
and Congress was aware of this status.

The problem escalated during Spring 1977 when the Washington office of the
IRS for the first time took the position in a press release, which went unnoticed
by state and local officials and organizations for several weeks, that state and
local governments are required to file Form 5500 or Form 5500-0 under ERISA,
a statute which had been in effect for three years prior to this action. Due to the
communications received by the Service from state and local governments re-
sponding to this new development, and due to other factors, the Service postponed
the original filing deadline to December 31 and shortened the forms for the cur-
rent filing year. These actions will have no direct effect for subsequent filing
years.

II. MRISA AND THE TAX CODE

ERISA consists of four titles: Title I relates to regulation by the Department
of Labor; Title II relates to regulation by the Department of the Treasury; Title
III relates to the Congressional Joint Pension Study which is to be completed in
the near future; and Title IV relates to the Pension Benefit Guarantee Corpora-
tion. In Titles I and IV, specific exemptions are stated for state and local gov-
ernments. Title III states that the Joint Pension Task Force is to study, among
other subjects, "the necessity for Federal legislation and standards with respect
to [state and local pension] plans." These are the-only titles in connection with
which there is any discussion of regulation of state and local governments.

Title II deals with the qualification sections of the Code, which had been ap-
plied to state and local governments only in Revenue Ruling 72-14. Title II adds
a requirement in Section 6057(a) of the Code that plan administrators for cer-
tain plans to which Title I applies are to file "registration statements" with the
IRS.

Section 0058(a) of the Code also is added to provide that "annual returns" are
to be filed with the Department of the Treasury "stating such information as the
Secretary or his delegate may by regulations prescribe with respect to the quail-
fication, financial condition, and operations" of plans. These annual returns are
to be filed by employers and plan administrators, except that employers may be
relieved from stating in their returns "any information which is reported in other
returns." Presumably, this aids employers when plan administrators have filed
the data, although employers must still file some return.

Unlike Section 0057(a), Section 6058(a) relates to plans describede" in the
qualification sections of the Code. These sections do not "describe" nonqualifled
plans, although the Service has taken the position that they do so because there
are a very few abbreviated tangential references in those sections to the treat-
ment of beneficiaries of nonqualified plans.

There is no indication in Section W008(a) or in the qualification sections of
the Code that state and local governments are covered by them. Neither is there
any indication in the legislative history of the Code or of ERISA that state and
local governments are covered by those sections or that their employees are not
entitled to deferred tax treatment by failure of the governments to meet all the
qualification requirem-ents.

General Counsel, Municipal finance Officers Assoeation, Washington, D.C.
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II1. IRS POSITIONS

The IRS now asserts that state and local governments are to be treated the
same as any other employer for purposes of the qualification sections of the Code
and for other purposes. This position creates the following difficulties for state
and local governments:

1. Forms 5500 and 5500-C purportedly are being required by the IRS to be filed
by state and local governments, regardless of whether their pension plans are
qualified or nonqualified.

2. Various IRS offices have taken the position that state and local governments
could be taxed on investment income for funds maintained by them under non- a.
qualified plans. Some governments actually have been taxed. For the present, the
Service has deferred this treatment pending further study. But the strong pos-
sibility, indeed perhaps even the probability, remains that the Service will re-
activate its policy. Precise estimates of taxes which would be payable by state
and local governments under such a policy are Impossible to derive, but it is.
obvious that In any case the amounts would be extremely high.

3. Employees of state and local governments and their estates are being denied
the tax benefits of qualification by some IRS offices when the governments do not
meet all the qualification requirements. Such a result is extremely onerous, and
this policy would be catastrophic if applied on a national scale. Except for post-
ponement of enforcement of the discrimination provisions, relating to varying
benefits for different categories of employees, the Service has not relented in its
position on this matter. Even the postponement regarding the discrimination pro-
visions is only temporary, pending further study.

An additional complexity is created by the variances in IRS procedures from
region to region and even district to district and auditor to auditor. Due to the
centralization of a number of policy-making functions, this has been alleviated
somewhat. But it continues With respect to the treatment of state and local gov-
ernment employees. Consequently, while communications have improved, It still
is difficult to determine exactly what IRS positions are in this respect and to de-
fend state and local governments on a policy level.

IV. ABSENCE OF IRS REGULATORY AUTHORITY

The following is a listing and a brief discussion of the reasons why the Internat
Revenue Service lacks authority to regulate state and local governments. A more
complete legal investigation is possible. Consequently, -the following should not
be deemed to be the "last word" on the subject.
(a) Absence of statutory amendment

Since the beginning of preferred tax treatment for beneficiaries of pension,
plans meeting certain requirements, existing at present in the form of "qualiflca-
tion" requirements, state and local governments had been treated until 1972 by
the Service as automatically meeting the requirements by virtue of their status
as state and local entities. Even after 1972, many, if not most, IRS offices con-
tinued the earlier policy. This longstanding regulatory gloss reflects recognition
by the Service of the implicit congressional intent in the enactment of the various
forms of requirements.

A reading of the requirements makes it obvious that they were not intended
to apply to governmental entities. The discrimination provisions are an excellent
example of this. These obviously were drafted to prevent profiteering by private
corporate officials. Such an opportunity for profiteering does not exist in like-
measure within governmental entities, which are, of course, subject to state and
local legal prohibitions and to political realities in that respect. At the same time,
excellent reasons exist for different treatment of judges, executive officials, leg-
islative officials, department heads, and operational employees. In no place In
the legislative history of the Code or of ERISA has any intent ever been ex-
pressed by Oongress to use such statutory enactments as a means of controlling
state and local government compensation arrangements.

The Service had ample opportunity to obtain a congressional reversal of its
long-standing interpretation of 1974 when ERISA was enacted. But it did not
do so. Early drafts of the legislation would have provided for regulation, but alt
such references were deleted after Fitate and local governments objected. All con-
cerned voiced assurances that ERYSA did not relate in any respect to the gov-
ernments except to the extent that exemptions were stated and that a study
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would be made. Present attempts by the IRS to regulate state and local govern-
ments are therefore a serious breach of faith and a violation of congressional
intent.
(b) The necessity for a speolfic statement of oon greasional regulatory intent

Over the years, in many important legislative areas, the Supreme Court has
considered assertions that state and local governments are covered by various
forms of enactments. Clear precedents have been established by the Court which
require that there be a specific Indication of congressional Intent before states
and localities will be held to be subject to statutory schemes. One such area Is
that of the antitrust laws. In Parker v. Brown, 317 U.S. 341 (1943), the Court
stated :

"We find nothing In the language of the Sherman Act or in Its history which
suggests that its purpose was to restrain a state or its officers or agents from
activities directed by its legislature. In a dual system of government in which,
under the Constitution, the states are sovereign, save only as Congress may Con-
stitutionally subtract from their authority, an unexpressed purpose to nullify a
state's control over its officers and its agents is not lightly to be attributed to
Congress. 317 U.S. at 350-51."

In another basic policy area, that If the Civil Rights Act, the Court held in
Monroe v. Paper, 365 U.S. 167 (1961), that the definition of a "person" covered
by the Act did not include states and localities because they were not specified
in that definition.

In the labor area, see Employees v. Department of Public Health & Welfare,
411 U.S. 279 (1973). And In the securities area, see three appellate decisions:
Brown v. Kentucky, 514 F. 2d 993 (6th Cir. 1975) (per curiam), oert. denied, 423
U.S. 839 (1975); Yeomans v. Kentucky, 513 F. 2d 333 (6th Cir. 1975); and
Green v. Utah, reprinted in [1976-77 Transfer Binder] CCH Fed. Sec. L. Rep.

95,677 (10th Cir. July 29, 1976).
If the Supreme Court so holds in such fundamental policy areas as the civil

rights laws, it is inconceivable that the Court would hold otherwise as to the tax
code.
(c) Absence of congressional regulatory power

In National League of Cities v. Usery, 96 S. Ct. 2465 (1976), the Supreme Court
held that Congress could not regulate state and local governments to the extent
of requiring them to pay minimum wages to their employees. This Important
Tenth Amendment protection is squarely in point in this instance. While Justice
Blackmun, one of the majority In the five-four decision, stated a willingness to
use a balancing test of the constitutional validity of legislation, tharbalancing
test would not result In regulatory authority in matters regarding employee
relations. The type of legislation appropriate under that balancing test Is leg-
islation having an Interstate Impact, such as environmental legislation to elimi-
nate pollution crossing state lines. The provision of benefits to employees Is
strictly a local matter and has little, if indeed any, interstate consequences.

The historic implicit recognition by the IRS of state and local governments as
exempt and as having qualified plans Indicates a recognition by the Service that
the Code provisions were not Intended to regulate state and local governments
and that Congress does not believe It has power to act In this area. The failure
of Congress to legislate regarding state and local governments when It has had
numerous opportunities to do so and when it has regulated private employers
for decades confirms this absence of congressional power.

(d) Absence of authority to tax state and local governments
Section 115 of the Code excludes from gross Income "income derived from...

the exercise of any essential governmental function and accruing to a State'or
any political subdivision thereof". In today's world, it is essential that state and
local governments make reserves for the payment of pensions to their employees.
And It would violate fiduciary responsibilities if these funds were not Invested.
Thus, Section 115 constitutes a statutory prohibition upon taxation on the In-
come from these Investments.

The Service argues that the plans are entities which are separate from the
governments themselves. It Is true that for many purposes such a fiction Is given
breath In the Code. But we are not dealing with technical considerations. We
are dealing with vital matters of public policy surrounding the problems of in-
tergovernmental accommodation In a federal system, and under such circum-
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stances a technical view of a plan as separate from the government is incorrect.
For purposes of Section 115, the plans are necessary instrumentalities of the
governments, and are a part of those governments.

But analysis only begins with Section 115. The statute, however clear, ti not
the primary prohibition upon taxes imposed on state and local governments.-
Raher, in our dual system of government, the federal government lacks any
power whatsoever to tax state and local entities. Section 115 merely expresses
a facet of that constitutional doctrine.

The principle was first stated in McCulloch v. Maryiland, 4 Wheat. 816, 4 L.Ed.
579 (1819), in which the Supreme Court held that a state could not tax an in-
strumentality of the federal government, and stated:

"That the power to tax involves the power to destroy; that the power to destroy
may defeat and render useless the power to create; that there is a plain repug-
nance, in conferring on one government a power to control the constitutional
measures of another, which other, with respect to those very measures, is de-
clared to be supreme over that which exerts the control, are propositions not to be
denied."

In CoUector v. Day, 11 Wall. 113, 20 LEd. 122 (i871), the Court stated the con-
verse respecting taxation by the federal government of a state Judicial officer.

"The general government, and the states, although both exist within the same
territorial limits, are separable and distinct sovereignties, acting separately and
independently of each other, within their respective spheres. The former, in Its
appropriate sphere, is supreme; but the states within the limits of their powers
not granted ;.or, in the language of the 10th Amendment, "reserved," are as In-
dependent of the general government as that government within its sphere is In-
dependent of the states.... Such being the separate and Independent condition
of the states in our complex system, as recognized by the Constitution, and the
existence of which is so indispensable, that, without them, the general govern-
ment itself would disappear from the family of nations, It would seem to follow,
as a reasonable, If not a necessary consequence, that the means and instrumen-
talities employed for carrying on the operations of their governments for pre-
serving their existence, and fulfilling the high and responsible duties assigned to
them in the Constitution, should be left free and unimpaired; should not be liable
to be crippled, much less defeated by the taxing power of another government,
which power acknowledges no limits but the will of the legislative body Imposing
the tax."

Collector v. Day was reversed In (raves v. O'Keefe, 306 U.S. 466 (1939), but
only "so far as [iti recognize[l an implied constitutional Immunity from income
taxation of the salaries of officers or employees of the national or a state govern-
ment or their instrumentalities." Id. at 486. Thus, the immunity of state and local
governments from taxation is a living and viable constitutional principle which
would be violated squarely by taxation of Income on investments by state and
local governments in the satisfaction of their pension obligations,
(e) Necessity for prescribing forms by regulation

Section 6058(a) requires that Information to be reported in annual reports
be prescribed by regulation. For almost a year, the Service purported to require
filings of Form 5500 and 5500-C pursuant to a press release. Finally, after state
and local governments persisted in pointing out that regulations are required even
under the Service's own statutory interpretation, proposed regulations were is-
sued in February 1978. But these proposed regulations do not comply with the
statutory intent due to a lack of specificity. They speak only in general terms
regarding the items to be included in the Forms, and-they leave a large amount of
dlrfretion in the Washington and district offices of the Service to require more
Information outside the regulations. State and local governments cannot live
with regulation by personal whim. Congress did not intend that anyone, whether
in the public or private sector, do so.
(f) Failure 4o follow OMB Circular A-85 and proposed EBecutive Order of the

Presidest
0MB Circular A-45 requires governmental departments to provide to the AOTR

proposed regulations which have a substantial impact upon state and local gov.
ernments so that those proposals may be furnished, before they are published, to
various organizations representing state and local governments. This gives those
organizations an opportunity to comment on their own behalf and also benefits
the federal government by giving it access to the information which thereby can
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be provided. The procedures for publishing regulations and receiving public
comment have not been deemed adequate for these purposes. Th IRS has not
followed this process on this matter, even though its actions have a substantial
adverse impact upon state and local governments.

Further, in a proposed Executive Order, the President has indicated that all
departments of the federal government should consult with representatives of
state and local governments before taking regulatory actions which affect them.
Since no regulations have been proposed, there have been no consultations on
such regulations,

Due to its failure to follow these required procedures, the actions of the Service
regarding state and local government pension matters are improper.
(g) Coverage of section 6058 (a)

Section 6058(a) applies to plans "described" In the qualification sections of the
Code. If those requirements are read closely it is obvious that they do not "de-
scribe" nonqualified plans. At the most, no more than very brief Indirect references
are made to the tax treatment for employees receiving benefits under nonqualified
plans. Since the Service now is making assertions which imply that in its view
virtually all state and local governments have plans which are nonqualifled, the
Service's authority with respect to such governments is nonexistent.

V. CONCLUSIONS
The Department of the Treasury and the Internal Revenue Service lack auth-

ority to regulate state and lpcal governments. Actions which purport to require
the filing of forms by state and local governments, to tax state and local govern-
ments, and to discriminate against employees of state and local governments are
invalid. Further, the Service is not acting properly even on the face of the statute
as read by the Service. It is itself acting contrary to the law and the Constitution.
There simply is no jurisdiction in the Service to take any regulatory actions
whatsoever regarding state and local governments.

STATEMEII' sy DR. ROBERT L. HOLLISTER, Ja., Dmwron, STATE OF WASHINGTON,
Di2PA MNT OF RETIREMENT SYSTEMS ON BEHALF OF THE STATE o WASHINGTON

My name is Robert L. Hollister. I am Director for the State of Washington,
Department of Retirement Systems. This testimony is given on behalf of the
State of Washington.

We appreciate the opportunity to appear in these public hearings concerning
8. 158 which would clarify the absence of regulatory authority on the part of
the Internal Revenue Service over state and local governments in respect to
their pension plans I respectfully request permission to file a more detailed state.
meant in the record immediately following these comments.

The State of Washington is particularly concerned with the activities of the
Internal Revenue Service in recent years with respect to public pension funds.
Acting under authority they apparently feel they have been granted by the Code
and ERISA, they have taken a series of actions which appear to us at best ca-
pricious and at worst a violation of their authority.

I will not dwell on the legal aspects of their authority as we believe these are
adequately addressed in the paper entitled "Why the IRS Lacks Regulatory Au-
thority over State and Local Government Pension Plans." This paper was pre-
pared by Robert W. Doty, General Counsel to the Municipal Finance Officers'
Association and is attached to their testimony presented to this Committee.

Instead, we would like to address the practical problems from our viewpoint.
First there is the issue of disclosure. In accordance with our state laws, we

believe we are making full and adequate disclosure both as to plan contents and
as to the annual financial condition of our plans. Of course, we would be recep-
tive to making any additional disclosures deemed reasonable and necessary.

&cond, with respect to ovr investment portfolios and investment practices, we
believe we meet any reasonable test for adequacy and safety to Include ERISA.

Third, with respect to the inviolability of our pension funds, our State Supreme
Court has so ruled them to be strictly in trust for the benefit of the members

Fourth Is the lsue of funding. Our major state plans are funded on an actuar-
il basls.

Given these four elements Just covered, it would seem we should not be sub-
Jected to attack, but we still fear we are vulnerable based on past Service actions.
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As an example, the town of Hautzdale, Pennsylvania, with a pension plan cov.
ering a single employee was fined $3,000 for filing their 5500 report late. The first
notice any of us had that the report was to be filed was via a press release by the
Service last spring. llautzdale filed within the time specified by the Service in
the press release, but was fined anyway. We are well aware that many public
plans including ourselves filed at much later dates but were not penalized; in-
deed, some plans have totally refused to file up to this time. This incident hardly
represents an even application of the Service's authority real or assumed.

As a second example, the Service has taxed the investment earnings of the
St. Joseph, Missouri Fireman's Retirement System and the beneficiaries of some
public plans in the Southeast. We note that these taxes have been returned and
that the Service is "studying" the issue, but they have not clearly renounced
their right to tax.

This, to us, is the purpose of S. 1587, to clearly establish that public pension
plans are not subject to taxation.

There appear to be two bases for the Service's assumed right to tax.
The first is that the designation of the funds as in trust for the members in

some manner suddenly makes them non-public funds. The truth is that whether
they are public funds or not, any monies taken from them by Federal taxation
must be replaced a dollar for a dollar by State and local taxes. Therefore, sucb
a tax directly or indirectly is a tax on State and local governments.

The significance of such a tax must be noted. In our case, a tax on the earnings
of our retirement funds last fiscal year would have amounted to at least $48.5
million. Further, our State Actuary has estimated the two-thirds of our pension
benefits will be paid in the long run from the investment earnings. If these earn-
ings are taxed, it will require our employer-contributions to be doubled In the
lonIg run.

The second basis for taxation relates to whether a plan is qualified or non-
qualified. The basis for qualification under Section 401 is designed for private
plans, not public. The intent of qualification was to preclude discrimination.
Strict application of the current qualification rules produce unusual results when
applied to the public sector. As an example, our Law Enforcement Officers' and
Firefighters' plan cannot be qualified. One of the requirements is that disability
and death benefits must be incidental to service benefits. In this context, inci-
dental means of little consequence. In our police and fire plan, as in similar plans
in other jurisdictions, disability and death benefits are of major consequence.

In the private sector such disqualifying conditions may be altered so as to ob-
tain the tax benefits of qualification if the firm so desires. In our case, Our Su-
preme Court has held that pension benefits, once enacted Into law, cannot be
withdrawn except as to prospective members.

Further since we have six plans and the Service would logically evaluate them
together, if one plan does not qualify, none would qualify.

Thus, despite the fact we make full disclosure, follow proper Investment pro-
cedures, isolate the funds for the sole benefit of the members and provide actu-
arial funding, they could all be held non-qualified and subject to taxation.

Finally, if the plans are held to be non-qualified, then the employer's contribu-
tion for the employee could be taxed as current income to the employee. By ex-
ample, the employer's contribution for our police and fire plan Is 57.8% of their
gross pay. Each member then would have this contribution imputed as part of
their gross Income for personal tax purposes. This would impose a staggering
financial blow.

We believe it is clear that an attempt Is being made In some quarters to con-
fuse the tax issue with the question of regulation. We view these as two separate
and highly distinct issues. We believe we have amply demonstrated that retire-
ment systems which could clearly meet the objectives of any reasonable regula-
tion could still be vulnerable to taxation. We feel that S. 1587 eliminates this
potentially and manifestly unfair possibility and urge its adoption. I am also
enclosing a statement on this subject from our Governor, The Honorable Dixy
Lee Ray.

OFFICE OF THE GOVERNOR,
Olympia, Wash., March 21, 1978.

Hon. LLOYO BENTSEN,
Chairman, Subcommittee on Private Pension Plans and Employee Fringe Bene-

fits, Russell Building, Washington, D.C.
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DEAR SENATOR BENTSEN: Our state has recently and with considerable legis-
laItive trauma succeeded in adopting major pension reform measures. Our current
situation and concerns were addressed in Dr. Hollister's presentation to your
committee.

I cannot believe that the Congress ever intended that public pension plans
should be subject to taxation. Unfortunately, there is a mounting body of evi-
dence that the Internal Revenue Service feels It has such power. Given the grave
financial problems faced by most political subdivisions, even the possibility of
taxing our pension plans alarms us.

I particularly note the real possibility of some jurisdiction taking actions to
technically avoid taxation which could be totally counter productive to the objec-
tives of sound public pension plans.

Therefore, I urge your adoption of S. 1587 which would clarify once and for
all the question of taxation of public pension plans.Sincerely, -Sney Dixy LEE RAY.j Governor.

Senator BENTSEN. Our next panel will deal with the deferred com-
pensation agreements. Mr. Herman Biegel, Mr. Carroll Savage, Mr.

alph Ytterberg. If you gentlemen will come forward-and if I have
mispronounced a name, I apologize.

STATEMENT OF HERMAN BIEGEL, ESQ., AND
CARROLL SAVAGE, ESQ.

Mr. BIEEJ. Thank you, Senator.
My name is Herman C. Biegel. I am a partner in the firm of Lee,

Toomey & Kent in Washington, D.C. I am accompanied by Mr.
Carroll Savage and I will have him introduce himself.

Mr. SAVAGE. My name is Carroll Savage, Mr. Chairman. I am a
partner with the Washington, D.C., firm of Ivins, Phillips & Barker
and I appear as a representative of the Rochester Tax Council in lieu
of Mr. Kenneth Christrup, chairman of the council, who has filed a
written statement.

The council is an organization of companies with strong affiliations
throughout the Rochester, N.Y. area, but which manufactures a wide
variety of high technology products. It has facilities in all States of
the United States.

Senator BENTSEN. You had better get along with your testimony.
Mr. SAVAGE. I was just going to defer to Mr. Biegel for the oral

statement in the interest of time, but I did want to state that the mem-
bers of the council have found that these proposed regulations, even
in proposed form, seriously disrupt compensationprograms that they
have had for many years. Mr. Biegel will address the law and the pol-
icy behind our opposition to that.

Mr. BIEGEL. Mr. Chairman, the concept of deferred compensation
has been a part of the tax law for many years and has evolved into a
well-settled and widely recognized method of compensating employees.

Deferred compensation serves many legitimate corporate purposes.
It helps attract and retain valuable employees, not only in the top
echelons of management, but in middle management as well. The ar-
rangement is invaluable to small- and medium-sized companies which
cannot afford "rich" pension plans or for which qualified, and even
nonqualified options are not feasible.

To characterize deferred compensation as a tax loophole or tax
shelter is absurd under the present tax structure. The corporate em-
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ployer is generally in the 48-percent tax bracket; most employees for
whom deferred compensation is designed are in the 50-percent bracket
on earned income. Accordingly, if deferred compensation were to be
taxed currently the revenue gain derived by taxing the employee
would be offset by the revenue loss from the immediate deduction by
the employer.

In view of the interplay of the 50-percent maximum tax on earned
income with the 48-percent tax on corporate income, it is obvious
that tax avoidaxice is not the objective of deferred compensation
arrangement.

Moreover, the proposed Treasury regulation section 1.61-16 would
tax currently to the employee amounts of compensation, which, at the
employee's election, are deferred to a later taxable year. This position
is unwarranted for the following reasons:

(a) The proposed regulations are in conflict with the applicable
provisions of the Internal Revenue Code as interpreted by the courts
for over 30 years and by the Internal Revenue Service for the last 18
years.

(b) In view of the long history of judical and administrative ac-
ceptance of deferred compensation arrangements, any drastic change
in the law should be accomplished only through careful study at the
legislative level and by way of legislative action rather than by ad-
ministrative fiat.

(c) If the pro, regulation is promulgated, the administrative
problems created by it would be enormous.

Senator BENTsEN. Thank you very much. I will look forward to
reading the statement.

STATEMENT O RALPH ITTlRBERG, VICE PRESIDENT, DRESSER
INDUSTRIES, INC.

Mr. Yrr=mwzR. My name is Ralph Ytterberg. I am vice president of
industrial relations of Dresser Industries, Inc., which has its head-
quarters in Dallas, Tex. The purpose of my testimony is to express our
concern about a proposed change in the tax laws by the IRS that
Dresser believes is contrary to our individual interest as well as being
contrary to the national interest in that it eliminates an opportunity
for employees to own an ownership interest in their company. Further,
we believe it represents action that should be legislative rather than
administrative, since it is a reversal of well-established tax rules on a
subject having significant policy aspects.

This action is the proposed addition of a new regulation section
1.61-16 which in effect would immediately tax any compensation that
an employee has a choice to defer for subsequent payment.

I will briefly try to review our thinking that the proposed change in
taxation for the nonqualified deferred compensation program, such
as we at Dresser maintain, one, would have an adverse effect on Dresser
and its employees, two, would either not serve, or runcounter to, the
national purpose, and three, is basically erroneous in its concept.
Therefore, in our judgment, it should not be permitted to be 6nle-
mented simply as an administrative procedure without being given
serious consideration by the legislature.
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Rather than make any formal proposal for amendments, whieni, by
the way, could easily have been included in the recent comprehensive
list of suggested new tax law revision now under consideration by the
House Ways and Means Committee, the present administration ap-
parently has chosen to cloak this proposed significant reversal of this
portion of existing tax law in the guise of an administrative matter.

This, in our opinion, has occurred notwithstanding the evident con-
gressional interest in the topic and the settled state of existing law
that is proposed to be overturned.

We, at Dresser, have maintained two alternate deferred compensa-
tion plans for many years. The principal plan has been operating about
14 years and it is covered by an IRS ruling that was issued back in
1966.

Under our plans, by proper election before the amount of compen-
sation is finally determined or fully earned or awarded to the partici-
pant, he can elect to convert his incentive compensation earnings that
would otherwise be paid in cash into account credits for units equiva-
lent to Dresser shares. And because we want to encourage participation
in the plans, the stock is made available at a discount from the market
value of the stock.

I firmly believe that the existence of these plans and the success and
the progress of Dresser are closely related. The plans have helped us
in four basic ways, which I will 'ust mention.

First, I believe it has helped us attract and retain real productive
employees, good managers, good salespeople.

Second, I think the structure of the plans, the tying of the eventual
benefits to stock values, gives the participants a real, proprietary in-
terest in the future of Dresser.

Third, I think the fact of deferral, coupled with the frequent utiliza-
tion of stock as the form of benefit payment, means that Dresser can
conserve its available cash for future growth. During the period from
1964 that we've had these deferred compensation programs, our sales
have increased from some $500 million annually to $2.5 billion this last
year. Our shareholder equity has gone from $120 million up to over -

$1 billion. So it is evident that we are experiencing good growth.
Over the same time, our deferred compensation programs have con-

served a total of about $30 million in cash that would otherwise have
to have been paid out, absent these plans.

And, finally, the way our plans work, the forfeiture provisions that
we have included in our pans have helped to dissuade employees who
leave Dresser to go to work with competitors from improperly using
the confidential information they have acquired while employed with
US.

With respect to the cumulative effect of these plans on Dresser, I
think it is important to note that we have approximately 375 partici-
pants actively in the plans now and another 110 additional former em-
ployees, or their beneficiaries, who are currently receiving benefit pay-
ments, wo obviously they are not designed to restrict it to the top
management.

In fact, we have employees with as low a current annual salary as
$20,000 who participate in the plan.

Senator BiWrezEr. Mr. Ytterberg, I am going to have to ask you to
put the rest of your statement in the record. I understand we have one
more witness on this panel who would like to comment.
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Let me say in pa.sing that I've always favored plans such as that
which gives greater stock participation for employees. I did that
when I was in business. I know the chairman of this fll committee
with his strong support of ESO1 shares that point of view.

Mr. YT.ROF.RO. We are also just introducing a stock purchase plan
for broader participation in that regard, so we are very much a be-
liever in it.

(The prepared statements 6-fthe preceding panel follow:]

STATEMENT OF HERMAN C. BiEtEL, EQ., Liz, TooM" & KENT, WA5HINOTON,
D.C.

This hearing of the Finance Subcommittee on Private Pension Plans and Em-
ployee Fringe Benefits is considering (1) S. 1587, a bill to exempt state and local
government pension plans from Federal income tax liability, and (2) the tax
treatment of the deferral from income of certain amounts deferred under
non-qualified deferred compensation plans.

This statement is being submitted by Herman C. Blegel of Lee, Toomey & Kent,
Washington, D.C. The firm of Lee, Toomey & Kent has, for a number of years,.
specialized in Federal income taxes and in the tax aspects of qualified pension,
profit sharing and stock bonus plans, as well as non-qualified plans of deferred
compensation. Our clients have included both large and small corporations rep-
resenting a cross-section of American industry.

We are not taking a position with respect to S. 1,587. However, we are deeply
concerned with the future treatment of non-qualified deferred compensation plans.
In the latter connection, the Treasury Department has Issued Proposed Regu-
lations Section 1.01-18, published in the Federal Register on February 3, 1978.

We wish to submit our views on the present treatment of non-qualified de-
ferred compensation plans and register our opposition to the promulgation of
Proposed Treasury Regulations Section 1.01-16.

I. PRESENT TREATMENT OF DEFERRED COMPENSATION

Deferred compensation is simply remuneration for services, payment of which-
is made in a year after the year in which such services are performed. The
recipient is not taxed on such amounts until payment is actually received and-
the employer gets no deduction until that time.

The concept of deferred compensation has been a part of the tax law for many
years and has evolved into a well settled and widely recognized method of com-
per.sating employees. However, for a long period there was no official guidance-
from the Internal Revenue Service or the Treasury Department with respect
to how deferred compensation was to be treated for tax purposes. Rather, the.
guidance came from litigated cases interpreting the predecessors to present
Sections 61 and 4,51 of the Code. See generally, Frank Coowden, Sr. V. CoWmr.,
289 F.2d 20 (5th Cir. 1961), rev'g. 32 T.C. 853 (1959); (7ommr. v. Oates, 207'
F.2d 711 (7th Cir. 1953), aff'g. 18 T.C. 570 (1952) ; Ray S. Robinson,A44 T.C. 20
(1965) ; Howard Veit, 8 T.C. 800 (1947) and 8 T.C.M. 919 (1949) ; Julian Rob-
ertson, 6 T.C. 1060 (1946). Cf. Massachusetts Mutual Life Insurance Co. v. U.S.,.
288 U.S. 269 (1933) ; Old Colony Trust Co. v. Com4nr., 279 U.S. 716 (1928).

Section 01 of the Code provides that gross income includes all income from
whatever source derived. Section 451 provides that any item of gross income
shall be included in gross income for the taxable year in which received by the.
taxpayer unless other methods of accounting are used. The Regulations under-
Section 4,51 also deal with the concept of the constructive receipt of income.

In interpreting the predecessor statutory provisions, the courts uniformly
upheld the principle that the unsecured promise of an ordinary business corpo-
ration to make payments of compensation to an-employee in the future could*
not be taxed to him until he actually received such amounts. J. Darsie Lloyd,
33 B.T.A. 903 (1930), acq. 1960-2 C.B. 3; Bertha F. Kann, 130 F.2d 797 (3rd Cir.
1942), aff'g. BTA Memo Dec. 12,152-B (1941). Thus, a cash basis taxpayer does
not realize any gross income when he agrees to defer the receipt of such income
prior to the time the income actually becomes payable to him. In (ommr. v. Oates,
supra, the question was whether insurance agents who had renegotiated their
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contracts with an insurance company so as to defer the receipt of certain renewal
commissions otherwise payable to them by the company were liable for income
tax only on the commissions they actually received In a tax year rather than on
commissions received by the company and accruing to their account during such
year. In holding for the taxpayer the Court stated that:

SS * * Tlhe realization of income is the taxable event rather than the acqul.
sition of the right to receive it and that realization ordinarily is not deemed
to occur until the income is paid 0 * *" 1

In another case this principle even has been extended to permit the taxpayer
to delay taxation beyond the date to which he had originally deferred the pay-
ment of income to a later date by making such an election prior to the date the
original deferred payment was due. Howard Veit. supra.

After losing a number of cases In this field, the Internal Revenue Service
undertook a reevaluation of its position. In 190, after several years of study, the
Service Issued Revenue Ruling 60-31, 1900-I C.B. 174, which accepted the con-
cept of deferred compensation and approved the use of deferred compensation
arrangements of various kinds covering both individuals and groups of employ-
ees. This basic ruling was followed by a host of other published rulings approv-
ing various deferred compensation arrangements. See generally, Rev. Rul. 72-25,
1972-1 C.B. 127: Rev. Rul. 71-419. 1971-2 C.B. 220; Rev. Rul. 69-650, 1969-2
C.B. 106; Rev. Rul. 68-99, 1968-I C.B. 193: Rev. Rul. 68-86, 1968-1 C.B. 184;
Rev. Rl. 67-449, 1917-2 C.B. 173. In addition, the Service expanded its ruling
policy and issued Innumerable private rulings on specific plans, programs and
contracts Involving deferred compensation.

Thus. for over 30 years the courts have uniformly recognized the effectiveness
of arrangements deferring the receipt of compensation, and for over 18 years the
Internal Revenue Service has concurred in that position. It should be noted
that over that period not a single litigated case or legislative provision has given
any indication that the treatment of deferred compensation arrangements should
be circumscribed.

11. THE TRFASURY'S PROPOSED POSITION

The proposed amendment to the Regulations provides that 26 CFR Part 1
is amended by adding a new Section 1.61-16, reading as follows:

"1 1.61-16. Amounts, payments of which are deferred under certain compen-
sation reduction plans or arrangements.

"(a) In general. Except as otherwise provided in paragraph (b) of this sec-
tion, if Uhider a plan or arrangement (other than a plan or arrangement described
in section 401(a), 403(a) or (b). or 405(a)) payment of an amount of a tax-
payer's basic or regular compensation fixed by contract, statute, or otherwise
(or supplenenkts to such compensation, such as bonuses, or increases in such
compensation) Is, at the taxpayer's Individual option, deferred to a taxable year
later than that in which such amount would have been payable but for his
exercise of such option, the amount shall be treated as received by the taxpayer
in such earlier taxable year. For purposes of this paragraph, it is Immaterial that
the taxpayer's rights In the amount payment of which is so deferred become

0 forfeitable by reason of his exercise of the option to defer payment.
"(b) Excepton.. Paragraph (a) of this section shall not apply to an amount

payment of which is deferred as described in paragraph (a) under n plan or ar-
rangement in existence on February 8, 1978, if such amount would have been
payable, but for the taxpayer's exercise of the option, at any time prior to date
30 days following publication pf this section as a Treasury decision]. For pir-
poses of this paragraph, a plan or arrangement in existence on February 3, 1978,
which is significantly amended after such date will be treated as a new plan as of
the date of such amendment. Examples of significant amendments would be ex-
tension of coverage to an additional class of taxpayers or an Increase in the max-
imum percentage of compensation subject to the taxpayer's option."

The announcement of the proposed change in the Regulations states:
"The new regulation provides that if a taxpayer (whether or not an employee)

individually chooses to have payment of some portion of his current compensa.
tion or an amount of an increase in compensation deferred and paid in a later
year. the amount will nevertheless be treated as received by the taxpayer in

i It should be noted that the Oates ease has been on the books without challenge by the
Internal Revenue Service for over 25 years. Only now is the Treasury Debartment stating
that Its present, ocquieseence In the easew will be reconsidered. (See the Treasury Depart-
ment'sNotice of Rulemaking quoted at page 7, Infra.)
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the earlier taxable year. The taxpayer's exercise of the option to defer payment
must be under a plan or arrangement other than one described in section 401
(a), 403(a) or (b), or 405(a) of the Inte-.ual Revenue Code of 1964 (relating
respectively to qualified pension, profit-sharing, and stock bonus plans; taxation
of employee annuities; and qualified bond purchase plans)."

In describing the effect of the Proposed Regulations on the Service's present
published position, the announcement states:

"If this regulation is published as a Treasury decision, Rev. Rul. 67-449, 1967-
2 C.B. 173, Rev. Rul. 6&-86, 1968-1 C.B. 184, Rev. RuL W-650, 1969-2 C.B. 106
and Rev. Rul. 71-419, 1971-2 C.B. 220 would no longer be applied and present
Service acquiescences in the decisions in James P. Oates, 18 T.C. 570 (1962) and
Ray S. Robinson 44, T.C. 20 (1965) would be reconsidered.

"Further, it would be necessary to examine the facts and circumstances of
cases similar to those described in several other published revenue rulings (such
as Examples (1) and (3) of Rev. Rul. 0-81, 190-1 C.B. 174, Rev. Rul. 68-0,
1968-1 C.B. 193, and Rev. Rul. 72-25, 1972-1 C.B. 127) to determine whether the
deferral of payment of compensation was in fact at the individual option of the
taxpayer who earned the compensation.

"On September 7, 1977, the Service announced In IR-1881 that it had suspended
the issuance of rulings dealing with the income tax treatment of certain non-
qualified deferred compensation plans established by State and local governments
and other employers pending completion of a review of this area.

"The plans reviewed permit the employee to individually elect to defer a por-
tion of his or her salary. This proposed amendment represents conclusions
reached as a result of this review."'

n1. OUR ?, OSrON ON THE POPOWsZ REGULATIONS

We are opposed to the promulgation of Proposed Treasury Regulations Sec-
tion 1. 61-16 for the following reasons:

(1) The Treasury Department's approach to deferred compensation arrange-
ments is apparently predicated on the assumption that they are tax loopholes
which must be closed by administrative action. We submit that deferred com-
pensation is in no sense of the word a tax loophole.

(2) Deferred compensation serves many legitimate corporate purposes. Its use
should therefore not be discouraged or circumscribed.

(8) The Proposed Regulations are in conflict with the applicable provisions
of the Internal Revenue Code as Interpreted by the courts for over thirty years,
and by the Internal Revenue Service for the last 18 years.

(4) In view of the long history of Judicial and administrative acceptance of
deferred compensation arrangements, any radical change in the law should be
accomplished only through careful study at the legislative level and by way of
legislative action, rather than by administrative flat.

(5) If the Proposed Regulation Is promulgated, the administrative problems
created by It would be enormous.

xv. muesarox or ou ,osmo

(1) Deferred compen8ation is in no sense of tte word a "tax loophol."--4e
argument that deferred compensation is a tax avoidance device is completely
without merit. The vast majority of the employers involved are corporations In
the 48 percent marginal tax bracket. Similarly, most of the employees involved
are subject to tax at the marginal tax rate of 50 percent on earned income. Ac-
cordingly, If deferred compensation is taxable currently, the revenue gain from
Immediate taxation of the employee would be offset by the revenue loss from
Immediate deduction by the employer. Moreover, even though there is a deferral
of tax until receipt, the employee does not have the use of the money during
the period of deferral, and the employer does not get a tax deduction until te
time of payment. Thus, the deferred compensation arrangement has none of the
attributes (or objections from the Treasury's point of view) of the typical tax
shelter device.

It Is true that one of the attractive features of deferred compenntion to an
employee is the anticipation that he might be in a lower tax bracket when de-
ferred compensation payments are ultimately made to him. But there is no guar-
antee that this will, in fact, be the case. There are numerous Instances were
Just the opposite is true, either because the employee has other income or because
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he is a widower and thus subject to taxation at single taxpayer rates, or because
the tax rates have been increased (e.g., a year In which a surcharge is appli-
cable). Moreover, even in those cases where the tax rates are lower In the year of
receipt, the difference In rates is usually small and it has not been demonstrated
that It represents a significant method of tax avoidance.

Acerdingly, In view of the interplay of the 50 percent maximum tax on earned
Income and the 48 percent tax on corporate Income, it Is obvious that tax avoid-
ance Is not the objective of deferred compensation arrangements. The real pur-
pose they serve is to 1wrovide the employee with a greater degree of financial
security In his retirement years and narrow the gap in earnings between his
active and retirement periods.

(2) Deferred co"mp atfsox serves many legitimate corporate purposes.-De-
ferred compensaton has been used for many years, wholly apart from tax con-
sequences, as a method of attracting and retaining valuable employees, not only
in the top echelons of management, but also in middle management. We submit
that these arrangements are not devices limited to a few highly paid employees
who are in a financial position to demand them. On the contrary, many companies
realize that orderly progression in executive ranks is vital to the success of any
enterprise and therefore apply such plans broadly to technical and managerial
personnel at many levels.

This is particularly true in the case of small or new companies which cannot
afford the fixed annual cost of a pension plan or large current salaries, or where
the use of qualified or non-qualified stock options is not visible. More often than
not, forfeiture provisions are included to further encourage employees to stay
with an employer. Furthermore, under many deferred compensation arrange-
ments the ultimate payout if-keyed to the value of the employer's stock. In such
case there is an obvious incentive on the part of the employee to increase such
value so that the amount he ultimately receives will be that much greater. De-
ferred compensation can thereby provide the employee with a direct and real
stake in the business.

Wor these reasons the tax laws should encourage the use of deferred compensa-
tion arrangements rather than impede their availability to corporate employees.

(3) The Proposed Regulations are in conflict with the applicable provision. of
the internal Revenue Code as interpreted by the ourts for over 30 years, and by
the Internal Revenue Service for the last 18 years.-As pointed out in Part I
above, the present treatment of deferred compensation has developed over a sub-
stantial period of time, either through court decisions or, ultimately, by publica-
tion of Revenue Rulings by the Internal Revenue Service. These Judicial inter-
pretatiorm of Sections 61 and 451 of the Code have withstood attack for over 30
years, and even the Service's administrative interpretations of these sections have
been consistent with the court decisions. The change in the tax treatment of de-
ferred compensation now proposed by the Treasury flies in the face of long estab-
lished Judicial and administrative precedent.

'It is respectfully submitted, therefore, that taxpayers should be entitled to rely
on this long established policy announced by the courts and adopted by the In-
ternal Revenue Service, and that no administrative change is warranted at this
point in time.

(4) Any change in existing tax treatment of deferred compensation should be
effected by legisation, not by admf4rtrative fiat.-Under Section 7805 of the Code,
the Commissioner has the power to prescribe the rules and regulations neces-
sary to enforce the provisions of the Code. This provision, however, has never
been construed by the courts as giving the Commissioner the power to deviate
so far from the statute as to actually create new legislation. Any such attempt
by the Commissioner to adopt a rule totally inconsistent with the statute and its
legislative history would be invalid. See, Manhattan General Equipment Co. v.
Comnmr., 297 U.S. 129, 184-135 (1938).

As discussed above, the Proposed Regulations are clearly in direct conflict with
Sections 01 and 451 of the Code, and all Judicial decisions interpreting them or
their predecessors. Furthermore, as indicated above, in the 18 years since the is.
suance of Revenue Ruling 60-31, there have been no changes in the area by way
of administrative announcements, court decisions or legislation. It Is well settled
that where an administrative interpretation of a statute has survived reenact-
ment of the statute, the practice is generally presumed to have been approved by
Congress. See, Helverlng v. Winmll, 806 U.S. 79 (138).

