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MORTGAGE INVESTMENTS BY PENSION FUNDS
AND TAX TREATMENT OF CERTAIN CHURCH
RETIREMENT ANNUITIES

WEDNESDAY, VAY 19, 1982

U.S. SENATE,
Comy ITTEE ON FINANCE,
SuUB' :OMMITTEE ON SAVINGS,
PENSsIO: 18, AND INVESTMENT PoLicy,
Washington, D.C.

The committee met, pursuan. to notice, at 9:37 a.m., in room
2221, Dirksen Senate Office Bui.ding, Hon. John H. Chafee (chair-
man) presiding. ‘

Present: Senators Chafee, Dole, and Bentsen.

[The press releases announcing the hearing and the prepared
statements of Senators Chafee and Dole follow:f

[Press release No, 82-128, May 3, 1082)

FINANCE SUBCOMMITTEE ON SAVINGS, PENSIONS, AND INVESTMENT PoLicy SETs HEAR-
ING ON MORTGAGE INVESTMENTS BY PENSION FUNDS AND TAX TREATMENT OF CER-
TAIN CHURCH RETIREMENT ANNUITIES

Senator John H. Chafee (R., R.I1), Chairman of the Subcommittee on Savings, Pen-
sions, and Investment Policy announced today that the Subcommittee will hold a
hearing on Monday, May 17, 1982, on mortgage investments by pension funds and
tax treatment of certain church retirement annuities.

B 'Ii‘ll:lei hearing will begin at 9:30 a.m. in Room 2221 of the Dirksen Senate Office
uilding,

In announcing the hearing, Senator Chafee noted, “It is increasingly clear that
the traditional sources of home financing, that is, savings deposits in thrift institu.
tions, will not be adequate to satisfy future demands for mortgage loans. Additional-
ly, some experts in the pension and housing industries believe that current ERISA
laws and regulations act as an impediment to prudent pension fund investments in
the mortgage market. Removing any impediments to pension fund investments in
home mortgages involves important policy questions concerning the goal of pension
fund investments. The Subcommittee is interested in hearing testimony from wit.
nesses about any impediments that currently exist in the ERISA statute or regula-

- tions that inhibit mortgage investments by pension funds, and the corrective actions
that should be considered.” In addition, Senator Chafee stated, ‘‘The Subcommittee
is also interested in specific testimony on the Department of Labor's current class
exemption efforts regarding pension fund investments in residential housing financ-

ing.
%‘he Subcommittee will also hear testimony on S, 1910, introduced by Senator

Bentsen for himself and others. S. 1910 would generally modify the tax treatment of
certain retirement annuities for clergymen and lay employees.

1)
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(Revised press release No. 82-128, May 13, 1082)

SUBCOMMITTEE ON SAVINGS, PENSIONS, AND INVESTMENT PoLicy RESCHEDULES HEAR-
ING ON MortaAGE INVESTMENTS BY PENSION FUNDS8 AND TAX TREATMENT OF CER-
TAIN CHURCH RETIREMENT ANNUITIES

Senator John R. Chafee (R., R.1.), Chairman of the Subcommittee on Savings, Pen-
sions, and Investment Policy, announced today that the Subcommittee is reschedu-
ling its hearing on mortgage investments by pension funds and tax treatment of cer-
tain church retirement annuities. The hearing was originally announced for May
17, 1982. The new date for the hearing is Wednesd%y, May 19, 1082, -

B ‘li’ll:lel hearing will begin at 9:30 a.m. in Room 2221 of the Dirksen Senate Office
ullding. ‘

STATEMENT BY SENATOR JOHN H., CHAFEE, CHAIRMAN, SUBCOMMITTEE ON SAVINGS,
PENSIONS AND INVESTMENT PoLicy, COMMITTEE ON FINANCE

. Good morning. The Primary focus of this hearing is on issues affecting the invest-
ment of private pension funds in the home mortgage market. We are not consider-
ing any specific legislation in this regard.
e all know about the condition of the U.8. housing industr{é High interest rates
- in the 16- to 17-percent range have kexpt a lid on new housing starts, as well as exist-
ing home sales. In the first quarter of this year, housing starts were at their lowest
level in the entire postwar period, 178,000 units, Existing home sales had their
worst first quarter since 1970, recording only 420,000 transactions.

In addition to a cloudy future for long-term mortgage interest rates, the housin
industry faces an even more basic uncertainty: The rapidly changing structure an
functions of our financial institutions raise questions about how home mortgages
will be financed in the coming decade.

Only one thing has become clear—that traditional soures of home mortgage loans
savings deposits in thrift institutions, will not be adequate to satisfy the demands of
future home buyers.

Whenever the issue of adequate investment capital is raised, inevitably eyes turn
toward the pension industry which manages over half a trillion dollars in retire-
ment funds. And, inevitably, suggestions have come from some housing and pension
experts that if ERISA or its regulations were eased, we might stimulate substantial
new investments in the lagging housing market.

That is what this hearing is about. We want to hear from the experts what they -
perceive to be needless impediments to prudent pension fund investments in home
mortgages. We also want to know what solutions they propose to this problem con-
sistent with the principle that pension funds should be managed in the best inter-
ests of their current and future beneficiaries.

Finally, I hope each witness would give his thoughts about the extent to which
!)eénsk:n funds, with their vast pool of capital, will or can offer relief to the housing
ndustry.

We want to encourage open discussion of these issues. By scheduling this hearing,
there is no suggestion whatever that we would advocate any mandatory pension
fund investments, or that we would tolerate any kind of investments that would un-
dermine the rights and interests of pension beneficiaries.

1 want that to be clear from the start.

STATEMENT OF SENATOR ROBERT DoLE

Mr, Chairmarn, I believe today's hearing on mortgage investments bf' pension
hfungis and the tax treatment of certain church retirement annuities is an important
earing. : -

There has been a growing concern in this country over mortgage investments by
pension funds. I believe this hearing should provide us with an ogportuni(t{ to hear
about any impediments in current ERISA rules or regulations that would prohibit
mortgase investments by pension funds.

Mr. Chairman, your interest in providing more opportunities for everyone to
share in homeownership is well documented. I look forward to hearing our wit-
nesses this morning with great interest.

Mr. Chairman, I would also like to thank you for having this hearing on S. 1910,
This bill will modify several provisions of the Internal Revenue Code that unfairly
obstruct the acceptable accumulation of retirement benefits for the majority of
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clergymen and lay employees of the church denominations in this country. This leg-
islation will accord ministers and lay employees the same right of contribution to
their retirement annuities that other classes of employees now enjoy. It represents a

major stép toward assuring our ministers and lay employees of adequate retirement

allowances.
I look forward o working with Treasury to clarify any technical problems with

this legislation so it can move forward.
Mr. Chairman, again thank you for having this hearing on 8. 1910 and for your
support in our efforts to stimulate retirement savings.
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To amend sections 408(b)(2) and 408(bX8) of the Internal Revonue Code of 1954

~ with respect to computation of the exclusion allowance for ministers and lay

~  employees of & church; to add a new section 408(b)(9) to clarify that a

section 408(b) annuity contract includes an annuity contract of a church,

including a church pension board; to conform section 408(c) with recent

amendments to section 402(a)(1); to amend section 415(c)4) to extend the

special elections for section 408(b) annuity contracts to employees of

churches or conventiuns or associations of churches and their agencies; to

add a mew section 415(c)(8) to permit a de minimis contribution amount in

lieu of such elections; and to make a clarifying amendment to section 415(c)

by adding a new paragraph (8) and conforming amendments to sections
415(dX(1), 415(dX2), and 408(b)(2)B).

IN THE SENATE OF THE UNITED STATES

DECEMBER 4 (legislative day, NovEMBER 80), 1981

Mr. BENTSEN (for himself and Mr. DoLE) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL .

To amend sections 408(b)(2) and 408(b)(8) of the Internal Reve-
nue Code of 1954 with respect to computation of the exclu-
sion allowance for ministers and lay employees of a church;
to add a new section 403(b)(®) to clarify that a section
408(b) annuity contract includes an annuity contract of a
church, including a church pension board; to conform sec-
tion 408(c) with recent amendments to section 402(a)(1); to
amend section 415(c)(4) to extend the special elections for
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section 408(b) annuity contracts to employees of churches or _
conventions or associations of churches and their agencies;
to add a new section 415(c)(8) to permit a de minimis
contribution amount in lieu of such elections; and to make a

‘clarifying amendment to section 415(c) by adding a new

paragraph (9) and conforming amendments to sections
415(d)(1), 415(d)(2), and 408(b)(2)(B).

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That scviion 403(b)(2)(B) of the Internal Revenue Code of
1954 is aimended to read as follows:

“(B) ELECTION TO HAVE ALLOWANCE DE-
TERMINED UNDER SECTION 415 RULES,—In the
case of an employee who makes an election under
section 415(c)(4)(D) to have the provisions of sec-
tion 415(c)(4)(C) (relating to special rule for sec-
tion 403(b) contracts purchased by educational in-
stitutions, hospitals, home health service agencies,
and churches or conventions or associations of
churches and organizations described in section
414(e)(8)(B)(ii)) apply, the exclusion allowance for
~any such employee for the taxable year is the
amount which could be contributed (under section
415 without regard to section 415(c)(8)) by his
émployer “under a plan described in section 403(a)

if the annuity contract for the benefit of such em-
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ployee were treated as a defined contribution plan

maintained by the employer.”.

SEc. 2. Section 403(b)(2) of the Internal Revenue Code -
of 1954 is amended by adding the following subparagraph:

‘(C) NUMBER OF YBARS OF SERVICE FOR
DULY ORDAINED, COMMISBiONED, OR LICENSED
MINISTERS OR LAY EMPLOYBES.—For purposes
of this subsection, all years of service by a duly
ordained, commissioned, or licensed minister of a
church, or by a lay person, as an employee of a
church or a convention or association of churches
or an organization described in section
414(e)(8)(B)(ii) of such church (or convention or
association of churches) shall be considered as
years of service for 1 employer, and all amounts
contributed for annuity contracts by each such
church (or convention of association of churches)
or such organization, during such years for such
minister or lay person, shall be considered to have
been contributed by 1 employer. For purposes of
the preceding sentence, the term ‘church (or con-
vention or association of churches)’ shall have the
same meaning as it does for purposes of seotion
414(e).”.
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Sr0. 8. Section 408(b)(8) of the Internal Revenue Code

of 1954 is amended by adding at the end the following sen-
tence: ‘“Notwithstanding the preceding sentences, the includi-
ble compensation of an employee described in paragraph
(2)(0) is not less than twice the nonfarm income povei'ty
guideline of a family unit of 4 who resides in the contiguous
United States for the prior taxable year in accordance with
regulations prescribed by the Secretary. Such regulations
shall pr:wide for procedures to establish and revise the non-
farm income poverty guideline which are similar to the proce-
dures used by the Office of Management and Budget for pro-
grams in which the poverty line is a criterion of eligibility.”.

Sko. 4. Section 403(b) of the Internal Revenue Code of
1954 is amended by adding the following paragraph:

“(9) CERTAIN ANNUITY CONTRACTS.—For pur-
poses of this subsection, the term ‘annuity contract’ in-
cludes an annuity contract provided by a church or a.
convention or association of churches, including an. or-
ganization described in section 414(e)(8)(A).”.

Seo. 5. The last sentence of section 408(c) (relating to
taxability of beneficiary under nonqualified annuities or under
annuities purchased by exempt organizations) is amended by
striking out ‘‘or made available”.

8r0. 8. Section 415(c)(4) of the Internal Revenue Code
of 1964 is amended to read as follows:
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‘4) SPECIAL ELECTION FOR SECTION 403(b)

CONTRACTS PURCHASED BY EDUCATIONAL ORGANI-
ZATIONS, HOSPITALS, HOME HEALTH SERVICE AGEN-
CIES, AND CHURCHES OR CONVENTIONS OR AS800I-
ATIONS OF CHURCHES AND THEIR AGENCIES,— |
“(A) In the case of amounts contributed for

an annuity contract described in section 408(b) for

the year in which occurs a participant’s separation
from the service with an educational organization,

a hospital, a home health service agency, or a
church or convention or association of churches or

any  organization  described in  section
414(e)(8)(B)(ii), at the election of the participant
there is substituted for the amount specified in
.paragraph (1)(B) the amount of the exclusion al-
lowance which would be determined under section
403(b)(2) (without regard to this section) for the
participant’s taxable year in which such separa-
tion occurs if the participant’s years of service
were computed only by taking into account his
service for the employer, as determined for pur-
poses of section 408(b)(2), during the period of
years (not exceeding 10) ending on the date of

such separation.
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“(B) In the case of amounts contributed for

an annuity contract described in section 408(b) for
any year in the case of a participant who is an
employee of an educational organization, a hospi-
tal, a home health service agency, or a church or
convention or association of churches or any orga-
nization described in section 414(e)(8)(B)(ii), at the
eléction of the participant there is substituted for
tile amount specified in paragraph (1)(B) the least
of—

“(i) 25 percent of the participant's in-

, cludible compensation (as defined in section
403(b)(8)) plus $4,000,

“(ii) the amount of the exclusion allow-
ance determined for the year under section
408(b)(2), or

“(iii) $15,000. )
“(C) In the case of amounts contributed for

an annuity contract described in section 408(b)_for
any year for a participant who is an employee of
an educational organization, a hospital, a home
health service agency, or a church or convention
or association of churches or any organization de-

scribed in section 414(e)(8)(B)(ii), at the election
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of the participant the provisions of section
403(b)(2)(A) shall not apply.

“(D)i) The provisions of this paragraph
apply only if the participant elects its application
at the time and in the manner provided under reg-
ulations prescribed by the Secretary. Not more
than one election may be made under subpara-
graph (A) by any participant. A participant who
elects to have the provisions of subparagraph (A),
(B), or (C) of this paragraph apply to him may not
elect to have any other subparagraph of this para-
graph apply to him. Any election made under this
paragraph is irrevocable.

“(ii) For purposes of this paragraph the term
‘educational organization’ means an educational
organization described in section 170(b)(1)(A)(i).

“(iii) For purposes of this paragraph the term
‘home health service agency’ means an organiza-
tion described in subsection 501(c)(8) which is
exempt from tax under section 501(a) and which
has been determined by the Secretary of Health
and Human Services to be a home health agency
(as defined in section 1861(o) of the Social Secu-

rity Act).
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“(iv) For purposes of this paragraph the term
‘church or convention or association of churches’
shall have the same meaning as it does for pur-
poses of §ection 414(e).”.

SEc. 7. Section 415(c) of the Internal Revenue Code of

1954 is amended by adding the following paragraph:

“(8) CERTAIN TOTAL ANNUAL CONTRIBUTIONS
AND ADDITIONS NOT IN EXCESS OF $10,000.—In the
case of a participant who is an employee of a hospital,
an organization described in paragraph (4)(D), or an
organization described in section 414(e}(3)(B)(ii), not-
withstanding any other provision of this subsection,
contributions and other additions for an annuity con-
tract described in section 403(b) with respect to such
participant, when expressed as an annual addition
(within the meaning of subsection (c)(2)) to such par-
ticipant’s account, shall not be deemed to exceed the
limitation of subsection (c)(1) if such annual addition is
not in excess of $10,000.”.

SEc. 8. Section 415(c) of tile Internal Revenue Code of

1954 is amended by adding the following paragraph:

' “(9) APPLICATION WITH SECTION 403(by8).—If

the rights of an employee under an annuity contract

. described in subparagraphs (A) and (B) of section

403(b)(1) are forfeitable at the time any contribution is
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1 made to such’ contract and if the rights subsequently
2 become nonforfeitable within the meaning of section
3 403(b)(6), this subsection appiies to such contract as if
4 the rights of the employee were nonforfeitable at such

5 time.”’.
=8 =8Spec.-9. Section 415(d)(1) of the Internal Revenue Code

7 of 1954 is amended to read as follows:

8 “(1) INn GENERAL.—The Secretary shall adjust
9 annually—
10 “(A) the $75,000 amount in subsection
11 (bX(1)(A),
12 “(B) the $25,000 amount in subsection
18 (e)(1)(A),
4 “(0) in the-case of a participant who is sepa-
15 rated from service, the amount taken into account
16 under subsection (b)(1)(B), and _
17 “(D) the $10,000 amount in subsection
18 (©8),
19" for increases in the cost of living in accordance with
20 regulations prescribed by the Secretary. Such regula-
21 n tlons Ashall.provide for adjustment procedures which are
22 ) éimilar to the procedures used to adjust primary insur-
23 ance amounts under section 215G)(2)(A) of the Social

24 Security Act.”.

———
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Sec. 10. Section 415(d)(2) of the Internal Revenue

Code of 1954 is amended to read as follows:
“(2) BAase PERIODS.—The base period taken into
account— |
“(A) for purposes of subparagraphs (A), (B),
and (D) of paragréph (1) is the calendar quarter
beginning October 1, 1974, and
“(B) for purposes of subparagraph (C) of
~ paragraph (1) is the last calendar quarter of the
calendar year before the calendar year in which
the participant is separated from service.”.
SEc. 11. Th_e amendments made by sections 1, 3, 5, 6,
7, 9, and 10 of this Act shall be effective for taxable years
beginning after December 31, 1980. The amendments made
by section 2 of this Act shall be effective in determining the
exclusion allowance under section 403(b)(2) for taxable years
beginning after December 31, 1980. Years of service prior to
January 1, 1981, and thereafter shall be aggregated in ac-
cordance with these amendments. The amendment made by
section 4 of this Act shall be effective for all taxable years
prior and subsequent to January 1, 1981. The amendment
made by section 8 of this Act shall be effective for all taxable
years prior and subsequent to January 1, 1981, except that
the taxpayer may elect, in accordance with regulations pre-

scribed by the Secretary or his delegate, to have such amend-

ment not be effective with respect to contributions made prior

to January 1, 1981.

96-536 0 - 82 ~ 2
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DESCRIPTION OF TAX BILL
(8. 1910)

RELATING TO
TAX TREATMENT OF CHURCH PENSION AND ANNUITY PLANS

INTRODUCTION

The Senate Finance Subcommittee on Savings, Pensions,
and Investment Policy has scheduled a hearing on S. 1910
(introduced by Senators Bentsen and Dole) for May 19, 1982,
The bill relates to tax-sheltered annuities and pens%on plans
for ministers and lay employees of churches.

The first part of this document is a summary of the bill.
This is followed by a more detailed description of the bill,
including present law, explanation of the provisions, and

effective dates.

-



i 16

I. SUMMARY

Present Law

Under present law, employers which are tax-exempt organi~-
zations and public schools may make contributions on behalf of
their employees to purchase tax-sheltered annuities. The amount
contributed by the employer for a tax-sheltered annuity is
excluded from an employee's gross income to the extent that it
does not exceed_theo employee's exclusion allowance (based upon
the employee's pay and length of service). In computing an
employee's exclusion allowance, service with the contributing
employer and previous contributions by that employer are taken
into account. In addition, tax~sheltered annuities are subject to
the overall limitations on contributions and benefits generally
applicalbe to qualified pension plans. Certain special elections
{1) to increase the limitations on contributions for tax-sheltersd
annuities, or (2) to increase the amount of the tax-sheltered
annuity contributions excludable from gross income, apply to church
and non-church employees of educational institutions, hospitals,
and home health service agencies, but not to other church employees.

8. 1910

The BIIT would provide that, with respect to a minister or
lay employee of a church or certain organizations associated with
churches, all years ol service with the chruch, etc., and all
contributions to tax-sheltered annuities by the church, etc., would
be aggregated for purposes of determining the applicable limits on
exclusions and contributions under tax-sheltered annuities. In
addition, the special elections (1) to increase the limitation on
contributions for tax-sheltered annuities, or (2) to increase the
amount of the tax-sheltered annuity contributions excludable from
gross income, would apply to ministers and lay employees of a church,
etc. Also, the overall annual limitation on the contributions and
for any employee eligible for the special elections would not be
ioss than $10,000 and would be adjusted for post-1974 cost~of-living
ncreases.

- The bill would clarify that (1) certain annuities offered
by a church, etc., would qualify as tax-sheltered annuities, even
though they are not commercial annuities and that (2) amounts paid
by an employer to purchase a tax-sheltered annuity contract are
taken into account for the years for which actually contributed.

In addition, the bill would clarify that no amount payable to
a beneficiary under a tax-sheltered annuity would be excludable
in the beneficiary's income until actually paid. :

The provisions of the bill generally would be effegtive for
taxable years beginning after December 31, 1980.
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II. DESCRIPTION OF THE BILL
A. Computation of the Exclusion Allowance

Present Law

Under present law, employers which are tax-exempt organiza-
tions (including churches) or public schools may make contribu-~
tions on behalf of their employees to purchase tax-sheltered
annuities (sec. 403(b)). The amount contributed by the employer
for a tax-sheltered annuity is excluded from an employee's gross
income to the extent of the employee's exclusion allowance. The
exclusion allowance is generally equal to 20 percent of the
employee's includable compensation from that employer times the
number of the employee's years of service with that employer, and
is reduced by amounts already contributed by the employer to pur=-
chase the annuity.

This formula for fixing an employee's annual exclusion
allowance may not reflect the career pattern of a minister or
lay employee of a church who moves from one employing organization
to another employing organziation within the church.

Explanation of Provision

The bill would provide that, with respect to a mig ster or
lay employee of a church and associated organizations,="all
years of service with the church, etc., would be considered as
service with one employer, and all contributions by the church, etc.,
would be considered to have been contributed by one employer.
In addition, for purposes of determining the applicable
exclusion allowance, the bill would impute a minimum compensation
level related to the Office of Management Budget's nonfarm income
poverty level guidelines for an average sized family.

B. Overall Contribution Limitations

Present Law

Employer contributions to purchase a tax-sheltered annuity
contract for an employee are subject to the overall limit on
contributions to tax-qualified defined contribution plans (e.g.,
fixed contribution pension plans). Under special rules, a parti-
cipant who is an employee of an educational institution, hospital,
or home health service agency may elect to compute the annual
exclusion allowance solely by reference to the maximum annual

1/ The definition of a church plan includes a plan maintained
by a Convention or association of churches or an affiliated
organization whose principal purpose or function is the adminis=-
tration or funding of a plan or program to provide retirement
or welfare benefits for church employees (sec. 41l4(e)).
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employer contribution which could be made to a defined contribu-
tion plan under the overall limits on contributions under qualified
plans. The special rules apply to employees of a church hospital,
etc., but not to,gther church employees. Under the overall limits,
annual additions® to tax-sheltered annuities and other defined
contribution arrangemetns may not exceed the lessor of (1) $25,000
adjusted for post=-1974 cost-of-living increases ($45,425 in

1982) or (2) 25 percent of the participant's compensation from -

the employer for the year. There is no provision allowing de minimis
contributions to defined contribution plans.

In addition, to permit lower-paid employees to make
catch-up contributions immediately before retirement, present law
provides certain special elections (1) to increase these limitations
on contributions for tax-sheltered annuities, or (2) to increase
the amount of the tax-sheltered annuity contributions excludable
from gross income. However, these elections apply to church and non-
church employees of educational institutions, hospitals, and home
ehalth service agencies, but not to other employees of churches.

The overall limits on contributions and benefits provide a

de minimis rule with respect benefits under defined benefit pension
plans. The de minimis rule applies only for a participant whose total
retirement benefits under all defined benefit plans of the employer

do not exceed $10,000. (This limit is not adjusted for cost-of-living
increases). If the de minimis rule is not satisfied, annual benefits
under defined benefit plans are limited to the lesser of (1) o
$75,000 adjusted for cost-of-living increases since 1974 (§136,425
in 1982), or (2) 100 percent of average compensation for the high
three years of compensation. -

Explanation of Provision

The bill would extend to church, etc., employees the special
elections (17 to apply the overall limitations on contributions to
a tax~sheltered annuity without regard to the separate limits for
tax-sheltered annuities, and (2) to apply the special catch-up
limits on theamount of the tax-sheltered annuity contributions
excludable from gross income.