Because of the above, the Proposed Regulations, if finalized, would in all
likelihood precipitate lengthy and numerous legal battles, and would create un-
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certainty as to the validity of these arrangements until the litigation is finally
resolved. Consequently, any such change even remotely similar to those contained
In the Proposed Regulations should be accomplished, If at all, only through
legislation.

Indeed, in the Tax Reform Act of 1969, the House adopted a provision with
respect to deferred compensation. (Section 881 of H.R. 18270, 91st Cong., 1st
Bes.) However, even this provision did not attempt to tax the employee currently
on amounts of compensation deferred to a later year. Instead, it recognised the
principle that deferred compensation was taxable only when received. It then
provided that, in computing the tax on such deferred compensation in the year
of receipt, the applicable rate should be determined by "throwing back" the
deferred compensation to the year In which it was earned. The rate of tax that
would have been applicable in that year, had the deferred compensation been
received in that year, would then be applied to the deferred compensation in
the year of receipt. The Treasury Department, however, felt that the provision
was overly cumbersome and that the treatment of deferred compensation needed
more study. The provision was, therefore, dropped from the bill (See Report
of Senate Finance Committee No. 91-462, at pp. 806-807.) Significantly, it was
recognized by all concerned, both the Legislative and Administrative Branches,
that legislation, rather than administrative fiat, was necessary to change the
tax treatment of deferred compensation.

(5) The adm4natrretve problem# created by tMe Proposed Re ufsoas would
be enormous.-In addition to the legal objections to the Proposed Regulations,
their implementation would provide numerous administrative problems.

(a) As indicated in the Treasury Department's statement accompanying the
Proposed Regulations, 'It would be necessary to examine the facts and cir.
cumetancee of cases similar to those described in several other published Revenue
Rulings 0 0 0 to determine whether the deferral of payment of compensation-
was in fact at the individual option of the taxpayer who earned the compensa-
tion." What objective standards can be evolved to determine whether the defer-
ment was at the election of the employee or designed for the benefit of the em-
ployer? As Indicated above, deferred compensation arrangements are frequently
initiated by the employer and serve many corporate purpIses. Are such ar-
rangements to be viewed with suspicion? Will there be any way the taxpayer,
either the employee or the employer, could convince the Service that the defer-
ment was not at the election of the employee? This inquiry would raise serious
problems as to the viability of any deferred compensation arrangement.

(b) In the case of a deferred compensation arrangement, would the employee
be taxed each year only on the amount deferred with respect to that year or,
rather, on the value of the employer's promise to pay under the contract as a
whole? In the latter event, it would be necessary to develop a method of valuing
the promise to pay in the future, and to take Into account the discounted value
of such promise as well as the possible contingencies on the payments called for
under the contract. (See I(c) below.)

(c) What effect would various forfeiture provisions---such as the requirement
to perform consulting services, the prohibition of engaging in competitive activi-
ties, etc.-have on the treatment of deferred compensation? If such conditions are
not to be recognized for current taxability of deferred compensation, then what
happens when amounts are actually forfeited which previously had been taken
into income? In all fairness, there would have to be developed a set of rules
governing the proper treatment of forfeited amounts which previously had been
reported by the employee.

(d) One of the deferred compenstion arrangements in use by many corpora-
tions is the so-mclled phantom stock plan. Under that plan, the employee Is
awarded the equivalent of a certain number of shares of the employer. Those
awards are credited on the books of the company, but no actual shares are used
or delivered to the employee. When dividends are paid on the outstanding stock
of the company, a dividend equivalent is credited to the phantom stock on the
books of the company. When the employee retires or terminates service with
vested rights under the plan, the number of phantom shares standing to his
account is valued at the then fair market value of the company's outstanding real
stock. And this sum, plus the accumulated dividend equivalents, Is paid out to
the employee over a period of years.

If such a plan is deemed to be within the scope of the Proposed Regulatiofs, to
the employee to be taxed at the time the phantom stock is credited to his account
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at the then fair market value of the real stock? If so, what happens to the appre
elation in the value of the phantom stock; Is that to be taxed as it accrues each
year (even though it Is not received by the employee) ? Conversely, If the stock
decreases in value from the Initial value, when will such depreciation be taken
into account, and will it be deductible by the employee as an ordinary loss? More-
over, what tax treatment is to be given to the dividend equivalents credited pert-
odically on the phantom stock? Are they to be taxed currently?

A variation of the phantom stock plan raises even more esoteric problems. Un-
der this version, the employee does not get the full fair market value of the phan-
tom stock at termination of employment. Instead, he receives only the excess (if
any) of the value of the phantom stock at termination over the value of such
stock at the time of the Initial award. How in that employee to be taxed? Is the un-
realized appreciation to be taxed annually to him when there is no assurance that
the increment of appreciation will survive until retirement? How can this "gleam
in the eye" of the corporate employer be converted Into taxable Income even by
legislative action, let alone administrative unilateral action?

(e) There is a potential conflict between the Proposed Regulations under Sec-
tion 61 and the Proposed Regulations under Section 88 of the Code, dealing with
the transfer of restricted property. (Prop. Regs. 1 1.83-1) The Section 61 Pro-
posed Regulations provide for immediate taxation whether or not the promise to
pay in the future is contingent Under Section 88, restricted property is not taxed
to the recipient (e.g., an employee) until the restrictions lapse, even though the
employee actually receives the property immediately. Thus, under Section 88 for-
fretability will generally avoid immediate taxation but under the Proposed Regu-
lations applicable to Section 61 it will not.

Furthermore, the Proposed Regulations under Section 83 take the position that
an unfunded and unsecured promise to pay deferred compensation is not taxable.
(Prop. Regs 1 1.88-4(e)). The Proposed Regulations under Section 61 take the

diametrically opposite approach.
V. CONCLUSION

In view of the foregoing, it is respectfully submitted that Congress should pre-
empt the consideration of the future tax status of deferred compensation ar-
rangements. There is too solid a basis and too long a history of recognition by the
courts and the Internal Revenue Service of the validity of deferred compensation
arrangements to warrant the Treasury Department's proposed change In the
ground rules applicable to these arrangements. Only if a study by Congress and its
tax staff reveals any deficiency in the current tax treatment of deferred compensa-
tion arrangements should any change be made. Moreover, Congress, and not the
Treasury, has the authority to set the parameters if warranted between accept-
able deterred compensation arrangements.

STATWMUT or G. Kzxwwir Cnimpstr, Draworo or TAXES, XZRox Coar., oN
Buhw, or Tut RoceTam TAx CouNc=L

My name is Kenneth Christrup. I am Director of Taxes of Xerox Corpo-
ration and I appear before you today as Chairman of The Rochester Tax Council.

The Rochester Tax Council was formed in 1969 as a voluntary organization of
companies having strong affiliations with the Rochester, New York area. The
Council membership includes: Bausch & Lomb, Inc., Champion Products; Corn-
ing Glass Works; Eastman Kodak Co.; The R. T. French Co.; Gannett Co., Inc.;
Garlock, Inc., Gleason Works; Schlegel Corp.; Security New York State Corp.;
Syborn Corp.; Xerox Corp.

The members of the Council collectively manufacture a wide variety of high
technology products. Although these companies have substantial facilities in the
Rochester, New York, area, they also have major facilities in all the states in the
United States.

Of concern to the Council are the proposed income tax regulations published
in the Federal Register of February 3, 1978, under which the Internal Revenue
Service would seek to radically change the long-standing tax treatment of
amounts of compensation which are voluntarily and irrevocably deferred for pay-
merit to employees in later years. Even where the arrangements is entered into
before the compensation is earned, so that the employee never obtains a fixed
right to it, the proposed regulations would seek to include the deferred amounts
in the employees gross income for the year in which such amounts would have
been paid if the employee and employer had not entered Into the Irrevocable
contractual arrangement for deferral.

The Council appears before you today because the Treasury's proposed regula.
tons, even in proposed form, seriously disrupt the compensation programs of
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members of the council, some of which have been In effect for many years pur-
msant to long-settled doctrines and well-understood, easily administered and
realistic rules developed by the courts and accepted by the Internal Revenue
Service and the Treasury. We believe that any change in these rules is a legisla-
tive matter. If there are abuses, the Treasury should make them known to the
Congress so that they can be dealt with in an orderly authoritative way which is
consistent with overall tax reform, with nationally accepted tax policy goals, and
with equity to the business community and Individual taxpayers.

The proposed regulation Is inconsistent with all published administrative and
Judicial precedent and exceeds the delegated rule-making authority :

Although it is well recognized that gross income includes amounts received
as compensation for services, there is a long line of cases which stand for the
proposition that a taxpayer does not currently realize compensation income
where he has irrevocably agreed to defer its actual receipt at a time before the
date such income was actually payable to him. Howard Veit, 8 T.C. 809 (1947)
and 8 T.C.M. 919 (1949); Commiafoner v. Oates, 207 F. 2d (1958), affg. 18
T.C. 570 (1952); Ray S. Robinson, 44 T.C. 20 (1965) The Internal Revenue
Service, after initially testing this proposition through numerous court cases,
18 years ago acquiesced in the decisions and published Rev. Rul. 60-81, 190-1
C.B. 174, which is consistent with the case law, has not been modified or
limited in any court decision since, and has basically represented the settled
doctrine in this area for almost two decades.

The proposed regulation now seeks to reverse this settled doctrine and to take
a radically different approach which is not supported by any existing precedent
In the field of Income taxation of compensation. Furthermore, the proposed
regulation is contrary to all of the Judicial and administrative precedent in
other areas of the tax law dealing with the time of realization of income, such
as the law dealing with deferred payment contracts, casual sales of personal
property, and deferred interest government bonds. See J. D. Amend, 18 T.C. 178
(1949) ; Harold N. Sheldon, 62 T.C. 96 (1974) ; Hineman v. Brodrick, 99 F. Supp.
582 (D. Kan. 1951) ; Rev. Rul. 58-162, 1952-1 C.B. 234; Rev. Rul. 73-210, 1973-1
C.B. 211, Code sections 454 and 1232. It is well settled that a taxpayer is not
bound to arrange his affairs in such manner as will result in the most severe
tax impact. Gregory v. Helvering, 69 F. 2d 809 (2nd Cir. 1934), aff'd. 83 U.S.
405 (1935).

While it is certainly true that the Secretary can interpret the meaning of
sections of the Internal Revenue Code by administrative pronouncements, such
interpretative rules must be consistent with the Code and must be made before
the statutory interpretation Is authoritatively settled by the courts. Brushaber
v. Union P. R. Co., 240 U.S. 1 (1915); H. E. Blatt Co. v. U.S. 305 U.S. 267
(1938) ; Fawcus Machine Co., v. U.S., 282 U.S. 375 (1930) ; and Bingham's Trust
v. Commissioner, 325 U.S. 365 (1944).

The present proposed regulations are in effect legislation by administrative
flat. Furthermore, the proposed rgulation 1.61-16 is not in accord with the
express terms of sections 61 and 451 and Is contrary to long-standing Judicial
interpretations of these sections.

It is well settled under section 451 that a cash basis taxpayer is In "receipt"
of an item of gross income when he actually receives the element of gross income
as cash or the equivalent of cash, or when he constructively receives the element
of gross income as cash or the equivalent of cash. Regulation 33, Revenue Act

* of 1918; Regulation 11.451; Old Colony Trust Co. v. Comissioner, 279 U.S.
716 (1928) ; Hamilton National Bank of Chattanooga, 29 BTA 63 (1983) ; Ross
v. Commissioner, 169 P. 2d 483 (1st Cir. 1948). Until there is actual or con-
structive receipt of compensation, a cash basis taxpayer does not include such
compensation in income.

A fortiori. there Is no actual receipt of cash until the compensation is actually
paid. Therefore, only two theories are available for finding "receipt" of deferred
compensation prior to the actual receipt of the cash: 1) the cash equivalency
doctrine, and 2) the constructive receipt doctrine.

Invoking the cash equivalency doctrine (or economic benefit theory as it is
also called) requires receipt of property rights which are both unconditional
and assignable (Frank (owden Sr., 289 F. 2d 20 (5th Cir. 1961), reversing 82
T.C. 853 (1959)). Receipt of an unfunded and unsecured promise to pay deferred
compensation is not property and thus not income to a cash basis taxpayer.
See proposed regulation 1.834(e). It is difficult to conceive how the cash equiva-
lency doctrine could support an attempt to tax something which In not property
as an item of gross income.
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The constructive receipt theory results in "receipt" under section 451 only
where the taxpayer has an unconditional right to draw on amounts credited to
his account or set apart for him (See, United States v. Christine Oil and Goo
(o., 280 Fed. 458 (1920) and Reg. 1 1.451-2(a)). Such an interpretation of the
word "receipt" as used in section 451 is suggested by the legislative history to
section 213(a) under the Revenue Act of 1921, the precursor of section 451, as
set forth in the Conference Committee Report to the Revenue Act of 1924, H.
Rep. 844, 68th Cong., 1st Sess., p. 16, which states that "items of gross income
should be considered to be received in the taxable year In which they are
unqualifiedly made subject to the demands of the taxpayer."

The proposed regulation seeks to expand the meaning of "receipt" beyond any
interpretation of that term to date. It is clearly an interpretation inconsistent
with all precedent and contrary to the state Congressional meaning of that term,
and therefore beyond the rule-making authority delegated to the Secretary
under section 7805. Furthermore, the proposed regulation attempts to stretch
the theory of cash receipts to the point where the distinction between the cash
receipts and accrual methods of accounting is destroyed.

Nor can the proposed regulation be supported by any application of the assign-
ment of income doctrine, which deals solely with the deflection of income be-
tween taxpayers and not with the timing of realization of such income. See
Lucas v. Eart, 281 U.S. 111 (1930); c.f. United States v. Bayse, 410 U.S. 441
(1973).

It has long been accepted that the language of section 61 was used by Con-
gress to exert "the full measure of its taxing power." Hclvering v. (lifford, 300
U.S. 331, 334 (1939). However, there is weighty authority for the proposition
that there is no income until the taxpayer receives something "for his separate
use, benefit, and disposal . . ." Eisner v. Maoomber, 252 U.S. 189, 207 (1919) ;
or until there is an instance of "undeniable accessions to wealth, clearly realized,
and over which . . . taxpayers have complete dominion." Commissioner v. Glen-
sham Glass Co., 348 U.S. 426, 481 (1955). The proposed regulation goes far
beyond any current theory of when gross income is realized by requiring a
taxpayer to Include as an item of gross income an unrealized amount which
he is not yet entitled to receive and over which he has no dominion or control.
Such a theory of gross income is clearly inconsistent with the constitutional
requirement that gross income involves an element of realization. Mere appre-
ciation of value, remote possibilities of gain, and naked promises have never con-
stituted realization under section 61.

We believe that, since the proposed regulation goes well beyond any precedent
requiring an inclusion in income prior to the year of actual receipt and reverses
a longstanding body of judicial and administrative law, it represents an unrea.
sonable use of the delegated authority to issue rules and regulations and is be-
yond the delegated rulemaking authority. Furthermore, causee the proposed
regulation attempts to expand the definition of gross income as encompassing
amounts over which a taxpayer has no present entitlement, it is certainly ii-
consistent with any Judicially developed theory of gross income defining the
parameters of the Congressional mandate.

The proposed regulation would create administrative complexities and un-
certainties that render it impractical, unrealistic and unreasonable:

Because the proposed regulation is promulgated as an interpretation of what
constitutes income, it is not possible to precisely define the limits of the doctrine'
as would be the case if Congress were called upon to change the law with-respect
to a particular type of transaction. The rules as proposed would apply both to
fixed compensation and to supplements thereto in the form of bonuses or In-
creases, they would apply to employees and to independent contractors, they
would apply to formal plans and individual contracts, they would apply whether
or not the employer sets aside or invests any funds pursuant to the agreement or
on its own volition, and they would apply whether or not the deferred payments
are subject to forfeiture, contingencies, or to upward or downward fluctuation.
If the proposed regulation were valid, presumably its principles would apply
even beyond the compensation area, to deferred payment sales, accrued interest
on U.S. Government "E" Bonds, and any other areas where a cash basis taxpayer
may be deemed to have the ability to influence the flow of income by the manner
in which he arranges his affairs.

In the compensation area, the proposed regulation would apparently apply to
such arrangements as phantom stock plans, where the amount deferred may
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fluctuate radically over the deferral period. Arbitrarily exposed would also be
other types of elective programs resulting in an eventual payment which may
be significantly more or less than the amount originally taxed to the employer
under the proposed rule. This would necessitate a whole new network of rules
and regulations to supplement the basic rule, such as:

(1) Rules for the timing and amount of the employer's deduction;
(2) Rules for the character and timing of the taxation of any income even-

tually realized over and above that Initially taxed;
(8) Rules for the allowability, timing and character of any loss resulting from

the eventual receipt of less than the amount initially taxed. 0
It is evident that the proposed regulation is very much at odds with the pur-

ported effort of the present administration and the Congress to bring about
simplifcation of the tax laws.

Other impracticalitles of the proposed rule center around the enormous amount
of litigation and resultant confusion which would result. Apart from the attacks
on Its validity, which would drag on for years before being finally settled in all
of the many courts which handle tax disputes, there would also be litigation aris-
ing out of disputes as to the scope and meaning of the regulation, and such ques-
tions as whether the amount to be included in taxable income in the Initial tax-
able year Is the face amount or the present value of the amount due In the future,
and (if the latter) whether forfeiture provisions and contingencies effectively
eliminate any present tax. Even in the absence of forfeitures and contingencies,
there are no present rules readily available for determining the proper discount
to be applied to a naked, unsecured promise.

The proposed regulation would be unfair and discriminatory In operation:
The proposed regulation would operate unfairly in a number of respects.
The effective date rules discriminate in favor of employees whose employers

have maintained formal plans of deferred compensation, and against those who
have established practices of arranging deferral through individually designed
contractual arrangements, since only the former may continue to defer during the
period before the regulations become final. The effective date rules also operate
with obvious unfairness to employees who prior to February 8,1977, have entered
into irrevocable arrangements to defer to a later date amounts which were re-
ceivable, but for the deferral, on an earlier date which falls more than 80 days
after the regulation becomes final.

The regulations also result in severe cash flow hardships for employees at all
compensation levels who inevitably would find themselves charged with current
income tax on amounts irrevocably deferred to later years. The problems are
exacerbated in any cases in which there were misjudgments as to whether a com-
pensation arrangement agreed to with the employer would be deemed to involve
an election within the meaning of the regulation. The Internal Revenue Bervie
would be forced to view with suspicion every contractual arrangement providing
for future payments for services where the deferral technically appears to qualify
under the proposed regulations because It is mandated by the employer, despite
the fact that man such contracts are legitimately in the interest of and compat-
ible with the desires of both parties. We foresee that this problem alone illus-
trates the impracticality of the regulation and renders It unenforcible except
with a large measure of inequity.

The proposed regulation i contrary to sound business practices and to the
legitimate goals of capital formation, productivity, retirement security and rev-
enue collection:

In many cases the employer has an Important stake In tax deferral by em-
ployees. This can result not only In Increasing working capital, but also helps to
stimulate productivity through deferral of compensation as part of incentive pro-
grams under which the amounts ultimately paid will depend on the success of the
business This is particularly important in small businesses, where working cap.
ital needs may be greatest and stock option type incentives are often unavail-
able. These programs can be extended to lower and middle echelon employees
only by offering a formal election, since mandatory deferral would impose too
great a hardship on many employees with heavy current cash needs. For these
reasons, it is evident that the proposed rules run counter to sound business prae-
tice and to the important current national goals of Increasing capital formation
and productivity.

The same aspects of the regulation forcing current payment of all compenna-
tion to lower and middle level employees runs directly counter to the policies
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and goals of enhancing savings and retirement security, as reflected in BRISA
and related legislation.

The proposal Is also unsound from the standpoint of protection of the revenue.
Most employers are corporations in a marginal tax bracket of 48 percent. The
maximum marginal tax rate on compensation income to employees is 50 percent.
Under present law, the employer receives no deduction for deferred compensa-
tion until It Is paid and the employee realizes income subject to tax. Assuming
that under the proposed regulations the employer would be allowed a deduction
at the same time as the employee realises income in the earlier year, the proposal
would produce Insignificant revenue even if all taxpayers who elect deferral of
compensation were In the highest tax bracket In fact, of course, the contrary
is true. Since the most highly compensated taxpayers will be in top brackets in
the year to which compensation is deferred as well as the year in which It was
originally payable, deferred compensation is attractive as a tax saving device
primarily to employees In lower brackets. Thus, it seems likely that the proposed
regulation, to the extent that it applies to employees of non-tax exempt em-
ployers, would result in a revenue loss.

The proposed regulation represents a departure from the Treasury's undertak-
ing to the Congress in 190 to develop legislative recommendations for the treat-
ment of deferred compensation:

In the Congressional consideration of the 1909 Tax Reform Act, the House
adopted a deferred compensation provision which would have taxed deferred
compensation exceeding $10,000 when received, at rates equivalent to those which
would have applied when such compensation was earned. The Finance Commit-
tee deleted this provision, saying that it was doing so at the Treasury's request
and on the understanding that the Treasury would undertake a comprehensive
study of the subject and that the Treasury "Intends, as part of this study, to de-
velop recommendations dealing with the tax consequences of all deferred coma-
pensation arrangements" See Section 881 of the House Bill, pp. 89-01 of H. Rep.
91-418 (Part 1) and pp. 806-807 of S. Rep. 91-552. No such study or legislative
recommendations have been submitted to Congress, despite the clear understand-
ing of the tax writing committees of both Houses of Congress, acknowledged by
the Treasury, that deferred compensation arrangements are valid for Income
tax purposes under existing law, changes to which were regarded as a legislative
matter.

For the foregoing reasons, the Rochester Tax Council urges that Congress act
expeditiously to require the Internal Revenue Service to continue to administer
the law consistent with Rev. Rul. 041 and to complete a study of the deferred
compensation area and present that study to Congress with legislative recom-
mendations.
sTATzEUT or RaLu W. YT-m==, VroC-PasTmZ , InDuTemr R=.ATONS,
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SUMMARY or TUTMONY

Dresser is deeply concerned about a proposed change in tax laws by the Inter-
nal Revenue Service. We believe this change represents action that should be
legislative rather than administrative since it constitutes such a clear reversal of
well established tax rules on a subject having significant policy aspects. This
action is the proposed addition of a new regulation section 1.61-16, which in
effect, would immediately tax any compensation that an employee has a choice
to defer for subsequent payment.

The last time a serious change in the tax law concerning nouqualified deferred
compensation was formally considered was when the Tax Reform Act of 190
was being formulated. However, the Finance Committee withdrew the proposed
amendment when the Treasury Department asked that It be tabled, so the Depart-
ment could study the subject at greater length and come back with a new recom-
mendation. Rather than include this proposal In the recent list of suggested tax
law revisions, the present administration apparently has chosen to cloak their
proposed reversal of existing tax law In the gulse of an administrative matter.

Dresser has maintained two deferred compensation plans for several years,
under which a participant can elect to convert his "incentive compensation" earn-
ings that would otherwise be paid in cash into account credits for units equiva-
lent to shares of Dresser stock. Under the primary plan, the unit or 'phantom



100

stock" credits are accumulated-along with credit for additional units derived
from "dividend equivalents"-for eventual distribution following retirement

I firmly believe that the existence of these plans and the success and progress
of Dresser are closely related. They assist Dresser in several ways, none of which
are primarily motivated by tax considerations. First, these plans have helped to
attract and retain productive executives, managers and salesmen. They afford
the employee the opportunity to increase the amount of compensation he will
eventually receive-both directly, via a "discount," and indirectly through hoped
and strived for appreciation in stock value. Second, the structure of these plans
gives the participants a proprietary Interest in the future of Dresser. This en-
courages the participants to strive for long-term appreciation In the stock value.
Third, the fact of deferral, coupled with the utilization of stock as the form of
payment, means that Dresser can conserve cash for growth. During the period
since 1964 that Dresser has hpd deferred compensation programs in effect,
Dresser's sales have increased from less than $500 million to over $2 billion, and
shareholder equity from just over $120 million to over $1 billion. Over this same
period, the deferred compensation programs have conserved a total of about $30
million from the amount that otherwise would have been paid out in cash.

With respect to these plans, I think it Is Important that we now have approxi-
mately 375 active employee participants and an additional 110 former employees,
or their beneficiaries, currently receiving benefit payouts. Obviously, the plans
are not designed for, or restricted to, top management but rather are offered to
executives, managers and sales people who have the real operating profit respon-
sibility. People with a current annual base salary as low as $20,000 can and some-
times do become participants.

Under present law, deferred compensation is taxed currently only if It falls
under either the economic benefit or constructive receipt concepts. The economic
benefit theory is applied only where the deferred amount has been set aside for
eventual distribution, for example, In a trust or escrow account, not where there
Is only a contractual right against the employer. The constructive receipt theory
is applied only where the employee has a matured right to a definite amount, but
chooses not to claim It until some later date. Similarly the employer cannottake
the deduction until the employee receives the distribution. Thus, there is no tax
avoidance inherent in the present method. At most there may be a deferral of
some tax, but the combination of the 50 percent maximum tax rate on compensa-
tion and continuing rampant inflation virtually assure that the same rhites will be
paid whenever the amount is taxed.

I respectfully and strongly urge you to take whatever steps may be appropriate
to prevent this important, proposed change from being Implemented simply
through administrative action.

INTRODUCTION

My name is Ralph W. Ytterberg and I am Vice President-Industrial Relations
of Dresser Industries, Inc., which has Its headquarters in Dallas, Tex. I appre-
ciate this opportunity to appear before you on behalf of Dresser. which Is a diver-
sified supplier of technology, products and services to many industries, including
primarily industries involved in the development of energy and natural resources.

PURPOSE. OF TESTIMONY

The purpose of my testimony is to express our concern about a proposed change
in tax laws by the Internal Revenue Service that Dresser believes is contrary to
Dresser's individual interest as well as contrary to the national Interest. Further
we believe it represents action that should be legislative rather than administra-
tive since it represents such a clear reversal of well established tax rules on a
subject having significant policy aspects. This action is the proposed addition of
a new regulations section 1.61-16, which in effect, would immediately tax any
compensation other than a qualified retirement plan that an employee has a
choice to defer for subsequent payment. I intend to review with you our thinking
that the proposed change in taxation of nonqualified deferred compensation pro-
grams, such as Dresser maintains: (1) would have an adverse effect on Dresser
and its employees, (2) either would not serve or run counter to national purposes,
and (3) is erroneous in its basic concept. Therefore, it should not be permitted to
be implemented simply as an administrative procedure without being given seri-
ous consideration by the legislature.
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CONGRESSIONAL JURISDICTION
The last time a serious change in the tax law concerning nonqualified deferred

compensation was formally considered was when the Tax Reform Act of 1969
was being formulated. The Ways and Means Committee and the Finance Com-
mittee were both then advised that under existing law Deferred Compensation
was taxable only when paid. The proposal being considered was not to change the
time such compensation was taxed, but the applicable tax rates. However, at that
time the Finance Committee withdrew the proposed amendment when the Treas-
ury Department asked that it be tabled, so the Department could study the sub-
ject at greater length and come back with a new recommendation.

Rather than make any formal proposals for amendments--which by the way
could easily have been included in the recent comprehensive list of suggested tax
law revisions-the present administration apparently has chosen to cloak their
proposed significant reversal of this portion of existing tax law in the guise of an
administrative matter. This has occurred notwithstanding evident congressional
interest in the topic and the settled state of existing law that is proposed to be

,overturned.
In addition, Dresser believes that the proposed change would be very adverse

to Dreser and would be incorrect and counterproductive as a matter of national
policy, and be contrary to basic tax policy. I will attempt to develop these factors
in more detail in a moment, so that you can see that this matter is of sufficient
importance to warrant a congressional "hold" on the proposed administrative
action.

PROPOSAL BAD FOR DRESSER AND EMPLOYEE PARTICIPANTS

Dresser has maintained two alternative deferred compensation plans for sev-
'eral years. The principal plan has operated about 14 years, and is covered by an
IRS ruling letter that was issued in 1966. Under these plans, by proper election
before the amount of compensation is finally determined, fully earned, or awarded
to a participant he can elect to convert such "incentive compensation" earnings
that would otherwise be paid in cash into account credits for units equivalent to
shares of Dresser stock. Under this plan, the unit or "phantom stock" credits are
'accumulated-along with credit for additional units derived from "dividend
'equivalents"-for eventual distribution over a period of time following termina-
tion of employment. Under the alternative plan, the deferral of compensation is
for a shorter fixed period of three to five years.

Because Dresser wants to encourage participation in these plans, the crediting
'of units equivalent to stock is made at a "discount" from the market value of
the stock.

I firmly believe that the existence of these plans significantly assist Drssr in
at least four ways--none of which are primarily motivated by tax considerations.

First. I believe that these plans have helped to attract and retain productive
executives, managers and salesmen. They afford the employee the opportunity to
increase the amount of compensation he will eventually receive--both directly,
vin the "discount," and indirectly through hoped and strived for appreciation in
stock value. At the same time, they afford the employee the opportunity to build
up an amount for his retirement. This is particularly important as the prospective
vqluo of pension benefit is constantly being eroded by continued high inflation. It
has been my experience that these opportunities have a real attraction for ambi-
tious and productive employees. The fact that an employee who unilaterally termi-
nat-s will forfeit future benefits from dividend equivalents may also encourage
partlcimnts not to leave.

Second, the structure of these plans--the tying of evenutal benefits to stock
values--gives the participants a proprietary interest in the future of Dresser.
This relationship, of course ,encourages the particiapnts to strive for long-term
appreciation in the stock value. It is an act of faith and commitment to the fu-
ture of the company and to the strength of our economy. Obviously, this encour-
agement will certainly work to Dresser's advantage.

Third. the fact of deferral, coupled with the frequent utilization of stock as the
form of benefit payment, means that Dresser can conserve its available cash re-
sources for growth. During the period since 1964 that Dresser has had deferred
oamrensation programs in effect, Dresser's sales have increased from less than

$500 million to over $21h billion, and sharehold equity from Just over $120 million
to over $1 billion: thus it is evident we are experiencing good growth. Over this
same period, the deferred compensation programs have conserved a total of about
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S30 million from the amount that otherwise would have been paid out In cash,
absent these plans. This is in a real sense a capital investment on the part of our
employees and a capital formation vehicle for the company. At the present time, by
virtue of other factors primarily of a tax nature, individuals' incentives for such
investment have been increasingly chilled and the consequent lessening of Indus-
try's ability to marshall capital has serious omens for the continued strength of
our economy.

Finally, the forfeiture provisions in the plans have helped to dissuade em-
ployees who leave Dresser to go to work with competitors from improperly or un-
fairly using confidential information that they acquired while employed at Dres-
Per. While actual enforcement of this provision has been minimal, its existence
undoubtedly has had a salutary effect on the actions of former participants In
general.

With respect to the cumulative affect of these plans on Dresser, I think it is
important to note that we now have approximately 875 active employee partici-
pants and an additional 110 former employees, or their beneficiaries, currently
receiving benefit payouts. Obviously, the plans are not designed for, or restricted
to, top management but rather are offered to executives, managers and salespeo-
pie who have the real operating profit responsibility. People with a current annual
base salary as low as $20,000, and with grade classifications as low as "Exempt
six" in a scale of grades from one through 23 can and sometimes do be-
come participants.

At this point I will reiterate that our plans have been very helpful to Dresser
and to our employees-primarily for the non-tax reasons outlined above. How-
ever, the proposed change In the tax law would render the plans unworkable in
practice by requiring an immediate tax payment regarding amounts deferred.
Thus, non-tax benefits would be denied by tax law changes that are unnecessary
and Incorrect In concept, as I shall now discuss.

PIEOPO.AL HAD IN CONCPI

The taxation of deferred compensation has been quite clear and consistent for
many years, particularly so since the issuance of Revenue Ruling 60-81 in 1960.
In general, such compensation is not taxed until the employee receives it or ha*
the right to receive it, The proposed change provides that if the employee could
have made arrangements for payment at an earlier date, he will be taxable then,
regardless of when he is actually paid or has a right to be paid under his actual
contract

That this represents a clear reversal of existing law is confirmed by the col-
lateral revocation of existing Revenue Rulings and acquiescences by the IRS, as
well as the "grandfather clause" in the proposed regulation covering deferrals
under pre-existing plans. I

In examining the proposed change, it is clear that the result cannot be sup--
ported by any previously accepted tax theory, and none Is offered in the release
accompanying the proposaL It is clearly inconsistent with the normal, cash basis
method of recognizing Income when It is received.

One possible exception would be the economic benefit theory, under which a per-
son Is found to have received something other than cash which has a definite ec-
nomic value to him, and is taxed upon receipt of such item. However, the only
"thing" received at deferral under our plans is Dresser's unsecured promise to
make certain future payments which promise is conditional and not a vested
right to receive benefits because of the forfeiture provisions. Such limited rights
consistently have been held not to support taxation under this theory.

The only other possible theory Is the constructive receipt theory, under which
a person who could have received income as of a certain date simply 'turns his
back" on the Income until a later date, is held to be taxable on the first date.
However, this clearly does not apply where the taxpayer has no right to receive
the item at any time prior to its actual receipt, after the right was earned or
matured. Indeed, if this theory were to apply in this case,-it would Just as logi-
cally apply to a host of commercial transactions such as loans, leases, etc.

Not only does the proposed change lack any theoretical legal support, It also
would be very dflmcult to understand and apply to specific situations. In Dresser's
ease, would there be "an amount deferred," as is required by the proposed change,
where the original amount Is converted or exchanged for something totally
different in form and value? If so, what is the "amount deferred"? The original
amount otherwise payable In cash, the market value of shares equivalent to the



103

initial account credit, or a discounted guess as to the eventual benefit to be
received.

U am convinced that the proposed law change would introduce a provision that
is inherently bad in concept. As a part of my testimony, I should like to submit
as Appendix A the technical protest letter to the IM that was recently filed by
Dresser. This attachment will more fully express our technical objections to
the proposed change.

PMUZrNT LAW IS PROPR

,Under present law, deferred compensation is taxed currently only If it falls
under either the economic benefit or constructive receipt concepts mentioned
earlier. The economic benefit theory I applied only where the deferred amount
has been set aside for eventual distribution, for example, in a trust or escrow ac-
count. It Is not applied where there is only a contractual right against the em-
ployer. The constructive receipt theory is applied only where the employee has a
matured right to a definite amount, but chooses not to claim It until some later
date.

Coordinated with this timing of income is the timing of the deduction for the
employer. The employer cannot take the deduction until the employee receives
the distribution, unless one of the above theories applies.

Thus, there Is not tax avoidance Inherent In the present method. At most there
may be a deferral of some tax, but the combination of the 50% maximum tax
rate on compensation and continuing, rampant Inflation virtually assure that the
same rates will be paid whenever the amount is taxed.

For these reasons, Dresser feels that current law furthers our Interests and re-
fleets good national tax policy in that it does not permit clear tax avoidance yet
It does -not thwart programs that afford the significant non-tax advantages to
both employers and employees as set forth above.

CONCLUSION

In concluding, I would like to repeat that Dresser strongly feels that we are
dealing here with a bad idea that is in danger of being adopted without sufficient,
objective consideration of it by those who are really responsible for making such
a decision on a matter which should be beyond IRS authority. It is definitely an
arbitrary approach to a supposed but in our opinion misunderstood and ex-
aggregated "problem" of tax avoidance. If the proposed change were to be adopted,
we believe, it will significantly impede Dresser's ability to attract and encourage
the types of executives, managers and salesmen that we need to achieve our ob-
Jective of becoming a more competitive and successful force in world-wide energy
development programs. We attribute great significance In our past growth and
success to the dedication and leadership of our fine managers, executives and
salesmen, and we attribute great significance in the motivation of these employees
to the provisions of our deferred compensation plans.

I respectfully and strongly urge you to take whatever steps may be appropriate
to prevent this important, proposed change from being implemented simply
through administrative action.

Thank you.
APWxDix A

Dsmzsi ImwusTua, IN.,
Dallas, Tem., March 6,1978.

Re proposed regulations section 1.81-16, nonqualified deferred compensation.
CoMissioxza or li[TniNAL Rzvvruz,
Internol Revenue Service,
Wu 4fRgToo, D.O.
(Attention of 00 :LR :T-LP-194-TT)

DzA Sm: A proposed addition to the income tax regulations, section 1.61-16,
announced In the Federal Register of February 8, 1978, provides that if "an
amount of * * • compensation (under a nonqualified plan or arrangement) * * *
is, at the taxpayer's individual option, deferred to a taxable year later than that
In which such amount would have been payable but for his exercise of such option,
the amount shall be treated as received by the taxpayer in such earlier taxable
year."

We wish to protest the proposed regulation and the collateral revocation of
rulings and acquiescence which was announced in the same notice.
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We presently maintain two nonqualifled deterred compensation plans. Both are
for upper and middle management personnel, and are in the nature of phantom
stock plans. The principal one, established in 1966 pursuant to an IRS ruling,
provides for deferred payments over various periods after termination of em-
ployment; the other, for payments In the third, fourth, and fifth year following
the deferral. Under each plan, the employee may elect whether a portion of his
"incentive compensation" earnings for the current year should be paid to him in
the following year, or .lternattrely, should be credited to his account In units cor-
resp)onding to shares of I)resser stock, for later distribution as provided In the
plan. This election must be exercised before the amount of such earnings Is
finally determined, awarded, or fully earned.

Because Dresser wishes to encourage eligible employees to accept incentive
compensation paid through the deferred stock unit accounts, so as to have a
proprietary interest in Dresser's future, an employee making that election is
credited with a substantially greater present account value in such units than the
amount of cash that would have been paid to him If he had elected to receive a
current payment. Phantom dividends are paid or added to deferred stock accounts
In additional stock units. Distributions from such accounts are In actual shares
or in cash based on the number of such units multiplied by the current market
value of Dresser stock. Under the long-term plan, an employee may elect prior
to termination between certain alternatives as to the duration of the payout
period. Under both plans, accounts are subject to forfeiture for certain mis-
conduct, and any employee who terminates voluntarily prior to retirement is
denied any further benefits for phantom dividends.

iDresser has approximately 375 presently active employee participants in these
plans, and about 110 additional former employees who are currently receiving
benefits. The interests of these employees, as well as the interests of Dresser,
would be severely affected by the proposed regulation. If the regulation is
adopted and upheld, no employee would be *able as a practical matter to elect a
deferment, and the plans, as they exist today, would have to be abandoned. We
think there Is no alternative which would so well serve the interests of Dresser
or its employees, and we cannot see how any alternative would better serve the
interests of the Government since Dresser does not receive a tax deduction for
such amounts until they are actually paid and taxed to the employee.

Our benefits from the plans include: (a) attracting and holding productive
employees, (b) further encouragement to employees for excellent performance
and resulting increases in stock values, (c) conservation of capital through de-
ferral of compensation and utilization of stock instead of cash for many benefit
payments, and (d) restraint of improper actions by former employees through
operation of forfeiture provisions.

'We submit that apart from the Interest of Dresser and its employees, the pro-
posed regulation is badly conceived and should be rejected. There are several
reasons for this conclusion, as follows:

(1) The proposed regulation is against all legal precedent.
This point seems to be recognized in noting for revocation nine contrary rulings

and acquiescence. There are of course many other contrary decisions, going back
much earlier than those cited In the notice. See, e.g., Adolph Zukor, 33 B.T.A.
824 (1935), and Howard Vett, 8 T.C. 809 (1947). For other contrary decisions
witli respect to other forms of Income, see Kay Kimbell, 41 B.T.A. 940 (1940),
J. D. Amend, 13 T.C. 178, acq. 1950-1 C.B. 1, and Rev. Rul. 73-210, 1973-1 C.B.
211. For a summarization of the legal precedent as of 1960, see Rev. Rut. 60-S1,
1960-1 C.B. 174. The cases and rulings cited in the notice, most of which are post-
1960, show that Rev. Rut. 60-31 has been confirmed by recent developments. Fur-
ther confirmation appears in an example in the regulations under section 1348,
adopted in December 1976, at section 1.1348-3(b) (4), Ex. (2), where a descrip-
tion of a plan of elective deferral is followed by the statement-

"Since the salary which E elects to defer is Includible in his gross Income only
In the taxable year in which actually received by him, * * $"

(2) The proposed regulation is without support In any acceptable theory of
what may be regarded as gross Income.

Over the many years that the tax treatment of deferred compensation has been
developed, only two theories have previously been advanced as a possible basis
for Imposing a current tax-the economic benefit theory, and the constructive
receipt theory. See Rcr. Rut. 60-13, supra. The economic benefit theory Is plainly
Inconsistent with the cash method of accounting normally used by employees.
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As sought to be applied to defeired compensation In Shuster v. Helverng, 121 F.
2d 643 (CA-2, 1951), It was stigmatized by Judge L. Hand as "absurd" and "so
fantastic as to deserve no discussion." 121 F. 2d at 645. Moreover, invoking the
economic benefit theory would require taxing deterred compensation in general,
without reference to the taxpayer's individual option.

The constructive receipt theory, while universally accepted as a basis for tax-
ing items to which it applies, clearly does not apply where the taxpayer has no
right to receive the item, either during the taxable year or at any other time
prior to reteipt after the right was eat'ned or matured. See Regs. A.451-2(a). If
the proposed rule were based on constructive receipt (or economic benefit), It
would logically extend to sales of property, leases, loans, and other commercial
transactions as well as to compensation.

Thus, the proposed regulation cannot claim the sanction of either of these
theories. Instead, it would simply declare that an individual will be treated as
having IncOme In a particular year because he could have made a contract under
which he would have had income in that year-even though he actually made
and his earnings accrued under a different contract. This declaration would deny
effect to private contracts and impute income without claiming the sanction of
any theory. We do not believe that the concept of gross Income has nearly so
elastic a meaning.

(3) The proposed regulation Is not within the departmental power, under sec-
tion 7805 (a), to prescribe "needful rules and regulations for the enforcement of
this title."

It may be admitted that the regulatory power ts extensive. The validity of a
regulation has often been upheld where it reflected a uniform and long-continued
administrative practice left undisturbed by the Congress, or a contemporaneous
construction of a statute, or an exercise of a specific delegation to make rules in
a prescribed area. See U.S. v. Correll, 389 U.S. 299 (1967) ; Bingell v. Johnsont
394 U.S. 741 (1969) ; Helvering v. Wilahire Oil (o., 308 U.S. 90 (1989). But the
general regulatory power held under section 7805 is not a power to legislate. See
Ko8hland v. Helvering, 298 U.S. 441 (1936). As stated in M1. R. Blatt v. U.S., 305
U.S. 217 at 279 (1938)-"Treasury regulations can add nothing to income as de-
fined by Congress."

And as stated at greater length In Manhattan General Equipment Co. v. Com.
mis8ioner, 297 U.S. 129 at 134-135 (1936)- "The power of an administrative
officer or board to administer a federal statute and to prescribe rules and regula-
tions to that end Is not the power to make law-for no such power can be dele-
gated by Congress-but the power to adopt regulations to carry into effect the
will of Congress as expressed by the statute. A regulation which does not do this,
but operates to create a rule out of harmony with the statute, is a mere nullity.
(Case citations omitted.) And not only must a regulation; in order to be valid,
be consistent with the statute, but it must be reasonable."

We submit that it is not reasonable, and not In harmony with a tax on
income, to assert the tax against items which, as in the case of deferred benefits
under the Dresser plans, are not matured, and which continue to be subject to
contingencies and indeterminate in amount.

(4) The proposed regulation will be extremely difficult of administration ex-
cept In simple cases.

The first difficulty will be In determining whether the proposed regulation ap-
plies. This difficulty is obvious In the case of an individual deferred compensa.
tion contract which has no option In the contract, and where the written record
will not indicate what current payment alternative, If any, would have been
available to the employee in the negotiation of the contract. In such a case the
fact of deferral is not necessarily Indicative of an employee option, since the
employer often has more reasons to desire deferral than does the employee. For
example, the employer always benefits from having the intervening use of the
funds, and usually benefits from the incentive effect of deferred vesting and for-
feiture conditions, while the tax benefit of deferral to the employee will often be
limited or even eliminated by the 50 percent maximum rate on earned income.

In the case of a plan applicable to a class of employees which expressly grants
an individual option to each participant, Is the regulation Intended to apply if
the future reward is substantially different in kind, amount, or conditions of
payment, from what might have beeu received currently? In that case the em.
ployee's choice is more between two different payments than it Is between two
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different times of payment, or in the terminology of the proposed regulation, it
is not that "an amount is deferred" by the employee's choice, but that one amount
is waived in favor of a dil~erent amount.

A relevant example 1' provided by the Dresser long-term plan, under which the
employee chooses between (I) receiving after retirement the then value of one
share of Dresser stock, supplemented by the then value of the reinvested divi-
dends, and (ii) the alternative of receiving currently a payment equal to 75 per.
cent of the present value of one share. Under this plan the deferred payment is
usually expected to be much greater than the alternative current payment, but
it certainly could be less, and the relationship between one and the other is quite
unpredictable. For this and similar situations the proposed regulation is com-
pletely devoid of any standards for deciding on its applicability.

A second difficulty will be in determining the amount on which the employee is
taxable and where the regulation does apply. Is it the amount he would have
received if he had made the other choice, or the amount he expects to receive in
the future under his actual choice? If the latter, Is there a discount for deferral,
for the risks of forfeiture, or for noncollectibility? With particular reference
to the Dresser plan, hew is the present value of the right to receive a share of
stock twenty year .n the future determined, even where the stock Is widely
traded and the company well established?

The obvious third difficulty is the one facing the unfortunate taxpayer who is
confronted with the necessity of financing the payment of the resulting tax,
many years in advance of his receipt of the income on which the tax is based.

In conclusion, we submit that for the reasons stated the proposed regulation
would be a serious mistake from the standpoint of tax law and policy.

In addition, we would repeat that Dresser and its employees who participate
in the Dresser plans consider that we have vital Interests at stake: Dresser, our
interest in maintaining programs of incentive compensation, on terms that are
both advantageous to the company and compatible with our employees' financial
requirements; and our employees, their interest in continuing to have the oppor-
tunity to participate in these programs-primarily for non-tax reasons. We think
that the protection of these interests would be sound public policy as a contirbu-
tion to economic growth and stability.

Very truly yours,
Vxor D. LAwo,

Employee Mattere CoumeeL

Senator BErrsEx. I understand Mr. Gerald Sherman has a,
statement.

STATEMENT OF GERALD H. SHERMAN, COUNSEL, ASSOCIATION
FOR ADVANCED LIFE UNDERWRITING

Mr. SMHEMAN. Yes, Mr. Chairman. My name is Gerald Sherman.
I am a member of the Washington law firm of Silverstein & Mul-
lens and I am here today as counsel for the Association of Advanced
Life Underwriting which, with its affiliated organization, the Na-
tional Association of Life Underwriters, represents approximately
130,000 life insurance sales agents in the United States.

I submitted a detailed statement for the record and will conse-
quently try to be extremely brief. I

The members of the org ization I represent sell life insurance and
annuity products to employers to assist those employers in securingtheir obligations to pay deferred compensation. As a consequence, our

-members are vitally interested in this subject.
They are significantly involved in helping business, primarily small

business,.in developing compensation plans by which those businesses
can acquire and maintain effective executive level personnel.

Our written comments dwell, in some detail, on some of the draw-
backs of these regulations. As an initial matter, to repeat what other
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witnesses have said, these regulations constitute a usurpation of what
should really be a congressional function, their conclusion is bound
not only the long case and administrative history that Mr. Biegel
referred to, but also is predicated on the fact that the matter was
before Congress in 1969 when the Treasury recommended an adjust-
ment of deferred compesation. At that time the Senate Finance Com-
mittee withdrew the adjustment from the 1969 Tax Reform Act.

So the Congress has looked at this and has rejected a regulatory
solution.

Senator Bwm x. Tlank you very much, Mr. Sherman. Unfortu-
nately, our time has expired.

Mr. SHzmxw. Thank you, Mr. Chairman.
,Senator BPrNT8EN. We have, unfortunately the problem of having

a great deal more witnesses than we can handle and we have tried to
accommodate as many as we can.

We will take all of your statements for the record.
I am somewhat sympathetic with your comments having spent .a

long time in that industry, having a substantial amount of experi-
-ence with deferred compensation.

Mr. SOMMxAN. Thank you, sir.
[The prepared statement of Mr. Sherman follows:]

STATZMEZr or GEaAW H. SHnmmAN, ASSOMATION Foz Auvvwcwz Ln
UNDK3WrMG (AALU)

My name is Gerald H. Sherman. I am a member of the Washington, D.C., law
firm of Silverstein and Mullens and am Oounsel to the Association for Advanced
Life Underwriting (AALU). AALU is a national association of approximately
1,000 members who specialize in one or more fields of advanced life underwriting.
Collectively, they are. responsible for annual sales of life Insurance in excess of
$2 billion, mostly In circumstances involving intricate factual situations and often
dealing with complex business planning. AALU is affiliated with the National As-
sociation of Life Underwriters (NALU), the largest life insurance Industry field
force organization in the United States. NALU has a membership of approxi-

;mately 130,000 life insurance agents.
We appreciate the opoprtunity to testify before this Subcommittee on a

subject that we feel Is of major importance. The taxation of non-qualifled de-
ferred compensation has been a settled matter since 1960 when the Internal Reve-
nue Service issued applicable guidelines.1 Unfortunately, the law has again be-
come uncertain due to the promulgation by the Internal Revenue Service of pro-

-posed regulations that would purport to change the existing rules regarding the
treatment of deferred compensation

Two-reasons can be suggested why the Internal Revenue Service and Treasury
Department may feel that the established treatment of deferred compensation
is no longer appropriate:

(1) That the present treatment engenders a substantial revenue cost to the gov-
ernment and that the proposed regulations will end this revenue loss.

(2) That It is inequitable for taxpayers, to be able to elect to defer the taxa-
-tion of income.

In analyzing these two position, it should be kept in mind that deferred com-
pensation agreements are commonly used in both the public and private sector.
In the private sector, the deferred compensation agreements are commonly uti-
lized by limited numbers of employees. In the public sector, the use of deferred

-compensation appears to be more wide-spread and is generally utilized by sec-
ond wage earners in a family, e.g., a working wife of a family whose main

.support is derived from the husband's income. Although we do not currently
have precise revenue estimates, it Is probable that the greatest revenue loss re-
mults in the public sector because of the fact that the employer is not postponing
its tax deduction. I will elaborate on this further in the course of the testimony.

B" Rev. Rul. 60-81, 1960-1 C.B. 174.
'Prop. Trea. Reg. 1 1.61-16.
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. PROPOSED TREASURY DEPARTMENT REGULATIONS ON DEFERRID COMPENSATION

AALU submits that the proposed regulations on deferred compensation are.
contrary to established law, are discriminatory against small business, will en-
gender unnecessary litigation and are not justifiable in view of the problems they
will create.
A. The Proposed Regulatiors are Costrarv to Ratablfhed Law

The thrust of the proposed regulations Is to tax an Idividnal on compeuWtlori,
that he or she presumably could have received even though the fun4s)iW4uestion
are still held by the employer and may still be subject to a risk of fodelt1e Ik-.,
fore 1960, the Internal Revenue Service maintained a position roughly similar to
that it currently proposes to adopt. During that period, the Internal Revenue.
Service examined individual situations on a ease-by-case basis and determined
whether the payment was constructively received based on the particular facts.
involved. This approach of ad hoe determination resulted in extensive litigation
on the question of when payment was received, since there was often a genuine.
factual and legal difference with regard to the appropriate result. The litigation
produced uneven and inconsistent rules from jurisdiction to Jurisdiction. Different
courts analyzed the problem differently. The vast majority of courts, however,
held In favor of the taxpayer and generally declined to apply the doctrine of con-
structive receipt in situations where the employee had not, in fact, received the.
Income, but had made an election to defer the receipt of that Income.

The position suggested In the proloed regulations is directly contrary to the.
bulk of the existing decisions and as a result, would probably be held by most
courts to be an improper position for the Internal Revenue Service to take by
regulations.'

In addition to the substantial questions which are raised in the cases, we wish
to point out one aspect of the proposed regulations that is particularly unsup-
portable. They assume that the employee. In effect, received the income and re-
invested it with the employer. The proposed regulations go on, however, to.
state that the compensation is currently taxed even If the amounts are fortftable
while held by the employer. Realistically, however, an employee who could have
received funds would never have reinvested 'those funds with the employer if-
there was any significant risk that the funds would be lost. Many agreements,
for example, provide that if the employee does not continue to work for the ent-
ployer for an established period of years, then the payments will not be made. It
would be absurd to suggest that the employee effectively received- those funds in..
an earlier year and reinvested them with the employer, thereby creating, a mut)-
stantial likelihood that the funds would be lost.

We would like to further point out that, over and above the established case
law In this field, the Internal Revenue Service Is attempting to do by regulations
what Congress specifically declined to do statutorally in 1969. In enacting the 1069.
Tax Reform Act," substantial consideration was given by C4mngress to the proper
tax treatment of compensation payments. To this end, 183 of the Internal Revenue
Code, regarding the treatment of restricted property and other funded arrange-
ments. was adolyted and the maximum tax provisions on earned income were add-
ed to the Code.' As iart of the same reform consideration the louse Ways and
Means Committee proliooed a rule, which was eventually adopted by the House
of RepresentatIves. dealing ulth unfunded, nonwlualifed deferred compensation."
This proposal would have Included the amount (if the lmyinent in income at the
time it iq actually received (in contrast to the Treasury's prolMx)e(l regulations)

-but would tax it at a rate (determined through a special computation) which.
would have been applicable had the income been received at the tl;ne it was earn-
ed. This proposal was, however, deleted by the Senate In its consideration of this
bill.7

'See. e.g.. Amend v. Cornm'r, 13 T.C. 179 (1949), aeq. 1950-1 C.B. 1; Hall V. Comm'r 15
T.C. 195 (1950). af'd per curlam, 194 F.2d 538 (9th CIr. 19521': Veil v. Comm'r, S T.C.M.
919 (19491: Ve1it v. Caom'r. 9 T.C. 809 41947). aeq. 194T-2 C.A. 4; Dryadale v. Commr,
277 F.2d 413 (6th Cir. 1960) ; Casale v. Comm'r, 247 F.2d 470 (2d (Ir. 1957) : U.R. v. Chrls.
tine Oil d Gas Co.. 247 F.2d 440 (2d Cir. 1957) - Comm'r v. OImstead, Ic. Life Apency
304 F.2d 16 (8th Cir. 1960) ; Comm'r v. Oates, 207 F.2d 711 (7th Cir. 1953), acq. 1060-
C.B. 5: entre v. Coinm'r, 55 T.C. 16 (1970).

'P.L. 01-172.
'6See. 3.383 and 1348 of the Internal Revenue Code.
* It appeared as section 331 of the House version of II.R. 13270 and would have bees.

reflected as new S 1354 of the Internal Revenue Code of 1954.
? See S. Rep. No. 91-552, 91st Cong., I t Sess. 300 (1969).
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We submit that the rejection by Congress of ally attempt in 1969 to legislate
In this field, especially in view of the long-standing position taken by the In-
ternal Revenue Service In Rev. Rul. 60-31, was tantamount to approval of the
existing rules on unfunded deferred compensation and that the Internal Revenue
Services' current suggestion that new rules should be adopted is clearly in
violation of the Congres.ional intent as expressed in 1969. We further submit
that if the proposed regulations are adopted In their current form, they will
create serious inconid4.'ncies ith the tax treat* e't of other deterred eompeln-
sation Fdr example, under 183 of theInternal*RIvenue CM4 fts'adpt d in 1969
an ind i 'tdtait wlo receives property that is ibjv t to a substantial risk of for-
feiture will generally not be taxed until such time as the restrictions lapse.'
However, under the proposed Treasury Department regulations, if an employer
were to make an unfunded promise to pay the same property to an employee with
the same restriction, and the employee had the right to receive that property,
the employee would nevertheless be taxed in the year he could have received It,
notwithstanding the forfeitability of the amounts. Consequently, the employee
who defers the receipt of restricted property would be taxed sooner than an em-
ployee who actually receives restricted property.

The present proposal by the Internal Revenue Service and Treasury Depart-
ment can accurately be described as involving over-reaching by those agencies
in the proper interpretation and application of the Internal Revenue laws. The
Internal Revenue Service and the Treasury Department, In proposing these regu-
lations, are Ignoring established case law, sound economic reality and existing
precedent as approved by Congress and are proposing rules that produce difficult,
uncertain and in some cases, contradictory results.
B. Proposed Regulations Discriminate Against Small Business

At best, the proposed regulations create substantial uncertainty as to when an
individual is taxed on compensation that is not currently paid.

This situation poses a problem of immense importance for small businesses
where the principal employees who may utilize deferred compensation arrange-
ments are frequently also owners of the business. Consequently, any arrangement
for the payment of compensation at a future date for such an emloyee will auto.
inatically be highly suspect by the Revenue Service. The Service will doubtless
contend that a stockholder-employee is always in a position to receive currently,
compensation that is deferred. Larger corporations, however, with more diversi-
fied ownership, will be better able to contend that the employee had no choice
as to when the payment would be made.

The net effect of the proposed regulations In their application then, will be
patent discrimination against small business. Instead of curing an inequity in
the tax laws, these proposed regulations would, in fact, create a different, more
eggregious inequity by, In effect, limiting deferred compensation arrangements
to employees of large corporations and eliminating them for stockholder-em.
ployees of small corporations.
C. Proposed Regulations Create Unoertainty and Will Lead To Litigation

There can be little doubt that, if finalized, the proposed regulations will create
substantial uncertainty regarding when an employee is taxed on compensation
that Is to be paid at a future date. The proper year in which the compensation is
Includible In income will depend on a factual determination that may be very
difficult to make. Almost regardless of what tb, results will be, it Is a desirable
goal that the tax laws provide certainty in their application so that taxpayers
will know In advance the proper tax treatment of a particular item.

The uncertainty inherent in the proposed regulations is further aggravated
by numerous technical difficulties. Just to highlight a few of the major technical
difficulties:

1. The regulations offer no guidelines in determining whether the employee
could have received the funds or not. As a consequence, taxpayers will not know,
except in the most obvious situations, whether the regulations are applicable to
their situation.

2. The regulations make no attempt to establish the amount that would be in.
cludible in income. For example, If an employee has a contractual agreement
that promises to pay $100 to him on retirement, is the employee currently tax.
able on $100 or is the $100 discounted? If the $100 is not discounted, then an

' See 1 83(a) of the Internal Revenue Code.

26-724-1978---8
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absur4 result Is produced because clearly no employee would have received $100
and given it back to the employer interest-free for a substantial period of time.
If the amount is to be discounted then no guidelines have been suggested re-
garding how that discounting Is to be determined.

8. The transition rules established under the proposed regulations create
enormous uncertainty. These rules basically state that for existing arrangements,
the treatment of amounts that otherwise would have been receivable before 80
days after the regulations are finalized will continue to be governed by the
existing rules. However, the transition rule does not clarify when amounts
otherwise would have been receivable. For example, if an employee has an
arrangement with an employer under which the employer promises to pay him
$100 a month for the rest of his life beginning at retirement, would the amount
that i payable have otherwise been payable in a lump-sum when the agreement
was entered into or would the amounts have otherwise been payable In addition
to the employee's regular weekly paycheck?

4. The regulations do not consider the question of when the employer is en-
titled to a deduction. If the employer is on a cash basis the regulations may
produce the unsupportable result that the employee must take the compensation
into income in a year before the employer is entitled to a deduction.

5. The proposed regulations are inconsistent with section 83, as noted above.
Under section 83 an employee may receive restricted property and postpone
taxation. Under the proposed regulations, if the employee does not receive the
restricted property but it Is promised to him, he may be taxed currently, not-
withstanding the existence of the same restriction.

The uncertainty created by these regulations will undoubtedly lead to litiga-
tion. The pre-1960 experience virtually guarantees that result. In general, the
pre-1960 results were favorable to the taxpayer but each court applied its own
interpretation in establishing rules In this area.

In returning to the pre-1960 status, the Revenue Service is, In fact, returning to
a position that It wisely abandoned as unworkable 18 years ago. Promoting rules
that do not produce certain results and create litigation is not in anyone's best
Interest. Substantial dollars are wasted by both taxpayers and the government
In arguing (in court or elsewhere) over the appropriate rules of taxation. As a
consequence, there is an enormous indirect and often hidden cost to these
proposals.
D. The Revenue Impact of the Proposed Regulatmom Will Not Justify the

Result
Unfortunately, we have been unable to obtain any revenue estimates on these

proposals. However, It would appear that the proposal has been an insubstan-
tial revenue impact as applied to the private sector. A private employer, under the
current rules, is not entitled to deduct the payments in question until such time
as those payments are actually made! Consequently, the employer will be en.
titled to a deduction at the same time the employee has income. Since corpora-
tions are taxable at rates up to 48% and employees are taxable up to 50% on
compensation,6 the rates of deduction and taxation are roughly equal

If the employee's tax rate declines between the time he or she otherwise might
-have received the payment and the time of actual receipt, there may be revenue
loss but we believe this lose due to rate differential should not be substantiaL
Further, If the employee was entitled to the funds In an earlier year, it is unlikely
that he would agree to a deferral unless the amount were Increased to compen-
sate him for his lost use of the funds. If this Is in fact done, then the increase In
the amount of the compensation for the period of deferral will be reflected in the
revenue collected from the employee, I.e., the employee will tend to be in a higher
tax bracket.

The only substantial revenue loss that is apparent from the current treatment of
deferred compensation under Rev. Rul. 60-81 occurs in the public employee situa-
tion. Thus, only the employee is a taxable entity. The governmental employer does
not enjoy a tax deduction In any event. Therefore, deferral in the receipt of the
Income results In a genuine revenue loss. Notwithstanding this fact, It In difficult
to imagine that the adverse results that would be created by the adoption of
these regulations (uncertainty, litigation, discrimination against small com-
panies) could possibly Justify the revenue gains that might possibly occur with

9 See Ii 162 and 404 (a) (5) of the Internal Revenue Code.1B Bee j 1348 of the Internal Revenue Code.
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ept to public sector employers. Any revenue gain would, of course, be sub-
stantially offset by the direct cost incurred by the government In monitoring
such a factual Intensive program for the taxation of compensation and by the
taxpayers' indirect cost in pursuing the same task.

31. ALTERNATIVE SOLUTIONS FOB CONSIDERATION

If, in fact, there is an abuse here that needs correction, what types of solutions
should be considered? Certainly the proposal suggested by the Internal Revenue
Service and the Treasury Department Is entirely improper and should be flatly re-
Jected. We further submit that the long established position maintained through
Rev. Rul. 80-31 provides fair and appropriate treatment.

We would strongly recommend that the proposed regulations be legislatively
overruled or that the Treasury Department be instructed to withdraw those regu-
lations. Bills have already been introduced to produce this result with regard to
the situation of public employees." Legislation would, of course, only be necessary
If the Treasury Department and the Internal Revenue Service will not withdraw
the proposed regulations.

We have heard it suggested that there are situations in which the employee
has control over the investment by the employer of amounts equal to the com-
pensation that has been deferred and that In such a situation the deferred amount
should be subjected to immediate taxation. We question, however, whether any
special administrative or legislative remedy-need be applied here since the rules
of 183 seem to provide an appropriate mode of taxation. There is really no need
for a second set of rules setting forth the quantum of employee asset control that
would trigger the inclusion of amounts in the employee's income. Section 83 is
adequate to the task.

Another approach, the one that found its way through the House of Representa-
tives in 1969, should be rejected as it was by the Senate before the Tax Reform
Act of 1969 was passed. That approach, which would tax compensation as re-
ceived, but at the rates that would have been applicable at the time the com-
pensation was earned, suffers from virtually all of the technical difficulties
inherent in the Treasury's current proposal. We see no merit in returning to that
line of analysis.

The special distinction between deferred compensation arrangements in the
private and public sectors leads to a further thought with respect to the public
sector. Since, as we have stated, the government employer does not have the bene-
fit of an Income tax deduction, any deferral of an employee's Income results in
a direct deferral of the taxability of that income and the revenue raised with re-
spect theroto. In this regard, thsituation of government employees Is identical
to the situation of employees of tax exempt 1501(c) (3) organizations. For such
an employee, the amount of Income that may be deferred can, In general, not ex.
ceed 20 percent of his income over Lhe years for which service has been per.
formed." We would, therefore, suggest that the use of this so-called 408(b)
annuity approach be considered as applicable to public sector employees generally.
However, It can have no applicability_ to employees in the private sector where
there are totally different revenue considerations and little chance of substantial
revenue leakage.

Thank you for permitting us to present our views.
Senator BzNrsziN. Our next panel will represent the public sector.

We will have Mr. L. 0. Skip Smith, legal counsel, State of Texas
Deferred Compensation Plans, and if the rest of the audience will
identify themselves.

Mr. KRASICKY. My name is Eugene Krasicky. I am first assistant
attorney general of Michigan.

Mr. Bosz. I am Henry Bosz, secretary of personnel for the State of
Maryland, chairman of our State Board of Trustees or Deferred
Compensation.

u See 8. 2627 introduced by Senator Gravel and H.R. 10746 introduced by Cogremas
We aaer.

V5408 (b) (2).
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Mr. ARCFNEAUX. I am Delton Arceneaux, and I am former chair-
man of the Louisiana I)eferred Compensation Commission for the
State of Louisiana.

Mr. MARsHALL. I am James F. Marshall, executive director of the
Assembly of Governmental Employees.

Senator BENTSEN. The great response we have had shows the intense
interest in this subject, and we will be pleased to hear your leadoff
witness.

STATEMENT OF L. G. SKIP SMITH, LEGAL COUNSEL, STATE OF TEXAS
DEFERRED COMPENSATION PLANS

Mr. SMITH. My name is Skip Smith. I represent Hon. Bob Bullock,
comptroller of public accounts, and the administrator of the State Qf
Texas Deferred Compensation Plans.

Senator B1ENT8EN. Mr. Smith, I have been trying to get as many wit-
nesses here as the State of Florida has.

Mr. SMITH. I appreciate your efforts, Senator.
A deferred compensation plan is simply a forced savings plan with

a tax advantage if the employee follows the cash method of accounting
for income. The~ advantage is that income tax is not due on the
amounts deferred until retirement, because that is when the employee
has a right to receive that portion of his or her income.

In the past, the courtsand the IRS have held that employees in
plans such as ours were entitled to this tax break under section 451
(a) of the code. Last month, the IRS proposed a Treasury regulation
under section 61 of the code that would make this tax break unavail-
able to anyone on a predetermined fixed salary.

The IRS is saying that the agreement to defer should be considered
a sham for income tax purposes if the employee is given the choice of
whether or not to defer part of a fixed salary. I find it extremely diffi-
cult to consider an employee in receipt of money that the employee was
never able to obtain, regardless of whether the decision to defer was
voluntary or involuntary.

It is one thing to consider a taxpayer in constructive receipt of
salary he has already earned and could receive but for his decision
not to. However, that principle by which you are not allowed to turn
your back on income to which you are entitled does not apply if the
decision to defer is made before the salary is ever earned, because, under
those circumstances, the employee is never entitled to the income until
the employer fulfills his promise to pay at retirement.

Sowhy did IRS propose this regulation?
After listening to Mr. Halperin's testimony, I conclude that Treasury

thinks there is an abuse problem and a Federal revenue loss problem.
As to abuse, I do not see how Treasury perceives abuse on1 in the

public sector. I see no difference between an employee exercising an
option to defer granted to him by statute as opposed to one granted by
company policy or as a result of arm's-length negotiations. Person-
ally, I find no abuse in either sector. The fact that some employees
can defer more than others is not an abuse; it is usually simply a
consequence of earning more money.

As to Federal revenue loss, I have yet to see statistics that show
the amount of net Federal revenue loss. By net, I mean the difference
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between what the Treasury would have received if the amount deferred
were taxed at the time of deferral and the amount that the Treasury
does receive at the time that benefits are paid to the employee, at which
time the amount subject to tax, of course, is much larger due to invest-
inent increases during the interim.

Of course, you would have to figure in loss of the use of the money to
the Federal Government in the interim and the lower bracket at pay-
out time that would exist in many, but not all, cases.

I would like to see statistics taking all of those factors into con-
sideration.

For whatever reasons the IRS might have, the recent action shows
no legitimate policy goals that I can perceive. Perhaps the strangest
twist of all is the Tact that IRS's proposal to eliminate this tax ad-
vantage runs counter to the present administration's goal of allowing
all taxpayers the same tax breaks regardless of their income.

Our studies show that 70 to 80 percent of the participants earn less
than $20,000 a year. According to a recent survey prepared by the
Treasury Department, that is precisely what 84 percent of the tax-
payers in this country presently earn, so this is a majority rather than
a minority tax break IRS proposes to abolish and if the proposed
regulation is interpreted by IRS not to apply to highly paid corporate
executives' deferred compensation arrangements, the irony will be
bitter indeed.

There are, at present, five bills with a total of 53 sponsors intro-
duced in the House, and one bill with 17 sponsors in the Senate, which
would effectively kill IRS's proposed regulation to preserve deferred
coml sensation plans for the future.

I urge this committee to support this legislation and thereby elimi-
nate this ill-conceived threat to our employees' retirement plan. I
feel that the thousands of employees who have entered deferred com-
pensation plans with the good-faith belief that they were legal and
fully approved by IRS deserve your most careful consideration. It's
my opinion the plans are lawful and should not be interfered with.

Senator BFN.-TSEN. Thank you, Mr. Smith. Tell my good and able
friend Bob Bullock we are sorry he couldn't be here. You spoke suc-
cinctly and well.

STATEMENT OF D LTON ARCENEAUX, FORMER CHAIRMAN, STATE
OF LOUISIANA DEFERRED COMPENSATION COMMIMSION

Mr. ARCENEAUX. Mr. Chairman, I would just like to say one word.
I am Delton Arceneaux from the State of Louisiana, and I wish to
concur with the comments of Mr. Skip Smith from the State of Texas.

We have had a deferred compensation plan implemented for 1 year
in our .State and, to date, we have some 3,000 employee participants
averaging approximately $950.

Our plan administrator is directed to make each and every State
employee knowledgeable of the plan and afford he. or she an oppor-
tunity to participate. We want to continue this plan in our State. I
am sure there are 20 or plus States that have plans that would like
to continue theirs and some 15 or so States who have plans waiting
to be implemented when they know what direction to go, as well as
many municipal and county segments.
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I wish to thank you, Mr. Chairman and members of your commit-
tee, for allowing me to deliver my comments today and ask that you
support our endeavor. Thank you.

STATEMENT OF HENRY BOSZ, DIRECTOR OF PERSONNEL, STATE
OF MARYLAND

Mr. Bosz. Mr. Chairman, I am Henry Bosz from the State of Mary-
land. Just as Maryland was one of the Original Thirteen Colonies, it
was one of the original States, early States, into deferred compensation.
We spent 2 years studying deferred compensation. I think it was some-
thing very significant.

It was a cooperative effort between labor and management. The
American Federation of State, County, and Muncipal Employees, the
Maryland Classified Employees Association, the two largest, partici-
pated i the actual development of the program and today sit on the
board, a five-member board.

We feel that, in no way, is our program discriminatory. We are very
proud of the fact that we've got 16,000 employees out of a work force
of 55,000 that are participating.

The average amount, predicated on the end of the year figures, rep-
resents $1,354 per employee. We strongly urge you to not allow de-
ferred compensation to be taken away from the public employee.

If you have no objection, Mr. Chairman, may I leave for the record
a copy of the letter that we have sent to IRS Commissioner Kurtz
indicating our desire to appear administratively before the Internal
Revenue Service.

Senator BrNrsm. Fine, Mr. Bosz.
[The material referred to follows:]

DEPARTMENT OF PEMSONNr z,
Baltimore, Md., February 28, 197&

Mr. JEROME Kuavz,
Commissioner, Internal Revenue Service,
Washington, D.C.

DzrA M. KusTz: It has come to the attention of this office that the Internat
Revenue Service has filed with the Federal Registry, a Proposed Internal Rev-
enue Service Regulation (4830-10) which threatens to seriously impact one
of the most important programs ever developed for over 200,000 Maryland State,
City, County and other Public Employees.

This Proposed Regulation threatens to reverse, in general, over twenty years'
of precedent I.R.S. Revenue Rulings and Procedures regarding the tax status
of Non-qualified Deferred Compensation Plans as provided by law for many dif-
ferent individual taxpayers, but worse yet, proposes to specifically reverse and
withdraw the Private Letter Ruling granted the State of Maryland on June 26,
1975, by your office, which approved the implementation of the Maryland Public
Employee Deferred Compensation Program--a benefit specifically established and
approved for our 50,000-plus State Employees.

BACKGROUND

The Maryland Program, as conceived by a special Task Force and authorized
by House Bill 246 df the Maryland General Assembly on April 30, 1974, had one
singular objective: To provide our Maryland State Public Employees with the
same type of Incentive Savings Programs and Benefits as those long enjoyed
by millions of comparable employees in Private Industry through the use of
Profit Sharing, Thrift Plans, Stock Purchase Plans, as well as similar benefits
made available to over five million employees of Educational, Bleemosynary,.
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Charitable, and other nonprofit organizations and institutions under 408(b)
plans.

The obvious socioeconomic intent of all of these plans--as established and
approved by continued precedent of the U.S. Congress and specifically by the
State of Maryland with this Program-Is to hopefully encourage all working
Americans to Individually and voluntarily supplement their basic Public or Pri.
vate Retirement Plans and Social Security by providing for their own future
financial security, free of the ever increasing reliance by the Aged upon Federal,
State, City and other Tax Funded social service and welfare programs.

One need only to analyze the startling revelations of Mr. Joseph Califano's,
the Secretary for Health, Education and Welfare, recent testimony to the U.S.
Congress in which he revealed that in excess of one-third of our $500 billion
Federal budget was now directed in some form to specific Tax Funded benefits
to the Aged: Even more threatening is that with the aging of our demographic
population factors combined with the ever increasing threat of continued in-
flation in a progressive economy, these tax burdens will continue to escalate.
Such results obviously must be curtailed, and this objective should become a
major concern of the U.S. Congress, as well as Tax Policy as determined by your
Service, the Department of Treasury, and the Executive Branch of our National
Government.

It should be noted that the above mentioned payments to the Aged do not
include any of the additional Social Service payments, subsidies and other bene-
fits paid by our fifty states and cities and counties, directly to the same and
other recipients.

Obviously, any plan which can be established to help curtail this catastrophic
trend is one which will not only benefit the proposed Public Employee partici-
pants themselves, but also their employers (the Cities, Counties and States);
the taxpayers throughout the United States who hopefully will not have to sup-
port these individuals with such imposing tax burdens as we currently and will
continue to require.

Prior to the implementation of our Maryland Program for State Employees,
several specific considerations and safeguards were built into our proposed Plan
and administrative systems. Many of these were designed to make certain that
the Plan represented maximum benefits to our Maryland State Employees at
minimum cost, and that the Plan was established and administered consistent
with the best interests of the State of Maryland, its Public Employees and Tax-
payers, per se.

However, two specific objectives were paramount in these considerations:
First, the Plan had to be non-discriminatory, both in technical and operational

terms.
Our requirements were that the benefits had to be available, affordable, bene-

ficial and understandable to every Maryland Public Employee regardless of their
income classification. It was our specific and determined.intention that this Plan
would not be a program which was designed for and used for the exclusive bene-
fit of the highly paid individual.

To achieve this objective, our Plan was designed not only to insure both tech-
nical and practical nondiscriminatory factors, but even more Importantly our
entire system was established to make certain that every employee had the
individual opportunity to personally review, understand and evaluate the benefits
of this Program relating to his personal needs and objectives. Obviously, this
required the substantial investment of time, man-hours, and money by the State
of Maryland, our Agencies, and the Administrators and Underwriters of our
Program.

The tremendous success of our Program with specific respect to this non-
discriminatory activity is documented by recent statistics developed by our Mary-
land State Public Employee Board of Trustees revealing the statistical par-
ticipation analysis of our 54,000-plus eligible State Employees.

As of January 11, 1978, over 82,000 of our employees have rsonally attended
orientation meetings to review the benefits of this Plan. As a result of these
efforts, over 18,396, or 41 percent, of those attending meetings have enrolled in
the Plan. Without even completing our comprehensive introductory efforts, this
represents almost a 25 percent participation of total eligibel employees.

The degree of participation by salary level is shown below:
peree #

$5.000 to $15.000 -------------------- -------------------------- 70
$15.000 to $25,000 --------------------------------------------- 25
$25,000 and over ------------------ ------------------------- 5
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This broad level of participation, particularly among the lower the middle In.
,come levels, represents to our knowledge, the most successful Plan in the United
States in achieving an overall employee participation.

We feel that this success serves genuine local and national public interest by
helping to encourage our Public Employees on an individual voluntary basis, to
personally provide for their own future needs, hopefully free of Federal, State
and City Welfare in the future.

Second. The second objective of our Plan was that it was to be absolutely legal,
established and administered In total compliance with all applicable regulatory
Jurisdictions--especially the Internal Revenue Service.

To this end, we retained the finest technicians in this field to design our Plan, A
to secure appropriate regulatory approvals, and to administer our Plan in com-
pilance with these requirements.

,The Maryland Plan was designed consistent with specific intent of the In-
ternal.Revenue Service Code, Sections 451-1(a) and 451-2 (a), and Sub-Sections
1.446-1(c) (1) () regarding the technical issue of Construction Receipt.of in-
come. In addition, our Plan was designed in reliance on all known Internal Reve-
nue Service Rulings and Procedures dictating the terms, restrictions and require-
ments for such Plans as interpreted for over twenty years by the Internal Reve-
nue -Service (most notably Ruling 69-650 and Ruling 60-31), and supported by
several Judicial decisions upholding these opinions.

After numerous conferences, communications and amendments, our Proposed
Maryland Plan was approved by your office, signed by Mr. Billy Hargett, Acting
Chief, Individual Income Tax Branch, and in June 1975 we began implementa-
tion of this benefit for our employees.

SUMMARY

Today, this Plan is a most important cornerstone of our entire State Employee
1lenefit System. In addition, many of our Cities, Counties, and other Political
Sub-Divisions either already have or are currently in the process of establishing
similar benefit plans for the benefit of their employees.

As a result of these efforts, tens of thousands of Maryland Public Employees
are currently depending upon these Plans as an integral part of their future
financial security-and hopefully additional tens of thousands will continue to
participate in the years to come. Obviously, the long-range economic benefits,
both to the employee-participants themselves, the State, and the Nation can
only result in a substantially reduced overall tax expenditure through the utiliza-
tion of this voluntary system to encourage and secure the individual's respon-
sibility for his own needs.

In addition, it must be noted that these plans are not "tax loopholes." At the
time the employee receives the actual income, he will obviously have to pay his
then fair-share of Federal Taxes.

Equally important, our State, our Cities, and our Counties are depending on
thee plans and benefits as a means to attract and keep high-level personnel in
public service in competition with the comparable benefits currently available to
Private Industry and other types of non-profit employers who have had such
opportunities. To achieve this end, we have expended tens of thousands of man-
hours and dollars which are threatened to be wiped out by your proposed action.

Our Plans were established consistent with all legal requirements and imple-
mented in good faith and reliance upon the integrity of your service, the Depart-
ment of Treasury and the Federal Government.

It sems inconceivable that the Internal Revenue Service could issue this Pro-
posed Regulation without ever making any attempt to seek input from those
Cities, Counties and States so seriously impacted by these proposed actions. The
mere issuance of your Proposed Regulations creates major problems for the day-
to-day operations of our Plan on an on-going basis by the "uncertainty" of their
ultimate future.

It is again Inconceivable that the intent of the Internal Revenue Service Code,
Section 451. is unclear as applied to these Plans. since over twenty years' of re-
peated Revenue Rulings, Procedures and Judicial Decisions have consistently
provided clear and unequivocal interpretation that our Plan is legal. In addition,
these specific types of Public Employee Deferred Compensation Plans have been
reviewed repeatedly by your office since 1972, and have received, we understand,
in excess of 100 special such Private Letter Approvals--from over five different
Acting and Permanent Branch Chiefs of the Service.
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How there could then be question as to intent or interpretation is beyond our
most extreme tolerance and understanding.

,If, however, this issue is still unclear or If, more likely, Internal Revenue
Service wants to change the law-then we respectfully request that such action
be taken through the proper Constitutional Authority-the United States
Congress.

We are asking our Maryland Congressional Delegation to use every influence
of their offices to seek this end result through either administrative procedure
or. if necessary, legislative action.

We urge you to reconsider these Proposed Regulations and to issue as soon as
possible clarifying modifications so as to go forward without the current cloud of
uncertainty and to further establish such necessary procedures as deemed proper
by your office to insure the continuation and extension of these plans providing
equal opportunity, under the law, to millions of hard-working, middle-class
American Public Employees.

Such a result not only provides equity, under the law, but represents sound
tax policy for the long-range public interest to help curtail what is unquestion-
ably one of the most threatening, and potentially destructive, trends in our Na-
tion's economic future.

This memorandum will serve as our initial comments and request for further
input into any decision-making process which will in any way affect our Plan.
In the interim, it is the intent of our State, to pursue every available opportunity
to insure the continuation of not only our Maryland State Plan, but equal plans
for every Public Employee in the State of Maryland.

We sincerely request your earliest possible response and action to this impor-
tant matter.

Sincerely yours,
HENRY 0. 3osZ,

Secretary of Per8onnel.

STATEMENT OF EUGENE KRASICKY, FIRST ASSISTANT ATTORNEY
GENERAL OF THE STATE OF MICHIGAN

Mr. KRAsrKY. Mr. Chairman, my name is Eugene Krasicky. I am
here on behalf of the Civil Service Commission of Michigan.

We have had a deferred compensation program for 3 years. It was
approved by the Internal Revenue Service. Three years later, because
there are new people there, IRS intends to take it away from us.

Mr. Halperin, today, tells us there is some doubt as to whether the
law allows this. We strongly disagree that there is any doubt. The
court cases that they contested on deferred compensation they lost and
then acquiesced in them. Congress has acted on the Internal Revenue
Code many times since; it has not changed it.

We welcome IRS's suggestion today that this is really a policy mat-
ter that Congress should consider. We stronirly object to administrators
in the, executive branch changing the law. This is the responsibility of
the elected representativesin the legislative branch.

Now it has been suggested that this is a program for the rich to evade
taxes. Our experience is that the average Michigan deferred compensa-
tion program is only $1,100 a year. Seventy percent of our members
earn less than $20,000.

Senator BENTsm. I understood Mr. Smith was saying the same
thing under the Texas plan.

Mr. KRASICKY. So our experience is like theirs.
Mr. Bosz. May I add, Mr. Chairman, the Maryland plan has the

same percentage, '70 percent.
Mr. KRASICKY. I would conclude by saying that we have a nondis-

criminatory program. It is a fair program, it is a program that is un-
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derstood by our members, and it is going to help us look out for our old
age because our retirement system plan is inadequate.

We have 12 000 retired State employees that are drawing less than
$240 a month. Under Federal standards, this is poverty.

So we want to save our own money for our old age. We are going to
pay taxes on it. The day is coming when we are going to pay taxes on it.
And if there should be any change in this, Congress should make the
change, not the Internal Revenue Service. 4'

Thank you.
Senator BETSEN. I am very sympathetic to that kind of comment.

In this country, you know, our savings rate is substantially below that
of the European countries and the Japanese and certainly one of the
social objectives, it seems to me, is to provide for retirement and to en-
courage people to do so.

So I certainly sympathetic with your suggestion.

STATE MIT OF 1AMES F. MARSHALL EXECUTIVE DIRECTOR,
ASSEMBLY OP GOV MITAL EMPYEES

Mr. MsHPALi. My name, Mr. Chairman, is James F. Marshall
executive director of the Assembly of Governmental Employees and
I greatly appreciate the opportunity to testify before this committeetoday.

The Assembly of Governmental Employees, for your information, is
a federation of independent public employee associations across the
country. We currently represent severalhundred thousand State and
local employees in 35 States and are very concerned about both issues
before the committee today.

I was in hopes of testifying earlier on Senator Stone's bill-S. 1587.
I want to briefly comment on this issue. I have made sure that the clerk
has our written statement on both issues--S. 1587 and S. 2627.

The important thing that we want you to know is that our several
hundred thousand public emnlAoyees have established a policy in sup-
port of the Stone Gill because of a very simple reason. We feel that
when the Congress, in its wisdom, established ERISA it said that a
task force should study public sector pensions and deal with them sepa-
ratel y, and we fed that that's what should happen. -

We are very concerned about many of the public pension problems
that exist around this country. The task force has come out with its re-
port, I understand, and we are going to be very anxious to be involved
n the legislation, but we do not feel that IRS should be in a position at

this point to involve itself in ERISA reporting requirements of public
pension plans, nor do we want to see public pension plans in jeopardy
for taxation.

We will have a different posture when the Erlenborn-Dent report
is finalized and legislation is established.

Now, in the area of deferred compensation, we have been invol-ved
for 6 years in that issue and have been instrumental in assisting many
of the States across the country in incorporating deferred compensa-
tion programs for their public employees. What these gentlemen say
is very true on the average public employee. In my written statement,
I point out that, from the fact sheets we have been able to gather, the
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average participant in public sector deferred compensation programs
-around this country earn less than $15,000 annually and they defer
somewhere between $50 and $100 a month.

I only want to make two points, because I know time is very short.
The first point is one of principle. If the principle of deferred compen-
sation is valid for the corporation executive, if it is valid for the pro-
fessional athlete, if it is valid for the self-employed and valid for
educational employees then the principle ought to be valid for the
public employee truck driver in Austin, Tex., and the State trooper inColumbus, Ohio.

Senator BENT.5F. I do not see how anyone could argue that point.
Mr. MARSHALL. OK. That is good; because that is a very strong

point. Public employees are more in jeopardy than anyone else of los-
ing this program if the Treasury ruling is activated and that is why
we are very concerned.