In addition, the bill would permit de minimis annual contri-
butions of $10,000 without regard to either the overall limitations
on contributions or the special catch-up elections. The $10,000
:oulg be)adjusted for post-1974 cost-of-living increases ($18,190

or 1982). T

The bill would also clarify present law to provide that annual
contributions to a tax-sheltered annuity contract would be con~ .
sidered annual additions in the year made, rather than in the
year when they become nonforfeitable.

2/ Annual additions consist of employer contributions, certain
employee contributions, and forfeitures allocated from the accounts
of other participants,
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C. Qualifying Tax-Sheltered Annuity Contracts

Present Law

Under present law, it is unclear whether tax-sheltered annuity
contracts may be issued by organizations that are not insurance
companies.

Explanation of ProviaionA

The bill would provide that a tax-sheltered annuity contract
may be issued by a church or a convention or association of churches
or an associated organization (such as a pension board) whose
principal purpose is the administration or funding of a plan or
program for the provisions of retirement or welfare benefits for
the employees of a church.

D. Constructive Receipt

Present Law

Under present law, amounts under a tax-sheltered annuity
are includable in the beneficiary's income if paid or made
available to the beneficiary.

Explanation of Provision

The bill would provide that a beneficiary would be
taxed on amounts under a tax-sheltered annuity only when
amounts are actually paid under the contract., The provisions
parallels the income tax rule for tax-qualified plans which
was added by the Economic Recovery Tax Act of 1981l. . -

E. Effective Date

In general, the bill would be effective for taxable years
beginning after December 31, 1982. The provision permitting the
aggregation of all years of service with a church would be
applicable to determine the exclusion allowance for taxable years
after December 31, 1980. The provision which defines qualifying
annuity contracts would be effective with respect to all taxable
years (including all past years). The provision which treats
all contributions as annual additions in the year made, rather than
the year vested, would generally be effective with respect to all
taxable years, unless the taxpayer otherwise elects not to have it
apply with respect to contributions made prior to January 1, 1981.
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. Senator CHAFEE. I want to apologize that we have had to delay
this hearing twice. But we look forward today to getting underway,
and hearing from the witnesses.

‘The primary focus of this is on the issues affecting the invest-
ment of private pension funds in the home mortgage market. We
don’t have any specific legislation before us. We are seeking sug-
gestions. There -have been various talks that if only the pension
plans would get more active in home mortg‘%rghes in some fashion,
the U.S. housing industri; would be saved. ether that is so or
not—we will get some light shed on that today. Of course, the con-
dition of the U.S. housing industry is no secret. High interest rates
in the neighborhood of 16 plus percent.have kept a lid on housing
starts as well as sales of existing homes. In the first quarter of this
year, housing starts were at their lowest level in the entire post-
war period, 178,000 units in a quarter for the whole country.

Existing home sales had their worst first quarter since 1970, re-
cording only 420,000 actions. In addition to a cloudy future for long
term mortgage interest rates, the housing industry faces an even
more basic uncertainty. That is the rapidly changing structure and
function of our financial institutions, which raise the question
about how home mortgages will be financed in the coming decade.
Setting aside the currently existing problems, the question is are
we ever going to return to the situation as we knew it where there
were institutions devoting themselves solely to providing funds for
mortgages and were able to rely upon that source of revenue, those
transactions, in order to exist and, indeed, grow.

One thing has become clear—the traditional sources of home
mortgage loans, which are savings deposits in thrift institutions,
will not be adequate to satisfy the demands of future home buyers.
Whenever the issue of adequate investment capital is raised, inevi-
tably eyes turn toward the pension industry, which manages over a
half a trillion dollars in retirement funds. Inevitably, suggestions
have come from some housing and pension experts that if ERISA
or its regulations were eased, we might stimulate substantial new
investments in the lagging housing market. -

Now that is what this hearing is all about today. We want to
hear from experts what they perceive to be needless impediments.
If indeed those impediments exist to prudent pension fund invest-
ments in home mortgages.

We also want to know what solutions they propose to this prob-
lem consistent with the principle that pension funds should be
managed in the best interest of their current and future benefici-
aries. I don’t want anybody to be confused as to how I stand in this
- matter. I look on pension funds as existing for the benefit of cur-
rent and future beneficiaries. That’s the goal of pension funds.

I would hope each witness would give his thoughts about the
extent to which pension funds with their vast pool of capital will or
can offer relief to the housing industry. We want to encourage
open discussion. By scheduling this hearing, there is no suggestion
whatsoever that we would tolerate any mandatory pension fund in-
vestments. Some have been worried that we are seeking a set-aside
of extra cent from the funds. That’s not my objective certainly.
And it's not my objective that we tolerate any kind of investments
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that would undermine the rights and interests of pension benefici-
aries, as I said earlier. '

All right. The first witness is Mr. Glickman, Deputy Assistant
Secretary for Tax Policy from the Department of the Treasury.

Mr. Glickman, we welcome you here. Why don’t you proceed?

Mr. GLickMAN. Thank you, Mr. Chairman.

Senator CHAFEE. Now you have a statement I presume?

Mr. GLickMAN. Yes, sir.

Senator CHAFEE. Now as I understand it, you are testifying on
the bill dealing with the church pensions. And we have some wit-
nesses at the end of this.

Mr. GLickMAN. That’s correct. '

Senator CHAFEE. All right. You have got a statement here of
some length, and considerable meat, but nonetheless, why don’t
you summarize, if you would please?

Mr. GLIcKMAN. Yes, sir.

Ser:lator CHAFEE. And we will put all these statements in the
record. -

STATEMENT OF DAVID GLICKMAN, DEPUTY ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Mr. GLickMAN. I am pleased to present the views of the Treasury
Department on S. 1910, which would make certain changes to the
Internal Revenue Code relating to retirement arrangements under
section 403(b), and to certain qualified plan provisions for clergy
and lay employees of churches.

While the Treasury Department has some concern with the basic
thrust of section 403(b), we are sympathetic to the problems faced
by churches in providing adequate retirement benefits to clergy
and lay employees. S. 1910 is intended to address these problems.
As I will discuss shortly, the Treasury Department will support
certain of the provisions of 1910. Others, we think, are too broad,
and could permit excessive deferral of income taxes by individuals
with high incomes.

As background, I think it would be important to say that section
403(b) permits employees of educational institutions and organiza-
tions exempt from tax under section 501(c)(3) of the code to enter
into special arrangements with their employers under which retire-
ment benefits are provided. Such arrangements typically provide
for salary reductions, although in other cases the retirement bene-
fits are provided solely by employer contributions, Whichever
method is used, section 403(b) contains complex rules for determin-
ing the maximum amount of the employee’s compensation that can
be deferred each year. An understanding of these rules is necessary
to understand both the reason for the provision and the reasons for
our opposition for certain provisions of the bill. .

Under the basic rules of section 403(b)2), the limit on the contri-
butions that may be made on behalf of an employee and excluded
from current income, is 20 percent of the employee’s compensation
includible in gross income received from his employer for the cur-
rent year, multiplied by the employee’s years of service with the
- employer, less the amounts previously contributed to the plan. This

~ allowance, however, is also subject to the limitations on contribu-
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tions and benefits contained in section 415, which provide that
amounts deferred cannot exceed the lesser of 25 percent of compen-
sation or $45,475 for 1982.

Mr. Chairman, there’s an example in mf' written statement set-

ting forth how the mechanics of this actually work.

he section 415 limits, which I have just mentioned, may severe-
ly restrict an individual’s ability to make up for low contributions
in early years.

Senator CHAFEE. Could I just ask a question? 501(c)3) institu-
tions, normally, would obviously be a church or educational institu-
tion, hospital, charity. What about the Ford Fund, for examgle?

Mr. GLICKMAN. I believe that the Ford Foundation is a 501(c)3)
organization. ’

enator CHAFEE. So this rule would apply to the president of the
Ford Foundation?

Mr. GrLickMAN. The rules that.exist now apply to educational in-
stitutions, hospitals, and home service agencies. But the general
rules of 403(b) do apply to all 501(c)(3) organizations. That’s correct.
So assuming that the Ford Foundation is a 501(c)(3) organization,
as I believe it is, it would apply to the president or the chairman of
that organization.

Senator CHAFEE. All right.

Mr. GLickMAN. As I said, the section 415 limits which I discussed
could limit the amount that individuals could put away to compen-
sate for his low contribution years under a section 403(b) plan. As a
result, when ERISA was enacted in 1974, there were three provi-
sions concerning catchups which would allow employees of educa-
tional institutions, hospitals, and home service agencies to make
catchup contributions to compensate for their low-income years.
It's interesting to note that church employees were not covered at
that point in time in the catchup provisions.

Senator CHAFEE. Why weren’t they included?

Mr. GLickMAN. Well, Mr. Chairman, we have looked into that. It
is our understanding that there was no policy reason for not in-
cluding them. They were not included because they were not one of
the constituencies represented at that point in time.

Senator CHAFEE. It wasn’t based on an antichurch feeling in the
Treasury? -

Mr. GLickMAN. That’s our understanding.

Senator CHAFEE. It was or wasn’t?

Mr. GLICKMAN. It was not.

Senator CHAFEE. It was not. Thank you.

Mr. GrickMAN. Now the rules of section 403, as I think are obvi-
ous, may provide significantly greater benefits than the rules that
generally govern tax favored retirement plans. For example, the
403(b) deferrals are not subject to the nondiscrimination rules ap-
plicable to other qualified plans. Second, as I pointed out, certain
%'rgups may utilize the catch-up rules to avoid the section 415 limi-

ations. . .

Now, Mr. Chairman, Treasury would generally favor the policies
reflected in section 415 of the code which seeks to limit the portion
of earnings which can be set aside on a tax deferred basis. We also
believe that retirement plans which receive favorable tax treat-
ment should be administered in a nondiscriminatory manner.
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Thus, proposed legislation which would expand the special prefer-
ence for tax exempt institutions embodied in section 403(b) must be
scrutinized carefully to assure that it does not expand the scope of
section 403(b) and permit additional tax favored treatment for
highly compensated individuals or create artificial incentives to es-
tablish section 403(b) plans rather than qualified plans.

Our review of S. 1910 was based upon these considerations.

Now I would just like to list the various provisions in S. 1910
with Treasury’s position with respect to each one.

First are the catchup rules. The bill would amend sections
403(b)(2Xb) and 415 to extend the catchup rules to church employ-
ees who cannot now use the catchup provisions even though they,
like teachers and hospital workers, may receive relatively low com-
Eensation in their earlier years. Treasury supports extending eligi-

ility for the catchup elections to the church employees.

The next provision deals with determination of years of service.
Section 2 of S. 1910 would expand the years of service taken into
account in computing the exclusion allowance available to certain
church employees under section 403(bX2). Under current law, the
taxpayer may take into account only periods of service with his or
her current employer. This may cause different treatment for em-
ployees of churches organized on a hierarchical basis as opposed to
employees of churches organized on a congregational basis. An em-
ployee who transfers from one church to another in a hierarchical
structure remains with the same employer, and hence does not lose
the credit for past periods of service. An employee who transfers
from one church to another in a congregational structure changes
employers and loses f)rior years of service. Under the bill, all peri-
ods of service with all churches within one denomination would be
considered as periods of service for one employee: ‘

In view of the difficulties which we envision in determining
whether the church employee has changed employers, Treasury
would support this change.

. Next is the concept of minimum includible contribution. Section
3 of the bill would establish a minimum amount of includible con-
tribution for determining the exclusion allowance under section
403(b). The minimum is to be not less than twice the nonfarm
income poverty guideline for a family of four residing in the contig-
uous United States. We have been advised that the nonfarm -
income poverty guideline for 1982 was $9,300. And, thus, this would
set a minimum standard of $18,600. We understand that this pro-
posal is designed to allow adequate retirement contributions to be
made for missionaries serving. outside the United States, and for
low paid clergy. We recognize that there may be problems in this
area, especially with regards to missionaries, but we believe that
the approach taken in the bill is overly broad for it applies to all
persons eligible for the section 403(b) arrangement. It may enable
certain individuals to defer an amount in excess of their actual in-
cludible compensation, thereby discriminating in favor of those per-
' gons with incomes from outside sources. We also believe that the
provision will be complex to administer. We, therefore, oppose this
provision. However, we would be happy to work with the subcom-
mittee and its staff to determine whether an alternative approach

\
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to the problem faced by missionaries and low members of the
clergy can be developed. .

The next issue is church annuity plan contracts. Section 4 of the
bill would provide, in essence, that a church could fund a section
403(b) plan without purchasing a life insurance contract or shares
of a regulated investment companfy. This provision would provide
churches with the statutory relief from the pgsition of the Internal
Revenue Service that section 403(b) annuity &ntracts must be pur-
chased from an insurance company or a regulated investment com-
ggnﬁizThis provision was formerly announced in Revenue Ruling

Senator CHAFEE. I tell you, Mr. Glickman, this is rather lengthy
and technical. Why don’t you just summarize. As far as the annu-
ity contract, get down to whether you are for or against it. I think
you conclude on this one that you have reservations?

Mr. GLickMAN. Mr. Chairman, we have no objection to the prin-
ciple that is set forth in the bill concerning the concept that
churches should be able to continue to use diverse investment vehi-
cle approaches. However, we are concerned with the implication of
the use of the phrase “annuity contract’”. And we would suggest
that a proposal be adopted which is much more in the nature of
403(b)(7§) rather than using the phrase “annuity contract.” As you
know, this has given us a great deal of trouble in other sections.

Senator CHAFEE. All right. Let’s go to constructive receipt.

Mr. GLickmaN. With respect to the constructive receipt provi-
sion, the bill, as you know, would like to remove a specific phrase—
“or made available.” Treasury has no problem with removing that,
provided that the restrictions of section 403(b)7), which require
that the funds cannot be removed until 59% years or termination
of service or illness, be superimposed.”With that change, we would
accept this provision.

b %nator HAFEE. All right. Just summarize the minimum contri-
ution.

Mr. GrLickMAN. The Treasury would strongly oppose the mini-
mum contribution provision. It would increase substantially the
scope of 403(b) plans. In our judgmerit, it is not a de minimis contri-
bution: and it will apply to more than the clergy. The Treasury
does not sugport this {)rovision.

Senator CHAFEE. All right. Forfeitability.

Mr. GrLickMAN. With respect to the forfeitability provision, this
goes to certain types of plans which provide forfeitable benefits and
are therefore hot originally covered by section 403(b). Subsequently,
the forfeitability provisions are vested and the contribution is then
deemed to be made to a 403(b) plan. But what the provision would
do is waive the limits imposed on plan contributions.

Senator CHAFEE. And you are opposed to that?

Mr. GuickMAN. We are opposed to that.

Serator CHAFEE. All right. Administrative forbearance.

Mr. GrickmaN. The church plans would like an extended period
to comgl with statutory requirements. This is not limited to sec-
tion 403(b) i)lans. It addresses a problem which is indigenous to vir-
tually all plans that were covered by ERISA. Manﬁ geople found it
very inconvenient to satisfy the requirements of ERISA, but litersl-
ly thousands of plans have satisfied the requirements. And, thus,
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we see no reason why one specific group should be given a special
dispensation from these rules. We would strongly oppose this type
of approach. ~

With resgect to the effective date issue Treasury feels that this
bill should be made effective prospectively only.

Senator CHAFEE. All right. I know both Senator Dole and Senator
Bentsen are interestgd in this legislation. As I get your presenta-
tion and concept, you support the bill; you have problems with it in
the areas that you point out. I think what we will have to do is
have you and your associates work with the staffs of Senator Bent-
sen, Senator Dole to iron these problems out. And I would appreci-
ate it if you would review the testimony of those who are going to
testify in the last panel that we have today, the six clergymen, be-
cause obviously this is something that is important to them and
something we would like to resolve. .

Mr. GLickMAN. I would be happy to, Mr. Chairman.

Senator CHAFEE. All right. Fine. Thank you very much, Mr.
Glickman. '

[The prepared statement follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to present the views of the Treasury Department
on 8, 1910, which would make certain changes in the Internal
Revenue Code relating to retirement arrangements under section
403(b), and to qualified plans for clergy and lay employees of
churches, conventions or associations of churches, and
organizations that are exempt from tax under section 501 and
which are controlled by or associated with a church or convention
or association of churches.

While the Treasury has some concern with the basic thrust of
gection 403(b), we are sympathetic to the problems faced by
churches in providing adequate retirement benefits to clergy and
lay employees. S. 1910 is intended to address these problems.

We support aspects of the bill that would create parity between
the clergy and employees of educational institutions, hospitals,
and home health service agencies. We also support the provisions
of S. 1910 that will enable section 403(b) plans maintained by
churches to operate in a manner that is consistent with the
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historical Patterng~of church organization and funding of such
plans. However, we believe that other provisions contained in 8.
1910 are overly broad, and may permit excessive deferral of
income tax by individuals with high incomes.

Background

S8ection 403(b) of the Code permits employees of educational
institutions and organizations exempt from tax under section
801(¢c)(3) of the Code to enter into special arrangements with
their employers under which retirement benefits are provided.
8uch arrangements typically provide for salary reductions,
although in other cases the retirement benefits are provided
solely by employer contributions. Whichever method is used,
section 403(b) contains complex rules for determining the maximum
amount of an employee's compensation that can be deferred each
year. An understanding of these rules is necessary to understand
both the reasons for the gtovisiona in 8. 1910 and the reasons
for our opposition to various aspects of the bill.

Under the basic rule of section 403(b)(2), the contribution
that may be made on behalf of an employee and excluded from
current income (the exclusion allowance) is 20 percent of the
employee's compensation includible in gross income réceived from
his employer for the current year, multiplied by the employee's
years of service with the employer, less the amounts previously
contributed -to a section 403(b) plan. This allowance is,
however, also subject to the limitations on contributions and
benefits contained in section 415 of the Code. Under section
415, the amount deferred cannot exceed the lesser of 25 percent
of compensation or $45,475 for the 1982 plan year.

Let me illustrate this rule with a simple example. Assume
that a high school teacher has worked for the same employer for
20 years and has a salary of $20,000 (exclusive of any amounts
contributed to a section 403(b) arrangement). His employer
previously has made contributions to a section 403(b) arrangement
on his behalf of $4,000. The teacher participates in no other
plan maintained by his employer. The teacher's exclusion
allowance is déterminiéd by multiplying 20 percent of his
compensation of $20,000 by his 20 years of service, giving a
total of $80,000. - The resulting amount is then reduced by the
employer's prior contribution of $4,000, giving a hypothetical
exclusion allowance under section 403(b)(2) of $76,000. However,
since contributions to a section 403(b) arrangement are subject
to the limitations of section 415, the maximum amount that can be
deferred is $5,000, which is 25 percent of the teacher's
compensation.



27

The section 415 limits may severely restrict an individual's
ability to make up for low contributions in earlier years to a
section 403(b) plan. As a result, when ERISA was enacted in
1974, three separate "catch up" rules were provided in section
418(c)(4) for employees of educational institutions, hospitals,
and home health service agencies. Under the catch up rule most
likely to be used in the above example, the exclusion allowance
is increased to the lesser of three amounts:

1, 25 percent of the employee's includible
compensation plus $4,000;

2. the section 403(b)(2) exclusion allowance; or

3. 815,000,

In the example, the relevant figures are $9,000; $76,000; and
815,000 respectively. Thus, the employer can contribute $9,000,.
This is a substantial deferral of income -~ close to 40 percent
of the teacher's salary.

The rules of section 403(b) may provide significantly
greater benefits than the rules that generally govern tax-favored
ratirement plans. First, section 403(b) deferrals are not
subject to the nondiscrimination rules applicable to gqualified
plans. Second, groups that utilize the catch up rules are also
able to avoid, to a limited extent, the limits on contributions
and benefits imposed by section 415.

We generally favor the policy reflected in section 415 of
the Code, which seeks to limit the portion of earnings which can
be set aside on a tax-deferred basis. We also believe that
retirement plans which receive favorable tax treatment should be
administered in a nondiscriminatory manner. Thus, proposed
legislation that would expand the special preference for
tax-exempt institutions embodied in section 403(b) must be
scrutinized carefully to ensure that it does not expand the scope
of section 403(b), permit additional tax-favored treatment for
highly compensated individuals, or create artificial incentives
to establish section 403(b) plans rather than qualified plans.
Our review of S, 1910 has been based on these considerations.

Analysis of S. 1910

Catch-up Rules

The bill would amend sections 403(b)(2)(B) and 415(c)(4)
to extend the catch-up rules to church employees, who cannot now
use the catch up provisions even though they, like teachers and
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hospital workers, may receive relatively low compensation in
thelr early years of employment. Treasury supports extending
eligibility for catch up elections to church employees under the
existing rules of section 415(¢c)(4).

Determination of Years of Service

Section 2 of S. 1910 would expand the years of service taken
into account in computing the exclusion allowance available to
certain church employees under section 403(b)(2). Under current
law, a taxpayer may take into account only periods of service
with his or her current employer. This may cause different
treatment for employees of churches organized on a hierarchical
basia as opposed to employees oi churches organized to a
congregational basis. An employee who transfers from one church
to another in a hierarchical structure remains with the same
enmployer and, hence, does not lose credit for past periods of
service. An employee who transfers from one church to another in
a congregational structure changes employers and loses prior
service credit.

Under the bill, all periods of service with all churches
within one denomination would be considered as periods of service
for one employer. In view of the possible difficulty of
determining whether the church employee has changed employers,
Treasury supports this change.

Minimum Includible Compensation

Section 3 of the bill would establish a minimum amount of
includible compensation for determining the exclusion allowance
under section 403(b)(3). This minimum is to be not less than
twice the nonfarm income poverty guideline for a family of 4
residing in the contiguous United States., The level is to be
determined under regulations prescribed by the Secretary and is
to be revised in the same manner as the Office of Management and
Budget's procedures for establishing poverty guidelines.

We understand that this proposal is designed to allow
adequate retirement contributions to be made for missionaries
serving outside the United States and for low paid clergi. We
recognize that there may be problems in this area, especially
with regard to missionaries, but we believe that the approach
taken by the bill is overly broad, for it applies to all persons
eligible for a section 403(b) arrangement. It may enable some
individuals to defer an amount in excess of their actual
includible compensation, thereby discriminating in favor of those
persons with income from outside sources. We also believe the
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provision will be complex to administer. We therefore oppose
this provision. However, we would be happy to work with this
Subcommittee and its staff to determine whether alternative
approaches to the problems feced by missionaries and low paid
members of the clergy can be dzveloped.

Church Plan Annuity Contracts

S8ection 4 of the bill would provide, in essence, that a
church could fund a section 403(b) plan without purchasing a life
insurance contract or shares of a regulated investment company.
This provision would provide churches with statutory relief from
the position of the Internal Revenue Service that section 403(b)
annuity contracts must be purchased from an insurance company or
a regulated investment company. This position was formally
announced in Revenue Ruling 82-102, which was published in the
May 17, 1982 Internal Revenue Bulletin. Theat ruling 1is not
directed at any abuse of section 403(b) arrungements by church
plans. 1Its sole purpose is to preclude recharacterization of
savings accounts and other investments as annuity contracts.

We recognize that many ‘churches historically have funded
their section 403(b) plans through diverse investment vehicles,
and we have no objection in principle to the continuation of this
practice. Indeed, Revenue Ruling 82-102 grandfathers existing
section 403(b) plans that use alternative invesgment vehicles.

However, while we generally agree with the concept of
section 4 of the bill, we are concerned with the implications of
the use of the term "annuity contract". This is a term that is
used in the Internal Revenue Code in connection with both
tax-favored retirement plans, including section 403(b)
arrangements, and nonqualified arrangements. 1In recent years,
the Internal Revenue Service has experienced serious
administrative problems in distinguishing between "annuity
contracts", which are subject to favorable tax treatment, and
investments such as savings accounts and money market funds. The
use of the term "annuity contract" in the bill could have
substantial implications outside the context of section 403(b).
This section should be revised to clarify that the bill is not
designed to broaden the traditional meaning of the term "annuity
g??fract." With such revision, we support this section of the

Constructive Receipt

Section 5 of S. 1910 would eliminate the phrase "or made
avallable” from section 403(c) of the Code. This would parallel
amendments to section 402(a) dealing with taxation of

-

96-536 0 ~ 82 - 3



30

distributions from qualified plans made by the Economic Recovery
Tax Act of 1981. This change, like the change in section 402(a),
would enable section 403(b) programs to be designed and
administered more efficiently.