I would like to make another, final statement, and that has to do
with the kind of employees that we are talking about. I know that
from recent publicity that the average citizen probably thinks that a
public employee retires at 125 percent of his income because of some
of the extreme examples that have been publicized lately. I know
that is not true, and I know you know that is not true.

As a matter of fact, the average public employee does not very
often retire at the full retirement package that is offered.

Still, in most jurisdictions across this country, the annual turnover
rate of public employees is in excess of 20 percent a year. That means
that a fifth of that labor force is in and out of public employment and
does not have time to establish a good vested roll in that pension plan
and, in fact, in most pension plans, he or she is only able to get out his
or her contributions without even receiving interest on the money.

Another element that should be noted, is that the average public
employee is still over 40 years of age. A lot of people come into public
service in the higher years of their work life and they do not have the
time, in most pension systems, to develop a full pension program.

So what do they do They say, "I want to help myself." This is the
perfect tool for them to do that, and it should be encouraged, rather
than discouraged.

I want to say, on behalf of the Assembly of Governmental Employees
hat we strongly urge committee support for S. 2627 and any similar

legislation developed because it is a very valid program and greatly
needed for the public employee.

Senator B.NTSENs. Do you think there should be a limitation, per-
centagewise, on compensation, to try to avoid any abuses I

Mr. MARSHATLA. I have no trouble with a limitation. I would antici-
pate that that would be something that the sponsors of the bill would
deal with. We are not in support of the abuses, and if there is a way to
adjust the limitation to correct those abuses, certainly we would be
anxious to talk with the sponsors and anybody else on this issue.

Senator BEmwN. I have heard of some examples in the private sec-
tor of virtually the total deferral of compensation, that type of thing.

I have taken off my glasses because I did not want to see the clock
go past 12.

Mr. MRsBIuu You notice we talked very fast.
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Senator BENSEN. Thank you very much.
Mr. MARSHALL. Thank you, Mr. Chairman.
[The prepared statements of the preceding panel follow:]

STATEMENT OF L. G. SKIP SMITH, LEGAL COUNSEL, STATE OF TEXAS DEFERRED
COMPENSATION PLAN

Mr. Chairman and distinguished committee members, the purpose of my
presentation is to discuss a recent move by IRS which threatens the existence of
all deferred compensation retirement plans.

Under these plans all employees have the right to defer receipt of a certain por-
tion of their salary until retirement: the employee agrees to give up all present
rights to a certain part of each paycheck before it is earned; the employer gives
the employee an unsecured promise to pay that same amount, plus or minus any
gain or loss through investment, at the time the employee terminates his or her
employment.

So a deferred compensation plan is simply a forced savings plan with a tax
advantage if the employee follows the cash method of accounting for income:
the advantage is that income tax is not due on the amounts deferred until re-
tirement, because that is when the employee has a right to receive that portion
of his or her income.

In the past the courts and the IRS have held that employees in plans such as
ours were entitled to this tax break under Section 451(a) of the Code.
. Last month the IRS proposed a Treasury regulation under Section 61 of the

Code that would make this tax break unavailable to anyone on a predetermined,
fixed salary.

I find it extremely difficult to consider an employee in receipt of money that
the employee was never able to obtain, regardless of whether the decision to
defer was voluntary or involuntary.

It is one thing to consider a taxpayer in constructive receipt of salary lie has
already earned and could receive but for his decision not to; however, that
principle, by which you are not allowed to turn your back on income to which you
are entitled, does not apply if the decision to defer is made before the salary
Is ever earned, because under those circumstances the employee is never entitled
to the income until the employer fulfills his promise to pay at retirement.

So why did IRS propose this regulation?
I suppose there is a possibility they are confused. A spokesman from Treasury

Is quoted in the February 2 edition of the Wall Street Journal as saying, "This
regulation poses the question: Have you got the cash?" The unanimous reply
of all participating employees would be, of course, "No, and we can't get the cash

- until we retire."
Another possibility is that IRS feels that all employees should report their in-

come when it is earned, regardless of when it is received. Unless the Congress
decides to repeal the cash method of accounting for income, however, that notion
has no support.

It has been suggested that IRS is tired of the administrative burden of being
required to issue advance rulings on each contemplated plan and have therefore
proposed the regulation so that all the plans either will be eliminated or given
a permanent berth in the Code by Congress, along with the existing qualified
plans.For whatever reasons the IRS might have, their recent action serves no legiti-
mate policy goal that I can perceive. Deferred compensation plans cause no
greater dtain on the national treasury than do qualified plans. Therefore their
elimination because of loss of federal revenue would be unjustified and discrimi-
natory.

Perhaps the strangest twist of all Is the fact that IRS's proposal to eliminate
this tax advantage runs counter to the present administration's goal of allow-
ing all taxpayers the same tax breaks, regardless of their income. Our studies
show that 70-80% of the participants earn less than $20,000 a year. According
to a recent survey prepared by the Treasury Department. that is precisely what
84% of all taxpayers in this country presently earn. So this is a majority rather
than a minority tax break IRS proposes to abolish. And if the proposed regu-
lation is interpreted by IRS not to apply to highly paid corporate executives'
deferred compensation arrangements, the irony will be bitter indeed.
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There are at present five bills with a total of 53 sponsors introduced in the
House and one bill with 15 sponsors in the Senate which would effectively
kill IRS's proposed regulation and preserve deferred compensation plans for
the future.

I urge this Committee to support this legislation and thereby eliminate this
ill-conceived threat to our employees' retirement plans. I feel that the thousands
of employees who have entered deferred compensation plans with the good-faith
belief they were legal and fully approved by IRS deserve your most careful
consideration.

STATEMENT OF EUGENE KRASICKY, FIRST ASsISTANT ATToRNEY GENERAL
OF THE STATE OF MICHIGAN

Honorable Senators and staff, my name is Eugene Krasicky. I am the First
Assistant Attorney General for the State of Michigan. The Michigan Civil Serv-
ice Commission has requested that I appear today to express the opposition of
the State of Michigan to proposed regulation of the Internal Revenue Service
which adversely impact important State of Michigan employees' deferred com-
pensation benefits and to voice support for Senate Bill 2627, which would permit
the continuance of such deferred compensation programs.

SUMMARY OF PRINCIPAL POINTS INCLUDED IN THE STATEMENT

1. The State of Michigan fully supports Senate Bill 2627 and opposes the
actions of the Intermal Revenue Service to revoke the tax-exempt status of
employee deferred compensation to the State Deferred Compensation Program.

2. The State of Michigan Deferred Compensation Program is non-discrimi-
natory and has in excess of 9,500 participants, most of whom earn between ten
and twenty thousand dollars and have a median contribution to the program
of $41.52 bi-weekly.

3. The action of the Internal Revenue Service to revoke its approval of the
tax-exempt status of employee deferred compensation to the State of Michigan
Deferred Compensation Program discriminates against public employees in favor
of employees in the private sector and employees of school systems and of cer-
tain tax-exempt organizations.

4. The action of the Internal Revenue Service to revoke its approval of the
tax-exempt status of employee deferred compensation to the State of Michigan
Deferred Compensation Program is contrary to previously issued rulings and
tax court decisions regarding income receipt and taxation.

5. The action of the Internal Revenue Service to revoke its approval of the
tax-exempt status of employee deferred compensation to the State of Michigan
Deferred Compensation Program adversely Impacts the State's ability to attract
and retain highly qualified employees and Jeopardizes the financial security of
thousands of state employees.

Michigan's deferred compensation plan was instituted following the imprima-
tur of the Internal Revenue Service in July of 1975. Under the plan, all state
employees are provided the opportunity to defer portions of their income in
order to establish a retirement program. Most employees contemplate applying
such funds as a supplement to-their state pension and social security benefits
so as to allow them to enjoy their post working days without serious diminution
in their standard of living. In essence, these employees are willing to sacrifice
a little now so that they will not have to sacrifice greatly later.

It should also be pointed out that the State of Mlichigan Employee Retirement
Plan, like that of so many other state and public bodies, is wholly inadequate
in meeting the needs of retired employees. Recent statistics show that approxi-
matelv 12,500 retired state employees are receiving an average monthly benefit
of $20.83. Of these, approximately 20% receive less than $100.00 per month.
Thus, state employees who lack either the foresight or financial ability to pro-
vide a supplementary source of retirement funds face a poverty level existence.
The state's deferred compensation program provides the opportunity and the
ability to assure that state employees are not forced to seek public assistance or
further employment when they retire.

Michigan's deferred compensation plan is similar to plans already in exist-
ence or soon to be implemented in 37 other states. The make-up of its par-
ticipants clearly shows that it was not designed as a tax shelter for the well
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paid. Instead, Michigan's plan to comprised of a broad spectrum of state
employees totalling over 9,500 participants. The median deferral of compen-
sation of these employees into the plan is $41.52 per two-week pay period.
Approximately 90% of these employees earn between ten and twenty-five thou-
sand dollars annually, with 40.7% earning between ten and fifteen thousand
dollars, 81% earning between fifteen and twenty thousand dollars, and 17%
earning between twenty and twenty-five thousand dollars. Only about 9% of the
participants earn in excess of twenty-five thousand dollars.

The proposed action of the Internal Revenue Service would, In one sweeping
regulation, destroy the expectations and dreams of thousands of state employees.
It would place such employees at an unequitable disadvantage compared to A
employees in the private sector who are eligible for such income deferral plans
as profit sharing, stock options, and bonus programs It would further place
such employees at a disadvantage when compared to public school employees
and employees of certain tax-exempt organizations whose deductions for annu-
ities are specifically exempted from taxation under section 403(b) of the
Internal Revenue Code. An Interesting point to note is that Michigan public
school employees enjoy a higher state pension on the average than do state
employees. Public school employees receive an average $818.46 per month, while
Detroit public school employees receive an average $411.58 per month. That
means that the school employees receive $1,000.00 to $2,000.00 more per annum.

Michigan's deferred compensation plan was expressly approved by the Internal
Revenue Service in a letter dated July 16, 1975. Therein, the Service recognized
that consistent with the cash receipts and disbursement method of accounting and
income reporting, a state employee electing to defer a portion of his or her income
to a later date would be able to defer inclusion of such sums In his or her gross
income until the money was actually paid or otherwise made available to the
employee. The IRS would now take the position that such funds are includable in
the gross Income of state employees at the time the funds are deferred, despite
the fact that such employees do not have possession of the money, exercise no
dominion over the investment of the funds, and cannot reach such funds until
retirement or death of the employee. The proposed action of the Internal Revenue
Service, reversing its earlier determination regarding the taxability of deferred
Income, amounts to an arbitrary and capricious shift in policy, a policy, I submit,
which may be made only by the people's elected representatives. We submit that
such action is illegal in that it Is contrary to such tax court decisions as In Re
Oats, 18 Tax Court 570 (1952) and In Re Robinson, 44 Tax Court 20 (1965), as
well as a lengthy list of revenue rulings and acquiescences. In revenue rulings
60-81; 67-449; 68-86; 68-79; and 69-650, the Service recognized that income Is
only constructively received and is taxable when funds are credited to the em-
ployee's account, set apart for him, or otherwise made available so that the em-
ployee may obtain them at any time. Income is not, under the traditional view,
received if the taxpayer's control of it is subject to stringent limitations and
restrictions. Under the State of Michigan's deferred compensation program, em-
ployees are required to designate the amounts of deferment in advance of any
payment. Such funds are retained by the state and are at all times state funds
subject to all statutory and constitutional limitations. The employee has no
access to such funds and can only receive them on the happening of certain
agreed upon contingencies, i.e. death, retirement, separation, and disability, and
unforeseen catastrophe. Thus, the state's deferred compensation program is con-
sistent with the long established Service interpretation regarding income receipt
and taxation.

It is significant that the Internal Revenue Code has been amended many times
since these decisions and service rulings. In particular, section 451, dealing with
the taxable year of income inclusion, was amended In 1965 by P.L. 8947, In
1969 by P.L. 91-172, and as late as 1976 by P.1. 90-455. The failure of Oon-
gress to take action contrary to the historical Interpretation regarding Income
deferment is seen as evidence of Congressional approval Aceordingly, any de-
viation from this traditional approach must come from Congress and cannot be
effected by administrative fiat.

Almost 10,000 employees of the State of Michigan have relied upon the 1975
action of the Internal Revenue Service, have denied themselves so as to provide
for their old age without fear or anxiety of becoming a burden on society. The
Internal Revenue Service, without the authorization of Congrew, seek to deny
them the benefits to which they are entitled under law. I would urge the Con-
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gress to act to prevent this unjust result. On behalf of the State of Michigan, the
public good is served by the retention of qualified employees in the public service.
The program of deferred compensation helps accomplish the worthy purpose of
attracting and retaining dedicated public servants.

STATEMENT O JAMES F. MAISHALr, ExEcuTIvE DITR, ASEMBLY OF
GOVWB METAL EMPLOYEES

,Mr. Chairman and members, I appreciate this opportunty to appear on behalf
of state and local public employees on a matter of grave concern to all of us.
For over 25 years, the Assembly of Governmental Employees has been a fed-
eration of independent public employee organizations representing state and local
employees throughout the United States. Some of our affiliate organizations
have been representing public employees for more than 50 years. We have 46
affiliate organizations located in 85 states, including 84 state employee
organizations.

Our organization has been seriously concerned with federal policy decisions
for needed reform in public sector pension plans. We recognize the need for fed-
eral pension reform legislation and support the extension of such legislation to
the public sector through development of an act similar to ]IRISA, adapted,
however, to meet the needs of public employees. We support S. 1587 as necessary
and urgently needed legislation to stabilize the situation pending the develop-
ment of federal legislation dealing with public pension plans. We look forward to
the report of ERISA Public Pension Task Force Study wihch is expected to be
available this month. We anticipate that this comprehensive report will provide
a factual basis for the early development of legislation dealing with public
sector retirement systems in an orderly and logical manner. We hope to work
with other interested groups in the development and passage of appropriate
legislation.

IRS agents in several jurisdictions have made inquiries into qualifications of
various public plans based on both pre-ERISA and post-ERISA taxing and report-
ing authority. However, because difficult questions have been raised on the
application of the law, IRS has imposed a temporary moratorium on any fur-
ther examination into public plan tax status. Reporting requirements, however,
will remain in effect.

Prior to 1972, most public sector plan administrators believed their pension
system to be automatically exempt from federal taxation. This belief was founded
on the principle of sovereign immunity, a general exemption contained in Inter-
nal Revenue Code Section 115, and the lack of any attempts by IRS to impose
liability.

In 1972, however, IRS ruled that public employee pension trusts must meet
Code requirements (Sects. 401(a), 501(a) ) in order to qualify for favorable tax
treatment (Rev. Rul. 72-14). The ruling did not raise the question of taxability
of state and local government, but rather sought to establish the principle that
the trusts were separate from the governmental unit and therefore taxable. In
addition, the ruling affected the tax liability for employees and certain
beneficiaries.

Theoretically if a trust does not qualify it could: (a) Be taxed on investment
income; (b) Subject the employee to income tax on employer contributions made
after vesting; (c) Subject the employee to income tax on his own contribution
interest; '(d) Result in unfavorable lump-sum distribution taxation.

The primary stumbling block to public pension qualification under pre-
IRISA law is the prohibition on discriminatory benefits. Typically, state systems

provide more favorable vesting and benefit schedules to elected officials and
members of the judiciary.

In 1974, when Congress passed the pension reform act (IERISA), the public
sector noted with interest Title III which established a task force to study
public pension systems and make recommendations for legislation. The rest of
the law was believed inapplicable due to specific exemptions or clear congress.
sional intent. Title I, relating to Department of Labor regulations, exempts gov-
ernmental plans In Subtitle A. Section 4(b) (1) as defined In Section 8(32). A
simflar provision exempts public plans from termination insurance In Title IV,
Subtitle B, Section 4021(b) (2).
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Title II, which amends the Internal Revenue Code, sets new participation, vest-
ing and funding standards for private plans. Governmental plans are specifically
exempt (IRC Sees. 410(c),(1)(A); 411(e) (1) (A) ; 412(h)(3)). Having thus
made the new standards inapplicable to governmental plans, this law goes on
to state that public ploas must mect the prc-RISA standards of IRV Sece. 401
(a) (3), (4), and (7), thereby codifying the decision of Rev. Rul. 72-14.

Despite this reaffirmation of authority. IRS until recently had not actively
pursued enforcement, and then only in an inconsistent fashion. In Florida, agents
decided to tax plan participants but not the thrust, while in Missouri a trust is
being taxed but not the participants. The moratorium was imposed on these
issues as well as broader policy questions.

Title II of ERISA also imposes requirements on plan administrators to file an
annual registration and annual report wtih IRS. Public plans are clearly ex-
exempt from registration, but IRS believes they must file annual reports under
authority of IRC Sec. 6058(a). Unlike Sec. 6057 for annual registrations, Sec.
0)58(a) contains no specific exemption from reporting for state and local plans.
It is plausible that this ominion was legislative oversight considering the general
intent to exclude governmental plans documented in House Conference Report
93-1280.

Moreover, Sec. 6058(a) provides that the information required in the annual re-
port shall be prescribed by regulation. IRS to date has not issued any such regula-
tion specifically directed at the public sector, nor has there been any opportunity
for comment. Rather, the reporting requirement was announced and modified
through press releases.

Although the report by IRS is very limited in its scope, it remains disturbing.
Not only has no formal input into the content been sought from the lPublic sector,
but it also asks for basic "foot-in-the-door" information upon which IRS may
act should it lift the current taxing moratorium.

Senator Stone of Florida has introduced S. 1587 which seeks to exempt state
and local plans from taxaation and reporting requirements. Congressman Cun-
ningham of Washington has a similar bill pending in the House (H.R. 9118).
Both measures are gaining additional co-sponsors and support as their purpose
becomes more widely known.

The thrust of these bills is not in opposition to public sector pension reform or
to reasonable reporting and disclosure requirements. Rather, they seek to hold
in abeyance any legislation or administrative action prior to the outcome of the
ERISA public task force study. This position is based on the history of no:lenforce-
ment by IRS, the potentially devastating impact on trust fund financial stability,
the adverse affect on employee tax liability, and the presence of serious ques-
tions of constitutionality. Once the pension task force report is available, effect-
tive legislation can then he drafted appropriate to the public sector pension plans.

,Mr. Chairman, it is estimated that there are over 6,500 public plans Presently
in operation in the United States. Objective evaluation of the management of
these pension funds indicates that they go fom excellent to very bad. However,
at this time they have one thing in common. They all face uncertainties as to
their tax status and the tax status of the beneficiaries, and they face uncertain-
ties as to their responsibilities under federal law. In the absence of clear direc-
tion from Congress they may be faced at any time with extremely adverse deci-
sions by the Internal Revenue Service impacting upon the functioning of these
important plans.

In 1974. Congress recognized the complexities and difficulties inherent In fed-
eral regulation of public sector plans by creating a task force which shortly will
produce the most comprehensive and detailed study of public sector plans that
has ever been undertaken. The Internal Revenue Service, in declaring a "tem-
porary" moratorium, has recognized the problems inherent in their proposed
actions.

We believe that early and affirmative action on Senator Stone's bill will clarify
the present situation to 1he benefit of beneficiaries of all of these plans and will
provide a needed basis for further action by Congress. The facts which will be
available from the task force report will enable Congress to establish clearly
the responsibilties of those who administer these plans as well as the rights
of the beneficiencies of these plans. We urge adoption of the Stone bill.

Senator BENTSEN. The subcommittee is recessed, subject to call of
the chair.
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[Thereupon, at 12:05 the subcommittee recessed to reconvene at
the call of the Chair.]

[By direction of the chairman the following communications were
made a part of the record:]

NATIONAL GOVERNORS' AssoCIATIoN,
March 27, 1978.

Mr. MiChnA STERN,
Staff Director, Senate Finance Committee, Dirksen Senate Ofice Building,

Washington, D.C.
Dwm Mxxz: The National Governors' Association supports the statements

made on March 15 by the state witness before the Subcommittee on Private
Pension Plans. We support favorable consideration by the Committee on both
S. 1587 and 8. 2627.

We believe it is discriminatory to deny public employees benefits that are avail.
able by law to private individuals. We commend the committee for holding hear.
Ings to explain our deep concern over recent IRS actions which we believe were
taken without congressional authorization. Favorable congressional action on
S. 1587 and S. 2627 would be appreciated.

Most sincerely,
SAMrs L. MARTIN,

Staff Director, Committee on Ewecutive Management.

CITY or Los ANGELEs, CALif.
April 14p, 1978.

Hon. LLOYD BENTSEN,
Chairman, Senate Subcommittee on Private Pension Plane and_Employee Fringe

Benefits, U.S. Senate, Washington., D.C.
DEAR Mn. CHAIRMAN: I would request that this letter be made a part of the

record in order to show the city's strong support for the early enactment of
S. 1587.

It is extremely important that this legislation be enacted as soon as possible
in order to clarify the apparent misunderstanding as to the Intent of Congress
to exempt state and local government retirement systems from Federal taxation
and control.

During its regular meeting of April 7th the Los Angeles City Council voted
to support S. 1587 and to urge its early enactment. In addition, it recommended
that IRS withdraw its proposed regulations which would subject local govern-
ment pension plans to filing annual reports.

Sincerely,
JAMES F. 8SwzY.

STATEMENT OF WILLIAM J. JosEPH, DIRECToR, NEw JERsEY DVrSlON' Or PENSIONS

I am William Joseph, the Director of Pensions of the State of New Jersey. Our
division in the Treasury Department administers public employee benefit pro-
grams, including nine pension plans involving 325,000 employees of the State and
everyone of its 1,700 political subdivisions, a health benefits program covering
900,000 employees and dependents, and similar benefit plans pertaining to pen-
adjustments, prescription drug, dental expense, and Social Security.

I support the provisions of S-4,587 and urge its enactment

INTRODUCTION
For some time there has been a hazy relationship between state and local gov-

ernments and agencies of the Federal Government in the area of employee bene-
fits. There have been revenue rules and regulations which initially appear to be
blanket exemptions, relieving state and local governments from any reporting to
Internal Revenue. However, revenue ruling 65-130 IRB 1965-19, and 18, stipulate
that information returns such as 109s are required to be filed by state systems
qualified under 401a of the Code. Thus, the ruling appears to distinguish public
systems which are and which are not qualified. Yet, most systems have been act-
ing as if they were qualified for three decades.

26-724-1978-.- 9
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We note that state and local governmental systems have periodically been held
to be qualified. (I.T. 4102, 1952-2 Cum. Bull. 1973; Miller vs. Commissioner, 144,
F. 2d 387 (4 cir. 1944)). As there are few published rulings, it has been held by
most of us that State and municipal plans which are separately funded do qualify
under the Code. However, if a revenue agent finds some technical defect, he might
hold that the plan isn't qualified and then the rules regarding nonqualified plans
would apply. The result would be to tax current income to employees on any con-
tributions in which they had nonforfeitable rights at the time of contribution.
What about the taxability of the income of the fund? If it is a trust fund, man-
aged by trustees subject to the control of State or local governments, it would
appear that it is a political instrumentality and might be considered exempt as
such is appropriate to the income of any instrumentality derived from a govern-
mental function (IRC of 1954 Section 115(a)).

Up till now the test of qualification was In the matter of what any particular
IRS district office or even of what any revenue agent might consider. There is
always the possibility of a lack of uniformity from one community to another. Is
It not better to avoid these hit and miss decisions in favor of a blanket statute
making all Federal, State and municipal plans qualified if they are funded by a
separate trust or insurance contract and providing coverage and a uniform bene-
fit formula for a recognized department of the government? Such a proposal was
introduced in Congress as early as 1964 (HR 10 256, 88th Congress, 2d Session).

QUALIFICATION

In 1974 Congress appeared ready to clarify the taxability of state and local
systems requiring qualification under Section 401. It was suggested at that time
that governmental plans wouldn't necessarily be required to meet the new stand-
ards proposed but rather those of the existing legislation.

Let us look at the intent of Section 401 and the regulations pertaining thereto
in terms of public systems. We all know that the effort is to make the plan avail-
able to employees generally and not merely to a few, high-paid officers. The tax
advantage is to encourage industry to establish plans, deducting the expenses
involving the funding of these systems. However, public employers do not pay
taxes. On what basis could anyone argue that the public systems were the target
of 401 treatment? There is no mention of public plans in the entire previous his-
tory of this part of the Code. There is no indication that public plans are not eligi-,
ble for qualification or that they are required to meet qualification. Certainly,
when this issue surfaced in the past the lack of interpretation is demonstrated by
inconsistent IRS rulings. Revenue ruling 72-14 said that in a public plan the

-beneficiaries were not entitled to favorable treatment unless the system met the
requirements for qualification. This was reiterated by the national office in Wash-
Ington and-ignored by most directors of IRS.

Perhaps the best demonstration that public plans were never involved with 401
is the number of studies which Congress has ordered, including the pension task
force. Even Congress recognizes that there is a problem and that before legisla-
tion to include public plans under 401 or under ERISA, it would be proper to
know a little more about these programs. IRS occasionally doesn't share this con-
cern. If the public plans of state and local governments are subject to quallfica-
tion, then the treatment afforded to these public employees is discriminatory, be-
cause the Congress has never deemed federal retirement systems to require qual-
Ification. Does anyone seriously believe that the courts could support a finding that

- state employees must pay the tax on their entire allowance while permitting fed%,
eral employees an exemption on their contributions even though the latter group
are members of systems which are not qualified. Let us examine the concern that
congressional committees have expressed and the reasons which they have, there-
fore, indicated require congressional action, whether it be in the sector of taxa-
tion or in comparable ERISA standards.

They are worried about the financing of the systems. Is the plan actuarially
sound or is there a constitutional guarantee that benefits will be provided as
promised? When plans are integrated with Social Sceurity, there is a problem in
computing final average salary. Yet, it is Congress itself which appears to have
come to the conclusion that all plans should be integrated, all perhaps except Fed-
eral plans. Prior service must be awarded on an equitable basis for all members.
Is that the treatment afforded under the multitude of Federal plans? We regret
that we have to note the differential treatment beween Federal and oher public
systems. We do so only because they are the only other plans in the public sector.
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Also, if these requirements are proper for state and local governments, Congress
must appreciate that sooner or later they will be deemed proper for all public
Systems.

Over the years some public systems have applied to IRS to determine If they do
qualify under Section 401a and they have received letters making that stipula-
tion. Y!et, very few have reported every change to IRS to determine if qualifica-
tion has continued. We have no doubt that many of the changes have not been re-
ported. What is involved is legislation enacted by a sovereign state to meet the
needs of its public employees. Yet, here a federal agency would review this change
and determine that the plan is or is not qualified and, therefore, whether the in-
come of the trust and the taxable status of the payments received by the bene-
ficiaries are to be altered as a result of this federal oversight of state enactments.
The employee is going to have to pay the tax on the employer's contribution to the
plan to the extent that his benefits are vested. The employee is also going to pay
the tax on the value of the employer's contribution on his behalf for life insurance.
It may be a gift tax which the survivor will have to pay on the contributions
made to his or her pension by the employer.

This is what qualification means: a loss of state sovereignty to a federal agency
which is operated by individuals who are not elected by the public, who may not
be quartered in the state and whose Judgment is patently different from that of
the elected officers who voted the change.

PROPOSED QUALIFICATION CHANGES

Let us examine the problem of qualiflcation in terms of recent proposals made
by the Federal Treasury which would affect employee benefits.

There's a suggestion which would reduce the $30,000 limit on employer pro-
vided group term life insurance to $25,000. This is a revenue matter and would
not have much of an effect on public systems where 1 he provision for group life is
normally very modest in terms of the face value of coverage or the total of cov-
erage expressed as a multiplier of the amal compensation. For one thing, sal.
aries are comparatively low in government and secondly, many systems are con-
tributory in nature.
- The second proposal is that tax exempt group life, health, accident, and disabil-
ity plans do not discriminate in favor of officers or higher-paid employees Again,
we don't believe this would be of any mat-rial consideration in state and local
governments any more than it would be i,, .he case of Federal plans of the same
nature.

A third proposal would repeal the tax preference for prepaid local insurance
Just enacted in 1976, Since the states, as employers, have no tax to pay, the only
burden might fall upon the beneficiaries and we presume that public employees
would pay their fair share of the tax burden, which presumably would be applied
uniformly.

The fourth proposal is to decrease the maximum annual limit on defined benefit
plans without consideration of annual cost of living increases. This would decrease
the maximum from $84,525 to $60,000. We don't think state and local government
would have much concern here any more than Federal pension plans.

A fifth proposal would reduce the maximum annual limit on defined contribu-
tion plans, currently $28,175 to $15,000 without any cost of living considerations.
Most state and local systems, like their Federal counterparts, are fixed benefit
plans while money purchase plans are found primarily for faculty members at
public institutions, similar to the plans available to faculty members of private
institutions of higher education. We see no reason why such limits would be as
suitable for those in public schools any more than they would be for those in pri-
vate ones.

A sixth proposal would reduce the overall limit for employees who are covered
by both fixed and money purchase plans from 140 percent to 100 percent of a sin-
gle plan limit. Again, we don't think that this would disturb too many public
plans, although it is bound to have a much greater effect, as is the case of all the
other proposals, in private plans.

The seventh proposal would prohibit a plan from excluding employees whose
entire wages are covered by Social Security. We know of no such public plan. If
anything, public plans normally provide for maximum participation with fixed,
limited waiting periods.

An eighth proposal would extend the $7,500 limit for self-employed persons to
10 percent shareholders in a private plan. This has no effect upon public systems.
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A ninth proposal would repeal the $5,000 statutory death benefit exclusion on
employer-paid death benefits. If the Congress deemed this to be proper, then it
would have the same effect upon all plans, public or private.

Finally, the tenth proposal would tax % of the Social Security benefits for re-
tired persons with substantial other income. Such other income would be $15,000
or $2.5,000 per single person and $20,000 or $30,000 for married persons. We can
assure the Congress that there would be very few individuals in public plans who
would be thus affected.

All in all, what we have been attempting to demonstrate is that for purposes
of more adequate tax revenue considerations or considerations of meeting certain
standards which Congress may want to impose upon public as well as private
plans, most state or local governmental systems have little to fear except as a
Federal restraint upon the determination by state and local governments of the
benefits that they should provide for their employees. Certainly if Congress feels
that state and local governments would benefit from such standards, then it is
generally alone in that consideration, because most state and local governments
-apparently do not share that concern.

What we are therefore left with is the exercise of power by Federal agencies
which undoubtedly would violate the constitutional basis of 'our Federal system
of government. Sooner or later, we appear to reach this bottom line in Federal-
state relations.

ERISA

In-the private sector, the significant problem was hardly in the amount of the
benefit because that is subject to negotiation between labor and management. The
true horror stories involved employers and unions who promised benefits and
never provided the funds. They then went out of business andthe pension antici-
pation of the employees were not realized. Governments have not gone out of
business lately. In New Jersey no employee has ever suffered a loss in benefits in
the entire history of public employee pensions. If benefits have been altered they
have usually been liberalized; but if they were cut back, such changes applied
only to new employees while guaranteeing the benefits which had been promised
to those hired before the change. We are confident that this has been true in all
other states. Certainly, if state and local governments are required to meet federal
standards which cost significant sums, the benefits will no be realized because
Congress has yet to indicate that it Is prepared to assume the debt.

In our mind the worse tragedy of ERISA was the termination of the plans
which were all qualified, but which could not support the price of ERISA stand-
ards. The employers and the unions, who had met their obligations in a proper
way, are now paying for those who did not. This is the kind of penalty that would
be imposed on New Jersey and many other states if we had to pay monies to
the Federal Government in order to insure benefit guarantees for those commu-
nities who had promised much but appropriated little. This means that we are
going to have to cut back on what we now do in meeting our obligations, which
weakens our structure and our standards. They are generally higher than those
considered by the Congress. It means that benefit liberalization which should be
adopted will have to be set aside in favor of rescuing plans in other states. We
will be paying for the guarantee of benefits which may be more liberal than
those which we provide although our benefits are funded.

Let us briefly examine some of the standards by which the House Education
and Labor Subcommittee has measured its findings among state and local govern-
ment plans and which has led it to endorse a study of its pension task force on
public systems.

The first matter involves the absence of a single Federal agency to enforce laws
thus preventing the development of a unified national policy on pensions. From
the perspective of Washington, everything must be uniform; everything must be
departmentalized. The over 70 Federal pension plans do not disturb the subcom-
mittee even though this is an area with which Congress does have the right to
act rather than the rather dubious area of imposing its will upon state and local
governments.

In the absence of such uniform regulations, the subcommittee believes that the
benefit structure of the plans have not been effectively communicated, that there
is an inadequate safeguarding of plan assets and Insufficient protection of rights
under public systems. Is the structure of state and local government systems
materially different than those of Federal programs? Are the booklets issued by
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the Federal Civil Service Retirement System extraordinarily different than those
used by state and local governments? Have the assets of any funded plan been
so misused that the benefits which have been promised have not been awarded? If
an individual is aggrieved, he normally seeks a hearing and If that Is unsuccess-
ful, he will sue. Have the State courts been derelict in their concern for the rights
of employees in state and local governments? Is a Federal agency required to
overcome this lack of proper State Judicial Review? This is what the subcom-
mittee is saying but have they really established this case? The report of the task
force indicates that there are serious deficiencies to the extent. that Informatin is
not reported and disclosed to members, leading to forfeiture and loss of earned
benefits. Is this a repetition of the horror stories that led to ERISA? If these ter-
rible things have been happening, how is it that the employees, public officials, and
the taxpayers have not arisen to remedy these problems? Do we need a Federal
bureaucracy to impose its will on What it believes are deficiencies, what it believes
is unwarranted, what it believes is inadequate?

One significant finding is that most of the plans do not meet the ERISA mini-
mum vesting requirements. How many plans in private industry did before
ERISA? Obviously very few among defined contribution systems. Actually, what
was adopted under ERISA was essentially the service requirement for vesting
established by the Federal Government for its largest system. What was good for
Congress patently was good for those in other plans. However, Congress doesn't
provide the wherewithal required to meet the cost of such liberalization. For
those private plans where the employer still finds the tax exemption more signifi-
cant than the cost of a liberalization in this area, the new minimum applies In
lieu of terminating the plan. However, in state and local governments the philoso-
phy is that of an earlier generation where plans were established for the purpose
of retaining employees in jobs normally paying comparatively smaller salaries
than those in industry. This philosophy Is only changing recently and If it is
slow, it is because It takes money, a good deal of money, to decrease a vesting re-
quirement from 20 to 15 years, to 10 or 5 years. State and local governments with
their funded systems are not prepared to promise benefits which only the Fed-
eral Government can guarantee by the printing of paper money.

Another finding of the task force was that most systems do no provide a realis-
tic assessment of pension costs due to a lack of actuarial valuations and stand-
ards. Among the several thousands of state and local governmental plans there
is no doubt that a majority can be counted, each delimited to one or only a hand-
ful of employees, which are not established on a sound basis. 'This in contrast to
the pension plans of the Federal Government where millions of people are en-
rolled. Yet Congress would Impose such a burden upon state and local govern-
ments even when the employees, who are members of these pension plans, are
lobbying for benefits in State Legislatures everyday and have not been so ex-
orcised over the issue of the requirements for vesting that appears to excite so
many of the federal planners on the task force. While Congress has received
much in the way of actuarial information concerning the Federal retirement sys-
tem, and while many proposals have been considered, happily we note that no
plan has been advanced which would delimit benefits for any individual, but un-
fortunately no plan has been advanced to meet the actuarial cost implications of
any liberalization or even of the present benefits.

The task force finds that pension costs will be going up because many plans are
funded on a pay-as-you-go basis. This is regrettable but when you have one or
two people covered by a plan, a small community is likely to think of providing
the cost through direct appropriations each year rather than by aily other more
advanced means. Prepayment of the pension debt affects not only next year's
budget but the'budgets for many years in the future and most small communities
are not prepared to increase their obligation so significantly as reserve funding
would require. In this regard most of these communities follow the practice of the
Federal Government.

The task force recommends that there should be uniform actuarial standards
so that everybody wIll know what the future needs of the system are and how
they can be met. We support this view completely, but we believe that under our
Constitution the Federal Government has no right to impose standards, which
itself refuies to adopt, upon state and local governments which must make their
own financing arrangement based on their own needs and financial posture. State
Legislatures are Increasingly apprehensive about imposing standards upon local
governments where this restricts the ability of local government to meet its budg-
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-etary requirements We view this recommendation as contradictory of what the
general mood Is in the Congress and throughout the country in the matter of
Federal- funds. We are especially denoting the attitude about Federal aid to our
older and decaying urban centers; Congress has come to appreciate that the
monies cannot continue to be so tied that local officials have no opportunity for
rational decisions in meeting the actual needs of their communities rather than
the needs that Congress had considered.

Fingjly, the task force recommends a uniform standard of fiducdary conduct.
This is an extraordinary consideration. After all, pension costs are usually ex-
pressed as a percentage of salary. There must be something terrible that the pen-
sion task force has uncovered in the area of the way state and local governments
operate and particularly in the area of the payment of salaries because salaries
constitute a very large part of any state or local government budget. If salaries
are misappropriated and improperly paid, then, of course, It follows that pension
costs, 5 to 10 or even 30 percent of salary, may likewise be misappropriated. Has
the task force made such a finding and have they reported these misadventures to
the proper state and local government officials?

CONCLUSION

In this discussion we have not entered into the Issue of advantages and dis-
advantages of qualification. There are pros and cons on that matter. Our concern
is with a much broader aspect of Federal-state relationships and specifically the
ability of state and local governments to care for their own employees just like
the Federal Government cares for Its employees. It is the public who is the em-
ployer in each case. It is the public who elects Its representatives to the Congress
and to the legislatures. The public relies on the wisdom of both. Is the wisdom of
the Congress greater than the wisdom of the legislature in the particular state?
More Importantly, is the wisdom of the federal bureaucracy superior to that of
the elected representatives of the public? All of the members In Congress, regard-
less of party, always support the Jeffersonian or Lincolnian philosophy that the
best government, governs less and that the best resides closest to the people. Yet,
in every enactment and every regulation democracy Is slowly being whittled away
in favor of a Federal Government which is remote from the states, the cities, the
public and whose powers to govern are evidently limited, by Its own incapacities
to attack the problems which confront us, often Inhibited by a bureaucracy which
cannot be controlled and which also cannot deal with every aspect of life in mod-
ern Ameeica.

New Jersey's public employee retirement systems were established as early as
1919 and 1920. There were studies on the actuarial funding of pension liabilities
In 1917. New Jersey has placed all of Its major systems on such a basis since their
inception. We believe New Jersey's record is better than that of the Federal Gov-
ernment and this Is true of many states. We appreciate that there are states and
many municipalities where such is not the case, but that is the problem of those
states and those municipalities-not New Jersey. Why should we give up some
part of our democracy and the ability to govern ourselves?

This is not a matter of extraordinary need. Can anyone in Congress claim that
the overwhelming majority of public employees In state and local governments
desire federal intervention on their behalf? Has Congress received groups of
employees clamoring for federal standards in the area of taxes or for purposes of
ERISA? Where has this call for federal action come from? We can assure the
Congress that from our position in every state it appears that it is a normal exten-
sion of the staff who where concerned with the problems in private plans. That's
rational and understandable but now they are dealing with another element.
Public plans do not demand qualification in order to avoid a tax on our Income.
We have no tax to pay. We have systems that are decades old and have been
found proper to meet our needs in each community and In each state. Federal
standards will only mean that all of our plans will have to be altered, often at pro.
hibitive cost to the public. There is no unlimited source of revenues. Increasingly
state and local governments depend on federal tax revenues. If the changes are
required, they will cost significant sums. Where is this money coming from?

If federal qualifications were prescribed and if state and local systems did not
qualify, who would be the losers? First, there would be the public who would have
to make increased contributions to the retirement system because the interest
income of the trust would be subject to tax. The second would be the employees
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who would have to pay Increased taxes on the employer's contribution and the
pension disbursements they receive. The third would be their survivors who would
have to pay taxes on their incomes including incidental life insurance or similar
death benefits. We could go on but essentially who are the losers--the public, the
employees, their survivors. Is this what Congress wants-to punish the taxpayer
and the beneficiaries of these pension plans?

We therefore support the legislation which would determine state and local
government systems qualified so that adverse tax consequences will not be im-
posed upon trusts and therefore upon the beneficiaries. Are state and local sys-
tems the usual nonqualified plans? Those are generally designed to provide
retirement benefits which are tailormade for a few top executives and private
employers are prepared to make this available even at a less favorable tax treat-
ment. Are the overwhelming majority of state and local government plans de-
signed for this purpose? If so, then they share the same nonqualification with
Federal plans. Again, there are employers who are willing to contribute to a fund
without being able to deduct the contribution from their taxable Income. What
taxable income do state and local governments have to pay?

LAW OFFICES,
SUTHERLAND, ASBILL & BRENNAN,

Hon. LLOD BENTSEN, Washington, D.C., April 10, 1978.
Chairman, Subcommittee on Private Pension Plans and Employee Fringe Beneflt,

Committee on Finance, U.S. Senate, Washington, D.C.
D]JAR SENATOR BENTSEN: Your Subcommittee on Private Pension Plans and

Employee Fringe Benefits held hearings on March 15, 1978 on proposed regula-
tions issued by the Treasury Department (Prop. Reg. § 1.61-16) to limit the use
of so-called "nonqualifled" deferred compensation arrangements. We respectfully
request that this letter, which is submitted on behalf of J. M. Huber Corp., be
included in the printed record of the Subcommittee's hearings.

J. M. Huber Corp. ("Huber") was organized in 1883 as a manufacturer of
printing inks and pigments. Today, Huber is a diversified company that produces
and markets a variety of products. For valid business reasons, Huber has en-
tered into deferred compensation agreements with certain of its employees. The
purposes of such agreements are to assure that selected key employees remain
with Huber and do not act in any way which is contrary to Huber's interest
either before or after retirement as, for example, by disclosing technical "know-
how" acquired during the course of employment.

When Huber chooses to extend to a particular employee an offer to enter into
a deferred compensation arrangement, the employee is given an option, at the
time of a periodic salary discussion, to receive an increase in base salary for
the forthcoming year or to defer receipt of such compensation until his retire-
ment or other severance from service." The amount of the Increase In base salary
is itself proposed by Huber and is not fixed by any statute or contract. Those
employees who are offered deferred compensation agreements receive such offers,
and must accept them, prior to the commencement of the year in which the serv-ices for which compensation is deferred are performed. Once an employee exe-
cutes a deferred compensation agreement, the agreement is irrevocable and ap-
plies to all future years. Thus, if an employee foregoes an increase of $4,000 in
base salary in one year, he must forego a like amount of current compensation
in each subsequent year of employment.