We do believe, however, that the restrictions on
distributions contained in section 403(b)(7) should be applied to
all section 403(b) plans. This will ensure that section 403(b)
plans are in fact used for retirement, rather than as a
tax-favored vehicle for short-term savings. With this change, we
support this section of the bill.

Minimum Contributions

The bill would amend section 415(c) to permit those persons
eligible to use the catch up rules to exclude a de minimis
contribution of $10,000, subject to the general exclusion
allowance rules. The $10,000 de minimis contribution would be
indexed for cost of 1living increases since 1974. Thus, the de
minimis rule would allow exclusion of a contribution of $18,130

n . !

We do not believe a contribution of this magnitude can be
deemed de minimis. The minimum contribution is not limited in
scope to members of the clergy, but is also available to
teachers, and other employees of schools, hospitals, and home
health service agencies. The minimum contribution rule
dramatically expands the deferral possibilities available to
these groups under section 403(b). For example, the teacher in
the example set forth previously could exclude close to 100
percent of compensation in 1982 under this rule. This is more
than twice the deferral possible under the catch up rule. Such-
deferral possibilities would increase with any future increases
in the cost of living.

For these reasons, Treasury opposes the de minimis
contribution rule. i
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Porfeitability

Section 403(b) annuity contributions must be nonforfeitable.
However, a common historical practice has been to provide
forfeitable annuities until employees have completed a stated
number of years_of service. 8Such forfeitable annuities are not
includible in the employee's income under section 83. When the
employee completes the required period of service, the annuity is
transferred to a section 403(b) arrangement. Undar section
403(b)(6), the value of such annuity is treated as an employer

contribution in the year nonforfeitability occurs, Hence, the
amount is subject to the section 403(b) exclusion allowance rules
in that year. Aas noted previously, the exclusion allowance may
exceed the contribution permitted under section 4185,

Section 8 of the bill would enable section 415 to be avoided
by treating forfeitable employer contributions as annual
additions under section 415 in the year in which the contribution
is made, rather than in the year in which the contribution
becomes nonforfeitable. The proposed change would require
contributions which become nonforfeitable to be treated
differently for purposes of section 403(b) and 415. We believe
this change would cause undue complexity. Further, it would
encourage delayed vesting and would conflict with the underlying
purpose of the bill, which is to increase retirement income
s:cggicgigf church employees. We therefore oppose this section
° e .

Administrative Forbearance

The final section of the bill does not deal with section
403(b). It provides church plans with an extended period in
which to comply with statutory requirements for qualification
under section 401(a) of the Code.

Under current law, any plan that fails to meet the
qualification requirements of section 401(a) due to a change in
the statute or due to a plan amendment, may correct the defect up
to the due date (including extensions) of the employer's return
for the year in which the defect arose. The period is extended
for 91 days after the Service mails a notice of default or the
Tax Court issues a final decision on an action for declaratory
judgment on the plan's qualified status. Extensions of this
remedial amendment period may be granted under section
1.401(b)-1(e) of the current Treasury regulations.
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Section 10 of the bill would extend the period in which a
church plan must correct a failure to meet section 401(a)
qualification requirements for at least 2 years after enadtment
of this bill. The period would be further extended if a plan
defect were discovered on audit. Hence, if this bill were gassed
today, a church plan could not be required to comply with the
qualification requirements of ERISA and subsequent legislation
until May 19, 1984, That date would be almost 10 years after the
enactment of ERISA, over eight years after most of the new
qualification requirements imposed by ERISA bhecame effective, and
almost -five years after expiration of the Service's special
extended remedial amendment period for complying with final tax
regulations under ERISA.

This provision is said to be necessary because of the
difficulty church plans face in making timely plan amendments.
However, although many plan sponsors found it difficult or
inconvenient to comply with qualification requirements in a
timely fashion, they have amended their plans. We see no reason
why one group should receive special statutory dispensation from
the rules with which so many plan sponsors have complied.
Further, extensions of the remedial amendment period may be .
granted in meritorious cases under current Treasury Regulations.
Thus, we believe that a blanket statutory exception, which would
permit automatic delay in meeting plan qualification requirements
for gli church plans, is unnecessary. We strongly oppose this
provision.

Effective Dates

The provisions of the bill would generally be effective for
taxable years beginning after December 31, 1980. However, years
of service prior to January 1, 1981, could be aggregated in
determining an employee's exclusion allowance for taxable years
beginning after December 31, 1980. The provision relating to
permissible investments and nonforfeitability generally would be
gffgggive for all taxable years, including years prior to January

[} . -

The Treasury generally opposes retroactive effective dates,
Thus, we believe that the provisions of the bill should be
applied prospectively.

I will be happy to answer any questions you may have.
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Senator CHAFEE. Mr. Clayton. He is the Administrator of pen-
sions and welfare benefit programs. Now we will go back onto the
ERISA and what might be done in connection with pension plans
as regards the housing industry.

We welcome you, Mr. Clayton. Why don’t you proceed.

STATEMENT OF JEFFREY CLAYTON, ADMINISTRATOR, PENSIONS
AND WELFARE BENEFIT PROGRAMS, U.S. DEPARTMENT OF
LABOR

Mr. CLayTON. Thank you, Mr. Chairman.

Senator CHAFEE. Now, again, so many witnesses come and we tell
them to abbreviate their statements and they say they certainly
will. And then they proceed to read verbatim from their state-
ments. You will just have to summarize. You have 5 minutes.

Mr. CrAayToN. Thank you. I am happy to appear before you today
to discuss the Department of Labor’s—— .

Senator CHAFEE. We will give you a little more time because you
are reallﬁ dealing with the guts of the whole matter we are wres-
tling with here today. You go ahead. You are not going to be cut
off. [Laughter.]

Mr. CLaytoN. Thank you. I am happy to be here today. As you
are aware, the Department, in conjunction with the President’s
Commission on Housing and the Cabinet Ad Hoc Working Commit-
tee on Housin%, identified several steps that could be taken to
make it easier for pension l;;lans to invest in housing. We hope that
these steps, along with other actions recommended by the Presi-
dent, will aid the residential housing industr'iy.

We recognize this is an important area. There are critical prob-
lems in the housing industry. And there is an important role for
pensioh fund investments in the housing industry.

I'll discuss later some of the things—the technical things—we
have done to remove some of the barriers, the technical barriers at
least, which may have impeded the flow of pension investments
into residential housing.

ERISA requires, among other things, that fiduciaries of employee
benefit plans discharge their duties solely in the interest of the
plan’s participants and beneficiaries, for the exclusive é)urpose of
providinf benefits to participants and beneficiaries, and with the
care, skill, prudence, and diligence that a prudent man acting in a_
like capacity and familiar with such matters would use in the con-
duct of an enterprise of like character and with like aims.

We issued regulations basically setting forth the Department’s
osition with respect to that prudent standard. We have consistent-
y taken the position that it is not our role to encourage or discour-

age any specific type of investment. We believe that the market
place should determine how assets are invested. By requiring fidu-
ciaries to invest prudently, we provide complete freedom for the
market to direct plan investments.

While there is flexibility in selecting investments under pru-
dence generally, there is no flexibility in the law regarding the ob-
jectives sought in making these prudent investments under the tra-
ditional duty of loyalty concepts as embodied in ERISA. These pro-
visions obligate a plan fiduciary to manage plan assets for the ex-

-
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clusive benefit of plan participants and solely in their interests.
The Department does not have the authority to grant exemptions
from these statutory requirements. '

~ Since in determininﬁ what is prudent, ERISA prohibits plan fidu-
ciaries from acting other than for the exclusive purpose of provid-
ing benefits to participants and beneficiaries, the fiduciary who un-
dertakes social investing, that is, who takes into consideration ob-
jectives other than providing retirement income, at the expense of
economic return to the fund, will be violating ERISA. The tphrase
“gocial investing’ is generally used as a kind of shorthand for the
concept that a plan miiht be willing to sacrifice a certain amount
of investment yield if the investments were to further some other-
wise desired objective. -

Under current law, primary examples of illegal social investing
are where private pension plans make below market interest rate
loans for housing in order to help the housing industry or where
private pension plans l;zrovide construction or mortgage financing
conditioned on the work being done by union contractors, or where
the pension funds are used by corporations to fend off an unwanted
takeover bid. We recognize the legitimate needs of the housing in-
dustry for investment—and certainly pension plans are a huge po-
. tential source of capital—but that investment cannot be subsidized

by the private pension ’Flans. Nor can the plans be used as a pri-
vate source of capital. The pension fund is not for the use of the
employer, nor is it for the use of the union. The pension fund is to
be used exclusively for the purpose of providing benefits to all the
participants and beneficiaries.

The argument has been made that social investment by the con-
struction industry plans in housing is defensible on the grounds
that it provides f'obs to workers, which in turn keeps contributions
flowing to the plan. While on the surface this argument is appeal-
ing, one should realize that the financial gain to a plan which em-
ployed such a strategy would be almost entirely without substance,
since dollars that come into the plan are contributed to pay for
" benefits promised to employees who have earned them. In the final
analysis, adding more employees may not help a plan which is un-
derfunded because while it may increase payments into the plan, it
will also increase the benefit liability of the plan. In addition, such
an argument leads to some troublesome conclusions. For example,
using pension money to support union organizing campaigns aimed
at broadening the contribution base for plans might then be

thought justified as legitimate plan expenditures. .

- Advocates of the social approach to housing investments have
also argued that even where the yield to plans is less than what
could be otherwise achieved, plans may still be performing better
in housing than with other types of investment or J;e orming
better than actuarial ;;:'ojections. To permit a plan to deliberately
accept a lower yield than the marketplace would really produce,
-adopts social. concerns and/or self-interest as the ERISA invest-
ment criteria. This is not only unacceptable under ERISA princi-
ples, but it is contrary to commonsense. Would a prudent person
sell an asset for less than its fair market value because his other
investments produced a smaller yield or because he only needed a
smaller amount of money at the time?
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Despite what I just said about social factors, there is one way
plans can consciously elect to invest funds in housing for social rea-
sons. Assuming there are no diversification problems and there are
a humber of investment opportunities of equal prudence, ERISA
does not prevent a selection among opportunities based on other in- -
cidental factors, such as a desire to aid- housing. This position per-
‘mits a certain flexibility for socially sensitive investments once the
range of available investments has passed the financial consider-
ations test, but not before.

The Deﬁartment does not have the authority to provide excep-
tions to the prudence standard. Even if we had the authority, we
would not want to do so. ERISA also, however, adds another layer
of protection. This is the prohibited transaction provisions. In cases
where we can find, among other things, that it.1s in the interest of
and protective of, participants and beneficiaries, we can issue ex-
emptions from these prohibitions. We have found that in the hous-
ing area there are many transactions which are technically prohib-
ited which pose no danger to plan participants and beneficiaries.
Accordingly, we have issued two class exemptions that will make it
eagier for plans to engage in prudent housing investments. In addi-
tion, we have issued a regulation making clear that the underlying
mortga%gs in certain governmental mortgage pools are not plan
assets. We are hopeful that these actions will assist those pension
plans which wish to invest in housing.

'S};atx‘x?ator CHAFEE. You have just issued these regulations. Is that
ri
r. CLAYTON. Right. They were published in the Federal Register
yesterday.

Senator CHAFEE. Now does that cover the two class exemptions
that you were talking about? : ’ ,

Mr. CLayToN. Yes. The residential mortgage class exemption and
the amendment to 81-7, the existing class exemption, plus the
small portion of the plan asset regulation that deals with Ginnie
%\giaes, Fannie Maes, and those kind of mortgage backed securi-
ieg——

Senator CHAFEE. Those just went out yesterday?

Mr. CLayTON. Yes. ‘

In addition to the class exemﬁtions, we also issued the portion of
the plan assets regulation which basically makes clear that Fannie
Mae, Ginnie Mae, and Freddy Mac mortgage passthrough certifi-
cates or mortgage-backed certificates are not plan assets. Thus,
makinﬁ it easier for pension 9lans to pick them up.

To the extent that ERISA’s technical barriers have discouraged

lans from considering housing investments, our actions in remov-
ing these barriers should help. Our actions should not, as'I stated
earlier, be read to mean that we will tolerate any weakening of the
prudence standard or to be the advocacy on the part of one type of
investment in housing over others. The Department’s view is that
the prudence standard is a neutral one in which investments are
lel‘adel solely in response to market forces to maximize income for

e plan. A

It is important to note that collectively the funds invested in
pension plans represent a substantial portion of all the long-term
capital in our economy. Only by letting the market system allocate
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funds among competing users can our capital markets continue to
operate effectively and efficiently so as to provide the strongest
possible economy.

ERISA already has a social purpose. That purpose is to assure
that funds are available to pay the anticipated retirement and
other benefits of plan participants and beneficiaries. We will
strongly enforce the prudence and the exclusive benefit rule to
assure that this purpose is carried out. Our Nation’s retirement
system is too important and has too many financial problems of its
own to expect it to subsidize special investments which cannot
stand on their own merits.

I'd be happy to answer any questions that you might have

[The prepared statement follows:]

\
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STATMENT OF JEFFREY N. CLAYTON
ADMINISTRATOR
PENSION AND WELFARE BENEFIT PROGRAMS
BEFORE THE
SUBCOMMITTEE ON SAVINGS, PENSIONS AND INVESTMENT POLICY
COMMITTEE ON FINANCE
UNITED STATES SENATE

“May 19, 1982

-~

Mr. Chairman and Members of the Subcommittee:

I am happy to appear before you‘today to discuss the
Department of Labor's views on private pension fund invest-
ments in the home mortgagé market. It is an area to which
we have given a grea't \deal of thought and attention.

As you are aware, the Department, in conjunction with
the President's Commission on Housing and the Cabinet Ad
Hoc Working Committee on Housing, identified several steps
that could be taken to make it easier for pension plans to
invest in housing. We are hopeful that these steps, along
with other actions recommended by the President, will aid
the residential housing industry. | '

The Department recognizes the critical problems in the
housing area and the important role pension fund investment
in housing can play. To the extent that such investments
are congistent with the fiduciary requirements of the
Employee Retirement Income Security Act (ERISA), we intend
to do aii we can to remove technical barriers to plan

investment. Accordingly, we have taken several steps,
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which I will discuss in detail later, to remove technieal
barriers ERISA may impose to the flow of pension invest-
ments into residential housing. - These technical barriers,
however, are basically in the area of prohibited- transac-
tions; they are not in the basic protections that
"prudence" offers plan participants anq beneficiaries, nor
do they change the "exclusive benefit" rule.

ERISA requires, among other things, that fiduciaries
of employee benefit plans discharge their duties solely in
the interest of the plan 8 participants and beneficiaries,
for the exclusive purpose of providing benefits to partici-
pants and beneficiaries, and with the "care, skill, pru-
dence, and diliqence « « o that a prudent man acting in a
" like capacity and familiar with such matters would use in
the conduct of an enterprise of like character and with
like aims.” 1In addition, investments must be diversified.

In 1979, the Department issued regulations inter-
preting the prudence standard. 1In those regulations, the
Department focused on the procedure used in determining
whether or not to make the investment rather than on the
results of the investment. Thus, there are no per se
prudent or imprudent investments, rather, the fiduciary
must look at the merits of each investment and consider

whether, based on the plan's poertfolio and needs, the
|
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&nvestment pro;ides the greatest return consistent yith the
financial risk.

We have consistently taken the position that it is not
our role to encourage or discourage any specific type of
investment. We believe that the marketplace should deter-
mine how plan assets are invested. By requiring fiduci-
aries to invest prudently, we provide completé freedom for
the market to direct plan investments.

While there 1is flexibility in selecting investments
under prudence gene{ally, there is no flexibilitf.in.the
law regarding the objéctives sought in making these prudent
investments under the traditional duty-of-loyalty concepts
as embodied in ERISA. These provisions obligate a plan
fiduciary to manage plan assets for the exclusive benefit
of plan participants and solely in their interests. The
Department does not have tpe authority to grant exemptions
from these statutory requirements.

Since in determining what is prudent, ERISA prohibits
plan fiduciaries from acting other than for the exclusive
purpose of providing benefits to participants and benefi-
ciaries, the fiduclary who undertakes "social investing,”
that 1s, who takes into consideration objectives other thaﬁ
providing retirement income, at the expense of economic
return to the fund, will be violatiné.ERISA. The phrase

"social investing" is generally used as a kind of shorthand
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for the concept that a plan might be willing to sacrifice a
certain amouht of investment yield if the investments were
to further some otherwise desired objective.

Under current law, primary examples of illegal "social
investing" are where private pension plans make beloy market
interest rate loans for housing in order to help the
housing industry .or where private pensions plans provide
cénstruction or, mortgage-financing conditioned on the work
being done by union contractors, or whére pension funds are used
by corporations to ﬁéna off an unwanted takeover bid.

We recognize the legitmate needs of the housingwindustry
for investment, and certainly pension plans are a huge
potential source of capital. But that investment cannot

be subsidized by a private pension plan; nor can the plans
be used as a private source of capital. The pension fund

is not for the use of the employer, nor is it for the use of
the union. The pension fund is to be used exclusively

for the purpose of providing benefits to all the partici-
pants and beneficiaries.

In additigﬁi_éggg_ggper factors are introduced, pru-
dence becomes impossible to enforce since there would be no
objective standards. 1In such a case, the free market no

longer is allowed to be the efficient allocator of pension

resources, Instead each fiduciary's personal judgment of
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what is "socially" desirable would become the shifting
standard.

The argument has been madé that "social investment” in
housing by construction industry plans is defensible on the
grounds it provides jobs to workers which in turn keep
contributions flowing into the plan. While on the surface
this argument is appealing, one should realize that the
financial gain to a plan which employed such a strategy
) Qould be almost entirely without substance, since dollars
that come into a plgp are contributed to pay for benefits-
promised to employees‘who have earned them. In the final
analysis, adding more employees may not help a plan which
is underfunded, because while it may increase payments -into
the plan it will also increase the benefit liability of the
plan. In addition, such an argument leads to some trouble-~
some conclusions. For example, using pension money to
support union organizing campaigns aimed at broadening the
contribution base for plans might then be thought justified
as legitimate plan expenditures.

Advocates of a "social® approach to housing invest-
ments have also argued that even where the yield to plans

is less than what could be otherwise achieved, plans may
still be performing better in housing thén with other types
"of investment or performing better than actuarial projec-

tions. To permit a plan to deliberately accept a lower
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yield than the marketplace would produce really adopts
social concerns and/or self-interest, as the ERISA invest-
ment criteria. This is not only unacceptable under ERISA
principles but is contrary to common sense. Would a pru-
dent person sell an asset for less than its fair market
value because his other investments produced a smaller

yield or because he only needed a smaller amount of money

at the time?

Despite what I just said about "social" factors, there
is one way plans caﬁ donsciously elecﬁ to invest fuéds in
housing for "social" reasons. Assuming there are no
diversification problems and there are a number of invest-
ment opportunities of equal prudence, ERISA does not pre=-
vent a selection among opportunities based on other inci-
dental factors, such as a desire to aid housing. This
position permits a certain flexibility for socially sensi-
tive investments once the range of available investments
has each passed the financial considerations test, but not
before.

The Department does not have authority to provide
exceptions to the prudence standard. Even if we did have
the authority, we would not want to do so. ERISA also,
however, adds another layer of protection. This is the
prohibited transaction provisions. 1In cases where we can

\
find, among other things, that it is in the interest of,
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and protective of, participants and beneficiaries, we can
issue exemptions from these prohibitions. We have found
that in the housing area there are many transactions which
are technically prohibited but pose no dangef to plan )
participants and beneficiaries. Accordingly, we have
issued two class exemptions that will make it much easier
-f0t plans to engage in prudent housing investments. 1In

addition, we have issued a regulation making clear that the

underlying mortgages in certain governmental mortgage
pools are not plan as%ets. We are hopeful that these
actions will assist those pension plans which wish to
invest in housing.

* We proposed a class exemption for transactions involv-
ing certain reéidential mortgage financing arrangements
last December. The final exemption is considerably broader
than the proposed exemption. The final exemption permits
plans} subject to specific conditions, to directly, and
through commitments, make mortgage loans on most types of
residential dwelling units without violating certain of
ERISA's prohibited transaction rules. Plans also will be
permitted to receive fees for the issuing of commitments
and to make or purchase mortgage loans or participating
interests in such loans on over the counter or direct

purchase transactions.
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The other class exemption is a proposed amendment to
Prohibited Transaction Exemption (PTE) 81-7. Curréntly,
PTE 81-7 provides relief from ERISA's prohfbited transac-
tion provisions for the purchase by employee benefit plans
of certificates issued by mortgage pool investment trusts
when the pool sponsors, trustees or insurers are parties in

interest to the plan. The exemption presently applies to

mortgage pools consisting of Interest-bearing obligations
secured by first mO{tgages or deeds of trust on single-
family residential préberty. The Department's proposed
revision of PTE 8l1-7 would extend exemptive relief to: (1)
'pools of loans secured by second mortgages and second deeds
to trust; and (2) forward delivery commitmen.s by plans to
accept pool certificates delivered at a specific future
date.

In addition to these class exemptions, we just issued
in final form the part of the plan assets regulation ihat
relates to governmental mortgage pools. As you are aware,
the fiduciary responsibility provisions of ERISA are appli-
cable to those who manage plan assets; but, for the most
part, ERISA does not define which assets are plan assets.
We have been struggling for some time with a regulation
that would define the term "plan asset" in an,understand-"
able and practical manner. We are still working on that

regulation; however, we have isolated certain issues that
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affect the housing market and have issued a final regula-
tion on them. In general, the final reqgulation will make
. iit clear that plan assets include the mortgage pool certif-
icates issued by wuch entities as GNMA, FNMA, and the FHLMC,
but not mortgages underlying the certificates.

To the extent that ERISA's technical barriers have
discouraged plan's from considering housing investments, .

our actions in removing these barriers should help. Our

actions should not, as I stated earlier, be read to mean
that we will toletabe‘any weakening of the prudence stand~
ard or to be the advocacy on our part of one type of invest-
ment--in housing--over others. The Department's view is
that the prudence standard is a neutral one in which in-
vest ments are made soley in response to market forces to
maximize income for the plan.

It is important to note that, collectively, the funds
invested in pension plans represent a substantial portion
of all the long term capital in our economy. Only by
letting the market system allocate funds among competing

“users can our capital markets continue to operate effec-
tively and efficiently so as to provide the strongest
possible eébnom&. -

ERISA already has a "social" purpose. That purpose is
to assure that funds are available to pay the anticipated
retirement and other benefits.of plan participants and
beneficiaries, We will strongly enfo:ée the prudence and
the exclusive benefit rule to assure that this purpose is
carried out. Our Nation's retfrement system is too impor-
tant and has too many financial problems of its own to
expect it to subsidize-special investments which cannot
stand on their own merits.

I would be happy to answer any questions you may have.

96-536 0 - 82 ~ 4



46

Senator CHAFEE. Thank you very much, Mr. Clayton. I notice our
distinguished chairman is here, Senator Dole. Mr. Glickman just
testified and he addressed the bill that you and Senator Bentsen
have in dealing with clergymen coming into and setting up pension
plans. And he said he would be glad to work with your people on
trying to work something out. In essence, he supports what you are
driving at but he has some problems with some certain specifics.

Senator DoLE. I would just like to put a statement in the record,
Senator Chafee. I won’t be able to stay for the whole hearing. Not
only with reference to S. 1910, but in the interest of what the bal-
ance of the hearing is on—over mortgage investment by pension
funds. I would ask that my statement be made a part of the record.

Se?nator CHAFEE. Do you have any questions of Mr. Clayton, Sen-
ator?