Once an employee to whom an offer to defer a portion of future compensation
Is made accepts that offer, a written agreement is sent to him for execution.
Among other things, the agreement provides that the amounts payable there-
under may not be assigned or commuted, nor the right to them encumbered. Also,
the agreement contains substantial risks of forfeiture. Specifically, the agree.
nhent provides that Huber shall be relieved of all obligations under the agreement

I The amount covered by a deferred compensation agreement is twice the amount of the
salary Increase that the employee foregoes by reason of his decision to enter into thearrangement. The doubling of the increase in base salary for purposes of the deferred corn:.pensation arrangement tafes into account the fact that the reduced base salary received bythe employee will lessen (1) the contributions made on his behalf to Huber's qualified profitsharing and retirement plan (2) the amount of group life insurance purchased on bgbehalf, and (3) the amount oF any bonus payable during employment, all of which are deter.mined by reference to base salary.
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if the employee is discharged for cause, and of all further obligations beyond
the date when either (a) the employee competes with Huber or enters the em-
ploy of a company competing with Huber, or (b) the employee does "anything
adverse to the best interest" of Huber.

The amount covered by a particular employee's deferred compensation agree-
ment is credited to a bookkeeping account by Huber and a like credit is made
for each year of service until retirement. The bookkeeping account is not funded
by insurance or otherwise. It does appear as a liability on Huber's financial state-
ments. Beginning the last day of January following retirement (or other ter-
mination of employment), the employee receives a monthly pension for five years.
The monthly amount is determined by prorating the credit balance in the ac-
count over a 60 month period. For Federal income tax purlses, deductions are
claimed by Huber only as, and to the extent that, retirement benefits are in fact
paid and included by the retired employee in his gross income. See section 404(a)
(5) of the United States Code.

On February 8, 1966, the Internal Revenue Service (IRS) issued a favorable
ruling with respect to a deferred compensation agreement entered into in 1963
between Huber and one of Its employees. The agreement there involved was sub-
stantially Identical in substance to those since used by Huber for its other em-
ployees. In the 1966 ruling, the IRS held that payments received by the employee
would be taxable to him only in the year he actually received such payments,
and that the amounts of those payments would be deductible by Huber only when
actually paid to the employee. Since 1966, Huber and those of its employees who
have executed deferred compensation agreements have relied upon this letter
ruling, as well as published Revenue Rulings issued by the IRS for the guidance
of taxpayers generally, as properly prescribing the Federal income tax conse-
quences of such arrangements. Moreover, we know of no case which has held that
a deferred compensation agreement of the type utilized by Huber (i.e., one where
an Irrevocable agreement to defer Is made prior to rendering of the services for
which the compensation is to be paid, and is subject to substantial risks of for-
feiture) will not be given effect for Federal income tax purposes.

The regulations proposed by the Treasury and the IRS provide by their terms
that deferred compensation agreements will no longer be given effect for Fed-
eral income tax purposes where deferral results from the voluntary action of
the individual taxpayer in entering into a deferred compensation agreement.
Although it Is uncertain whether the proposed regulations do apply, and/or were
Intended to apply, in situations such as Huber's where compensation Is not fixed
by statute or written contract,' Huber nevertheless believes that the proposed
regulations are invalid as a matter of law. The reasons for Huber's position that
the proposed regulations are Invalid as a matter of law are set forth fully in Its
April 4, 1978 submission to the Internal Revenue Service, copies of which are
available to the Subcommittee upon request.

We understand that some have suggested that the Congress should intervene
in the current controversy and either postpone the application of the proposed
regulations for some period of time or provide statutory rules governing the ex-
tent to which agreements to defer compensation will be given effect for Federal
income tax purposes. Huber respectfully submits that, if any such legislation is
enacted, it should mandate the continued application of present law in cases such
as Huber's. As explained previously, the compensation paid by Huber is not fixed
by contract or statute, deferral occurs only where an irrevocable agreement to
defer compensation which Is executed prior to the rendition of the services for
which the compensation Is to be paid, and Huber's obligations are at all times
subject to substantial risks of forfeiture.

There are no compelling considerations of tax policy which would warrant the
enactment of legislation which provides that arrangements such as Huber's will
not continue to be given effect for Federal income tax purposes. Unlike so-called
"qualified" plans, an employer such as Huber receives no current deduction or
other tax benefit from entering Into a nonqualified deferred compensation
agreement.

Any deduction to which it is entitled is, under present law, to be taken only
when and to the extent that payments are made to the Individual and included
by him in his income. For the same reason, there Is no significant Federal revenue

This uncertainty arises by reason of the Treasury's testimony to this Subcommittee on
March 15. 1978 in which Mr. Halerln sugeted that the regulations were directed at situa-
tions where compensation (a prtion of which Is deferred) Is fdxed by contract or statute
circumstance not present in Huber's case.
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loss involved. If employees are taxed prior to the time when they receive income,
employers would necessarily be able to deduct a like amount in the earlier year
as well. Thus, the revenue gain resulting from accelerating the time when an
employee is taxed will be largely offset by the employer's deduction. Finally, as
pointed out previously, nonquallfled deferred compensation arrangements such
as that utilized by Huber have business purposes for the employers that are Inde-
pendent of any tax benefits the employee may hope for at the time he enters into
such an agreement.

If, however, legislation is enacted that modifies the doctrine of constructive
receipt to impose a premature tax in cases such as Huber's, it is essential that
those who made Irrevocable elections in the past to defer compensation that may
be earned in the future not be subjected to the changed rules on a retroactive
basis. The proposed regulations do not provide such relief and Instead would tax
all future deferrals, including those made pursuant to prior irrevocable agree-
ments. No sound policy considerations requires either the Congress or the IRS to
tax currently Income that is deferred by reason of an irrevocable election which
the employee cannot now recant merely because the law has been changed and
applied to him on a retroactive basis.

For all of the foregoing reasons, Huber respectfully submits that the proposed
regulations are invalid as a matter of law, and that any modification of present
law must occur only by legislative action. Huber also respectfully submits that,-
if legislative action is taken, nonqualified deferred compensation arrangements
such as those used by it should not be disturbed. In any event, employees such as
Huber's employees, who have made irrevocable elections In the past to defer
future compensation should not now be adversely affected by a retroactive change
in the tax rules clearly applicable at the time such agreements were executed.

Respectfully submitted.
DorAw V. MOOREHEAD.

NATIONAL AssociATIoN OF COUNTIES,
Washington, D.C., March 30, 1978.

Hox. LLoYD BuNTsEN,
Chairman, Senate Subcommittee on Private Pension Plans and Employee Fringe

Benefits, Committee an Finance, Dirksen Senate Offlce Building, Washingtonr
D.C.

DEaR SENATOR BETsNT : On behalf of the National Association of Counties I
want to extend our sincere appreciation for the opportunity to appear before
your Subcommittee on March 15, 1978 In support of S. 1587 and S. 2627. Enclosed
for your information and the record Is a copy of the resolution adopted by the
NACo Board of Directors endorsing legislation to require the Internal Revenue
Service to maintain its current practice with respect to deferred compensation
plans.

If the Treasury Department has data which clearly illustrates abuses in the
program, then NACo would certainly be willing to work with the I.R.S. and con-
tends that such plans are voluntary salary reduction schemes through which
highly paid public employees avoid taxation. In fact over 70 percent of employees
participating in most state plans earn less than $20,000 a year. The same applies
to most counties, for example, Hennepin County, Minnesota has a plan with 10
percent of all county employees participating (519 active employees), 50 percent
earn less than $16,000 a year and the rest earn more; the average contribution
per year is approximately $2,548.00. Attached for your information are other
examples of salary deductions and wage levels of a number of other counties that
have deferred compensation plans.

VThe National Association of Counties believes that this action by the I.R.S. is
without legal basis, contrary to their previous administrative position that has
been relied upon by states, counties and cities across the nation through Private
Letter Rulings and may disrupt negotiated contracts with employee unions. These
plans encourago voluntary savings and increased security for the nation's re-
tirees, at no cost to local governments or to the local property taxpayer.

Mr. Chairman, In view of the wide interest and concern about this matter, the
National Association of Counties respectfully urge your support as cosponsor of

--S. 2027 and also request that your Subcommittee call for a postponement of the
proposed ruling issued by Treasury on February 3, 1978 until the Congress has
had an opportunity to study this matter more thoroughly.
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'Again thanks for the opportunity to present our views, we Stand ready and
willing to work with you and members of the Subcommittee toward a fair and
reasonable legislative solution.

fPlease call me at NACo if I can provide you with additional data.
Sincerely,

ANN M. SIMPSON,
Legislative Representative.

Enclosures.
RESOLUTION ON DEFERRED COMPENSATION PROGRAMS

Whereas, With the approval of the Internal Revenue Service in over 30 states
and hundreds of thousands of counties, cities and towns since before 1970 to estab-
lish a deferred compensation program to encourage and permit employees to plan
for and provide for their retirement; and

Whereas, Such programs have been established for a number of years and sev-
eral other jurisdictions have submitted plans for Private Letter Rulings by I.R.S.
are still pending; and

Whereas, Programs of this type meet socially desirable objectives, and enable
public employers with a minimum of expense to assist their employees in their
long term financial planning; and

Whereas, these deferred compensation plans for public employees would be
rendered ineffective under the proposed Internal Revenue rules published in the
Federal Register of February 3, 1978; and

Whereas, legislation has been introduced in both the House and Senate to re-
quire the I.R.S. to maintain its current practice with respect to deferred compen-
sation plans, the bills are H.R. 10746 by Representative Waggonner (D-La.), H.R
10893 introduced by Representative Pickle (D-Texas) and Senator Gravel (D-
Alaska) introduced S. 2627; and Now, therefore, be it

Resolved, That the Board of Directors of the National Association of Counties
oppose the proposed regulations and submit comments to the Internal Revenue
Service with supporting data, and also support legislative efforts by urging the
House Ways and Means Committee and the Senate Finance Committee to hold
hearings as soon as possible with the objective of enacting legislation, or provide
other administrative relief which will allow the continuance of plans approved
through Private Letter Rulings.

Adopted by the Board of Directors, March 14, 1978.

ORANGE COUNTY, FLA.,
Orlando, Fla., March 20, 1978.

NATIONAL ASSOCIATION OF COUNTIES,
New York Avenue, N.W.,
Washington, D.C.
(Attention: ANN SIMPSON).

'GENTLEMEN: We have written to our Senators (Chiles and Stone) and our Rep-
resentatives (Frey and Kelly) protesting the proposed changes in IRS regula-
tions affecting Deferred Compensation.

We Instituted a Deferred Compensation Plan for Orange County employees
some six months ago and it has already proven to be a very popular program.
Statistics are:

Number of employees Involved to date: 241.
Average deduction per payroll: $89.
Average salary: $13,000 per annum.

I hope these statistics will dissuade IRS that the program Is simply for upper
level salaried employees. We have found that the program is particularly popular
among middle management employees and with employees where both the hus-
band and wife have Incomes.

These are wage earners most Impacted by increased taxes and social security
deductions and Deferred Compensation is virtually the only means available
for them to plan for their retirement. We hope that Congress will see fit to ap-
prove H.R. 10746.

-Sincerely,
JAMEs L. HAIs,

county Adm4n!trator.
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COUNTY OF SAN BERNARDINO,
March 23, 1978.

Hon. SHIRLEY PE'rrS,
Longworth House Office Building, Washington, D.C.

DEAR MRS. PErrs: It has recently come to our attention that the Internal
Revenue Service has issued proposed regulation (LR-194-77) which would
cancel deferred compensation plans for employees of state and local government.
The purpose of this letter is to ask your support of legislation which would over-
ride the proposed regulation.

We are deeply concerned by the IRS proposal. Three years ago, San Bernardino
County adopted a deferred compensation plan for our employees which was re-
viewed by the IRS and, following receipt of a determination letter, was imple-
mented in good faith. Approximately 300 employees are members of our plan
which is open to all regardless of position or salary level.

The plan encourages voluntary savings and increased security for our retired
employees, at no cost to local government or to the local property taxpayer. Our
plan is consistent with traditional Federal policy which has established tax de-
ferred savings plans (Keogh, IRA, etc.) for millions of American citizens. The
IRS proposal would be highly discriminatory by singling out local government
employees and denying them the same privileges afforded most other American
workers.

The proposed IRS ruling would, in our opinion, be very poor public policy.
Deferred compensation serves a useful social purpose by encouraging our employ-
ees to be financially self-sufficient in their retirement and not dependent upon
governmental assistance for their support.

We respectfully urge your support of H.R. 10746 (also H.R. 10893 and H.R.
11174) which would provide for Congressional approval of state and local de-
ferred compensation plans.

Sincerely,
RoBElrr 0. TOWNSEND,

Chairman, Board of Supertvsors.

NACO FACT SHEET: LEGISLATION,
NATIONAL ASSOCIATION OF COUNTIES,

Washington, D.C., February 15, 1978.

DEFERRED COMPENSATION PLAN FACT SHEET

I. State of Arizona, County of Maricopa.
II. Authorizing State or Local Statute: Arizona Revised Statutes Sec. 11-251.

ITT. List Counties That Have Deferred Compensat!on Plans.
IV. Participation (i.e., number of County Employees in Plans) : 365.

V. Salary Ranges of the Participants:

(Percentage of participants currently enrolled]

$5,000 to 15,000--------------------------------------- 47
$15,000 to 25,000 --------------------------------------- 63
$25,000 and Over -------------------------------------- 17

VI. Average Contribution Per Year: $2,171.
VII. Support the Waggonner Bill:

Yes I
VIII. Will submit WrItten.Comments on the Proposed Regulations:

Yes
Please return ASAP to:

Ms. Ann M. Simpson, Legislative Representative
National Association of Counties
1735 New York Avenue, N.W.
Washington, D.C. 20006
202-785-9577

I Support conditioned upon amendment to the Waggonner Bill to provide protection to all
states and counties.
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NACO FACT SHEZT: Luo0SLATxON,
NATIONAL ASSOCIATION OF COUNTIES,

Washington, D.C., February 15, 1978.

DEFERRED COMPENSATION PLAN FACT SHEET

I. State: Oregon.
II. Authorizing State or Local Statute: ORB 294.0(4.

III. List of Counties That Have Deferred Compensation Plans: Lane County.
IV. Participation (i.e. number of County Employees in Plans) : 30.

V. Salary Ranges of the Participants:

(Percentage of participants currently enrolled]

$5,000 to 15,000 ------------------------------------- 63. 3
$15,000 to 25,000 ------------------------------------ 23.3
$25,000 and Over ------------------------------------ 13.3

VI. Average Contribution Per Year: $3,792.
VII. Support the Waggonner Bill-we would be extremely supportive of an im-

mediate effort to put pressure on IRS, via Congress, to withdraw pro-
posed regulations:

Yes.
VIII. Will Submit Comments on the Proposed Regulations:

Yes.
Please return ASAP to:

Ms. Ann M. Simpson, Legislative Representative
National Association of Counties
1735 New York Avenue, N.W.
Washington, D.C. 20006
202-785-9677

Washington, D.C., April , 1978.

MEMORANDUM BY COVINOTON & BuRLINo

Re: Proposed Treasury regulations section 1.61-16, relating to the Income tax
treatment of nonquallfied deferred compensation.

INTRODUCTION

We are submitting this memorandum on behalf of a number of employers that
provide nonquallfied deferred compensation to their employees. These employers
provide deferred compensation pursuant to a wide variety of unfunded arrange-
ments. The arrangements include both separately negotiated contracts between
employers and individual employees and more broadly based deferred compensa-
tion plans that apply to groups of employees.

Deferred compensation arrangements typically play a very significant role In
the employer's total compensation and benefits program. In addition, such de-
ferred compensation arrangements ordinarily become an Important part of the
financial, retirement and estate plans of the participating employees. The arrange-
ments have been carefully designed to satisfy the well-established and well-under-
stood rules regarding the income tax treatment of deferred compensation, so that
each participating employee could be assured that the deferred compensation
would not be Included in gross Income prior to the time when the deferred com-
pensation Is actually received.

Proposed regulations section 1.61-16 would radically alter the established
income tax rules governing nonqualified deferred compensation and the cash re-
ceipts and disbursements method of accounting upon which those rules are based.
The Treasury Department, It is submitted, lacks the authority to make such a
fundamental change in the law. In view of the far-reaching and disruptive effect
that the proposed regulations would have (1) existing deferred compensation ar-
rangements, (it) upon the compensation and benefit programs and the financial,
retirement, and estate plans of which those arrangements are an Integral part,
and (ill) perhaps most significantly, upon the long-established cash receipts and
disbursements method of accounting, it would be highly Inappropriate for such a
fundamental change In the law to be made without Congressional approval.
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This memorandum will demonstrate that Congress has approved the established
rules regarding the income tax treatment of nonqualifled deferred compensation
and that any change in those rules must be made by Congress, not unilaterally by
the Treasury Department. In this connection, the memorandum will conclude
that the proposed regulations appear to represent a breach of the Treasury De-
partment's commitment In 1960 that it would recommend to Congress any changes
in the Income tax treatment of deferred compensation. In addition, the memoran-
dum will demonstrate that the proposed regulations would change a fundamental
principle underlying the cash receipts and disbursements method of accounting
and that any such change in the cash receipts and disbursements method may be
made only by Oongresa The memorandum concludes by making a number of com-
ments regarding the application of the proposed regulations.
I. Tz PnoPosEnD REGULATIONS CONFLICT WITH THE CONGRESSIONALLY APPROVED

TREATMENT OF DwnERD COMPENSATION

A. THE CASH RECEIPTS AND DISBURSEMENTS METHOD OF ACCOUNTING

constructively receives that Item. See Treas. Pegs. 5 1.451-1 (a). A cash basis tax-
payer using the cash receipts and disbursements method of accounting is not
charged with the receipt of an item of gross income until the taxpayer actually or
constructively receives that item. See Treas. Regs. 1 1.451-1(a). A cash basis tax-
payer is thus not required to include compensation in gross income until the com-
pensation Is actually or constructively received.

For the great majority of individual taxpayers--particularly those who are
employees and who have no other trade or business-and for the Internal Revenue
Service as well, the cash receipts and disbursements method of accounting is an
extremely convenient and practical method of reporting income for tax purposes.
That is because the cash receipts and disbursements method ordinarily makes it
clear when an item is received or disbursed. In most cases it is easy to identify
the year in which an item has been actually received or disbursed; sophisticated
accounting judgment is not ordinarily required. In addition, under the cash re-
ceipts and disbursements method, a taxpayer generally incurs additional income
tax ability for the year in which an item of gross income is actually received;
the taxpayer's receipt of that item obviously facilitates payment of the additional
tax.

However, under the doctrine of constructive receipt, a taxpayer may not delib-
erately turn his back on income and thereby select the year for which the income
will be reported. Under the constructive receipt doctrine a taxpayer will ordi-
narily be deemed to have received an item of income If the taxpayer has (a) a
right to receive that Item and (b) the exercise of that right is not subject to
substantial limitations. See Treas. Regs. I 1.451-2(a) ; Treas. Regs. 45, Art. 53
(1921) ; H. Rep. No. 844, 68th Cong., 1st Sess. 16 (1924).

In addition, under certain conditions, a taxpayer is required to treat the receipt
of non-cash benefits as income. The integrity of the income tax system would ob-
viously be jeopardized if only cash receipts were taken Into account. Under the
cash receipts and disbursements method, a taxpayer is required to report any
item of income that is received in cash or in the form of a "cash equivalent". See
W. P: Henritze, 41 B.T.A. 505 (1940) ; Treas. Regs. I5 1.61-2(d), 1.446-1(a) (3)
and 1.446-1(c) (1) (1) ; Treas. Regs. 45, Art. 33 (1921) ; cf. Code If 83 and 402(b).

The application of the constructive receipt and cash equivalent doctrines to
deferred compensation has not always been well settled. The law developed as
the result of controversies between taxpayers and the Internal Revenue Service
and resulting judicial decisions. However, the decided cases eventually indi-
cated that:

1. An unsecured promise to make a future payment, not represented by a note,
was not an item of gross income under the cash receipts and disbursements
method. See Jack/on v. Smietanka, 272 F. 970 (7th Cir. 1921) ; B. F. (remit, 5
B.T.A. 1164 (1927), acq. VI-I Cum. Bull. 2 (1927) ; 0. Florlant Zittel, 12 B.T.A.
875,677 (1928) ; and

2. Neither the constructive receipt doctrine nor the cash equivalent doctrine
would be applied to a taxpayer merely because the taxpayer agreed with the
payor in advance to receive compensation on a deferred rather than current
basis, as long as the agreement was made before the taxpayer had obtained an
unqualified and unconditional right to the income. See James P. Oatee, 18 T. C.
Z70 (1952), aff'd, 207 F.2d 77 (7th Cir. 1953), acq. (and prior nonacq. with-
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drawn) 1960-1 Cum. Bull. 5; Howard Veit, 8 T.C. 809 (1947), acq. 1947-2 Cunt.
Bull. 4; cf. Kay Kimbell, 41 B.T.A. 940 (1940), acq. and nonacq, 1940-2 Oum Bull.
5, 12; J.D. Amend, 13 T.C. 178 (1949), acq. 1950-1 Cum Bull. 1; James Gould
Cozzens, 19 T.C. 663 (1953) ; Howard Vett, 8 T.C.M. (CC) 919 (1949).

REVENUE RULING 60-31

In 1960, after years of deliberation, the Internal Revenue Service published
Revenue Ruling 60-31 which set forth a broad policy statement regarding the ap-
plication of the constructive receipt and cash equivalent doctrines to nonqualified
deferred compensation arrangements. See 1960-1 Cum Bull. 174. At the same time
the Service withdrew its prior nonacquiescence and acquiesced in the decision In
James F. Oates, supra. See 1960-1 Cum. Bull. 5.

Revenue Ruling 60-31 set forth a number of general observations regarding the
constructive receipt and cash equivalent doctrines and then provide five examples
of their application to deferred compensation arrangements. The general obser-
vations confirmed that:

1. "A mere promise to pay, not represented by notes or secured in any way, is
not regarded as a receipt of income within the Intendment of the cash receipts
and disbursements method." 1960-1 Cum Bull. at 177; and

2. ".... ihe statute cannot be administered by speculating whether the payor
would have been willing to agree to an earlier payment." Id. at 178.

Together wtih the foregoing observations, the five examples set forth in the
ruling made It clear that the constructive receipt and cash equivalent doctrines
would not be applied to a deferred compensation arrangement between an em-
ployee and by an employer even though the employee might have obtained an
agreement from the employer to make an immediate cash payment following the
provision of services.

Thus in the first example, involving a typical deferred compensation contract
with an individual employee, entered into before any services were rendered, the
deferred payments were ruled to be includible in the employee's gross income
only in the year in which they were actually received.

In the third example, relating to an author who had already written a book,
the author and a publisher simultaneously entered into two agreements. The first
agreement provided for semiannual royalties to be paid to the author; a second
"supplemental" agreement limited the amount to be paid in any year and pro-
vided for the deferred payment of any excess royalties. The royalties were ruled
to be includible in the author's gross income only in the taxable years in which
they were actually received.

The Service's acquiescence in James F. Oates, supra, which was announced
simultaneously with Revenue Ruling 60-31, confirmed that the policy set fortlt
in Revenue Ruling 60-31 applied to a plan under which an employee is expressly
given an opportunity, prior to the time his right to compensation accrues, to elect
the year or years in which he receives that compensation Oates, a general agent
of an insurance company, was entitled by contract to receive certain renewal
commissions following his retirement. Shortly before Oates' retirement, the in-
surance company gave each general agent the right to elect either (a) to continue
to be covered by the prior payment schedule (which resulted in decreasing pay-
ments as policies were discontinued) or (b) to receive a reduced annual amount
which would be paid at a level rate over a longer period of time. Both the Tax
Court and the Court of Appeals held that Oates, who had elected the second
alternative, could not be charged with receipt of amcunts in excess of those
amounts that were actually paid in accordance with the deferred payment sched-
ule that he had elected.

C. SUBSEQUENT INTERNAL RmZVrNUz Sunvic RULINGS

Subsequent published I.R.S. rulings continued to confirm that the constructive
receipt and cash equivalent doctrines would not be applied merely because an
employee was permitted to elect, before the compensation was earned, to receive
the compensation on either a current or deferred basis.

Thus in Revenue Ruling 67-449, 1967-2 Cum. Bull. 173, the Service considered a
plan under which awards of supplemental compensation were payable in equal
cash installments in each of four years. The first installment was ordinarily pay-
able on or before April 15th of the year in which the award was made; the three
subsequent installments were ordinarily payable on the January 10th of the three
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succeeding years. However, if the employee made an election by the December
15th of the year preceding the scheduled payment date, payment was deferred
until retirement The plan also permitted an employee to designate, prior to re-
tirement, the time when the deferred payments would be made following his re-
tirement. Each installment was forfeitable unless the employee "earned out" the
installment by continuing in the employ of the employer or, if employment was
terminated for any reason other than death, by refraining from competition with
the employer and by remaining available to provide consulting services. The
Service concluded that in view of the plan's substantial forfeiture provisions, any
compensation deferred thereunder would be includible in gross income-only in
the year in which it was actually received (unless otherwise made available at
an earlier date).

In Revenue Ruling 68-86, 1968-1 Cum Bull. 184, an employee had an agree-
ment with his employer under which he was to receive a base salary plus an
annual bonus to be established by the employer's board of directors. The em-
ployee was given the right to elect, prior to January 1 of each year, to have all
or any part of any bonus for that year distributed in restricted stock rather than
in cash. The Service concluded that if the employee elected to receive the re-
stricted stock in lieu of cash, the employee would be charged with income when
the restrictions on the stock lapsed or, if earlier, when the stock was sold in
an arm's length transaction. The employee was thus not charged with the receipt
of the cash bonus that he had previously elected not to receive.

Finally, in Revenue Ruling 69-650, 109-2 Cum Bull. 106, the Service con-
sidered an employment contract which provided that the employee could elect,
prior to December 31st of any year, to have payment of either five or ten percent
of his salary for the following year deferred until his employment terminated.
The Service concluded that the deferred portion of the employee's salary was
not includible in gross income in the year earned, but was includible in the year
actually received (or, if earlier, in the year otherwise made available to him).

Thus by 1969 it was well recognized by both the courts and the Internal Rev-
enue Service that an employee would not be charged with the receipt of income
prior to the time that the employee actually received it merely because the em-
ployee had been allowed to elect, before the income had been earned, to receive
the compensation either currently or on a deferred basis. During the period from
1969 through 1974 the established income tax treatment of deferred compensation
was reconsidered by both Congress and the Treasury Department. As will be
seen below, the existing law was deliberately left unchanged.

D. THE TAX REFORM AC-T OF 1969

In 1969, during Congressional consideration of the Tax Reform Act of 1969,
the House of Representatives approved an amendment to the Internal Revenue
('ode that would have altered the income tax treatment of deferred compensa-
tion. Under the House bill, deferred compensation would have continued to be
includible in the income of a cash basis taxpayer only when received, but would
have been subject to a minimum tax at that time. The minimum tax was designed
to subject the compensation to the rate of tax that would have applied if the com-
pensation had been received when it was deemed to have been earned. See 1331,
H.R. 13270,91st Cong., 1st Sess., 115 Cong. Rec. 21802 (1969).

The report of the House Ways and Means Committee reveals that the House
was fully aware of the established rules regarding deferred compensation:
"Under present law, the Internal Revenue Service has allowed substantial tax
benefits to be obtained with respect to certain types of deferred compensation-
arrangements for key employees. These arrangements are not required to meet
the qualifications prescribed in the tax law for qualified pension and profit-shar-
ing plans, and they are often available only to highly paid employees. Generally,
under these arrangements, employees are permitted to defer the receipt (and
taZation) of part of their current compensation until retirement, when they
presumably will be in lower income tax brackets.

"The following example is typical of these arrangements: The employer and
the employee enter into a 5-year employment contract which provides for a
specified amount of current compensation at .1 an additional specified amount of
nonforfeltable deferred compensation. The deferred compensation is credited
to a reserve account on the company books. It is accumulated and paid in equal
annual installments in the first 10 years after the employee's retirement.

"Prior to 1960 It was not clear whether the Internal Revenue Service would
hold that tax deferral was available in the case of deferred compensation ar.
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rangements of this type. In 190, however, the Service issued a comprehensive
ruling (Revenue Ruling 60-31) which described in detail various types of ar-
rangements of this type. In 1960, however, the Service issued a comprehensive
it considered that tax deferral was available. In general, the basis for the ruling
was that the employee did not have the right to receive the compensation im-
mediately, and the doctrine of construction receipt therefore did not apply to
treat the employee as currently receiving the additional compensation.". H. Rep.
No. 91-414 (Pt. 1), 91st Cong., 1st Seas. 89-90 (1969) (emphasis supplied).

During subsequent hearings before the Senate Finance Committee, the Treas-
ury Department recommended that the Committee delete the deferred compen-
satiori-provision from the bill: "From a conceptual standpoint, this provision
modifies in certain respects both the cash method of accounting and the annual*
accounting period. The annual accounting concept underlies our entire tax system.
While the cash method of accounting may not lead to'perfect results in some
cases, the imperfections extend to many areas other than deferred compensation.
We believe that with further study of this problem in the contest of tax treat-
ment of all deferred compensation, including amounts paid under both qualified
pension and profit sharing plans and 1sonqualifed plans, a better solution in
principle can be developed.

"In addition, there are a number of problems in the practical operation of this
provision which the Treasury Department has not solved satisfactorily. For ex-
ample, we have been unable to date to develop a satisfactory definition of the
term 'deferred compensation.' Further, while the bill authorizes Treasury regu.
lations to determine the year in which deferred compensation Is deemed to have
been 'earned,' we are concerned about the difficulty of developing satisfactory
and workable tests for this purpose.

"Deferred compensation is only one aspect of the over-all employee benefits
problem. Under present law the form of business organization materially affects
the tax treatment of the contributions to retirement funds. Thus many partner-
ships have been induced to convert into essentially artificial corporations. Re-
cent court decisions invalidating regulations defining 'professional corporations,'
as well as the present incongruity in the treatment of deferred compensation
plans of 'small business (Subchapter 8) corporations' (treated in the bill), make
it essential that the Treasury Department develop comprehensive recommenda-
tions dealing with the tax consequences of all deferred compensation arrange-
ments.

"We have undertaken a comprehensive study of both qualified and nonqualified
plans. Our study will be completed and otll result in recommendations to the
Congress without extended delay. For these reasons, and because of the basic dif-
ficulties In these provisions of the bill, the Administration recommends that this
provision be deleted from the present bill." S. Fin. Comm. Hearings on H.R. 1327o
(Pt. 1), 91st Cong., 1st Sess. 58-87 (Sept. 4-4, 1969) (emphasis supplied.)

The Finance Committee adopted the Treasury's recommendation: "The Treas-
ury Department recommended that this provision be deleted from the bill. The
Treasury indicated that further analysis was necesary to determine whether
the proposed solution was consistent with the cash basis of accounting and
whether alternative solutions were available. The Treasury also indicated there
are a number of problems in the practical operation of the provision which it be-
lieved had not been solved satisfactorily. Among these are the scope of the term
'deferred compensation,' and the determination of the year in which deferred
compensation is deemed to have been earned. The Treasury Department has
undertaken a comprehensive study of both qualified and nonqualifed employee
benefit plans, and it intends, as part of this study, to develop recommendations
dealing with the ta.x consequences of all deferred compensation arrangements.

"The committee agrees with the concern of the House in this regard, but be-
lieves that the administrative difficulties associated with the House provision.
make further study desirable. The committee has, therefore, deleted this pro-
vision from the bill pending further study by the Treasury Department." S. Rep.
No. 91-552, 91st Cong., 1st Seas. 307 (1909) (emphasis supplied).

The conferees agreed to the Senate amendment, and the Tax Reform Act of
1969 did not include the House provision regarding deferred compensation. oe
H. Rep. No. 91-782, 91st Cong., 1st fSess. 305 (1900).

Thus in 1969 Congress expressly considered and declined to adopt a provision
that would have altered the established income tax treatment of deferred com-
pensation. Significantly, Congress made Its decision of the basis of the Treasury
Department's representation that it had "undertaken a comprehensive study of
both qualified and nonqualified plans" and that the study would "result in recom-
mendations to the Congress without extended delay."
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E. THE EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974

The Treasury Department followed through on the commitment that it made to
Congress in 1969. The Treasury Department continued Its comprehensive study
of deferred compensation, and on December 13, 1971, the Treasury submitted to
Congress a draft )ill entitled "Individual Retirement Benefits Act of 1971". See
Tax ProposaIs Affecting Private Pension Plans: Hearings Before the House
Comm. on Ways and Means, 92d Cong. 2d Sess. 6-34 (1972). On April 17, 1973,
the Treasury submitted a revised and expanded version of the 1971 bill, entitled
"Retirement Benefits Tax Act". See I. Comm. on Ways and Means. Material
Relating to Administration Proposal Entitled the "Retirement Benefits Tax
Act.", Nd Cong., 1st Sess. (1973).

While the Treasury Department's proposals provided for far-reaching changes
in the income tax treatment of qualified plans, they recommended no changes in
the established income tax treatment of nonqualified deferred compensation. It
is apparent that, after completing its review of deferred compensation, the Treas-
ury did not consider it necesary to recommend a change in the established in-
come tax rules regarding nonqualifled deferred compensation. Moreover, on June
21, 1971 and September 20, 1971-just before the Treasury submitted its initial
draft bill to Congress-the Internal Revenue Service published two announce-
nients which confirmed that the Treasury would continue to apply the estal
lashed income tax rules to nonqualified deferred compensation arrangements.

In Revenue Procedure 71-19, 1971-1 Cum. Bull. 689 (published on June 21,
1971), the Service announced that it would issue advance rulings concerning the
application of the constructive receipt doctrine to an unfunded deferred com-
pensation plan only if the plan satisfied the following requirements: ".01 If the
plan provides for an election io defer payment of compensation, such election
must be made before the beginning of the period of service for which the com-
pensation is Iyable, regardless of the existence in the plan of forfeiture pro-
visions.

".02 If any elections, other than the initial election referred to in .01 above,
may be made by an employee subsequent to the beginning of the service period
the plan must set forth substantial forfeiture provisions that must remain in
effect throughout the entire period of the deferral.".

Paragraphs .01 and .02 of the procedure clearly correspond to the rules that
had been recognized in Revenue Ruling &4-&50, supra, and Revenue Ruling 67-
449 supra, respectively. The guidelines set forth in the Revenue Procedure thus
confirmed that the Service would continue to apply established law to nonquali-
fled deferred compensation plans. See also Rev. Rul. 72-25. 1972-1 Cuni. Bull. 127.

In Revenue Ruling 71-419, 1971-2 Cum. Bull. 220 (published on September 20,
1971), the Service considered an unfunded deferred compensation plan that per-
mitted eacl director of a corporation to elect, on or before December 31st of any
year, to defer all or lmit of tie director's annual fems for the succeeding calendar
years. Amount deferred under the plan together with accumulated interest were
ordinarily distributed in ten annual Installments after the participant ceased to
serve as a director. An election to defer fees continued from year to year unless
the director terminated 1lie election. The Service concluded that a director re-
porting income on the cash receipts and disbursements method would not be re-
quired to include the deferred amounts in income until they were actually paid
(unless they were otherwise made available at an earlier date).

Thus by early 1973 the Treasury had completed its study of the Income tax
treatment of deferred compensation and had not considered it necessary to
recommend a change in the treatment of nonqualified plans.

Subsequent events made it clear that Congress concurred with the Treasury's
judgment. In 1973 and 1974 Congress completed its own comprehensive review of
qualified and nonqualifled deferred compensation plans. The efforts of Congress
culminated on September 2, 1974. with the enactment of the Employee Retirement
Income Security Act of 1974 ("ERISA"). ERISA included amendments to the
Internal Revenue Code that made substantial changes in the income tax treat-
ment of both qualified plans themselves and distributions from qualified plans.
Concurring with the Treasury Department's Judgment, Congress made no change
whatever in the Income tax treatment of nonqualified plans.

Congress thoroughly considered the Impact of ERISA upon unfunded non-
qualified plans. Subject to limited exceptions, section 262 of the Senate bill would
have prohibited an employer from maintaining a nomqualified plan. See 1 262, H.R.
2. 9.3d Cong., 2d Seas., 120 Cong. Rec. 4984 (1974). The Senate provision was

26-724-1978----10
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not included in the final bill. However, ERISA did include a number of pro-
visions that specifically recognized that nonquallfied deferred compensation
plans would continue to be maintained by employers. Sections 201(2), 301(a)
(3), and 401 (a) (1) of ERISA specifically exempted from the Act's principal sub-
stantive requirements any plan that was unfunded and maintained by an em-
ployer primarily for the purpose of providing deferred compensation for a se-
lect group of management or highly compensated employees. The conference
report cited a "phantom stock" or "shadow stock" plan that was established
solely for the officers of a corporation as an example of a plan that would be
covered by the statutory exemption. See 11. Rep. No. 9.3-1280, 93d Cong., 2d
Sess. 296 (1974).

In addition, ERISA provided a general exemption for unfunded "excess
benefit plans"W-plans that were maintained solely for the purpose of providing
benefits in excess of those permitted under qualified plans by Code section
415. See ERISA §§ 3(36) & 4(b) (5).

Unfunded deferred compensation plans and excess benefit plans commonly
give each participating employee an election with regard to the time that he
receives the deferred compensation. As explained earlier, the Internal Revenue
Service has publicly recognized that unfunded deferred compensation plans
frequently offer each eligible employee the opportunity to elect to receive com-
pensation on either a current or deferred basis. Furthermore, both traditional
deferred compensation plans and excess benefit plans ordinarily offer each
participant the opportunity to designate a payment option (e.g., a lump sum
payment, an Installment payout over a fixed period, a life annuity or a Joint
and survivor annuity). Obviously, some methods of payment provide for a more
extended period of deferral than do others. A participant who elects a life annuity
in lieu of a lump sum payment is clearly electing to defer the receipt of
compensation.

Thus, in approving the continued use of unfunded deferred compensation
plans and excess benefit plans, Congress implicitly approved of both the con-
tinued provision of employee elections under those plans and the continued
validity of the income tax rules that had been applied to the plans in the
past. Indeed, if the established rules did not continue to be applicable, and
plan participants were charged with the receipt of income before they actually
received payments under the plan, many of the plans that Congress had speciti-
cally exempted from ERISA would no longer le viable. As a practical matter, plan
participants could not tolerate an arrangement under which they were required
to pay tax on income that they had not actually received and might never
receive.

Moreover, In section 2006 of EIISA, Congre." specifically addressed the in-
come tax consequences of elective arrangements involving qualified plans and
other funded plans receiving preferred tax treatment. Congress' exclusion of
unfunded, nonquallfied plans from section 2006 provides further- evidence that
Congress intended that the established income tax rules would continue to
apply to them. See I1. Rep. No. 93-1280, 93d Cong., 2d Sess. 345 & 355-56 (1974);
H. Rep. No. 93-807, 93d Cong., 2d Sess. 38-39 (1974).

In view of-
(a) The Legislative histories of the Tax Reform Act of 1969 and ERISA;
(b) The studies of deferred co-npensation plans that were undertaken by

the Treasury and by Congress;
(c) The publication of Revenue Rulings 67-449, 69-050, and 71-419 and

Revenue Procedure 71-19;
(d) The explicit statutory approval given by ERISA to unfunded deferred

compensation plans and excess benefit plans; and
(e) The exclusion of unfunded, nonqualified plans from section 2006 of

ERISA,
there can be no doubt that Congress was aware of the established income tax rules
governing nonqualified deferred compensation plais and did not intend to
change them. See also Code 11.348(b) (1) (A), as amended by 1302(a), Public
Law 94-455 (Tax Reform Act of 1976); S. Rep. No. 94-938, 94th Cong., 2d
Sess. 114-16 (1976); S. Rep. No. 94-1236, 94th Cong., 2d Sem. 428 (1970).

The legislative histories of the Tax Reform Act of 1969 and ERISA thus re-
veal that during the period between 1969 and 1974 the Treasury Department and
Congress studied the subject of deferred compensation and, after completing
their studies, proposed no changes in the established rules regarding the income
tax treatment of nonquallfled deferred compensation. Certainly If either the
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Treasury or Congress had considered It desirable to propose a change in the
established rules, it had ample opportunity to do so.

P. CONCLUSION
It is well settled (a) that where Treasury interpretations are long cozitlinied

without substantial change, applying to unaniended or substantially reenacted
statutes, the Treasury's interpretations are deemed to have been approved by
Congress and have the force of law; and (b) that Treasury regulations which are
inconsistent with the statute and its legislative history are invalid. See Fri-
bourg Navigation Co. v. Comzissioner, 383 U.S. 272, 283-86 (1966) ; Jlelrering v.
Winnill, 305 U.S. 79, 83 (1938) ; Manhattan Gencral Equipmnent Co. v. Conutnis-
gioner, 297 U.S. 129, 134-35 (1936).

It is submitted that in view of the actions taken by the Treasury Department
and Congress between 1969 and 1974, if the proposed regulations are adopted in
final form, they will not be valid. In addition, the regulations would represent
a breach of the Treasury Department's commitment in 1969 that it would
recommend to Congress any changes in the income tax treatment of deferred
compensation--a commitment that Congress explicitly relied upon when it
adopted the Tax Reform Act of 1969 and implicitly relied upon when It adopted
ERISA.

II. THE PROPOSED REGUATIONS CONFLICT WITH THE CAsu RECrIPTS AND
DISBUBSEMENTS METHOD or ACCOUNTING

As explained earlier, the established rules governing the income tax treatment
of nonqualified deferred compensation represent merely one application of the
cash receipts and disbursements method of accounting. See Rev. Rul. 60-31,
supra. The proposed regulations would substantially change the application of
the cash receipts arid disbursements method to deferred compensation without
giving any recognition to the effect of that change upon the treatment of other
types of transactions.

It is submitted that the proposed regulations would effect a substantial revi-
sion in the cash receipts and disbursements method and that such a funda-
mental revision should not he made without Congressional approval and with-
out giving full consideration to the consequences of that revision.

Revenue Ruling 0--31, supra, was explicitly based on the generally appli-
cable principles that had been developed under the cash receipts and disburse-
ments method of accounting. After observing that a "mere promise to pay, not
represented by notes or secured in any way, Is not regarded as a receipt of
income within the Intendment of the cash receipts and disbursements method",
the Ruling relied first on United States v. Christine Oil d Gas Co., 269 F. 458
(W.D. La. 1920) which involved, not the payment of salary, but the sale of oil
leases. Likewise, after stating that "the statute cannot be administered by
speculating whether the payor would have been willing to agree to an earlier
payment", the Ruling referred initially to J.D. 4tend, 13 T.C. 178 (1949).
acq. 1950-1 Cum. Bull. 1, which involved the sale of wheat.

The taxpayer in Christine Oil & Gas Co., supra, was held to be taxable only
with respect to the cash that it actually received from the sale of oil leases,
and not with respect to deferred payments that it had not received. The Court
relied principally upon the Court of Appeals' decision in Edwards v. Keith, 231
F. 110 (2d Cir. 1916), cert, denied, 243 J.S. 638 (1917), Involving the income
tax treatment of deferred commissions to be paid to a life insurance agent:
"In the case of Edward v. Keith . . . the Court of Appeals for the Second Circuit
said:

"'But no Instructions of the Treasury Department can enlarge the scope of
this statute, so as to impose the income tax upon unpaid charges for services
rendered and which, for aught anyone can tell, may never be paid.'