Senator DoLE. No questions.

Senator CHAFEE. All right, Mr. Clayton, let me read you part of a
letter from Mr. Roy Williams, president of the Teamsters, to Presi-
dent Reagan. It’s dated April 15, 1982. He says the following:

I'm suggesting, Mr. President, that the administration propose and support what-
ever changes are necessa:-ly in ERISA and in other federal laws and regulations to
allow union pension fund trustees to lend money for home mortgages at below
markc i rates, but above the rates necessary to meet the funds long-term actuarial
projections without incurring a fiduciary breach.

Now I think you addressed that in your statement, but why don’t
you specifically do it now? Please.

Mr. CrAayToN. I think it's notable that Mr. Williams’ letter recog-
nizes that that approach would require an amendment to ERISA, a
statutory amendment. It isn’t allowable under current law. And
the Department of L.abor has no authority to allow that to happen.
I'm not an expert economist, but in my own opinion, one fallacy in
that line of reasoning is that allowing a return equal to your actu-
arial projections means you don’t grant any past service credits or
retroactive benefit increases. To the extent you grant retroactive
benefit increases, which every pension fund I am aware of does,
then you are going to undermine your ability to pay those retroac-
tive benefit increases if you are artificially lowering your yield on
your investments. That particular system would only work if you
never granted any retroactive benefit increases, which doesn’t exist -
in any pension fund that I know of.

However, I am aware that I'm speaking for myself, and I am
aware that Mr. Williams’ letter is receiving very important consid-
eration by the administration and no decision has been made as to
a position on legislation. ,

Senator CHAFEE. All right. What do you think the off chances are
that these new class exemptions that you have just put out will
prompt more pension investment in mortgages? .

Mr. CLAYTON. Again, I am not an economist so I can’t testify as
an expert. 1 have spoken with a lot of pension managers in the last
month; particularly, managers of the large pension funds around
the country. And I think these steps, candidly, can be characterized
as greasing the skids once interest rates come down. I think essen-
tially right now the problem is a market one—that of interest
rates. And I think once interest rates begin to fall, once the admin-
istration’s economic program takes effect, the class exemptions, the
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regulations that we have just issued will substantlally aid the flow
of money to housing. But until a market change occurs, I'm not
sure what effect they will have.

Senator CHAFEE. You and I both appeared before a pension man-
agers group last week; Thursday and Friday. And it seems to me
what they were saying in connection with these suggestions was
that they will seek out the best long-term investments for the bene-
fit ‘of their funds. And if mortgages can become attractive enough,
they will go into them. But currently mortgages just plain aren’t
attracglve enough. Is that about what you got from their state-
ments

Mr. CLAYTON. That’s pretty much what I understood. And my
discussion with them basically indicated that some marketing tech-
niques certainly would help. Pension fund managers are looking
for uniformity. They are looking at the predictability of yield and
so forth. And the development of packaging mortgages differently,
particularly through mortgage backed securities and adopting some
new plans in that area, seem to me to prov1de the most hope for
making mortgage investments attractive to pension funds.

Senator CHAFEE. Well, there’s no question that the problem with
the packaging of the mortgages so that they would be attractive to
pensions was one that was raised. And it seems to me that with all
the ingenuity that obviously exists out there in the financial com-
munity, and it certainly has been demonstrated over the past
couple of years—why haven’t they gotten around to packaging
these mortgages so that they are attractive?

Mr. CrayroN. I think there has been such a fundamental change
in the industry and as a result, new types of mortgage instruments
have been popping up over the last few years that are considerably
different than second mortgages, variable rate mortgages, balloon
mortgages, all the various types. And as a result, on the secondary
market in some ways it has had kind of a counter productive effect.
That is, they now are only used to dealing with the simple fixed 30-
year fixed rate mortgage. They haven’t developed the expertise in
handling these new kinds; however, I think it is just a question of
time. I think really what the housing industry needs to do, in my
personal opinion, is to work with pension funds to put together
packages that are attractive for pension funds to buy.

I talked to the National Association of Home Builders and they
have a committee that has been working on exactly that—uniform-
ity of instruments and so forth. I think there just hasn’t been suffi-
cient time for the secondary market to kind of coalesce. It's a very
conservative market that has changed slowly over the years.

Senator CHAFEE. Well, their financing is pretty nimble so I think
something will come up.

Thank you very much, Mr. Clayton. We appreciate your testimo-
ny.

Mr. Georgine. We welcome you, Mr. Georgine. You are a veteran
witness here. You have with you some gentlemen?
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STATEMENT OF ROBERT GEORGINE, CHAIRMAN, NATIONAL CO-
ORDINATING COMMITTEE FOR MULTIEMPLOYER PLANS,
WASHINGTON, D.C.

Mr. GEORGINE. Our legislative rep, Jack Curran. And our general
counsel, Tim Smith. - )

Senator CHAFEE. All right. Why don’t you proceed, Mr. Georgine?

Mr. GEORGINE. Mr. Chairman, thank you very much. I am here
representing the National Coordinating Committee for Multiem-
ployer Plans. And I won’t describe that in detail other than to say
that these plans represent the needle trades, the building trades,
the maritime trades, and most of the multiemployer plans in the
country.

Because of the frequent job chanFes in the industry in which
these plans exist—a multiemployer plan, that is—a plan which pro-
-vides an employee with credit for service with one or more employ-
ers is often the sole means of assuring that these workers receive a
pension. Mr. Chairman, the overriding responsibility of the mul-
tiemployer plans is to assure that they are administered and main-
tained in the sole interest of their participants and beneficiaries.

Under the law, this is a concept which has many meanings. But
when all is said and done it means that those workers who have
agreed to defer a part of their current income today will have some
modicum of economic security when they retire.

Workers have the right to expect to collect a pension which they
have bargained for and which they have earned. This is a responsi-
bility which we take very seriously. And it’s for that reason that
the coordinating committee has consistently and vigorously sup-
ported the investment of pension funds in residential home mort-
gages. : -

Pension plan trustees must take a variety of factors into account
in administering a plan. To be sure they must meet the minimum
investing, eligibility, benefit accrual, and reporting requirements of
the law. And they must see to it that required contributions are
paid and that the plan is adequately funded. The enactment of
ERISA represented a giant step forward in establishing these most
basic of national labor standards. But it is shortsighted to assume
that those standards have any real meaning unless the financial
assets of pension plans produce a reasonable investment return
which will assure the payment of promised benefits, and unless the
base of fund contributions—the very source of a plan’s assets—
remain stable and growing.

The use of pension assets to help finance residential home mort-
gages is an example of the kind of investment opportunity which
serves both of these critical plan objectives.

In addition, it is the type of investment which will help stimulate
our national economy and provide a chance for individuals and
{;amilies to participate in the American dream of owning their own

ome.

I must say, Mr. Chairman, that I'm sometimes surprised to find
that there are those who consider pension investment in home
mortgages to be a brand new idea. As a matter of fact, both private
and public pension funds have been making their assets available
for mortgages for years. Indeed, when I first started out in Chicago
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our pension funds were already making mortgage investments. On
. a larger and more formal basis, as early as 1959, the Hawaii Em-
ployee’s Retirement System initiated a program providing mort-
gage loans for its participants at 1 to 2% percent below so-called
~ prevailing rates.

To date that program constitutes $400 million of the plan’s $1.45
billion in investments, and there has not been a foreclosure on a
single mortgage.

oday, State retirement systems in North Carolina, Massachu-
setts, Texas, Connecticut, M}i,chigan, New York, and New Hamp-
shire have instituted mortgage loan programs for thejr participants
and other residents of their States. Further, California, Ohio, and
Minneapolis, St. Paul are also in the process of establishing mort-
gage loan investment programs financed in whole or in part by
their State or local employee pension plans. Private pension plans
- have also been at the cutting edge of home mortgage financing for
a number of years. To date, the AFL-CIO Mortgage Investment
Trust I has completed FHA project loans exceeding $300 million in
commitments on 131 projects providing more than 13,000 housing
units.

In southern California, a consortium of multiemployer plans has
already invested a portion of nearly $115 million in residential
mortgages. And local pension trusts in northern California, Wash-
ington State, Milwaukee, and south Florida have also instituted
home mortgage investment programs. :

I venture to say that there would be many more examples of

_ pension fund investment in home mortgage market if it were not
for some of the potential impediments of ERISA’s fiduciary respon-
sibility and prohibited transactions provisions. I characterize these
as “potential”’ impediments because of my belief that ERISA can
and should be flexible enough to permit this important investment
opportunity while at the same time providing adequate protection
against possible abuse.

I'm proud to say that the coordinating committee has been at the
forefront. of successfully advocating interpretations of the statute
which have begun to breakdown the barriers to pension plan mort-
gage investments. As you-know, Mr. Chairman, certain specific
transactions between a plan and a party of interest are absolutelx
prescribed by the prohibitive transaction provisions of ERIS
unless statutorily or administratively exempted.

The statutory exemptions provide only limited relief with respect
to mortgage loans to participants and beneficiaries, and in permit-
ting certain parties in interest to provide loan services to the plan.

he most important kinds of relief necessary for successful mort-

gage investment programs must be obtained through administra-
tive exemptions which are within the discretion of the Department
of Labor. During 1976, the coordinating committee requested and
was granted a class exemption allowing multiemployer plans to
provide construction financing for projects- using construction con-
tractors who contributed to such plans. This exemption was appli-
cable to residential and nonresidential construction, and was an
important first step toward the objective of opening the door to
mortgage loans. In ensuing years, various multiemployer plans
were able to secure individual exemptions permitting them to fi-
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nance the purchase of industrial and commercial buildings and
single family homes which were constructed by employers contrib-
uting to those plans.

Unfortunately, these individual exemptions tend to become
bogged down in the bureaucratic process of the Department of
Labor. They’'ve taken too long a period to be approved. And, thus,
with the escalating cost of money, the very projects for which mort-
gage financing was intended have been put at risk. In view of the
growing number of problems with the individual exemption ap-
proach, the coordinating committee decided that the multiemployer
plans needed a more certain relief from the prohibited transaction
provisions if there was going to be any real opportunity to pursue
and increase investments in home mortgages.

So in 1980 we filed an application for a class exemption for trans-
actions related to long-term residential mortgages that involved
collectively bargained plans and certain parties in interests, such
as mortgage bankers, developers, and builders, and individuals who
are employees of a contributing employer, service provider or
union. The coordinating committee was pleased that the Labor De-
partment finally issued this exemption last week—2 years later.
Although it is not responsive to all our concerns, we hope that that
final class exemption will not only help in the homebuilding indus-
try, but provide job opportunities in construction and related indus-
tries. And thereby increase the pool of plan contributions and plan
assets.

Moreover, it will make its most attractive form of investment op-
portunity more readily available to our multiemployer plans. But
ERISA’s prohibited transaction rules are not the only obstacle to
plan investments in the home mortgage market. Under the law,
plan trustees are required to act prudently and for the exclusive
benefit of the plan’s participants and beneficiaries. As a union offi-
cial, as a former plan trustee, as chairman of the National Coordi-
nating Committee for Multiemployer Plans, and as a responsible
citizen, I fully support this most basic of fiduciary standards.

In June 1979 the Labor Department published a regulation gov-
erning the concept of prudence, which made eminent good sense at
that time as that term is applied to the plan investments under
ERISA. That rule effectively states that a plan fiduciary must not
rely solely on one factor in considering how to invest plan assets,
but rather must consider the entire portfolio in formulating the
plan’s investment program. ‘

The problem which has developed is that the Labor Department
has taken public positions which appear to stray from its prudence
rule. In early 1980 as the debate on so-called social investing swept
the country, the former administrator of the Labor Department’s
ERISA program began suggesting that the rate of return must be
the paramount, if not the exclusive, concern of the trustees, and
that any trustees who took other factors into account were running
serious risks of enforcement action by the Department.