"What is there said of unpaid services applies with equal force to unpaid
purchase money." 269 F. at 459.

In J.D. Amend, supra, the Tax Court considered a farmer's sale of wheat In
one year pursuant to an agreement that called for payment In the following
year. Although the purchaser was able and willing to pay cash at the time of
the sale. the Court rejected the Commissioner's effort to apply the constructive
receipt doctrine:

"Our conclusion . . . is that the contracts were bona fide arm's-length trans-
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actions and petitioner did not have the right to demand the money for his wheat
until in January of the year following its sale. This being true, we do not think
the doctrine of constructive receipt applies.

See Howard Veit, first point decided, 8 T.C. 809. 13 T.C. at 185.
Howard VetS, supra, acq. 1947-2 Cum. Bull. 4, the case cited by the Tax Court,

involved a 1939 agreement between an employer and an employee calling for
a cash payment in 1941 of a share of the employer's 1940 profits. In November
of 1940 the agreement was amended to defer the payment until 1942. The Tax
Court held that the constructive receipt doctrine was Inapplicable and that the
employee could not be charged with receipt of his share of 1940 profits In 1941.
Notably, in its decision in Veit, the Tax Court relied exclusively on the Board
of Tax Appeals' decision in Kay Kimbell, 41 B.T.A. 940 (1940), acq. and nonacq.
1940-2 Cum. Bull. 5, 12, which involved the application of the constructive
receipt doctrine to the sale of oil leases.

The reliance upon Christine Oil d Gas (o. and J.D. Amend in Revenue Ruling
6O"31, the reliance upon Edwards In Christine Oil & Gas Co., the reliance upon
Howard Veit in J.D. Amend, and the reliance upon Kay Kimbell In Howard
Veit graphically Illustrate the fact that the application of the constructive
receipt doctrine to deferred compensation ts inextricably intertwined with the
application of the doctrine in other contexts. It is simply not possible for
Treasury regulations to alter the application of the constructive receipt doctrine
to deferred compensation without affecting its application to other type" of
transactions. See also Ray S. Robinson, 44 T.C. 20 (1965) (relying on Kay
Kimbell, supra, and J.D. Amend, supra), acq. 1976-2 Cum. Bull. 2; Commis--
stoner v. Oates, 207 F.2d 711 (7th Cir. 1953) (relying on Massachusetts Mutual
Life Insurance Co. v. United States, 288 U.S. 269 (1933)), affirming 18 T.C. 570
(1952) (relying on Kay Kimbell, supra, Howard Veit, supra, and J.D. Amend,

supra) ; Ernest K. Gann, 31 T.C. 211 (1958) (relying on James F. Oates. supra,
Kay Kimbell, siipra, and Howard Veit, supra), acq. 1960-1 Cum Bull. 4;
Margaret h. Carpenter, 34 T.C. 408 (1960) (relying on Howard Veit, supra),
acq. 1960-2 Cum. Bull. 4. It is too late in the day for the Treasury to attempt
to accord special treatment to deferred compensation arrangements. The estab-
lished law governing the cash receipts and disbursements method is too well
developed and too interdependent to permit the Treasury's approach.

Analogous applications of the cash receipts and disbursements method can
be readily appreciated. For example, if a cash basis taxpayer wishes to sell
his house, and a prospective purchaser makes a cash offer to the taxpayer, the
taxpayer Is free to decline the cash offer and to agree to accept payment either
in the following year or, if he so chooses, on an installment basis. The taxpayer
is free to sell or not to sell the house, and he will not be charged with con-
structive receipt of a cash offer that he does not accept. Cf. Rev. Rul. 68-482,
1968-2 Cum. Bull. 186.

Revenue Ruling 73-210, 1973-1 Cum. Bull. 211, described the following practice
of a farmer's cooperative: Once a member delivered cotton to the cooperative
the member was entitled to an advance payment with respect to the cotton.
However, the cooperative's by-laws gave each member an election to defer the
advance payment. On October 1, a cash basis taxpayer entered into a deferred
layment agreement with the cooperative. The agreement provided that advance
payments for cotton delivered thereafter would be deferred until the following
January 5th. The Ruling set forth the following conclusion: "In the instant
case, at the time the deferred payment contract was entered into, the taxpayer
had not yet delivered cotton covered by such contract and therefore did not have
an unqualified right to receive payment therefore ..."Accordingly. it is held that the proceeds from the sale of the cotton delivered
after the date the deferred payment contract was entered into are includable in
the taxpayer's gross income for the taxable year In which payment is received."
1973-1 Cum. Bull. 212.

Under existing law, an employee Is likewise able to agree with his employer-
before consenting to work for the following year-that he will work during that
year for a combination of a reduced current salary and deferred compensation,
rather than solely for a current salary. See Rev. Rul. 69-650, eupra; Rev. Rul.
71-419, supra.

A well-established fundamental principle-applicable both to deferred com-
pensation arrangements and to other transactions-explains each of the fore-
going examples. If a ftxpayer has the opportunity to enter into one transaction
or another, the transaction that he actually enters Into, not the transaction that
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he might have entered into, determines the income tax consequences under the
cash receipts and disbursements method. This principle has been fundamental to
the cash receipts and disbursements method for many years. It has had wide-
spread application; it has not previously been modified by the courts or the
Treasury; and It has survived Congressional reenactment of the statute. In
the absence of a statutory directive to the contrary, It should continue to be
applied consistently to all transactions that are subject to the cash receipts and
disbursements method.

As the Supreme Court observed in another context: "This Court has observed
repeatedly that, while a taxpayer Is free to organize his affairs as he chooses,
nevertheless, once having done so, he must accept the tax consequences of his
choice, whether contemplated or not. Higgins v. Smith, 308 U.S. 473, 477 (1940) ;
Old Mission Portland Cement Co. v. Hclrering, 293 U.S. 289, 293 (1934) ; Gregory
v. Helvering, 293 U.S. 465, 469 (19-35), and may not enjoy the benefit of some other
route he might have chosen to follow but did not. 'To make the taxability of the
transaction depend upon the determination whether there existed an alternativd
form which the statute did not tax would create burden and uncertainty.' Foun-
ders General Corp. v. Hoey, 300 U.S. 268, 275 (1937) ; Television Indastres, Ino.
v. Commissioner, 284 F.2d 322, 325 (CA2 1960) ; Interloehen Co. v. Commissioner,
232 F.2d 873, 877 (CA4 1956). See Gray v. Powell, 314 U.S. 402, 414 (1941).".
Commissioner v. National Alfalfa Dehydrating d Milling Co., 417 U.S. 134, 149
(1974).

The Treasury's proposed regulations would create the same kind of "burden
and uncertainty" that the Supreme Court has considered objectionable. The
income tax system must be based on-the transactions that taxpayers actually
enter into, not on the basis of speculation.

In calling for a departure from this fundamental principle, the proposed reg-
ulations purport to take an action that only Congress can take. It is submitted,
therefore, that if they are adopted in final form, the proposed regulations will
not be valid. See Fribourg Navigation Co. v. United States, supra; Helvering v.
Winmill, supra; Manhattan General Equipment Co. v. Commissioner, supra; cf.
Central hlinois Public Service Co. v. United States, 46 U.S.L.W. 4163 (1978).

COviNOToq & BURLNG.

BURLINGTON INDUsTRIES, INC.,
Greensboro, N.C., March 31, 1978.

lion. TLo'o BENTSEN,
UJV. Senate. Chairman of ,Sabeommittee on Private Pension Plans and Employee

Fringe Benefits of the Senate Committee on Finance, Dirkeen Senate Office
Building, Washington, D.C.

DEAR SENATOR BENTSEN: Proposed Treasury Regulations Section 1.01-16 was
liublished in the Federal Register on February 3, 1978, and the public was ex-
tended the opportunity to make written comments. The Proposed Regulation re-
lates to taxation of those amounts the payment of which is deferred under com-
pensation reduction plans or deferred compensation arrangements.

We are writing to express our opposition to the promulgation of the Proposed
Regulation.

Burlington Industries, Inc. is vitally interested, as are all businesses, in attract-
Ing and retaining in its employment persons of outstanding ability, competence
and potential. In its continuing effort to meet this objective, the Company estab-
lished an incentive compensation plan. the adoption of which was approved by
its more than 30,000 stockholders on February 4, 19T1. Under the terms of this
plan benefits are payable five years after they are awarded in an amount to be
determined on the basis of dividends on and increase in the book value of the
Company's common stock during the five-year period. At the time benefits under
the plan are awarded, the employee may elect to receive payment at the end of
the 5-yen r period or to defer payment to some later date.

As we interpret the Proposed Regulation, an employee who participates in the
above-described plan would be taxed on benefits at the end of the five-year period
whether or not he had elected to defer them. The Proposed Regulation would
thus effectively remove the emplJyee's option to defer payment of the benefits--a
result which, we respectfully submit, benefits neither the Treasury, the employee
nor the employer.

The Proposed Regulation provides no benefit to the Treasury since no increase
in, nor acceleration of. revenues will result. Deferred compensation plans involve
no element of tax avoidance. The Company will deduct such benefits, and the em-
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ployee-reciplent will report them as income In the year paid. Tile resulting gain
or loss in-revenue to the Treasury is represented by the difference iI the em-
ployee's tax rate and the 48 percent rate at which the Company is taxed.

Generally, a decision by an employee to defer the payment of benefits under the
plan described above is made as a part, and in furtherance of, his retirement
planning-that is, le Is seeking to provide greater financial security for his re-
tirement years. The Proposed Regulation removes a tool previously available to
him for use in accomplishing that objective.

The employer also loses on adoption of this Proposed Regulation since he no
longer has available to him this proven means of attracting and retaining highly
qualified employees. By basing the benefits of our plan on dividends and increase
in book value of the Company's stock, we are also able to use the plan to provide
additional incentive, making it an especially valuable arrangement.

Benefits under this Company's plan are not limited to officers and a few highly
paid persons; more than four hundred employees of this Company participate in
the plan. Surely it Is in the goverlifnent's best interest, as well as that of these
four hundred employees, to encourage financial planning such as that permitted
by deferred compensation arrangements. The Proposed Regulation, however,
would prevent such planning.

Our plan which we have described and discussed has been in effect for more
than eight years and is based on well established principles and widely recog-
nized and accepted interpretations of existing tax law. Such principles and in-
terpretations should not be negated by administrative change. We respectfully
submit that the adoption of the Proposed Regulations, under which neither the
Government nor any of the affected parties will benefit, is not warranted.

Sincerely yours,
CHARLES A. McLENDON,,

Executive Vice Presidcnt.

CALIFORNIA LEGISLATURE,
Glendale, Calif., April 7, 1978.

MS. 'MICHAEL STERN,
Staff Director, Committee of Finance, Dirksen Senate Office Building, Washing-

ton, D.C.
DEAR Ms. STERN: Enclosed are five copies of my Senate Joint Resolution 31

which has passed both houses of the California Legislature without a dissenting
vote. The resolution passed the Senate on January 19, 1978 with a vote of 38-0.
The bill passed the Assembly on April 6, 1978 with a vote of 76-0.

I respectfully request that a copy of the resolution be included In the'record
of your March 15, 1978 hearing on S. 1587. If you need additional copies of the
resolution, please feel free to contact me at the above address.

Sincerely,
NEWTON R. RUSSELL,

Senator, 21st District.
Bnclosure.

SENATE JOINT RESOLUTION No. 31,
INTRODUCED BY SENATOR RUSSELL,

September 9, 1977.
REFERRED TO COMMITTEE ON RULES

Senate Joint Resolution No. 31-Relative to state and local government pen-
slon and retirement plans.

LEGISLATIVE COUNSEL'S DIGEST

SJR 31, as introduced, Russell (Rls.). Retirement and pension plans: state
and local government.

This measure urges the President and Congress of the United States to reiterate
the Intent In the Employment Retirement Security Income Act of 1974 that
state and local government pension plans are not required to file annual returns
and reports under that act.

Vote: majority.
Whereas, The Internal Revenue Service is interpreting Public Law 93-406, the

Employee Retirement Income Security Act of 1974, as requiring all state and
local government pension and retirement plans to file certain annual returns and
reports provided for in ERISA ; and

Whereas, ERISA indicates a clear congressional intent that state and local
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government plans not be regulated or file returns as interpreted by the Internal
Revenue Service; and

Whereas, Such interpretation by the Internal Revenue Service threatens the
integrity and future of state and local government pension plans by exposing
then to potential tax on Investment income, as well as the loss of deferred tax
treatment granted beneficiaries of qualified plans; now, therefore, be it

Resolved by the ,ciate -mid Assembly of the State of California, jointly, That
the Legislature of the State of California respectfully memorializes the Presi-
dent and the Congress of the United States to reiterate the intent contained in
the Employee Retirement Security Income Act of 1974 that state and local gov-
ernment pension and retirement plans are not required to file annual returns
and reports under that act, and to cancel or refund any penalties imposed on such
plans in the past for late filing or failure to file those returns or reports; and
be it further

Resolved, That the Secretary of the Senate transmit copies of this resolution to
the President and Vice President of the United States, to the Speaker of the
house of Representatives, and to each Senator and Representative from Cali-

fornia in the Congress of the United States.

STATEMENT OF LEONARD PREWITT, EXECUTIVE SECRETARY, TEAOCHR RxTMzlqT
-YSTEM OF TEXAs

The National Council on Teacher Retirement (NCTR) supports legislation
removing the threat of taxation on the income of public employee retirement
funds, insuring that beneficiaries of public employee benefit plans are not burd-
ened with excessive estate taxes, and reinforcing the decision of Congress in
the Employee Retirement Income Security Act of 1974 (ERISA) that federal
regulation of public pensions should be considered separate from the regulation
of private pensions.

The need for this legislation has arisen out of recent attempts of the Internal
Revenue Service to use Section 401 (and related provisions) of the Internal
Revenue Code to regulate pension systems maintained by state and local govern-
ments for their employees.

Section 401(a) permits the qualification of certain pension, profit-sharing, and
stock bonus plans for special tax treatment. The primary advantages of quality-
ing under Section 401(a) are that the employers contributions to the plan are
deductable from his taxable income and that, under Section 601 (a), the earnings
from investments of the plan's funds are exempted from the federal income tax.
A plan may also be exempted from tax on investment Income if It is an institu-
tion listed in Section 501(c), such as an educational institution, fund, or founda-
tion. Beneficiaries of pension funds qualifying under Section 401(a) also receive
certain income and estate tax advantages under Sections 101, 402, and 2089.

Section 401 originally was clearly designed for private pension plans. For
many years IRS considered the members and beneficiaries of public plans to be
eligible for the same estate and gift tax treatment as employees under a private
plan without the requirement that the public plan file the application for qualifi-
cation under Section 401(a). Section 401(a) did not then and does not today
satisfy the needs of public plans. When Congress first began to consider qualified
retirement plans, not only the income of states and their subdivisions but- also
the salaries of their employees were considered non-taxable. Even now govern-
mental revenues are not taxable, and, in the opinion of NOTR, neither are the
earnings of state and local public pension funds.

The only reason public pension systems now need to qualify their plans under
Section 401(a) is to provide their members and the beneficiaries of their de-
ceased members with the same beneficial estate and income tax treatment on
benefits that private sector employees enjoy. Section 401(a) standards for qualifi-
cation generally prevent unequal treatment of classes of employees and, since
1974, provide an enforcement mechanism for ERISA requirements. Most, if not
all, of these standards should have no applicability to public pension systems,
especially in view of the funding resources for public plans, the constitutional
protections for members which apply to public pension laws, and Congress's de-
cision not to apply ERISA to public retirement systems. However, IRS has, in
the opinion of NCTR, used Section 401(a) to apply the provisions of ERISA to
public plans.
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NCTR, therefore, supports enactment of separate, explicit amendments to the
Internal Revenue Code which provide tax treatment of benefits from public re-
tirement plans equal to that currently provided private employees who quaUfy
under Section 401(a). Any standards to qualify public systems for this favorable
tax treatment should be tailored to the special characteristics of public plans, if
Congress should eventually determine there is a need for such standards, and not
on the standards of ERISA. Public plans do not have the same characteristics of
private plans.

Many public plans have qualified under Section 401(a). IRS has recently at-
tempted to tax the investment income of public plans which have not qualified,
reasoning that such plans are not exempt under Section 501 (a) and are therefore
taxable. It is the opinion of NCTR that public retirement systems are state agen-
cies not subject to federal tax, regardless of their qualification under Section
401(a) and exempt status under Section 501 (a). In New York v. United States,
326 U.S. 572 (1946), United States Supreme Court stated:

"A State may, like a private individual, own real property and receive income.
But in view of our former decisions we could hardly say that a general non-
discriminatory real estate tax (apportioned), or an income tax laid upon citizens
and States alike could be constitutionally applied to the State's capitol, its State-
house, its public school houses, public parks, or its revenues from taxes or school
lands, even though all real property and all income of the citizen Is taxed."This holding was reaffirmed in National League of Cities v. Usery, 426 U.S. 883
(1975).

However, since the IRS seems not to have the same understanding of the law,
the NCTR believes the most effective way to resolve the issue is to have legislation
which explicitly states that the income of such systems is not taxable.

The IRS attempt to tax public systems may simply be the first step In an effort
to force all public retirement systems to comply with ERISA standards through
qualifying under Section 401 (a). Already, public plans desiring 401(a) qualifica-
tion are being required to file reports with IRS pursuant to Section 1031 of
ERISA (Section 6058 of the Internal Revenue Code). This is in direct conflict with
the stated intent of Congress to exclude public systems from the application of
ERISA.

The ironic result of an effort to enforce ERISA through Section 401(a) may
be to endanger the retirement benefits of public employees. If public plans do
not meet the requirements of Section 401 (a) as interpreted by IRS, public em-
ployee benefits stand to be reduced by the threatened taxation on the investment
income of the public pension plan and by the full taxation applied to members
and beneficiaries of a plan which does not qualify under Section 401(a).

NCTR believes that federal regulation of public pensions, if such is needed,
should await Congressional action on the recommendation of Congressionally
mandated public pension studies. NCTR also feels that if such regulations are
needed they should be administered by a pension commission and not IRS. Con-
gress should prevent actions by federal agencies contradicting the explicit Con-
gressional intent that public plans not be subject to ERISA. However, the IRS
should not be allowed to apply overzealously legislative provisions for private
pension plans to public plans, especially where the result can be adverse to the
very people pension reform Is designed to protect.

NCTR supports legislation which extends the same tax treatment to retire-
ment benefits for public employees that applies to those of private sector em-
plovees. NCTR also wants legislation which will unequivocally protect employee
retirement funds from the threat of double taxation. NCTR will not object to any
needed regulation of public pensions that is tailored specifically to the special
characteristics of public retirement systems.

TE.Aciimu RETIREMENT SYSTEM OF TEXAs,
March 8, 1978.

Hon. JimoME KuuRz,
Commissioner of Internal Revenue,
Washington, D.7.

Dx MR. KUtTz: As a career state employee and member of the State of Texas
deferred compensation plan, I strongly oppose Proposed Treasury Regulation
1 1.61-16. I do not believe that the proposed rule is sound on either a revenue pro-
ducing basis or equitable basis. Furthermore. I sincerely believe that the proposed
rule exceeds your constitutional and statutory authority.

As I read this proposed regulation, it will (contrary to Section 451(a) of the



149

Internal Revenue Code) treat amounts deferred from each payroll check as
received and taxable to the employee at the time of deferral.

Under the laws of the State of Texas the amount deferred cannot be received
by the employee or his estate until either death or cessaton of state employment.
At the time It is received, It Is fully taxable as well as any Increase because of
Investment gain.

The Legislature of the State of Texas in enacting statutory authorization relied
on the provisions of the Internal Revenue Code, judicial Interpretations thereof
as well as previous rulings by your office. It was an attempt by the Legislature to
grant to all state employees and teachers who are members of TRS the same oppor-
tunity to defer Income that was previously limited to those teachers who were not
members of the TRS. After this enactment, your office specifically approved the
State of Texas deferred compensation plan which is administered by the Comp-
troller of Public Accounts, a State Constitutional Officer. The State of Texas
deferred compensation plan did away with an Inequity previously existing. Your
office should not recreate this inequity without a rational basis for the discrimina-
tory classification It attempts to create.

Section 451(a) of the Internal Revenue Code specifically provides that gross
Income is Income for the taxable year in which received by the taxpayer. These
amounts are prohibited by state law from being received by the employee or
his estate before death or cessation of state employment. Your proposed rule Is In
direct violation of Section 451(a) of the Internal Revenue Code and has been
treated accordingly, not only by your office In the past but also by the courts.
Under the definition of the cash method of accounting of income, Section 451(a)
of the Internal Revenue Code does not tax a Individual when earned; rather It
taxes a Individual when the money Is actually received either by actual receipt
or by legally enforceable rights thereto (constructive receipt). Since the money
Is specifically prohibited from being received by state law, it Is legally impossible
for this to constitute a constructive receipt. Therefore, I respectfully submit that
the proposed rule is In violation of and contrary to the Internal Revenue Code
which not only grants but limits your statutory authority.

In addition thereto, I respectfully submit that the proposed rule is In violation
of the due process clause (as well as the Equal Protection Component) to the
Fifth Amendment to the Constitution of the United States. If your proposed rule
were an act of Congress, and Congress failed to repeal those provisions of the
Internal Revenue Code specifically authorizing Pension and Profit-sharing plans,
Keogh plans, Teacher Tax-Deferred Annuity plans and others, such an act of
Congress would create a classification not permitted under the Fifth Amendment
to the Constitution according to the United States Supreme Court decisions apply-
ing the Fifth Amendment to similar provisions. If Congress cannot create such
a classification, I respectfully submit that you do not have the authority to do so.

I do not propose to Include a brief on your constitutional and statutory au-
thority in regard to the proposed rule as I am aware that your legal staff is capa-
ble of doing so. However, I urge you to give careful consideration to the questions
raised in this letter. Furthermore, as of this date I am unaware of any public&-
tion which outlines the reason why this proposed rule is desirable either from
an administrative standpoint or a revenue producing standpoint. For this reason,
as of now I can see no justification for the proposed rule. -

The Teacher Retirement System of Texas does not have a record of members of
the teacher retirement system that are also members of the State of Texas De.
ferred Compensation Plan However, we are aware that a number of individuals
will be affected by your proposed rule in preparing for their retirement income.

I want to thank you in advance for considering the matters contained In this
letter.

Yours very truly,

STATEMENT or THE AD Hoc CoMurrrTE oN PUBLIc EvmmPyzs DmIuu
CoMPIMsATION PLANS

Mr. Chariman and members of the Committee on Finance, I am here to repre-
sent the views of the Ad Hoe Committee on Public Employee Deferred Compensa.
tion Plans concerning nonquallfied deferred compensation plans for pub~le
employees. Deferred compensation simply describes a situation where an em.
ployee is taxed upon Income received during his retirement which Is attributable
to work he performed much earlier in life. Recent Treasury actions have cat

2-724-1978----11
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doubt upon the viability of these type programs for public employees. We feel
that these deferred compensation plans allow public employees-an excellent oppor-
tunity to voluntarily save for their own retirement and therefore should be
encouraged.

As the members of this committee are aware, nonquallfled deferred compensa-
tion plans or agreements have been utilized for many, mauy years. A landmark
case in this area related to Sugar Ray Robinson, a boxer in the 1950's. Equally
important to a legal analysis of these type plans were a number of Revenue
Rulings issued by the Internal Revenue Service and its regulations concerning
the doctrine of constructive receipt.

On the basis of this legal authority, it came to the attention of the Utah legisla-
ture that it might be possible to set up a deferred compensation program on a state
wide level that public employees could use to plan for their retirement. Pursuant
to Utah Statute, such a deferred compensation plan was implemented. On July 7,
1972 the Internal Revenue Service issued a favorable ruling on the tax conse-
quences of this plan. Soon thereafter, the State of Oklahoma received a favorable
ruling on the tax consequences of its state wide plan.

Subsequently, a majority of the States and hundreds of other jurisdictions have
implemented deferred compensation plans for their employees and these plans
have been ruled upon favorably by the Internal Revenue Service. In addition,
numerous States and jurisdictions have passed enabling legislation but have not
implemented plans as of yet.

While specific details of the deferred compensation plans may vary among the
jurisdictions, the principle provisions are similar: (1) An employee may elect to
defer specified amounts from his salary and the State makes a contractual prom-
ise to pay such amounts to the employee at a future date, generally retirement;
(2) The deferred amounts belong solely to the State and are subject to all claims
of other creditors of the State. The employee's rights are limited to the unsecured
promise from the State to pay amounts at a later date. In short, the employee Is
a general creditor of the State; and 1(3) Many plans provide a number of options,
one of which may be selected by the participant as a measuring Index to deter-
mine the amount of the State's contractual obligation. These options may include
annuity contracts, life insurance, mutual fund shares, etc. While the State may
invest the deferred amounts in the options elected, it is under no obligation to do
so. If it does so, the property purchased belongs solely to the State and the em-
ployee has no beneficial rights to it.

Of course, the plans have been designed to comply with all Internal Revenue
Service and Treasury pronouncements setting forth the requirements for obtain-
ing income tax deferral. Also, every State plan provides that the employee must
make the deferral election priorAto the period for which the compensation is to
be paid.

As stated above, rather than rely on legal analysis that deferral would be
successful in any of these plans, almost every State having a plan filed for and
received a favorable ruling from the I.R.S. These rulings provide assurance to
the employees that amounts they defer will not be included in the employee's
income until paid by the State.

On February 3, 1978, about two weeks after the Treasury sent its tax proposals
to Congress, it released proposed regulations that effectively destroy these worth-
while public employee deferred compensation plans by reversing this long history
of public and private rulings by the Internal Revenue Service. It appears to me
that this Treasury action is without legal basis, contrary to their previous ad-
ministrative position that has been relied upon by hundreds of governmental
jurisdictions, adversely affects retirement savings by public employees, and is
basically legislation by regulation. The Treasury has usurped the Constitutional
function of Congress to write our Nation's laws.

There are two other aspects concerning these proposed regulations that trouble
me. For one, the proposed regulations' application to the private sector is unclear.
It seems that the deferred compensation arrangements of a number of highly
paid executives, entertainers, and athletes will not be affected by these regula-
tions. This is grossly unfair to the public servants around our Nation. If deferred
compensation remains a viable concept for the entertainers, executives, and
athletes of our country, it certainly should remain so for the very modestly
remunerated employees of our State and local governments.

For another, let me emphasize that these public employee deferred compen-
sation plans are available to all public employees and are not utilized as a tax
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shelter for the highly eompengAted. Experience with the plans has Indicated that
they are utilized by employees at the low and medium income levels. According
to figures obtained with reference to State plans, approximately 80 percent of
the participants earn less than $20,000 annually.

Legislation has been Introduced in Congress to reverse this proposed Treasury
action. This legislation, sponsored by Congressman Waggonner and Senator
Gravel, simply reiterates what until now has been the continuous and consistent
Treasury and IRS. policy toward these deferred compensation plans. That
policy needs to be continued.

From the viewpoint of State and local governments, these plans offer ease of
administration and encouragement of voluntary savings for retirement-all at no
additional cost to the employer. The employees are offered a practical method of
aiding themselves in providing for their eventual retirement. Additionally, these
plans directly assist these workers from having to rely on public assistance when
they retire. This helps keep Federal costs of government assistance programs
from climbing even faster. Everyone benefits by these type plans. I respectfully
urge every member of this committee to support legislation that allows these
worthwhile programs to continue.

For the information of the committee, the following States have public em-
ployee deferred compensation plans in operation or have adopted legislation
providing for such plans: Alabama, Alaska, Arizona, Arkansas, California, Con-
necticut, Delaware, Florida, Idaho, Illinois, Indiana, Kansas;

Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan, Minnesota,
Mississippi, Missouri, Montana, Nebraska, North Carolina;

)North Dakota, Ohio, Oklahoma, Oregon, Rhode Island, South Carolina, South
Dakota, Tennessee, Texap, Utah. Vermont, Virginia, Wyoming.

Thank you for the opportunity to appear before the Committee.

MAYzR, Bnowiq & PLATT,
Washington, D.C., March 24, 1978.

Hon. LLOwD BENTSEN,
Chairman, Subcommittee on Private Pension Plans and Employee Fringe Benefite,

Committee on Finance, U.. Senate, Washington, D.C.
DzAR MR. CHAIRMAN: In hearings last week, several witnesses urged that the

subcommittee favorably report a bill to preserve the present treatment of deferred
compensation arrangements for employees of state and local governments. Re-
cently proposed regulations would drastically alter the long-standing treatment
of deferred compensation arrangements for employees of both public and private
employers. While taking no position on any such bill, several of our clients, In-
cluding Brunswick Corporation ("Brunswick") and Continentnl Illinois Cor-
poration ("Continental"), strongly urge that any relief from the Treasury's pro-
posals recommended by the Subcommittee apply to both private and public
employees.

Our clients are greatly concerned that the proposed regulations would severely
limit their future ability to develop compensation arrangements responsive to
the needs of their employees and might adversely affect their existing compen-
sation arrangements. Enclosed are copies of comments by Continental and Bruns-
wick filed with the Internal Revenue Service objecting to the proposed regula-
tions. We request that they be included in the record of your hearings.

Briefly, Brunswick and Continental objected to the proposed regulations on the
grounds that they constitute an attempt to legislate by administrative fiat far
exceeding the scope of the Internal Revenue Service's authority; that they are
unrelated to the section of the Internal Revenue Code under which they are
proposed; and that they are In conflict with the long-standing regulations, ril-
ings, and case law interpreting the provisions of the-ftde governing the timing
of recognition of Income. Furthermore, as recently as 1969 when the Congress
considered, but rejected, changes in the treatment of deferred compensation, there
appeared to be agreement that any such changes could be effected only through
Congressional action. There has been no development in the succeeding years
that changes that fundamental requirement. Accordingly. It Is our clients' posi-
tion that the proposed regulations, If adopted, would be Invalid.' Nonetheless, our clients are greatly concerned that, If the Congress should act
to ensure the status quo solely for arrangements benefiting public employees, an
adverse implication regarding arrangements for private employees might result.
The Internal Revenue Service could argue that, having before it a proposed
change in treatment of deferred compensation arrangements for all employees,
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public and private, but acting only to preserve those for public employees, Con-
gress endorsed the change in rules for private employees. Accordingly, we strongly
urge that any action taken by the subcommittee apply to both private and public
employees.Repcfully,

EDWARD C. RUSTIGAN.

JnzY L. OPFNJmZ.
kInclosures.

CONTINENTAL ILLINOIS CORP.,
Chicago, 1LU., Maroh 8, 1978.

Ite Proposed Treasury Regulation 1 1.61-16, 48 Fed. Reg. 4638 (February 8, 1978).
COMMISSIONER OF INTERNAL REvENur,
Wo shington, D.C.
(Attention: CC :LR :T (LR-194-77).

DEAx SIR: This comment is submitted on behalf of Continental Illinois Corpo.
ration, the principal subsidiary of which is Continental Illinois National Bank
and Trust Company of Chicago, in response to the invitation contained in the
notice of proposed rulemaking with respect to proposed Treasury Regulation
§ 1.61-16, appearing at 43 Fed. Reg. 4638 (February 8, 1978). Continental Bank
is the seventh largest bank In the United States. Over 10,000 people are em-
ployed by the Corporation and the Bank and their various subsidiaries.

Over the long term we are concerned that the proposed regulation, if adopted,
would severely limit our opportunities in the future to develop compensation
arrangements responsive to the needs of our employees. More immediately, our
concern centers on the adverse effect that the adoption of the proposed regula-
tion would have on two of our existing compensation arrangements. Under one, a
director may irrevocably defer receipt of his director's fees by an election made
prior to the period for which the fees are earned. Under the other, incentive in-
come under certain employee compensation plans can be irrevocably deferred
until retirement or earlier termination of employment. Such arrangements were
expressly sanctioned by the Internal Revenue Service (the "Service") In Rey,
Rul. 71-419, 1971-2 C.B. 220, and Rev. Rul. 69-650, 1969-2 C.B. 106, respectively,

We share the view, expressed by some commentators, that the proposed reg-
ulation Is an attempt to legislate by administrative fiat far exceeding the scope
of authority delegated to the Secretary of the Treasury by section 7805 of he
Internal Revenue Code of 1964, as amended (the "Code"). It is unrelated to the
section of the Code under which it is proposed, conflicts both with sections 446
and 451 of the Code and with administrative interpretations under those sections
and conflicts with established case law. We contend that such legislation by
administrative fiat is a usurpation of legislative authority vested in the Con-
gress. For these reasons, we strongly urge that the proposed regulation be imme-
diately withdrawn.

THE AUTHORITY OF THE INTERNAL REVENUE SERVICE TO PROMJLAT MMULATIONS

The Service's authority to promulgate regulations stems from section 780(a)
of the Code, which delegates authority to the Secretary of the Treasury to pre-
scribe "all needful rules and regulations for the enforcement of this title...."
However, to the extent that regulations are isued "in excess of... statutory
authority" or "not In accordance with law," the Administrative Procedure Act
dictates that such regulations be held invalid, 5 U.S.C. 1 706. Even if a regula-
tion is not expressly Inconsistent with the Code, it cannot be sustained If It is
unreasonable or unrealistic. United States v. Cortwright, 411 U.S. 646, 50
(1978).

The standards governing the promulgation of regulations by the Service were
articulated in more detail in lnveetm4et Annuity, I o. v. Blumentha, C.A. No.
77-810, 164 BNA Pension Reporter D-8 (D.D.C., November 16, 1977) quoting
Rasterns Kestuwky Welfare Rights Orgaizati os v. Himon, 506 F. 2d 1278 (D.C.
Cir. 1974) vacated on other grounds, 476 U.S. 26 (1976) as follows:

Any discretion incorporated into the IRS's authority to promulgate rules and
regulations is necessarily limited by the understanding that Congrees, not the
Treasury, is responsible for the formulation and institution of basic tax policy.
It is true, as a matter of Jurisprudence and efficient tax administration, that
courts have regularly paid deference to the expertise attributable to the IRS
In the tax related matters and therefore judicial interference is reluctantly ewna
ployed. However, this exhibition of restraint is predicated upon the assumption
that administrative rulings will do so more the eofeetoate, implemet and ~/Vlf
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the provisions of the Code which have beet congre~sfonaUy emacted... and
164 BNA Pension Reporter D-9 (emphasis added).

INVALIDITY 05 THE REGULATION UNDER SECTION 61 OF THE CODE

The proposed regulation does not meet any of the foregoing standards. It does
not effectuate, it does not implement, and it does not clarify section 61 of the
Code. That section is a definitional section only. Its sole function is to define gross
income, i.e. to state what items are subject to federal income tax. The proposed
regulation does not purport to define gross income to include a mere promise
to pay directors' fees or employee compensation. Nor could it under established
case law. See for example United States v. CAristine Oil & Gas Co., 269 F. 458
(1920) ; C. Florian Zittel v. Commissioner, 12 B.T.A. 675 (1928) ; and Oommfe-
sioner v. Olmsted Incorporated Life Agency, 804 F. 2d 16 (8th Cir., 19M). There
is no dispute as to whether the actual fees and compensation are items of gross
income. The sole issue with respect to them is the taxable year of their inclusion
in gross income. That issue has been addresed directly by Congress in sections
446 and 451 of the Code. If it is to be addressed by the Service by way of regula-
tion, it can be properly addressed only by regulations promulgated under those
sections.

It appears that the only possible motive for promulgating the proposed regula-
tion under section 61 of the Code is to disguise the sudden and unwarranted about-
face taken by the Service. The cange in the Service's position with respect to the
taxable year in which amounts of deferred compensation are includable in the
gross income of a taxpayer conflicts with the express provisions of sections 446
and 451 of the Code, and with the holdings in numerous cases decideR under
those sections and their predecessor sections. It also conflicts with the Service's
own published rules and regulations dating back to regulations promulgated
under the Revenue Act of 1918

CONFLICT WITH THE CODE, CASE LAW AND PRIOR RULING

Section 446(a) of the Code provides that "taxable Income shall be computed
under the method of accounting on the basis of which the taxpayer regularly
compuTes his income in keeping his books". Section 440(c) of the Code provides
that one method a taxpayer may use to compute his income is the cash receipts
and disbursements method. Regulations promulgated under section 446 refer
to section 451 of the Code and regulations issued thereunder for the general
rules relating to the taxable year of inclusion of an item of gross income. Section
451 provides, in part, that: The amount of any item of gross income shall be
included in the gross income for the taxable year in which received by the tax-
payer, unless, under the method of accounting used in computing taxable income,
such amount is to be properly accounted for as of a different period. (F mphasis
added.) ....

Cases, regulations and rulings published under section 451 make it clear that,
that respect to a taxpayer utilizing a cash receipts and disbursements method
of accounting, compensation amounts are not received within the meaning of
section 451, if they are deferred by action taken prior to the time the amounts
are due and payable.

By announcing in its notice of proposed rulemaking that it would reconsider
it acquiescence in the decisions of James F. Oates, 18 T.C. 570 (1960), unani-
mously affirmed, 207 F. 2d 711 (7th Cir., 1963), and Ray S. Robinson, 44 T.C. 20
(1965). the Service has acknowledged that the proposed regulation is inconsist-
ent with established case law. The Service also-afknowledged in its notice tL~t
the proposed regulation is in direct conflict with the Service's own published
rulings.

The notice of proposed rulemaking was strangely silent, however, with respect
to the direct conflict between the proposed regulation and Treasury Regulation
I 1.451-2(a) which provides, in part, as follows: Income although not actually
reduced to a taxpayer's possession is constructively received by him in the
taxable year during which it is credited to his account, set apart for him. or
otherwise made available so that he my draw upon it at any time, or so that
he could have drawn upon it during the taxable year if notice of intention to
withdraw had been given. However, income is not constructively received if the
taxpayer's control of its receipt is subject to substantial limitations or re-

trietions. htus, if a corporation credits its employees with bonus stock, but the
stock is not available to such employees until some future date, the mere oreditisg
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on the books of the corporation does not constitute receipt. (Emphasis added.)
Perhaps the reason the Service was silent on the conflict is found In the fact -

that the Service itself has acknowledged that Treasury Regulation 1.451-2 (a) ac-
cords with prior regulations extending back to, and including Article 53 of Regu-
lations 45 promulgated under the Revenue Act of 1918, and that Its application
does not result In constructive receipts of amounts deferred -by action taken
prior to the date the amounts become due and payable. Rev. Rul. 60"1, 1960-1
C.B. 174 at 178.

USURPATION OF CONGRESSIONAL AUTHORITY

The Supreme Court of the United States has left no doubt that changes in
existing tax laws which would have wide ramificttions on taxpayers cannot be
made by administrative fiat. "If changes are thought necessary, that Is Con-
gress's business. United / tates v. Consumer8 Lifc Insurance Co., 430 U.S. 725
750 n. 34 (1977).

There can be no question as to the Congressional position w1th respect to the
time at which amounts of deferred compensation are subject to taxation. As
recently as the Tax Reform Act of 1976, Congress amended section 1348 of the
Code to grant more favored tax treatment to deferred compensation amounts.
Furthermore, the entire scheme of federal income taxation of Individuals was
reviewed by Congress in the late 1960's and that review culminated in the adop-
tion of the comprehensive Tax Reform Act of 1969. In the course of the Con-
gress' development of that legislation, changes In the taxation of deferred
compensation amounts were considered In detail by the House of Representatives,
the Senate and the Treasury Department, and were ultimately rejected.

Section 331 of the Ilouse version of the Tax Reform Act of 1969, H.R. 13270,
would have added a new section 1354 to the Code providing that amounts of
deferred compensation Including director's fees would continue to be taxed as
under present law in the year actually received, but, to the extent this ex-
ceeded $10,000 in any year, would be taxed at the rates which would have been
applicable to the amounts had the compensation been received when earned.

Proponents of the House proposal argued that "the bill represents a reasonable
compromise between immediate taxation and complete deferral". Opponents of
the proposal argued that the primary benefit of deferred compensation is forward
averaging which is not tax avoidance and that there is no reason to prevent such
averaging. Opponents argued further that deferred compensation should be pre-
served as an Incentive to executives. Staffs of the Joint Committee on Internal
Revenue Taxation and the Committee on Finance, Summary of hI.R. 13270, The
Tax Reform Act of 1969 (As Passed by the House of Representatives) 91st Cong.,
1st Sess. 53-54 (Committee Print 1969) (emphasis added).

Another reason for deleting the Iouse provision from the Senate bill and
from the final bill was that the Treasury Department, In testimony before the
Senate Finance Committee, recommended that the provision be deleted. The
Finance Committee noted that: The Treasury Department has undertaken a
comprehensive study of both qualified and nonquallfied employee benefit plans,
and it intends, as part of this study, to develop rccommcndaton8 dealing with
the tax consequences of deferred compensation arrangements. S. Rep. No. 91-
5.52, 91st Cong. 1st ,less. 307 (1969) (emphasis added).

It was clear to all parties in 1969 that changes in the method of taxing de-
ferred compensation amounts could be effected only through Congressional legisla-
tion. There has been no development In the succeeding years that changes that
fundamental requirement. If the Treasury Department has completed its study
and the Administration desired to make recommendations to Congress, the
appropriate time to do so was in the Administration's tax reform proposals sub-
mitted to Congress on January 21, 1978. But the Administration opted not to do
so. Instead, less than two weeks later, it attemped through publication of pro-
posed regulations, to change the law in a far more drastic manner than the "rea-
sonable compromise" ultimately rejected by Congress in 1969.

cONCLUSION

The proposed regulation far exceeds the rulemaking authority of the Secretary
of the Treasury. It is unrelated to the section of the Code under which it Is pro-
posed to be promulgated. It conflicts with sections 446 and 451 of the Code and
with administrative Interpretations under those sections. It also conflicts with

-established case law.
For these reasons, we feel strongly that the proposed regulation must be

immediately withdrawn. RAT F. MYmL
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MAYER, BRow14 & PLATT,
Chicago, Ill., March 24, 1978.By . esaenger:

Re Proposed Treasury Regulation 1 1.61-16, 48 Fed. Reg. 4638 (February 8, 1978)
6M MISsIONER OF INTERNAL RzEVENUE,

Washington, D.C.
(Attention: CC :LR :T (LR-194-77) Room 4317).

DEAR SI: This comment Is submitted on behalf or' Brunswick Corporation. It
is greatly concerned that proposed Treasury Regulation 1 1.61-16 would severely
limit its future ability to develop compensation arrangements responsive to the
needs of its employees. It is also concerned that the proposed regulation would
adversely affect two of its existing compensation arrangements. Under one of
these arrangements, an employee may irrevocably elect, prior to a period of serv-
ice, to defer receipt of a portion of his compensation for that service until his
retirement or earlier termination of employment. Such an arrangement has been
expressly siinctloned in Rev. Rul. 69-650, 1969-2 O.B. 106. Under the other ar-
rangement, employees of Brunswick are compensated, in accordance with indi-
vidually negotiated employment contracts, by a combination of current compen-
sation and deferred compensation. Such an arrangement has been expressly
sanctioned in Rev. Rul. 6031, 1960-61 C.B. 174, Rey. Rul. 68-99, 1968-1 C.B. 193,
and Rev. Rul. 72-25, 1972-1 C.B. 127.

The proposed regulation is an attempt to legislate by administrative decree far
exceeding the scope of authority delegated by section 7805. It is unrelated to
section 61 under which it is proposed and conflicts with sections 446 and 451,
wtih administrative interpretations under those sections, and with established
case law. Such legislation by administrative decree is a usurpation of legislative
authority vested in the Congress. For these reasons, we strongly urge that the
proposed regulation be immediately withdrawn.

THE AUTHORITY OF THE INTERNAL REVENUE SERVICE TO PROMULGATE
RMAULATIONS

The Service's authority to promulgate regulations stems from section 7805(a)
which delegates authority to the Secretary of the Treasury to prescribe "all need-
ful rules and regulations for the enforcement of this title. . .". However, to the
extent that regulations are issued "in excess of... statutory authority" or "not
in accordance with law", the Administrative Procedure Act dictates that such
regulations be held invalid, 5 U.S.C. 1 706. Even if a regulation is not expressly
inconsistent with the Internal Revenue Code, it cannot be sustained if it is un-
reasonable or unrealistic. United States v. Cartwright, 411 U.S. 546, 5M0 (1978).

The standards governing the promulgation of regulations by the Service were
articulated in more detail in Investment Annuity, Inc. v. Blumenthal, C.A. No.
77-810, 164 BNA Pension Reporter D-8 (D.D.C., November 16, 1977), quoting
Eastern Kentucky Welfare Rights Organizations v. Simon, 506 F.2d 1278 (D.C.
Cir. 1974) vacated on other grounds, 476 U.S. 26 (1976), as follows: Any discre-
tion incorporated into the IRS's authority to promulgate rules and regulations is
necessarily limited by the understanding that Congress, not the Treasury, is re-
sponsible for the formulation and institution of basic tax policy. It is true, as a
matter of jurisprudence and efficient tax administration, that courts have regu-
larly paid deference to the expertise attributable to the IRS in the tax related
matters and therefore judicial interference is reluctantly employed. However,
this exhibition of restraint is predicated upon the assumption that administra-
tive rulings will do no more than effectuate, implement and clarify the provisione
of the Code which have been congressionally enacted .... 164 BNA Pension Re-
porter D-9 (emphasis added).

TNVALDrrY OF THE REGULATION UNDER SECTON 61

The proposed regulation does not meet any of the foregoing standards. It does
not effectuate section 61. It does not implement section 61. It does not clarify
section 61. That section is a definitional section only. Its sole function is to de-
fine gross income, i.e., to state what items are subject to federal income tax.
The proposed regulation does not purport to define gross income for a cash basis
taxpayer to include a mere promise to pay employee compensation. Nor could it
under established case law. See for example United States v. Christine Oil d (oe
Co., 269 F. 458 (1920) ; 0. Florian Zittel v. Commissioner, 12 B.T.A. 675 (1928);
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and 0om#,t4oeMr v. Olmeted Incorporated Life Agemoy, 304 F.2d 16 (8th Cir.,
1962). There Is no dispute that compensation is an item of gross income. The sole
issue with respect to it is the taxable year of Its Inclusion in gross income. That
issue has been addressed directly by Congress in sections 446 and 451. If it i to
be addressed by the Service by way of regulation, it can be properly addressed
only by regulations promulgated under those sections.

Promulgation of the proposed regulation under section 61 disguises the sudden
and unwarranted about face taken by the Service. The change in the Service's
position with respect to the taxable year in which amounts of deferred compen-
sation are includable in the gross income of a taxpayer conflicts with the express
provisions of sections 446 and 451 and with the holdings in numerous cases de-
cided under those sections and their predecessor sections. It also-conflicts with
the Service's own published rules and regulations dating back to regulations
promulgated under the Revenue Act of 1918.

CONLIOr WITH THE CODE, CASE LAW AND PRIOR RULINGS

Section 446(a) provides that "taxable income shall be computed under the
method of accounting on the basis of which the taxpayer regularly computes his
income in keeping his books". Section 446(c) provides that one method a taxpayer
may use to compute his income is the cash receipts and disbursements method.
Regulations promulgated under section 446 refer to section 541 and regulations
issued thereunder for the general rules relating to the taxable year of inclusion
of an item of gross Income. Section 451 provides, in part, that: The amount of
any item of gross income shall be included in the gross income for the taxable year
in wioh received by the taxpayer, unless, under the method of accounting used
In computing taxable income, such amount Is to be properly accounted for as of
a different period. (Dmphasis added.)

Cases, regulations and rulings published under section 451 make it clear that,
with respect to a taxpayer utilizing a cash receipts and disbursements method
of accounting, compensation amounts are not received within the meaning of
section 451, if they are deferred by action taken prior to the time the amounts
are due and payable.

By announcing in its notice of proposed rulemaking that it would reconsider
its acquiescences in the decisions of Jame* F. Oates, 18 T.C. 570 (1950), unani-
mously affirmed, 207 F.2d 711 (7th Cir., 1958), and Ray S. Robiunw, 44 T.O. 20
(1965), the Service has acknowledged that the proposed regulation i inconsistent
with established case law. The Service also acknowledged in its notice that the
proposed regulation is in direct conflict with the Service's own published rulings.

The notice of proposed rulemaking does not mention the direct conflict between
the proposed regulation and Treasury Regulation I 1.451-2(a), although the
Service itself has acknowledged that Treasury Regulation 1 1.451-2(a) accords
with proper regulations extending back to, and including, Article 53 of Regula-
tion 45 promulgated under the Revenue Act of 1918, and its application does not
result In constructive receipt of amounts deferred by action taken prior to the
date the amounts become due and payable. Rev. Rul. 0-31, 1960-1 O.B. 174 at
17& Treasury Regulation I 1.451-2(a) provides, in part, as follows: Income al-
though not actually reduced to a taxpayer's possession is constructively received
by hini in the taxable year during which it Is credited to his account, set apart for
him, or otherwise made available so that he may draw upon it at any time, or
so that he could have drawn upon it during the taxable year if notice of inten-
tion to withdraw had been given. However, income is not constructively received
If the taxpayer's control of its receipt is subject to substantial limitations or
restrictions. Thus, if a corporation credits its employees with bonus stock, but
the stock is not available to such employees until some future date, the mere
crediting on the book# of the corporation does not constitute reweipt. (Emphasis
added.)

USURPATION OF CONGRESSIONAL AUTHORITY

The Supreme Court of the United States has left no doubt that changes in ex-
Isting tax laws which would have wide ramifications on taxpayers cannot be
made by administrative decree. "If changes are thought necessary, that is Con-
gress' business." United States v. Consumera Life Insurance Co., 480 U.S. 725,
750, n.34 (1977).

There can be no question as to the Congressional position with respect to the
time at which amounts of deferred compensation are subject to taxation. As re-
cently as the Tax Reform Act of 1976, Congress amended section 1848 to grant
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more favored tax treatment to deferred compensation amounts. In the course of
the Congress' development of the Tax Reform Act of 1960, certain changes in
the taxation of deferred compensation amounts were considered in detail by the
House of Representatives, the Senate and the Treasury Department, and were
ultimately rejected.

Section 331 of the House version of the Tax Reform Act of 190, H.R. 13270,
would have added a new section 1854 providing that amounts of deferred com-
pensation would continue to be taxed, as under present law, In the year actually
received, but, to the extent they exceeded $10,000 in any year, would be taxed at
the rates which would have been applicable to the amounts had the compensation
been received when earned.

Proponents of the House proposal argued that "the bill represents a reasonable
compromise between immediate taxation and complete deferral". Opponents of
the proposal argued that the primary benefit of deferred compensation is forward
averaging which is not tax avoidance and that there Is no reason to prevent such
averaging. Opponents argued further that deferred compensation should be pre-
served as an Incentive to executives. Staffs of the Joint Committee on Internal
Revenue Taxation and the Committee on Finance, Summary of H.R. 13270, The
Tax .Reform Act of 1909 (As Passed by the House of Representatives), 91st Cong.,
I t Ses. 53-54 (Committee Print 1969) (emphasis added).

'In testimony before the Senate Finance Committee, the Secretary of the
Treasury recommended that the provision be deleted. Among the reasons cited
by the Secretary were the Treasury Department'e inability to develop a satis-
factory definition of the term "deferred compensation" and the difficulty of de-
veloping satisfactory and workable tests for determining the year in which de-
ferred compensation is "earned". Committee on Finance, United States Senate,
Statement of the Honorable David M. Kennedy, Secretary of the Treasury, The
Tax Reform Act of 196, 91st Cong., 1st Ses. 52 (Committee Print 1969). Those
reasons are particularly cogent with respect to the taxation of amounts of de-
ferred compensation paid pursuant to the terms of an employment contract. As
noted by the Service In Rev. Rul. 6-81, "(T]he statute cannot be administered
by speculating whether the payor would have been willing to agree to an earlier
payment." Rev. RuL 6041, 1960-1 C.B. 174 at 178.

11n 1960 the Treasury Department promised to make recommendations to Con-
gress about deferred compensation. The Committee on Finance noted that: The
Treasury )epartment has undertaken a comprehensive study of both qualified
and nonqualified employee benefit plans, and it intends, as part of this study, to
develop rooommendation8 dealing with the tax consequences of deferred compen-
sation arrangements. S. Rep. No. 91-552, 91st Cong. 1t So 807 (1960) (em-
phasis added).11t was clear to all parties In 1969 that Important changes In the method of

taxing deferred compensation amounts could be effected only through Congres-
sional legislation. There has been no development in the succeeding years that
changes that fundamental requirement. If the Treasury Department had com-
pleted its study and the Administration desired to make recommendations to
Congress, the appropriate time to do so was In the Administration's tax reform
proposals submitted to Congress on January 21, 197& But the Administration
opted not to do so. Instead, less than two weeks later, it attempted through pubi-
cation of proposed regulations, to change the law in a far more-drastic manner
than the "reasonable compromise" ultimately rejected by Congress in 196 and.
with respect to deferred compensation paid pursuant to employment contracts, to
resort to the type of taxation by speculation rejected in Its prior rulings and
Congressional testimony.

CONOLUSKOW

The proposed regulation far exceeds the rulemaking authority of the Secretary
of the Treasury. It Is unrelated to the section under which it Is proposed to be
promulgated. It conflicts with sections 446 and 451 and with administrative in-
terpretations under those sections. It conflicts with established case law.

As noted by Senator Gravel in the Congressional Record of March 2, 1978:
This is nothing more than the most outrageous of attempts by the Treasury
Department to legislate by executive flat. We have all seen this occur over the
past few years in many areas of the administration of our laws. However, this ts
the most blatant action I have come across so far. If the administration did not
like the tax rules under which these rulings were-approved, it should have come
forward with legislation to overturn them. It appears that the decision was made
to pursue the legislaton-by-regulation route for fear that Congres would not
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agree with the Treasury's decision in this area. 124 Cong. Rec. 8 2782 (daily ed.,
March 2,1978).

For the foregoing reasons, we urge that the proposed regulation be immediately
withdrawn.

Very truly yours,
EDwAID 0. Rusroaxr,
JAZiY I. OPPZNEXMZU.

SMALLEY AND COOBURN,
Griffin, Goa., March 2, 1978.

Ae: Hearings on S. 157 and on the deferral from income of certain amounts
deferred under nonqualified deferred compensation plans

Mr. MjCHAEL STKBN,
Staff Director, Committee on Finanme, Subcommittee on Private Pemon Plans

and Employee Fringe Benefits, Dirlken Senate Offie Buitding, Washingto%
D.O.

DEaR M. STrux: In press release number 15, Senator Bentsen announced the
above hearings and requested comments from the public. Attached is a letter of
comment which I wrote to the Commissioner of Internal Revenue Service con-
cerning proposed Treasury Regulations Section 1.61-16 which were published In
the Federal Register on February 3, 1978.

As an attorney who represents closely held businesses, I request that the at-
tached letter to be made part of the hearing record and that it receive the careful
consideration of the committee and its staff. This proposed regulation would be
highly discriminatory toward small businesses, and I urge the committee to take
all appropriate steps to have the Department of Treasury and the Internal Reve-
nue Service withdraw the proposed regulation, or In the alternative, to take
appropriate action to prohibit its publication.

Respectfully submitted, O C(ouN, Jr.

SMALL Y AND Coontr,
Griffin, Ga., March 28, 1978.

Re Proposed Regulation 1.01-16 (Dealing with the Deferral From Income of
Certain Amounts Deferred Under Non-Qualified Deferred Compensation
Plans)

CoMMISSIONZE OF INT rNAL RZVENUu,
Washington, D.O.
Attention *,O: LR: T (LR-194-77).

Dzha Sim: As an attorney who represents closely held businesses, I must
strenuously object to the proposed regulation dealing with the elective deferral
of compensation by an individual. It would appear that this proposed regulation
would effectively prohibit small businesses (particularly those controlled by one
or a few shareholders) from establishing nonqualified deferred compensation
plans. These plans are, however, Increasingly more important to these small busi-
nesses particularly in view of the recent Increases in the social security tax.

The proposed regulation seems to ignore the existing case law and previous
published positions of the Service on these plans.

The proposed regulation does not properly apply the doctrine of constructive
receipt or the economic benefit theory. Under the doctrine of constructive re-
ceipt, the taxpayer must have an unconditional right to receive income before it
is taxed for being constructively received. If an Informal deferred compensation
arrangement is negotiated before the taxpayer has an unconditional right to
receive the income, then this doctrine does not require Its inclusion In income.
The other way that nonqualifed deferred compensation plans have been found
by the courts to constitute current income Is the economic benefit theory. Under
this theory, income Is realized (and must be recognized) If the taxpayer receives
something with an economic value. The courts have consistently held, however,
that deferred compensation has no value if the employee's right to that income
consists only of the employer's unsecured promised pay, or if the deferred
compensation is forfeitable.

From my standpoint, the most pernicious aspect of this proposed regulation Is
not the fact that It fails to follow the established tax law, but that it discriminates
against small businesses It would appear that a mandatory deferred compensa-
tion arrangement in a non-closely held business would be permitted, because
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no shareholder-employee would have sufficient control over the business to "indi-
vidually elect" that some of his compensation be deferred. But in a closely held
business, it would appear that a shareholder-employee could never enter into a
nonqualified deferred compensation plan which would avoid Immediate taxation.

If the Service feels that a regulation of this kind mast be adopted, then I
strongly recommend that an exception for closely held businesses be included
which would permit an employee (regardless of whether he Is a shareholder)
to negotiate a non-deferred compensation arrangement for future tax years.

Respectfully submitted,
JoHN M. CoosGmu, Jr.

NATIONAL CoMMnwicR ON
Pumo EMPLOY= RrruMZENT SYSTEMS,

Columbus, OMo, March 15, 1978.
STATEMENT BY ROBERT ]. WETuEmari, J ., PmrEIDENT OF THE NATIONAL

CONFERENCE ON PuBLiC EMPwYEE RrrInEMzNT SYSTEMS
Mr. Chairman, and members of the committee, my name is Robert H. Weth-

erille, Jr., and I am President of the National Conference on Public Employee Re-
tirement Systems representing over four million public employees. The purpose
of the NCPERS Is to safeguard and promote the rights of the conference member-
ship and of public employees in general. I am here today to speak In support of
S. 1587.

Since Its development, section 401(a) of the Internal Revenue Code has been
a thorn to public employee retirement systems. The section was developed to
cease discriminatory practices against employees In the private sector who were
covered by a pension plan. The method by which this Is accomplished Is the es-
tablishment of guidelines for qualification under section 401(a). It Is clear
that these guidelines or Qualifying Regulations were established strictly with the
private sector in mind. The penalty for not qualifying is a tax imposed on the
earnings of a private plan's investment portfolio. Members and beneficiaries of a
qualified plan also receive some favorable tax considerations. All of this Is
sound ; however, there Is considerable reporting required by the IRS In enforcing
the section.

These reporting requirements are generally unnecessary and costly for public
plans to complete. In addition, the passage EGRISA has added to the reporting
requirements. The problem Is that It appears that the IRS has gone beyond the
intent of the law and In addtilon, has been extremely inconsistent In its interpre-
tation of what is and what is ntot applicable to the public sector plans. In tracing
the legislative history of section 401(a) of the IRO, there Is no mention of public
plans. Therefore, it is difficult to determine whether or not the Congress ever
intended for this section to be applicable to public plans. On the other hand,
It seems clear that ERISA Is dedicated to private plans. This Is set forth clearly
by the mandatory study of public plans under ERTSA. To mandate that public
plans must comply with reporting procedures under ERISA Is at least very
confusing.

The Intent of S. 1587, then, is to clarify certain rather nebulous provisions of
law which force public plans to comply with regulations which may or may not
be the Intent of the law. Regional Offices vary with respect to how or if these
reporting requirements are applicable to public plans. In consideration of this.
we are of the opinion that this bill will accomplish two things: 1. The bill
(S. 1587) clearly states that public plans are not to be subjected to taxes it they
do not qualify under Section 401 (a) of the Code: and 2. Reporting requirements
with respect to public plans are in actuality not applicable In the language of the
bill.

We support the programs of this bill and ask for the purpose of the record that,
"public employees, their pension plans, and beneficiaries be afforded the favor.
able tax considerations now afforded under Section 401 (a)." This is not specified,
but it is amr understanding it Is implied.

We believe that the Congress has Intended to amme that the States can
conduct their own business within the intent of section 401(a) and that dis.
criminatory practices with respect to the section will practically be nonexistent.

We. therefore, support 8. 1587 and encourage you to report the bill to the full
committee for future passage.

'We appreciate the opportunity to have appeared before you and hope that you
will proceed with this proposed legislation.
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STATEMENT OV THE NATIONAL AssociATioN OF PENSION CONSULTAXS AND
ADmINisTuAToSs, INo. (NAPCA)

NAPCA Is a national organization of consultants and administrators of em
ployee benefit plans of all types. NAPCA's members provide administrative and
advisory services to literally thousands of plan sponsors and employee benefit
plans. Most clients of NAPCA's members are small businesses and small plans.
NAPCA's members frequently advise and assist with the installation and admin-
Istration of non-qualified deferred compensation arrangements of the type con-
sidered in the proposed regulation. a

NAPCA strongly objects to the proposed regulation and urges that It be with-
drawn. NAPCA's objection is based on policy as well as legal grounds. With
respect to policy NAPCA submits that in this period of increasing concern
over the availability of adequate provision for retirement, it is sound tax policy
to encourage all taxpayers to provide for income in their retirement years, and
that actions should not be taken to discourage such provision. Furthermore,
NAPCA submits that it any changes are to be made with respect to non-quali-
fied deferred compensation arrangements, such changes should be made only
after a careful and comprehensive study of the Impact of such changes on the
entire retirement sector. With respect to legality, NAPCA submits that the pro-
posed regulation is so broadly drafted that it would deny tax deferral, in a num-
ber of situations, in direct conflict with long-established case law.

On'awrboqs ON POLICY GRouNDe

A. PREMATURE TO ACT PRIOR TO STUDY

It Is premature to fundamentally revise rules relating to non-qualified deferred
compensation at a time when the entire area of employee benefit plans, both
public and private, is scheduled for, and is in dire need of, a thorough re-exami-
nation. In recent months a plethora of proposed rules, regulations, legislation and
policy statements In the employee plan area have been issued on an ad hoe basis
by the administration and the Congress. Many of these-propose very fundamental
changes in law and policy. However, it would appear that no one has examined
the relationship of these proposals to one another or to the whole area of private
qualified plans, private nonqualifled plans, public plans and social security. We
contend that such an examination Is sorely needed prior to any further changes.

The 1977 social security legislation provided for the establishment of a Na-
tional Commission on Social Security which is charged, among other matters,
with examining certain relationships of qualified plans with Social Security.
The recently announced (and funded) Presidential Retirement Commission will
examine the relationship of private and public plans with social security. The
Congress is in the midst of hearings relating to social security and private plans
and will shortly begin hearings relating to public plans. Legislation in both
Houses of Congress (8. 18; H.R. 10746) has beeen introduced which would re-
quire withdrawal of the subject proposed regulations as they relate to public em-
ployees. It is clear that the entire retirement and employee benefit sector Is in a
state of flux and is to be the subject of extensive study.

We contend that any fundamental change In rules and regulations relating to
employee and retirement plans in general, and specifically the proposed regula-
tion relating to deferred compensation arrangements, must be postponed until
the Administration, the Congress and the public have had the benefit of the ree-
ommendatons of the various study commissions, and until the direction of this
country's policy relating to such plans have been determined.

IL ADMUINIsTRAT DIFIoULTY OF ENFORCMZNT

The proposed regulation would be administratively diflicult to monitor and en-
force. Tbhe key inquiry of whether the deferral of income receipt was made at the
taxpayer's individual option or was mandated by the employer would be vul-
nerable not only to abuse, but to honest differences of opinion and interpretation.
The proposed regulation could well encourage contrived negotiations and docu-
mentation In an effort to literally comply with their requirements, and It would
be extremely difficult to distinguish such contrived situations from legitimate
ones.

C. DISCRIMINATION AGAINST SLF EMPLOYED AND SMALL BUSIXES

In focusing on the exercise of individual taxpayer option, the proposed regu-
lation would discriminate against the self-employed and Individual taxpayer-
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employees who were not in a position to bargain collectively. As a prictlal mat-
ter, such Individuals would simply be unable to participate In non-qualified de-
ferred compensation arrangements. Small businesses would similarly have great
difficulty In establishing such arrangements for key personnel due to questions of
de facto control. For example, it would appear that under the proposed regula-
tion, a stockholder or officer of a small, closely held corporation could never nego-
tiate a non-qualified retirement arrangement. The Inability to do this would
severely disrupt orderly retirement and transition to younger owners and
managers.

On the other hand, mandatory arrangements In non-closelyheld corporations
would be permitted, since no Individual taxpayer would have sufficient control to
make a "tained" election. Mandatory collectively-bargained arrangements would
similarly avoid "tainted" individual elections.

OBJEeTroNS ON LEGAL GIOUNDS

The proposed regulation would not restate or clarify the existing law regarding
taxation of deferred compensation. Rather, the proposed regulation would extend
substantially beyond long-established law.

We find it highly pertinent that the specific basis of the proposed regulation is
not stated. Rather, the preamble simply cites cases and revenue rulings of long-
standing, which the Service now deems incorrect. Publications of the proposed
regulation under Section 61 of the Internal Revenue Code is, in our view, indic-
ative of the Service's difficulty in locating authority for its position.

Section 61 properly relates to the definition of income, not to the taxable year
of inclusion in Income. No one denies that compensation, deferred or otherwise,
is income. However, we contend that the proper year of Inclusion must be deter-
mined under applicable law, and that there is no law, statutory or court-created,
which justifies the broad scope of the proposed regulation.

The basic statutory provision for the proper year of inclusion is section 451,
which basically provides that an item of income shall be included in income "for
the taxable year In which received by the taxpayer", unless the particular
method of accounting used by the taxpayer requires inclusion in a different
period. Taxpayers using the cash method of accounting are thus not required to
include an item in income until the item Is received, either actually or construc-
tively. Treas. Reg. 1 1.451-2 specifically provides that "income is not construc-
tively received if the taxpayer's control of its receipt Is subject to substantial
limitations or restrictions". The doctrine of constructive receipt has been part of
the Treasury Regulations for a substantial number of years and under the theory
of legislative re-enactment, should not be altered by administrative fiat, but only
by legislation.

Section 88, which deals with the proper year of inclusion of property trans.
ferred in connection with the performance of services, has been specifically con-
strued by the Service not to apply to "an unfunded and unsecured promise to pay
deferred compensation". Prop. Tres. Reg. I 1.884(e). The statutory language
and the legislative history of Section 88 fully support this interpretation.

Indeed, the fact that Congress found it necessary to deal with restricted prop-
erty transfers by legislation in the form of section 88 is convincing evidence that
the Internal Revenue Service lacks the requisite statutory authority to deal ad-
ministratively with other non-qualified deferred compensation arrangements in
the manner contemplated by the proposed regulation. In other words, if the In-
ternal Revenue Service has the present authority to issue the proposed regula-
tions, then section 88 was not needed to deal with rotricted property transfers.

It is our view, that there are but two theories on which the Service could base
its position In the proposed regulation: the often overlapping theories of con-
structive receipt and economic benefit. However, the proposed regulation would
go far beyond either of these theories.

- A. COIIB7hUOTIYN RCKng-

As a general matter, the Internal Revenue Service has attempted to tax cur-
rently amounts which, while not actually received, were "made available" to the
taxpayer without substantial restrictions". As interpreted by the court, this eon.
structive receipt takes place only where (1) the taxpayer is immediately en-
titled to the item of income, (2) the item is immediately available to the tax-
payer, and (8) the taxpayer's failure to receive the item is due to his or her own
volition. Thus, for example, in Deupree v. Oommisfoer, 1 T.O. .18 (1942), the
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Service successfully invoked the doctrine to tax currently the president of a
company on amounts he directed the company to pay into an annuity in lieu of
having the amount paid directly to him as a bonus, as he was entitled under his
employment contract. On the other hand, the Service has not been successful in
situations where the amount deferred was uncertain or was not immediately
available to the taxpayer, or where receipt was subject to certain conditions. For
example, in Viet v. Commissioner, 8 T.O. 809 (1947), taxpayer, in November
1940, was able to persuade his employer to defer from 1941 to 1942 payment of
1940 profit shares due for services rendered throughout 1940. The Court rejected
the Commissioner's contention that the profit share was constructively received
in 1941, noting that at the time of deferral, the taxpayer's profit share was uncer-
tain and thus the agreement to defer was not a mere sham. In a second case, in-
volving the same taxpayer, Velt v. Commissioner, 8 T.C.M. 919 (1949), the tax-
payer, in December 1941, arranged with his now former employer to have his now
determinable 1940 profit share paid in equal installments from 1942-45, rather
than all in 1942. The court rejected the- Commissioner's argument that the entire
profit share should be included in gross income for 1942, noting that the deferral
agreement was entered into at the behest of the employer prior to the time the
first 1942 installment was due. Thus, the profit share was not immediately avail-
able to the taxpayer at the time of this second deferral. Nor was the Service sue-
cessfull in invoking the constructive receipt doctrine where the employee had to
meet certain conditions in order to obtain the deferred benefits. In Hall v. orM-
mssioner, 15 T.C. 195 (1950), aff'd. 194 F.2d 538 (9th Cir. 1952), a corporate
promoter was held taxable on the value of stock when he received the shares and
not when he signed a contract entitling him to the shares upon completion of
services for the corporation over a two year period. The court noted that if the
promoter had not performed the contract services, he would have forfeited the
stock. See also, Oates v. Commissioner, 18 T.C. 570 (1952). To summarize these
vases, the doctrine of constructive receipt applies only where the taxpayer in
fact turns his back on available income currently due to him. See Warner, "'The
IRS freeze on Deferred Compensation Rulings-Prospects for the Future", The
Compensation Planning Journal, January, 1978. (Portions quoted.)

IL ZOONOMIO SENEMIL

In Commissioner v. Smlth, 324 U.S. 177, 181 (1945), the Supreme Court stated
that taxable income may include "any economic or financial benefit conferred on
the employee as compensation, whatever the form or more". The Service has
relied on this theory in attempting to tax currently earnings which employers
have agreed to defer until later years on the theory that the unqualified promise
of a solvent employer, if capable of being valued, is a current economic benefit to
the employee. Unlike the constructive receipt theory, whereby the entire amount
deferred is includible in gross income as being effectively under the taxpayer's
dominion, the economic benefit theory provides only that the present value of the
employer's promise to pay be includible in income. The key factor in determining
whether the economic benefit doctrine can be invoked is that of valuation. Where
the employer's promise is to pay an uncertain amount, the promise cannot be
valued and the economic benefit theory will not apply. In Drysdale v. Commit.
sioner, 277 F.2d 413 (7th Cir. 1960), the court refused to tax currently an amount
placed in trust for an employee where the employee was required to do consulting
work for, and not to compete with, his employer after he retired, in order to be
eligible to receive the amounts placed in trust. While the court emphasized that
these requirements prevented the taxpayer from assigning and thus currently en-
Joying the amounts placed in trust, a more direct conclusion would be that the
requirements made the promise to pay the deferred amounts impossible to value
because of the uncertainty as to whether the employee would fulfill the require-
ments. In general, courts have refused to value unfunded and unsecured promises
by employers to pay deferred amounts to cash basis employees on the ground
that the employee has no more right to the amounts from the employer, who could
become insolvent prior to the time of payment, than has any general creditor.
Robinson v. Commissioner, 44 T.C. 20 (1965). This refusal to apply the economic
benefit theory where the employer has not secured its promise to pay occurs even
when the employer takes out an insurance or annuity policy with the amounts
attributable to the deferred amounts. However, where the deferred amounts are
placed in escrow, in an effectively irrevocable trust, or in an insurance or annuity
policy owned by the employee, the economic benefit theory will apply, absent any
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forfeiture provisions, because the employee has an enforceable interest which is
free from competing claims of the employer's other creditors, and thus is capable
of valuation. See Warner, supra. (Portions quoted).

C. SUMMARY

To summarize, we contend that the proposed regulations are directly contrary
to established law in at least the following particulars: 1. The proposed regula-
tions are directly contrary to Treas. Reg. 1 1.451-2 which states, in part, that
"income is not constructively received if the taxpayer's control of its receipt is
subject to substantial limitations or restrictions"; 2. The proposed regulations
are directly contrary to established case law to the extent that they provide that
income tax deferral is unavailable where the election to defer is made prior to the
taxpayer's rendition of the services which would give rise to the compensation.
In such situations, the taxpayer has no immediate right to the income in question,
and possession of such right is essential to application of the doctrine of construc-
tive receipt. See Deupree v. Commissioner, 1 T.C. 113 (1942) ; and 3. The proposed
regulations are directly contrary to established case law to the extent that they
provide that an unsecured promise to pay, subject to conditions of forfeiture, is
capable of valuation and therefore taxable under the doctrine of economic benefit.

Respectfully submitted.
HENKEL & LAMON,

Pension Comultants.
CHARLES E. ELOD, Jr.

Special Counsel.
HARRY V. LAMON, Jr.

General (ounsel.
STANLEY H. HACKETT,

Assoolate General Counsel.

STATEMENT OF ROBERT D. PARTRIDGE, EXFCUTIVE VICE PRESIDENT AND GqNInA
MANAGER, NATIONAL RURAL ELEOTBIO COOPERATIVE AssOcuATio

MR. CHAIRMAN, MEMBERS OF THE COMMITTEE My name i Robert D. Partridge.
I am Executive Vice President and General Manager of the National Rural Elec-
tric Cooperative Association, (NRECA) which is the National Trade Association
of some 1.000 Electric cooperatives in 46 states.

Among the services offered by NRECA, are benefit programs for employees of
member cooperatives. One such program provides an opportunity for our member
system employees to defer a portion of their compensation until they retire. This
permits the employee to spread income over a greater number of years and to
thereby postpone some Federal income tax liability. Briefly the plan is as follows:

An employer (an NRECA member Cooperative) and an employee, agree to
defer a portion of the employee's compensation until he or she leaves the service
of the employer. The agreement is made before the employee renders the service
for which compensation is deferred. The money so deferred, is held in a bookkeep.
ing reserve to be paid out over the number of installments as agreed by the em-
ployer and employee. The money is not held in trust; and the agreement is merely
an unsecured promise to pay at a later date. --

The regulation proposed by the Treasury Department on February 3, 1978 (43
FR 4638), if adopted, would eliminate NRECA's Deferred Compensation Pro-
gram, thereby depriving participants of the opportunity to spread their income
more equitably.

Nationally, there are approximately 900 electric cooperative employees who
deferred approximately one and three quarters million dollars in compensation
during 1977. Although the average annual amount deferred is relatively small,
$2,000... management salaries in Rural Electric Cooperatives are low by private
industry standards .. . the deferred compensation program Is an important ele-
ment in the overall financial planning of the employees. Now suddenly, without
explanation, the Treasury Department has proposed a regulation which would
effectively destroy this program....

The Association on behalf of its member cooperatives systems, believes that
the proposed regulation should be withdrawn, because: (1) There has been
no change in the law or court decisions to warrant the proposed rules. The net
effect of the rule is to render deferred compensation plans, long recognized in
published revenue rulings and court decisions, ineffective for the future. Such
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plans are expressly authorized by Revenue Ruling 80-31 and Revenue Ruling
60-050 as well as other revenue rulings and court decisions which are cited in
the proposed rules and which have been on the books for over 85 years; (2)
Under the proposed rule the mere promise of an employer to pay a sum of money
at a future date would constitute income for Federal tax purposes. The courts
have never gone so far as to hold such a promise to be income. The value of
such a promise is obviously totally dependent upon the financial status of the
employer and, at best, it is incapable of valuation; and (8) Congress is cur-
rently considering tax reform and if there is to be a change in the tax status
of deferred compensation plans, Congress is the branch of the government to
make the decision. Congress considered the problems of Deferred compensation
in enacting the Tax Reform Act of 1969 and rejected proposals to change
deferred compensation arrangements.

Mr. Chairman, your Subcommittee is currently considering Senate Bill 8. 2627,
which would clearly permit Deferred Compensation plans for units for State
and Local Oovernment. We support this bill but feel that it should not be
limited to employees of state and local governments.

We respectfully urge the Subcommittee to understand that the beneficial
effect of S. 2627 would be limited to employees of units of state and local gov-
ernment only. The proposed I.RS. Regulations by contrast, would wipe out an
entire major category of deferred compensation plans which are widely used
throughout the business world as a fringe benefit for hundreds of thousands
of employees. We wholeheartedly support the concept of this legislation, but
we suggest that there are other categories of employees who are deserving of
the deferred compensation protections embodied in S. 2627. Certainly, we Include
in this category the employees of non-profit electric cooperatives which we
represent.

If the Subcommittee is really concerned about possible abuse of such pro-
grams, it might incorporate reasonable limitations with respect to the amount
of compensation which might be so deferred.

We thank the Subcommittee for this opportunity to express our views.

OHIo Pu o EMPLoYZus, Dzmiuma ComPznsATwO PmGRAM,
Colwmbus, Ohio, April 7, 1978.

Re proposed regulation section 1.61-16 concerning non-qualified unfunded defer-
red compensation arrangements

SENATE FINANCE COMMMIM,
Dirkeen Senate Oflloe Building,
Waahingtonf D.C.
(Attention: Michael Stern, Staff Director).

GENTLKM&N: Enclosed please find our response to your invitation for written
comments on Proposed Regulation 1.61-16 concerning nonqualified unfunded
deferred compensation arrangements. Before discussing the Proposed Regula-
tion and the plan modifications we suggest as a possible Treasury alternative
to the Proposed Regulation, allow us to briefly review the more pertinent pro-
visions and results of our Program.

On July 24, 1974, the Ohio General Assembly enacted legislation creating the
Ohio Public Employees Deferred Compensation Board which was authorized to
implement the Ohio Public Employees Deferred Compensation Program (the
"Program") for the benefit of all Ohio public employees.

Under the Program all Ohio public employers are authorized to contract
with their Individual public employees for the deferral of compensation. The
first Ohio public employer to offer a deferred compensation plan to its employees
was the State of Ohio. The State of Ohio plan received a favorable Internal
Revenue Service ruling on July 80, 1976. This favorable ruling was further
expanded by the Internal Revenue Service on September 22, 1978. Subsequently,
forty-one additional Ohio public employers also received favorable IRS rulings
on their respective plans established under the Program, upon which they relied
in implementing plans of deferred compensation for their employees.

Presently, over 10,000 Ohio public employees are participating in the Program.
Eightly-one percent of these participants have incomes of less thap $15,000 per
year. Every employee of each employer has or will be offered an opportunity to
participate in the Program. There has been no discrimination among the em-
ployees offered participation. The average participant contribution is $1A84 per
year.
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The deferred compensation plan agreement between each employer and its re-
spective employees provides that the employee must agree to a deferral of com-
pensation within thirty days from the date the Program is fIrst offered and ex-
plained to the employee. The employees election to defer compensation is made
prior to the period for which services are rendered and it is irrevocable. Prior to
November 0th the employee may elect to change the amount of compensation to
be deferred in the subsequent calendar year. Such amendment can only be made
with respect to compensation earned after January 1st of the following calendar
year. The amounts of compensation irrevocably deferred may only be received
upon his retirement or other termination of employment unless a real and unfore-
seen financial hardship were to occur. Upon execution of the Plan, the employee
specifies one of five investment indices available under the Plan. The employer is
not obligated to invest the deferred amounts in the Investment index specified;
he is only obligated to pay the benefits as if they had been invested in such In-
dices. Though there is no limit on the amount of compensation an employee can
defer, the average deferral is, as stated, $1884 per year. All deferred amounts
remain the sole property of the employer; the employee is a general creditor to
the employer, having no interest in the deferred amounts. The deferred amounts
are subject to all claims of the employer's creditors.

A great deal of time, effort and money has gone into the establishment of the
Ohio Public Employees Deferred Compensation Program. If Proposed Regulation
1.61-16 is adopted by the Treasury, the Program will be obliterated, and the par-
ticipants' contributions will cease, to the severe economic detriment of all con-
cerned. We believe, for the reasons hereinafter stated, that the Proposed Regula-
tion is unlawful, unreasonable, and capricious and should, therefore, not be
adopted.

It is difficult to determine what legal principle or principles the Commissioner
is asserting as the basis for the Proposed Regulation. The Regulation will ob-
literate, in one stroke, an established body of case and administrative law repre-
sented by court decisions in which the Commissioner has announced public ac-
quiescenes and numerous public and private revenue rulings issued by the Com-
missioner over an eighteen year period.

These decisions and rulings rested on the salutary principle that taxability,
and the timing of taxability, should be determined by a rule of law rather than
by exercise of human eaprice and they reflected the clear intent of Congress in
the enactment of Section 451 of the Internal Revenue Code that a cash basis
taxpayer will not be deemed to have received income for services rendered unless
and until that income is made available to-him for payment. Accordingly, the
rulings were thatif an employer and an employee entered into a bona fide con-
tract of employment which provided that the employee would be paid for his
services in a year later than that in which the services were rendered, and if the
contract was entered into before the services were rendered, the employee would
be taxed in the year in which he was paid pursuant to his contract. The operative
criterion was therefore a rule of law, leaving for factual determination only the
question of whether a contract of employment was validly entered into and what
were its terms.

In place of this workable and eminently sensible rule, based on Section 451 of
the Code, the Proposed Regulation offers a substitute for which there is appar-
ently no legal precedent or legislative support. Thus, the official statement ac-
companying the issuance of the proposal explains that the long series of pub-
lished rulings based on contractual provisions will no longer apply and judicial
precedents to the same effect, in which the Commissioner had acquiesced, will
be reconsidered. The critical factor in determining when compensation becomes
taxable, under the proposal will be who litigated the idea of deferment. If, as
stated in the Proposed Regulation, payment is deferred "at the taxpayer's indi-
vidual option," or if the employee "Individually chooses" to have some portion
of his current compensation deferred and paid in a later year, the compensation
will be taxed in the earlier year, not in the year of payment Apparently, the
terms of payment fixed in the contract of employment are irrelevant or
inconsequentiaL

Aside from the dubious legality of the new test, the proposal raises more ques-
tions than it solves. In fact, it is diffkult to conceive of a more impractical or
subjective guideline for the administration of a tax law; and it is safe to predict
that if the proposal is adopted endless and massive problems of administration
and Interpretation will follow in its wake, creating difficulties far exceeding any
now experienced under present rulings.

In order to bring themselves within the provisions of the Proposed Regulation,
2#-724-1V8----12
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It may be expected that employees or other persons engaged In the negotiation of
deferred compensation arrangements will make every effort to cast the trans-
action as employer motivated. Gamesmanship rather than substance will thus
become the determinant of tax liability. In each such negotiation, a question of
fact, hinging on the "state of mind" of the negotiating parties, will be presented
for resolution by the Service or Its agents in ruling on the tax consequences of
the arrangement. It takes little imagination to foresee the enormous complica-
tions that will arise in making such individual determinations, without even
considering the difficulties of trying to harmonize the different subjective inter-
pretations that will undoubtedly be made by different revenue agents endeavor-
Ing to read the state of mind of individual taxpayers. These hair-splitting de-
cisions will become even more difficult when interpreting the provisions of the

- Proposed Regulation which define compensation as including not only basic or
regular compensation but supplements, increases and bonuses.

For example, suppose a football player is under a three-year contract calling
for the payment of $100,000 per year. At the conclusion of his contract, his agent
negotiates a contract calling for $450,000 for a three year term, to be paid $100,-
000 each year with a lump sum payment of $150,000 deferred to retirement. The
qliestion arises whether the football player is taxable on $450,000 pro-rated to
each of the three years, notwithstanding that $150,000 of this amount will not
be received until retirement. Who will make the determination as to the state of
mind of the player's agent or of the club owners at the time the contract was
negotiated?

'Or take the ease of a certain class of employee, say a mineworker, who is being
paid $9.00 an hour for work for which the "going rate" is apparently $10.00 per
hour. He negotiates a contract with a new employer calling for $10.00 per hour,
with $9.00 to be paid currently and $1.00 to be deferred until retirement. Has
such an employee received an "increase In pay"? Is he to be taxed currently on
compensation of $10.00 per hour even though $1.00 of this amount is deferred,
and if go, Is there an economic or legal justification for such a position? We don't
think so. However, under the Proposed Regulation, if the employee were to nego-
tiate the same increase of $1.00 per hour of deferred retirement pay from his
existing employer he would clearly be taxed currently on the total of $10.00 per
hour. Is the determination of taxability to hinge on whether he receives an In-
crease from an e~lsting employer or a new employer?

Or assume that employee X is considering whether he should negotiate for a
higher salary to be paid currently or for an additional amount to be paid on re-
tirement. Realizing that, under the Proposed Regulation, he cannot initiate any
discussion regarding deferred pay, he forms a bargaining unit, acceptable to his
employer, with 20 other employees in his department. Upon a vote of the collec-
tive bargaining unit, 10 of these 20 employees, In addition to X, favor taking the
increase as retirement pay and therefore such a binding contract ts negotiated
with the employer. When is the increase taxable to X and the other 10 employees
who opted for the retirement pay? If the increase is taxable only at retirement,
gamesmanship obviously has determined the timing of tax liability. An employee's
individual election to defer compensation would result with the deferred amounts
being currently taxable to him only it he could not form an effective collective
bargaining unit. If the increase Is taxable currently, what Is the tax situation
of the 10 employees who voted against the deferred pay arrangement since they
desired to take the increase currently in cash? Are they to be taxed currently on
income they are precluded from enjoying until retirement, by vote of a mere
majority of their co-workers?

The above examples are not merely rhetorical or conjectural. They are real
life situations which will arise if the Proposed Regulation is adopted and are
a fair measure of its impracticality and inequity.

The materials distributed by the Treasury, both to certain Individual Con-
gressmen and at your Senate Finance Subcommittee hearing, lack any mention
of the fact that under deferred compensation plans such as our Program the
election to defer is made prior to the period of time during which the services
are rendered. It is not therefore a case of a taxpayer "turning his back on In6
come" much like the taxpayer who refuses to go to the bank and collect interest
earned on his savings account. The two situations are not at all analogous. A
participant under our Program is never confronted with a choice as to cash or as
to deferred pay after he has a right to the income. The election to defer is made
before the period during which the services are rendered--before the right
to the income arises. It is extremely disturbing to us that this critical distinction
is not made In the materials distributed by Treasury as aforementioned.
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'If the Proposed Regulation is Issued as a Final Regulatign, the Internal
Revenue Service will, in our opinion, be forced to examine endless constructive
receipt decisions that represent settled law and the entire application of the
cash bAnis of 'accounting could be disturbed. For example, if a cash basis em-
ployee is required to treat as taxable, In the year earned, compensation that he
has not yet received and does not have the right to receive until a subsequent
taxable year, will a cash basis employer be permitted to deduct, in the year
earned, the amount that that will not be payable to the employee for perhaps 10
or 20 years hence? What effect will this change in the concept of constructive
receipt have on an installment sale under Section 45 3, or a tax free reorganiza-
tion? The uniform application of the well established doctrine of constructive
receipt will be brought into serious question if the Proposed Regulation is
finalized.

The Proposed Regulation will discriminate unfairly against- those taxpayers
whose compensation is fixed by custom or by statue. Highly paid executives or
independent contractors, principally private sector taxpayers, who are not com-
pensated according to any fixed rate or schedule, have bargaining leverage in
negotiating contracts and consequently are more apt to receive favorable con-
tract proposals from prospective employers or payers than rank and file em-
ployees whose compensation is fixed and negotiating circumstances limited. The
most common criticism of deferred compensation plans Is that they favor the
highly paid, and yet the Treasury now proposes a regulation that will discrimi-
nate In favor of these same highly paid employees and give them an enormous tax
advantage over those less fortunately situated.

The aforementioned materials disrtibuted by Treasury Indicate that Proposed
Regulation 1.61-16 was prompted by the Treasury's determination that some
physicians and other highly paid governmental employees, not totally dependent
upon their governmental income to provide day to day living-expenses, deferred
uip to 90 percent of their governmental income. We have also heard that certain
other abuses have crept Into deferred compensation plans such as an employee
ceasing to defer income In the year in which the original election to defer was
made; and employees withdrawing benefits from the plan prior to retirement or
other termination of employment.

We concur that such abuses need to be remedied and that deferred compen-
sation plans cannot be utilized as a device for a taxpayer to "turn his back on
income" or to regulate the flow of Income from one month or year to another,
to suit the ever changing needs of the participant/taxpayer.

We feel, however, that these abuses can be remedied without resort to adopting
a regulation that goes beyond curing the abuse to abolishing arms-length bona
ide deferred compensation plans which provide state and local governmental
employees a means of augmenting a modest retirement Income.

Accordingly, we respectfully suggest the Treasury should consider adopting
roavlations which would permit the establishment of deferred compensation
plans for public employees subject to the following modifications. These addi-
tional limitations would in our view remove the potential for abuses while not
conflicting with the well established doctrine of constructive receipt.

(a) Election to Defer. The election to defer income must be made before in-
come is earned and payable and be irrevocable as to amounts deferred.

(b) Revocation of Election. Once the election to defer income has been made,
it cannot be revoked for two plan years.

(c) Interim Withdrawals. Once compensation is deferred it could not be with-
drawn from the plan until retirement or other termination of employment. No
provisions for benefits in the event of financial hardship would he available.

(d) Assignability of Benefits. No deferred amounts can be assigned or alien.
ated by the employee under any conditions.

Finally. we would suggest that the IRS adopt a policy on-deferred compen-
sation rulings which would provide that the following limitations apply.

(a) Investment of Deferred Amounts. The employee, besides not being entitled
to designate where the deferred amounts were to be invested, would also not
have an option to select one or more Investment Indices pursuant to which bene.-
11tq would be paid. The benefits would be paid to the employee pursuant to the
terms of the plan agreement which would, of course, take Into account the fact
that the deterred amounts will earn interest throughout the deferral period.

(b) Limit on Contributions. The current limitation on contributions to qualified
plans of 2V% of an employees compensation could be applied to non-qualified
iiufunded deferred compensation plans.

Deferred compensation plans implemented in accordance with the foregoing
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criteria, would eliminate the chance for abuse which the Treasury has deter-
mined exists and yet preserve the bona ide plans.

It Is a16 moot important that any plans established by public employers in
-reliance upon past 1W rulings be granted at least six months prior notice to
allow for the orderly transition from the existing plan to that prescribed by the
Internal Revenue Service

In Summary, we believe that Proposed Regulation 1.61-16 is in direct con-
flict with the provisions of Section 451 of the Internal Revenue Code; that It is
also at variance with the consistent administrative interpretation of Section 451
by the Service in the form of many published and private rulings that are of
such long standing and consistency as themselves to have acquired the force
of law; and that if adopted, the Regulation will not only run counter to this
respectable and established body of law, but will also result in massive legal
and administrative complications and inconsistencies.

We, therefore, respectfully submit that Proposed Regulation 1.61-10 should
be withdrawn; and that the Commissioner should resume issuance of rulings
in accordance with the established body of law until Congress has had sufficient
time to consider this matter further.

We respectfully request that your Subcommittee and other members of Con-
gress support this opportunity for our public employees to continue to supple-
ment their modest retirement Income& New 1977 retirees from our Public Em-
ployees Retirement System are to receive a modest pension averaging $4400 per
year after contributing an average of nineteen years of service. This retirement
income is in lieu of social security retirement benefits for which they are inelig-
ible and which, for the same average retiree, would have been approximately
$8000 per year. No other pension or tax-favored opportunity to supplement this
$4400 exists for our public employees, except the Program. These facts make it
painfully clear that tax incentives such as those available under our Program
are required to help our public employees help themselves in planning for a rea-
sonable retirement Income.

Our Program serves as an effective means for all Ohio public employers to
attract and retain energetic and dedicated public employees, Including those
who are better able to cope with their retirement income needs. Also, the avail-
ability of our Program tends to equalize the opportunities for tax-sheltered sav-
ings offered our public employees with those currently enjoyed by teachers under
TSA plans; and by private sector employees under IRA, Keogh, Pension/Profit
Sharing and other thrift plans.

Finally, the Treasury's Proposed Regulation is an usurpation of the function
reserved for Congress alone. Surely, any such major change in settled tax law
should result from the considerations of Congress, not as a result of an executive
ftat issued by the Treasury Department.

We thank you for this opportunity to inform you of our grave concerns con-
cerning-Proposed Regulation 1.61-16.

Very truly yours,
Joumr M. MOLLMANK,

Adminitrator.

IrxTENATIONAL BUSINzEi MACHINE COUP.,'
Armonk, N.Y., Apral 4, 1978.

Re hearings of Subcommittee on Private Pension Plans and Employee Fringe
Benefits.

Mr. MTcuar, STUN,
Staff Director, Committee os Pixce, Dirkee Seste Ofe Bldg., WeMigto,

D.C.
DWAS ML STaw: In connection with the referenced bearings, and in particular

in connection wktb the mubJeet ot deferral from Income of amounts payable under
non-qualified deferred comwensation plant, I encloee a copy of a letter of com-
wient submitted by IBM to the Internal Revenue Service on Its proposed regula-
tions as published In the February 8 Federal Register, 43 F.R. 4683 We respect.
fully request that this letter be made part of the hearing record for considera-
tion by the ubiommnttee.

Very trU* your,
E. T. Buwi,,

Enlourpor.e CoueL
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INTUATIONAL BuSiNEss MACHINus Oou.,
Armonk, N.Y., Apri , 1978.

COMMISSION O INTNAL REvENU,
Washiestooh DA.
(Attention: 00: LR: T (LR-194-77)).

Dan Sim: International Business Machines Oorporatlon (IBM) submit$ these
comments on proposed regulations relating to deferred compensation published
in the Federal Register on February 8, 1978, 48 FI. 4638 For the reasons set
forth, we believe the proposals are i11-concelved and should be withdrawn.

We understand that these proposed regulations were originally conceived to
address deferred compensation plans instituted primarily for state and local gov-
ernment employees. As written, however, the proposals would appear to encom-
pass virtually all private deferred compensation plans containing any type of
optional deferral feature.

Deferred compensation plans have long been an Integral part of the total Pom-
pensatlon and benefits programs provided by private industry. The tax treat-
ment of such pans, Including voluntary deferral features, has been well estab-
lished by case law and IMS rulings and confirmed and approved by Congrenional
action. Companies have relied on this well-etabllhted faw in designing these
plans, and their employees have relied on it in their financial and estate plan-
ning. For the IRS to now propose to change thds well-establlshe4 law by the sim-
pie expedient of a regulation appears to us to be clearly improper. It any change
in the law is warranted-and it is not at all clear to us that such is the case-
the only proper way is through legislation by Congress after a thorough review
of the proposals and their proltble effect.

IBM has long bad a series of deferred compensation plans for Its key em-
ployees. IBM's present plan, known as the IBM Variable Oompenuation Plan
("the Plan"), is typical in many respects of the plans found throughout private
industry. Eligle participants include key corporate and division executives
whose responsibilities and decisions are critieat to the perftrmance of the total
corporation and of Its major business units. Awards under the Plan, which are
in addition to a fixed salary, are made at the end of eafh year based on the per-
formance of the total corporation, business unit, or individual during the year.
In addition, special awards under the Plan may be made to any employee for
outstanding contributions to the business. As a rule, awards are payable In three
equal annual intaUmesnt beginning In the year following the year for which the
award is made ("mandatory deferral period") provided the employee remains
employed by IBM throughout this period.

The Plan also contalsn a voluntary-.deferral feature, which permits an em-
ployee who ti the recipient ot an award to defer any lstallment to a later date
certain or until retirement, at which time the employee may 00e6cfy when the
payments are to be made following retirement. Any amounts thus deterred re-
main subject to the forfeiture provision i.e., the employee must remain employed
by IBM throughot the deferral pertod, or, if he or she retires, must agree there-
after to render advisory or conSultative services as requested and avoid enter-
Ing competitive employment. A deferral election must be made no later than
November 80 of the year prior to the year In whieh payment would otherwise
have been made, or prior to retirement in the ease of amounts deferred to
retirement.

In preparing this Plan, IBM relied on the well-establsied law In this area,
particularly Rev. RuL 60-81, Rev. Rul. 67-449, and Rev. Proc. 71-19, & of which
would now be nullified by the unilateri act of the IRS.

The IRS proposals seem not to recognize that there are valid business rea-
son for including a voluntary deferral feature In a plan soh as this, quite apart
from any tax benefits that may or may not deserve recosderation.

For example:
1. Platw such as IBM's typically contain an Incentive feature, I.e., awards are

based on annual performance measurements, whether corporate, divisional or
Individual Because the measurements may vary greatly from year to year, wide
swings In compensation may ocur. Such swings are most pronounced and un-
predictable in certain industries (eg., automotive) where awards are based
directly on profits and where revenues are mot susceptible to factors affecting
consumer spending. Voluntary deferral offers one way for the employee to
achieve some degree of Income leveling and predictability.

2. Any deferral, whether mandatory or voluntary, puts the award payments at
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risk, i.e., subject to forfeiture if the employee leaves IBM. The company is there-
by assured the continued services of valued employees, which is one of the major
purposes of deferred compensation plans. To the extent that voluntary deferral
is elected by the employee, this "holding power" benefit to the corporation is
maximized by being extended beyond the initial period of mandatory deferral to-
cover the entire period of voluntary deferral. The added benefit to the Corpora-
tion is thus directly proportional to the period of added deferral. Under the pro-
posed regulations, in order to achieve this same "holding power" potential, the-
Plan would have to require a longer mandatory deferral period, which would
deny needed flexibility to those employees having greater present cash needs.

3. Because it offers added benefit to the Oorporation, the voluntary deferral
feature is also a favorable feature from a stockholder viewpoint. The interest of'
stockholders in retaining key employees is equal to that of-the Corporation. Most
large publicly held corporations submit these plans to stockholders for approv-
al-IBM did so in 1973--and the plan deescription in the proxy statement, as re-
quired by SEC rules, would include the material features of the plan, Including.
the voluntary deferral feature. It is likely, therefore, that this feature would
have been a favorable factor In securing stockholder approval.

If the propoWd regulations were adopted, these non-tax benefits would be vir--
tually eliminated. Few If any employees would elect voluntary deferral since any
such election would require the employee to pay tax Immediately on an amount
which would not be received until much later, if at all, considering the risk of'
forfeiture.

Treasury officials have stated publicly that deferred compensation plans such
as these do not respect the principle of nondiscrimination, and therefore must be
penalized. The argument Is specious. There Is no universal principle demanding
that all compensation plans must be nondiscriminatory, particularly where no
extraordinary tax benefit is sought The fact that ERISA specifically exempted:
excess benefit plans for executives Is ample evidence of Congressional recogni-
tion of this fact. Certain plans, e.g., qualified retirement plans, enjoy special tax.
benefits, such as Immediate deductibility for the employer despite postponement
of taxation to the employee, for which an assurance of nondiscrimination is,
extracted. Unfunded deferred compensation plans enjoy no such privilege. They
seek merely to grant the employee a degree of flexibility, for which the employer
foregoes a current tax deduction. Moreover, since IBM's Plan, and most other-
industry plans, provide for compensation over and above base salary (see, e.g.,
enclosed pages from IBM's 1978 proxy statement), there is little or no oppor-
tunity afforded for abuse, such as deferral of 100% of compensation. Finally,
there is little or no revenue loss to the Treasury from permitting voluntary
deferral since deferred compensation Is now subject to the maximum tax by vir-
tue of the 1976 Tax Reform Act, and since, by accelerating the Imposition of^
tax on the employee, the proposals would also accelerate the corporation's off.
setting tax deduction.

The foregoing discussion suggests the hazards for business which the proposals
present. We can only guess at the Impact on the financial and estate plans of all
those individuals employed in private Industry who have relied on the estab-
lished law In this area. This Is an area where stability, indeed permanence, Is
desirable. It Is not a fitting subject for will.o'-the-wlsp tax policy, the more so-
ince the changes will not, could not; produce any significant revenue for the

Federal Government.
Por the foregoing reasons, we strongly -urge IRS to withdraw the proposals.

If IRS nevertheless lnsislM that some change In the taw In this area is warranted,-
It should propose specific legislative measures to Congress which ftn then con--
sider them In the broader context of all forms of deferred compensation.

Very truly yours,
E. T. BuHE,

Corporate Counsel.
Enclosure.
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REMUNERATION FOR THE YEAR 1977

Vailable compensation plan
awards

Estimated
Shares of annual re-

Saly restricted tirement
Name and position held and fees Cash stock I benefit

Ftank T. Cary, chairman of the board ................. W2,500 $337,345 500 $120,000
John R. Opel, president ---------------------------- 23, 500 251,750 400 120,000
George B. Beitzel senior vice president.-------------172 500 191, 330 300 120,000
Paul. Rizzo senior vice president -------- 172, 500 18, 295 300 120, 000
Nicholas dee. Katzenbech, vice president and general

counsel ...... .. . ...------------------------------ 176,667 120,840 300 51,675
64 directors and officers as a group (induding the above).. 7,011, 344 3,099,622 5,350.........

I For 1976 performance, stock awards shown above In shares were made In 1977 bhe Executive Compensation Corn.
mittee of the board of directors to 20 officers. These stock awards which are restricted from being sold, transferred, or
assigned until mandatory retirement, were in addition to previously reported awards for 1976. The aggregate value of
these stock awards in the amount of $1,370,292, has been charged against the available 1976 variable compensation fund.
Total awards for 196, including the value of the stock awards, was $6,345,339. The total fund available was $18,847,740.

VAR BLE COMPENSATION PLAN

Under the IBM Variable Compensation Plan adopted by stockholders, certain
executives, designated as participants by the Executive Compensation Commit-
tee of the Board of Directors, are eligible to receive, In addition to a fixed salary,
annual awards based upon their performance and that of the company as a whole
or a business unit thereof. Special supplemental awards for extraordinary
achievement may be made to any employee. The Executive Compensation Com-
mittee Is composed of directors who are not eligible to participate in this plan.
Awards may be in cash, capital stock of the Corporation, or both. The awards in
aggregate may not exceed 1.5% of the Corporation's adjusted net earnings (i.e.,
consolidated net earnings after taxes less 10% of stockholders' equity at the end
of the preceding year) for the year with respect to which awards are made. For
this purpose shares of stock awarded are valued at the average closing price on
the New York Stock Exchange for the 30 calendar days prior to the award date.

Cash awards are payable in annual Installments over a period not exceeding
five years, beginning in the year following the year for which the award Is made;
or, the executive may irrevocably defer payments to later years, to be paid with
interest, currently at 5% conm nded annually. Stock awards may be restricted
against sale for varying periods. Payment of unpaid amounts, whether cash or
stock, is subject to the proviso that the executive remain with IBM or, upon
retirement, render consulting services to the Corporation and not enter the employ
of a competitor.

The amounts shown In the Variable Compensation Plan Awards cash column in
the preceding table, are awards made with respect to 1977. The aggregate amount
of such awards was $4,981,477. The limitation of the fund available for 1977
awards is $21,667,281. Additional awards in the form of capital stock, which
have not been determined at the date hereof, may be made later in 1978.

The aggregate compensation earned under the Variable Compensation Plan for
the five years, 1973 through 1977, by the folowIng person was: Mr. Cary,
$1,.389823 and 700 shares; Mr. Opel, $979,935 and 600 share's; Mr. Beitzel,
$760,0&) and 500 shares; Mr. Rizzo, $719,460 and 500 shares; Mr. Katzenbach,
$575,900 and 500 shares; by present directors and officers as a group, $12,632,352
and 7,000 shares; and by all participants as a group, $20,763,148 and 8,150 shares.

Some company subsidiaries and divisional units also have Incentive compensa-
tion plans under which certain executives are eligible to receive, In additon to a
fixed salary, annual awards based upon performance. The total amounts awarded
under these plans were approximately the following: 1973, $2.4 million; 1974,
$2.9 million; 1975, $3.5 million; 1976, $2.2 million; 1977, $3.0 million.

._ WrIUZENT PLAN

The Oorormtion has bad a formal Retirement Plan for U.S. employees since
1945, which has been amended from time to time. The Plan, under which bene-
fits normally begin at age 65, Is noncontributory by the employee and the com-
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pany's contributions are not allocated to the account of any particular employee.
The Plan provides benefits based on service and earnings with a reduction In the
benefit formula for employees electing early retirement from age 55 through 59.

Officers participate n the Plan on the same baws as the approximately 178,000
other employees of the Corporation and Its domestic subsidiaries who are covered
by the Plan, which is a qualified plan under the Internal Revenue Code. How-
ever, officers are required to retire upon reaching age 00. The maximum annual
retirement benefit to any employee is p20,000. To the extent that retirement in-
come exceeds the limit established by the Employee Retirement Income Security
Act for payments from qualified trust funds, the difference will be paid from the
general operating funds of the Corporation.

8&rrm & AssOoIATv, Iw.,
Phoenix, Ariz., March 29, 1978.

Re: Hearings on S. 1587 and on the deferral from lincomne of certain amounts
deferred under non-qualified deferred compensation plans; and, Tax Reform
Proposals

Mr. MIoHAZL STEMIr,
Staff Director, Committee on Finane, Subcommittee on Private Pension Plans

and Employee Fringe Benefits, Dirkeen Senate Offce Buildisg, Wa things,
D.C.

DEma M& ftni : As a member of The National Asociation of Pension Con-
sultants and Administrators, Inc., The American College of Life Underwriters
and The National Association of Life Underwriters, I am In complete accord
with the stand adopted by The National Association of Pension Consultants
and Administrators, Inc., as defined in their letter to you dated March 18, 1978
(copy attached).

I urge you to give full consideration to these Issues, as put forth in that letter,
and the letter from NAPOA to the Honorable Al Uliman, Chairman of the Ways
and Means Committee on Tax Reform Proposals (copy enclosed).

Yours truly,
RoxALD G. SAyrm, OLU,

Peent.
Enclosure.

Txin NATz0iAL Assoouiw or Pumszow
0NSULTAM AND AMIIIszATo0S, INc.,

Atlasta, Oe., MoAerk A 1978.
Re: Hearings on 8. 1587 and on the deferral from income of certain amounts

deferred under nonqualified deferred compensation plans
Mr. MxouAi ST=N,
Staff Director, Oommittee on Jnae, Suboommittee on Private Pesson Plow

and Employee Pringe Benefits, Dirkeen Senate Offie BoUdiop, Wasehito%
D.C.

Drn M. STmw: In Press Releise #15, Senator Bentsen announced the cap-
tioned hearings and solicited comments from the public. These comments are
submitted with respect to Proposed Treasury Regulations I L61-16 which were
published In the Federal Register on February 8, 1978, and which relate to the
taxation of non-qualified deferred compensation arrangements.

The attached comments are submitted on behalf of the National Association
of Pension Consultants and Admnistrators, Inc. (NAPOA). We request that
these comments be made part of the hearing record and that they receive the
careful cosideration of the Committee and Its staff. We further request the Oam-
mittee, n the exercise of its general oversight function regarding the Department
of Treasury and the Internal Revenue Service, to urge the Detartmont ad the
Service to withdraw the proposed regMulations or, in the alternative, to take
appropriate action to prohibit their publication.

Respectfully submitted,
SANamY H. HAOxrr,

- Associate General OouneL
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STATEMENT OF THE NATIONAL ASSOCIATION o PINBIxOl CONVtrLTANTO AND AD-
MixiSmTous, Zito. (NAPOA), RafnxNo Piotosw TRASUR ur truLATioN;
gecron 1.61-16 PxxsETED TO SUCOIMiTTE Ot PRIVATE PENSION PLANS AND

upLoYvm FMuNou Bzrrm, OoMur ON FlNANCE, UNITED STATr 8ENAT,
MARCH 15, 1978

NAPCA Is a national organization of consultants and administrators of em-
ployee benefit plans of all types. NAPCA's members provide administrative and
advisory services to literally thousands of plan sponsors and employee benefit
plans. Most clients of NAPOAs members are small businesses and small plans.
NAPOA's members frequently advise and assist with the Installation and admin-
istration of non-qualified deferred compensation arrangements of the type con-
sidered in the proposed regulation.

NAPCA strongly objects to the proposed regulation and urges that It be
withdrawn. NAPOA's objection Is based on policy as well as legal grounds. With
respect to policy, NAPOA submits that in this period of Increasing concern over
the availability of adequate provision for retirement, it Is sound tax policy to
encourage all taxpayers to provide for Income In their retirement years, and that
actions should not be taken to discourage such provision. Furthermore, NAPCA
submits that If any changes are to be made with respect to non-qualified deferred
compensation arrangements, such changes should be made only after a careful
and comprehensive study of the Impact of such changes on the entire retirement
sector. With respect to legality, NAPOA submits that the proposed regulation is
so broadly drafted that It would deny tax deferral, In a number of situations,
In direct conflict with long-established case law.

OJE IONS ON POLICY GROUNDS

a. Premature to act prior to study
It Is premature to fundamentally revise rules relating to noni-qualified deferred

compensation at a time when the entire area of employee benefit plans, both
public and private, Is scheduled! for, and is in dire need of, a thorough re-exami-
nation. In recent months a plethora of proposed rules, regulations, legislation
and policy statements in the employee plan area have been issued on an ad Ioo
basis by the Administration and the Congress. Many of these propose very funda-
mental changes In law and policy. However, it would appear that so one has
examined the relationship of these proposals to one another or to the whole area
of private qualified plans, private non-qualified plans, public plans and Social
Security. We contend that such an examination is sorely needed prior to any
further changes.

The 1977 Social Security legislation provided for the establishment of a la-
tional Commission on Social Security which Is charged, among other matters,-
with examining certain relationships of qualified plans with Social Security. The
recently announced (and funded) Presidential Retirement Commission will ex-
amine the relationship of private and public plans with Social Security. The
Congress Is In the midst of hearings relating to Social Security and private plans
and will shortly begin hearings relating to public plans. Legislation in both
Houses of Congress (S. 1587; H.R. 10746) has been introduced which would re-
quire withdrawal of the subject proposed regulations as they relate to public
employees. It Is clear that the entire retirement and employee benefit sector is
in a state of flux and Is to be the subject of extensive study.

We contend that any fundamental change in rules and regulations relating
to employee and retirement plans in general, and specifically the proposed reg-
ulation relating to deferred compensation arrangements, must be postponed until
the Administration, the Congress and the public have had the benefit of the rec-
ommendations of the various study commissions, and until the direction of this
Country's policy relating to such plans has been determined.
*. Ade ifttfive dijtcUt of entforoem".t

The proposed regulation would be administratively difficult to monitor and en-
force. The key Inquiry of whether the deferral of Income receipt was made at
the taxpayers individual option or was mandated by the employer would be
vulnerable not only to abuse, but to honest differences of opinion and Interpre-
tation. The proposed regulation could well encourage contrived negotiations and
documentation in an effort to literally comply with their requirements, and It
would be extremely difficult to distinguish such contrived situations from legiti-
mate ones.
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v. Dfisermination against self-employed and small business
In focusing on the exercise of individual taxpayer option, the proposed reg-

ulation would discriminate against the self-employed and individual taxpayer.
employees who were not in a position to bargain collectively. As a practical mat-
ter, such individuals would simply be unable to participate in non-qualified
deferred compensation arrangements. Small businesses would similarly have
great difficulty in establishing such arrangements for key personnel due to ques-
tions of de factor control. For example,-it would appear that under the proposed
regulation, a stockholder or officer of a small, closely held corporation could never
negotiate a non-qualified retirement arrangement. The inability to do this would
severely disrupt orderly retirement and transition to younger owners and
managers.

On the other hand, mandatory arrangements in non-closely-held corporations
would be permitted, since no individual taxpayer would have sufficient control
to make a "tainted" election. Mandatory collectively-bargained arrangements
would similarly avoid "tainted" individual elections.

OBJECTIONS ON LEGAL GROUNDS

The proposed regulation would not restate or clarify the existing law regarding
taxation of deferred compensation. Rather, the proposed regulation would ex-
tend substantially beyond long-established law.

We find it highly pertinent that the specific basis of the proposed regulation
is not stated. Rather, the preamble simply cites cases and revenue rulings of
longstanding, which the Service now deems incorrect. Publication of the proposed
regu ntion under Section 61 of the Internal Revenue Code is, in our view, indica-
tire of the Service's difficulty in locating authority for its position.

Section 61 properly relates to the definition of Income, not to the taxable year
of inclusion in income. No one denies that compensation, deferred or otherwise,
Is income. However, we contend that the proper year of inclusion must be deter-
mined under applicable law, and that there is no law, statutory or court-related,
which Justifies the broad scope of the proposed regulation.

The basic statutory provision for the proper year of inclusion is Section 451,
'which basically provides that an item of income shall be included in income "for
the taxable year in which received by the taxpayer", unless the particular
method of accounting used by the taxpayer requires Inclusion in a different
periml. Taxpayers using the cash method of accounting are thus not required to
Include an item in income until the Item is received, either actually or construe-
tively. Treas. Reg. 1 1.451-2 specifically provides that "income is not construc-
tively received If the taxpayer's control of Its receipt is subject to substatial limi-
tations or restrictions". The doctrine of constructive receipt has been part of the
Treaury Regulations for a substantial number of years and under the theory
of leigslative re-enactment, should not be altered by administrative fiat, but only
by legislation.

Section 93. which deals with the proper year of inclusion of property trans.
ferred in connection with the performance of services, has been specifically con-
strued by the Service not to apply to "an unfunded and unsecured promise to
pay deferred compensation". Prop. Treas. Reg. 1 1.83-4 (e). The statutory lan-
guage and the legislative history of Section 83 fully support this interpretation.

Indeed. the fact that Congress found it necessary to deal with restricted prop-
erty transfers by legislation In the form of Section 83 is convincing evidence that
the Internal Revenue Service lacks the requisite statutory anthority-to deal ad-
ministratively with other non-qualified deferred compensation arrangements in
the manner contemplated by the proposed regulation. In other words, If the In-
ternal Revenue Service has the present authority to issue the proposed regula-
tions. then Section P-3 was not needed to deal with restricted property tranqfers.

It Is our view. that there are but two theories on which the Service could base
its position In the proposed regulation: the often overlapping theories of con.
structive receipt and economic benefit. However, the proposed regulation, would
go far beyond either of these theories.
a. (onaructive Receipt

As a general matter. the Tnternal Revenue Service has attempted to tax
cnirrently Amounts which, while not actually received, were "made available"

to the taxpayer without "substantial restrictions". AR Interpreted by the courts,
this conqtrnctive receipt takes place only where (1) the taxpayer is immediately
entitled to the Item of income, (2) the item is immediately available to the tax-
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payer, and (3) the taxpayer's failure to receive the item is due to his or her
own volition. Thus, for example, in Deuper v. Commissioner, 1 T.C. 113 (1942),
the Service successfully invoked the doctrine to tax currently the president of
a company on amounts he directed the company to pay into an annuity in lieu
of -having the amount paid directly to him as a bonus, as he was entitled under
his employment contract. On the other hand, the Service has not been successful
in situations where the amount deferred was uncertain or was not immediately
av ailable to the taxpayer, or where receipt was subject to certain conditions. For
example, in Viet v. Commissioner, 8 T.C. 809 (1947), taxpayer, in November 1940,
was able to persuade his employer to defer from 1941 to 1942 payment of 1940
profit shares due for services rendered throughout 1940. The Court rejected the
Commissioner's contention that the profit share was constructively received in
1941, noting that at the time of deferral, the taxpayer's profit share was uncertain

.and thus the agreement to defer was not a mere sham. In a second case involving
the same taxpayer, Veit v. Commissioner, 8 T.C.M. 919 (1949), the taxpayer, in
December 1941, arranged with his now former employer to have his now deter-
minable 1940 profit share paid in equal installments from 1942-45, rather than

.all in 1942. The court rejected the Commissioner's argument that the entire profit
share should be included in gross income for 1942, noting that the deferral agree-
ment was entered into at the behest of the employer prior to the time the first
1942 installment was due. Thus, the profit share was not Immediately available
to the taxpayer at the time of this second deferral. Nor was the Service successful
In invoking the constructive receipt doctrine where the employee had to meet
certain conditions in order to obtain the deferred benefits. In Hall v. Commit-
8ioner, 15 T.C.' (1950), aff'd. 194. F.2d 538 (9th Cir. 1952), a corporate
promoter was held taxable on the value of stock when he received the shareL
and not when he signed a contract entitling him to the shares upon completion
of services for the corporation over a two year period. The court noted that if
the promoter had not performed the contract services, he would have forfeited
the stock. See also, Oates v. Commissioner, 18 T.C. 570 (1952). To summarize
these cases, the doctrine of constructive receipt applies only where the taxpayer
in fact turns his back on available Income currently due to him. See Warner,
"The IRS Freeze on Deferred Compensation Rulings--Prospects for the Future",
1The Compensation Planning Joumrnal, January, 1978. (Portions quoted).
b. Economic Beneflt

In Commissioner v. Smith, 824 U.S. 177, 181 (1945), the Supreme Court stated
that taxable income may include "any economic or financial benefit conferred
on the employee as compensation, whatever the form-or more". The Service has
relied on this theory In attempting to tax currently earnings which employers
have agreed to defer until later years on the theory that the unqualified promise
of a solvent employer, if capable of being valued, is a current economic benefit
to the employee. Unlike the constructive receipt theory, whereby the entire
amount deferred Is includible In gross income as being effectively under the tax-
payer's dominion, the economic benefit thebry provides only that the presentvalue of the employer's promise to pay be includible in income. The key factor in
determining whether the economic benefit doctrine can be invoked is that of
valuatios. Where the employer's promise Is to pay an uncertain amount, the
promise cannot be valued and the economic benefit theory will not apply. In
Dry.Rdale v. Commissioner, 277 F.2d 413 (7th Cir. 1960), the court rwfused to tax
currently an amount placed in trust for an employee where the employee was
required to do consulting work for, and not to compete with, his employer after
he retired, in order to be eligible to receive the amounts placed in trust. While
the court emphasized that these requirements prevented the taxpayer from
assigning and thus currently enjoying the amounts placed in trust, a more direct
conclusion would be that the requirements made the promise to pay the deferred
amounts impossible to value because of the uncertainty as.to whether the em-
ployee would fulfill the requirements. In general, courts have refused to value
unfunded and unsecured promises by employers to pay deferred amounts to cash
basis employees on the ground that the employee has no more right to the amounts
from the employer, who could become insolvent prior to the time of payment,
than has any general creditor. Robinson v.-Commissioner, 44 T.C. 20 (1965). This
refusal to apply the economic benefit theory where the employer has not secured
its promise to pay occurs even when the employer takes out an insurance or
annuity policy with the amounts attributable to the deferred amounts. However,

-where the deferred amounts are placed in escrow, in an effectively Irrevocable
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trust, or In an insurance or annuity policy owned by the employee, the economic
benefit theory will apply, absent any forfeiture provisions, because the employee
has an enforceable interest which Is free from competing claims of the employer's
other creditors, and thus is capable of valuation. See Warner, supra. (Portions
quoted).
o. Summary

To summarize, we contend that the proposed regulations are directly contrary
to established law in at least the following particulars:

1. The proposed regulations are directly contrary to Treas. Reg. 1 1.451-2 which
states, in part, that "income is not constructively received if the taxpayer's
control of its receipt is subject to sul -tantial limitations or restrictions".

2. The proposed regulations are directly contrary to established case law to
the extent that they provide that income tax deferral is unavailable where the
election to defer is made prior to the taxpayer's rendition of the services which
would give rise to the compensation. In such situations, the taxpayer has no
immediate right to the income in question, and possession of such right is essential
to application of the doctrine of constructive receipt. See Deupree v. Commit.
sioner 1 T.O. 113 (1942).

3. e proposed regulations are directly contrary to established case law to the
extent that they provide that an unsecured promise to pay, subject to conditions
of forfeiture, is capable of valuation and therefore taxable under the doctrine
of economic benefit.

Respectfully submitted,
HENKzE & LAMoW, P.C.,
CHAI s E. ELtOD, Jr.,

Special Counsel.
H AY V. LAMON, Jr.,

General Counsel.
S AN r H. HAzr,

Associate General Counsel.
HENRzL & LAmox, P.C.,
Atlanta, Ga., March R, 1978.

Re: Tax Reform Proposals.
lon. AL ULLMAN,
Chairman, Ways and Means Committee, U.S. House of Representaties,
Washinton, D.C.

DzA Ma. ULLMAN : The Ways and Means Committee recently requested com-
ments from the public with respect to the Administration's proposals for tax
rWuction and tax reform.

These comments are submitted on behalf of the National Association of Pension
Consultants and Administrators, Inc. (NAPCA). We request that these comments
be inserted in the hearing record and receive the Committee's most careful
deliberation.

NAPCA is a national organization of consultants and administrators of em-
ployee benefit plans. NAPCA's members provide administrative and advisory
services to literally thousands of plan sponsors and employee benefit plans of
all types, including qualified and non-qualified pension plans, and welfare plans.
Most clients of NAPCA's members are small businesses and small plans.

NAPOA strongly objects to the Administration proposal relating (1) to integra-
tion of qualified retirement plans with Social Security and (2) to employee
welfare benefit plans.

I. INTSONATION OF QUAM R TRZMNT MANS WIr SOCIAL ZMUrCrTy

The Administration has propt, ed to replace the present integration rules with
new rules designed to prevent "unfair discrimination" in favor of highly paid
employees. The Administration apparently has given little thought to the basic
Justification for integration or to the long-term Implications of its proposal

(a) Contrary to the assertion of the Administration, integration does not "un-
fairly discriminate" in favor of the higher paid. Integration is a fair and prac-
tical response to the basic fact that lower paid workers have more of their salary
replaced on retirement by Social Security than do higher paid workers. Further--
more, under present-law, Social Security benefits to the lower paid vis-a-vis the
higher paid are programmed to become even more disproportional than present
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to the amounts paid In by the employer and the worker. As Social Security taxes
and benefits increase, Integration becomes even more justified and, in fact, essen-
tial, to preserve even a semblance of fairness in the system.

(b) In our opinion, It Is not desirable to enact a major structural change in
pension laws so soon after the adoption of the Employee Retirement Income So.
curity Act of 1974 (ERISA). ERISA has required virtually all employee pension
benefit plans to be substantially redesigned. This involves not only redrafting the
plan, and submitting for agency approval, but also preparing new summary
plan descriptions and other required disclosure material, and establishing appro.
private administrative procedures and programs. Sponsors of prototype and master
plans which depend on master and prototype plans are still awaiting approval by
to the revisions. Plans are still In the process of making these adjustments to
the new law and are still feeling the burdens and costs Involved. In fact, many
plans which depend on master and prototype plans are still awaiting approval by
the Internal Revenue Service of the amendments that are required to conform
to ERISA and, accordingly, still face the heavy burdens of preparing new plan
documents and descriptions. To impose another substantial structural change
on pension plans In the form of a fundamental revision of the integration rules
would require many plans and companies to go through this upheaval again. The
inevitable result would be to retard the development of pension plans at a time
when they are already under strain. Additional terminations could well follow.
It has been reported that in the last three years, more than 84,000 private pension
plans have been terminated, mostly by small and medium-sized businesses. We
believe that a particular concern must be the impact of any modified integration
rules on existing small plans, and on creation of new small plans.

(c) In our opinion, it is premature to fundamentally revise the Integration
rules at a time when the entire public and private retirement system is sched.
ruled for a thorough reexamination which will include the relationship between
private pension plans and Social Security.
The 1977 Social Security legislation provided for the establishment of a bipar-

tisan National Commission on Social Security which, among other things, Isspecifically charged with examining the integration of the Social Security sys-
tem with private retirement programs. Furthermore, at the time ERISA was
passed, a study was auth6iised to examine integration. Neither study has yetbeen completed. The new Presidential Retirement Commission and the Social
Security Advisory Council are also charged with the responsibility of examin-
ing the relationship between private pension plans and Social Security. More-
over, -based on the public outcry of recent months, it appears likely that the
Congress will re-examine the financing of Social Security in the near future.

Accordingly, we strongly urge the Congress to defer any changes in the tite-
gration rules until all concerned have had the benefit of the recommendations of
the various commissions and until the Intentions of the Administration and the
Congress with regard to the broader issues Involving private plans and Social S#e-
eurity become clearer. To act now Involves the serious danger of acting without
the necessary information to even speculate as to the long-term effects of the pro-
posaL

2. ZMnLOYss WUNArM Hirzvrr PNs
The President's tax reform proposals contain a requirement that, In order to

continue to qualify for the current tax treatment, group life and health insurance
plans must be written on a nondiscriminatory basis in terms of both participa-
tion in the plan and benefits provided under the plan. The proposal also contains
a severe limitation on benefits for shareholder employees

Consideration of this proposal should also be deferred for further study. Spe-
cifically, a whole new and inevitably complex nondiscrimination structure should
not be imposed on plans until the specific problem areas have been identified and
the rules tailored to meet them. Moreover, careful consideration must be given to
the impact of such new requirements on the growth of life and health insurancecoverage.

Respectfully submitted,
EAmmy V. Lxox, Jr.,

afteralCoe.
-- STAN..Z H. HAOKUYT,

Aeeooae General Jousel.
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OREGON Punuc EMPLOy,.S RETrMENT SYSTEM,
Portland, Oreg., March 27, 1978.

MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate Office Building,
Wasngton, FOR PUBLIC HEARINGS/

GENTLEMEN: As suggested in the Federal Register, Vol. 48, No. 29, Friday,
February 10, 1978, the Oregon Public Employee Retirement System requests that
public hearings be held in the matter of the promulgation of rules which would*
require the filing of annual ERrSA 5500 reports by this fund and all other
public retirement trusts in the United States.

COMMENTS

It is almost unbelievable in the face of the recently published House Pension.
Task Force report on public systems, imminent Congressional public fund legts-
lation and hearings recently held on S. 1587 and H.R. 9118, that the Treasury
Department would, at this time, seek to interject Itself into this area through the
publication of questionable administrative rules. We have always contended that
Congress never intended disclosure by public systems under present ERISA 5500
forms, and circumventing that intent by administrative rules appears to usurp
Constitutional legislated authority. We request that the proposals either be
totally withdrawn or clearly made more limited and specific.

This public system has a statewide consolidated membership of over 100,000-
(police, fire, school, academic and general service employees). Our annual budget
is approximately $11/ million; includes a substantial information and retirement
counseling program and audit, as well as investment and fiduciary responsibility
controlled by state legislation. The current economic actuarial assumptions-
adopted by the Board Include a salary inflator percentage of 5% and a 7%
assumed interest rate. We feel that we are fiduciarily responsible in the handling
of our Investment portfolio of $1.2 billion. Our employer contribution rates (the.
current rate Is 7.4% of payroll) will be increased over a four-year period, with
the ultimate employer rate on July 1, 1981 scheduled to be 11.44% for the state-
categories and 13.06% for school districts. A 80-year amortization period is used'
and the supplemental present value to be funded on a termination basis Is less
than 2% years of continuing contributions at the current level. Simply stated,
our reserve assets versus liabilities for current service on a 80-year amortization.
basis places us in a position of being over 100% funded.

As we read the proposed regulations, the Department, through the Secretary,.
would now have this well administered, funded and invested trust treated as an
unfunded pay-as-you-go, non-public system administered by a controlled, in-house-
board who Invest all funds in company stocks and bonds and operates in a
totally private market The proposed regulations would suggest that the public
governmental funds of the 50 states and their political subdivisions be as involved
In the disclosure/fiduciary/funding/insurance process as this non-comparable
corporate entity. The comparison is so apparent and ludicrous it almost denies
comment, -

SUGGESTIONS

We urge you to regress from administrative rule action and leave Congress,.
through S. 1587 and H.R. 9118 and imminent PERISA legislation and hearings,
to resolve any ambiguities.

If, however, you must act, then clearly restrict disclosure responsibility for
the public funds to no more than your recent demands. This we could live with
in any interim period.

As is quite apparent, most of the queries and the general format of the present-
5500 forms and attached schedules are simply not appropriate for the govern.
mental plans. On top of this obvious fault, your new proposed rules would not
even allow the Sleeretary the right to waive any section of the form which was
not pertinent. Clearly, it ever the form Is absolutely required of public entities,
It should be drastically altered to conform to the funds' abilities to respond in
a reasonable, prompt and-meaningful manner, at a minimal expenditure of*
income.
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We would also hope that if hearings are to be conducted that they not be held
only in Washington, D.C., but at least in the major geographic areas of the U.S.
(including the Northwest). This would keep our unbudgeted out-of-state travel
costs to a minimum. Most of the public systems, as ours, operate on investment
income and all administrative costs are directly deductible from portfolio
reserves and are only authorized by our legislature biennially.

Respectfully submitted,
JAMES L. MGOFFIN,

Director.
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