Although he acknowledged that under certain circumstances
other factors should be considered, the entire thrust of the Labor
Department’s public statements was to put a chill on mortgage pro-
grams which were already underway.
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As you recall, Mr. Chairman, interest rates 3 years ago started

reaching levels which made it impossible for workers to afford a
home. In the first place, the cost of money significantly increased
the cost of construction. Secondly, the cost of borrowing to the pur-
chaser made it prohibitive if, indeed, the purchaser could even -
qualify. In these circumstances, many plans began to consider
making mortgages available, especially to their own participants,
at rates below the artificially high rates posted by local banks. Offi-
cials of the Labor Department immediately began making public
statements casting doubts on the legality of these so-called below
market mortgages. In order to clarify this potential problem and to
resolve the question of the interest rates which a plan could charge
on a participant loan, the coordinating committee requested an ad-
visory opinion from the Labor Department in 1980. In 1981, the De-
partment responded by reaffirming that a fiduciary may consider
such factors as portfolio diversification, liquidity needs, the project-
ed rate of return relative to the plan’s fundihg objectives, the op-
portunity for gain and risk of loss associated with the particular
investment, the amount of a particular mortgage loan, and the
demand for similar loans at various rates, among other factors.
* Further, the Department agreed with the NCCMP that a below
market mortgage loan might be proper, but that the appropriate
rate would depend upon the facts and circumstances of each partic-
ular case. Accordingly, a plan fiduciary could consider a wide range
of factors relating to the plan—the borrower and the general
market conditions. '

The Department also said that the concept of prevailing rate of
interest was not a single number and did not have to be established
according to a single standard.

Interest rates, the Department said, are often determined by con-
siderations such as the term of the loan, security, borrower’s equity
and discounts, prepaKment provisions or knowledge of the borrow-
er’s employment background. And the mix of these and other con-
siderations might well allow a low rate to be made available to a
plan participant.

Although it did not go as far as we wanted, we considered the
Labor Department’s advisory opinion to be a breakthrough. We
had hopes that this would encourage multiemployer plans to jump
into the housing market, a market which need then and now a
massive infusion of funds. Unfortunately, we are concerned that
the Department is not sticking to its words. Certain litigation
which has been instituted in the name of the Secretary of Labor
has left the coordinating committee and many of its affiliates with
the clear impression that the Department continues to hold the
view that investments must adhere to restrictive policies, and that
creative mortgage financing must, therefore, be excluded.

Mr. Chairman, I could go on at some length about my views with.
respect to what are proper investment policies in terms of the pru-
dence and exclusive benefit requirements of ERISA. Furthermore,
fiduciaries of collectively bargained plans may have to consider
more than percentage return when analyzing an investment. A
particular investment such as in a home maortgage, may help to
provide additional jobs for participants, and, therefore, additional
contributions to the plan. And contributions to the plan pay off
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past liabilities as well as provide funding for newly accrued bene-
fits. So, too, an investment may help keep the industry that sup-
ports the plan healthy. And if the industry is healthy, participants
may have additional opportunities to build up service credits for
vesting in benefit accrual purposes.

All of these factors have a direct economic impact on the plans
and their participants and beneficiaries. Not necessarily in ways
that can be quantified and measured in the same terms as a specif-
ic interest rate, but in some ways just as important to the plan.

Indeed, Mr. Chairman, it may be that a trustee of a collectively
bargained plan breaches his or her fiduciary duty if the factors I
have just described are ignored. Perhaps those are the questions
that we cannot answer at this hearing. But we can answer the
question whether pension plans should be permitted, indeed enthu-
siastically encouraged, to invest their assets in residential home
mortgages.

I do not have to recite to you the grim statistics about the condi-
tions of today’s housing industry. In March of 1982, the adjusted
annual rate of housing starts dropped 28 percent below the level of
the previous year. Unemployment in construction in March of 1982
reached 928,000 people compared to 759,000 last year. And the con-
struction unemployment rate in April of 1982 was 19.4 percent as -
opposed to 14.7 percent a year earlier.

Mr. Chairman, I might point out that that doesn’t tell the story.
There are many places in this country where unemployment in
construction exceeds 50 and 60 percent.

The industry continues to be in a deep depression. And there
simply isn’t an availability of loanable funds from traditional
sources, and at marketable rates to pull us out of this vortex. I
know that the President’s Commission on Housing has made a va-
riety of recommendations to make housing more affordable and
available. Just last week the House passed a $1 billion mortgage
subsidy bill as the first stage in a $5 billion program. Similar legis-
lation has been approved by the Senate Appropriations Committee.
It may well be that we are going to have to spend or loan our tax
dollars to revive the housing industry. But let us not forget that
there is a multibillion-dollar resource available to help with mort-
gage financing, a resource which is part of the private sector and
which can be authorized and appropriated right now. We will need
the Government’s cooperation to make gension plan mortgage in-
vestment programs work. But if the Labor Department can, as it
has, bend over backwards to make the restrictive ERISA rules
work for plan investment and venture capital projects, it has the
ability and the cbligation to accomplish similar feats for the hous-
ing needs of the American people.

There are those who believe that it may take legislation to free
up the plan investments in mortgage loans. And perhaps it will
come to that. However, I think that we should try to make ERISA
work as its authors intended, both to protect workers’ pensions
while at the same time to make the best possible use of the vast
amount of assets available for sound investments.

And I hope that these hearings will stimulate an even more
flexible regulatory approach by the Department of Labor.

Thank you very much. : '
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Senator CHAFEE. Well, thank you, Mr. Georgine.
[The prepared statement follows:]



b4

f

National Coordinating Commilitte e for
Multiemployer Plans

SUITEHGOJ ¢ 815 SIXTEENTH STREET, N.W., WASHINGTON, D.C. 20006 ¢ (202) 347-1461

Statement of Mr. Robert A. Georgine, Chairman,
National Coordinating Committee for Multiemployer Plans
_Before the Subcommittee on Savings, Pensions and

Investment Policy of the U.S. Senate Committee on Finance

Mr, Chairman and Members of the Subcommittee:

As Chairman of the National Coordinating Committeee for
Multiemployer Plans, I would like to applaud your initiative in
conducting these h;;riégs on the investment of pension funds in
the home mortgage market. I deeply appreciate the opportunity to

_ present testimony on this important subject.
Let me first describe the Coordinating Committee itself.

The National Coordinating Committee for Multiemployer
Plans is a non-profit corporation which was organized to represent
the interests of the more than eight million workers ‘who partici-
pate in collectively-bargained multiple employer plans. Our
affiliates include more than 140 pension, health, and welfare
funds, local Taft-Hartley trusts, and related iﬂ;ernational
unions. Together our agfiliates represent the great majority of

participants in multiemployer plans.

-,

These plans provide benefits for workers in such
industries as the retail and service trades, the needle trades,

the maritime trades, and the building and construction trades.

P —



55

Because of frequent job changes in the industries in which these
plans exisf, a multiemployer plan -- that is, a plan which
p;ovides an employee with credit for service with one or more
employers -- is often the sole means of assuring that these

workers receive a pension.

-

Mr. Chairm;n, the overriding responsibility of multi-
employer plans is to assure that they are administered and
maintained in the sole interest of their participants and
beneficiaries. Under the law this is a concept which has many
meanings. But when all is said and done it means that those
workers who have agreed to defer a part of their current income
today will have some modicum of economic security when they
retire. Workers have the right to expect to collect the pensions

which they have bargained for and which they have earned.

This is a responsibility which we take seriously. And it
is for that reason that the Coordinating Committee has consistent-
ly and vigorously supported the investment of pension funds in

residential home mortgatges.

Pension plan trustees must take a variety of factors into
account in administering a plan. To be sure they must meet the
minimum vesting, eligibility, benefit accrual, and reporting
requirements of the law. And they must see to it that required
contributions are paid and that the plan is adequately funded.

The enactment of ERISA represented a giant step forward in

establishing these most basic of national labor standards.
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But, it is shortsighted to assume that those standards
have any real meaning unless the financial assets of pension plans
produce a reasonable investment return which will assure the
payment of promised benefits and unless the base of fund
contributions -~ the very source of a plan's assets -- remains

stable and growing.

The use of pensién assets to help finance residential
home mortgages is an example .of the kind of investment opportunity
which serves both of these critical plan objectives. 1In addition
it is the type of investment which will help stimulate our
national economy and provide a chance for individuals and families

to participate in the American dream of owning their own home.

I must say Mr. Chairman that I am sometimes surprised to
find that there are those who consider pension investment in home
mortgages to be a brﬁnd new idea. As a matter of fact both
private and public pension funds have been making their assets
available for mortgages for years. 1Indeed, when I first started
out in Chicago, our pension funds were already making mortgage

investments.

9n a larger and more formal basis, as early as 1959, the
Hawaii Employees Retirement System initiated a program providing
mortgage léans for its participants at 1 to 2-1/2 percent below
so-called prevailing rates. To date, that program constitutes

$400 million of the plan's $1.45 billion ‘in investments and there
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has not been a foreclosure on a single mortgage. Today, state
retirement systems in North Carolina, Massachusetts, Texas,
Connecticut, Michigan, New York and New Hampshire have 1nstitutea
mortgage loan programs for their participants and other residents
of their states. Further,‘California, Ohio and Minneapolisg-

St. Paul are also in the process of establishing mortgage loan
investment programs financed in whole or in part by their state or

local employee pension plans.

Private pension plans have also been at the cutting edge
of home mortgage financing for a number of years. To date, the
AFL-CIO Mortgage Investment Trust-I has completed FHA project
loans exceeding $300 million in commitments on 131 projects
providing more than 13,000 housing units. 1In Southern California
a consortium of multiemployer plans has already invested a portion
of nearly $115 million in residential mortgages. And local
pension trusts in Northern California, Milwaukee, Washington
State, and South Florida have also instituted home mortgage

investment programs.

I venture to say that there would be many more examples
of pension fund investment in the home mortgage market if it were
not for some of the potential impediments of ERISA's fiduciary
responsibility and prohibited transactions provisions. I
characterize these as "potential"” impediments because of my belief
that ERISA can and should be flexible enough to permit this
important investment opportunity while at the same time providing

adequate protection against possible abuse.
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And I am proud to say that the Coordinating Committee has
been at the forefront of successfully advocating interpretations
of the statute which have begun to break down the barriers to

pension plan mortgage investments.

As you know Mr., Chairman, certain specific transactions
bebween_g plan-and a party in interest are absolutely proscribed
by the prohibited transactions provisions of ERISA unless
statutorily or administratively exempted. The statutory
exemptions provide only limited relief with respect to mortgage
loang to participants and beneficiaries and in permitting certain
parties in interest to provide loan services to the plan. The
most important kinds of relief necessary for successful mortgage
investment programs must be obtained through administrative
exemptions which are within the discretion of the Department of

Labor.

During 1976 the Coordinating Committee requested and was
granted a class exemption allowing multiemployer plans to provide
construction financing for projects using construction contractors
who contributed to such plans. This exemption was applicable to
residential and non-residential construction and was an important
first step toward the objective of opening the door to mortgage

loans.

In ensuing years, various multiemployer plans were able
to secure individual exemptions permitting them to finance the

purchase of industrial and commercial buildings and single family
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homes which were constructed by employers cont'ributing to those
plans. Unfortunately, these individual exemptions tend to become
bogged down in the bureaucratic processes of the Department of
Labor. They have taken too long a period to be approved, and
thus, with the escalating costs of m&ney, the very projects for

which mortgage financing was intended have been put at risk.

In view of the growing number of problems with the
individual exemption approach the Coordinating Committee decided
that multiemployer plans needed a more certain relief from the
prohibited transaction provisions if there was going to be any
real opportunity to pursue and increase investments in home
mortgages. Thus, in May, 1980, we filed an application for a
class exemption for transactions related to long-term residential
mortgages that involve collectively bargained plans and certain
parties in interest such as mortgage bankers, developers and
builders, and individuals who are employees of a contributing
employer, service provider or union. The NCCMP was pleased that
the Labor Department finally issued this exemption last
week., Al;hough it is not responsive to all our concerns, we hope
that the final class exemption which will not only help the
homebuilding industry but provide job opportunities in the
construction and related industries and thereby increase the pool
of plan contributions and plan assets. Moreover, it will make
this most at;ractive form of investment opportunity more readily

available to our multiemployér plans.
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But ERISA's prohibited transaction rules are not the only
obstacle to plan investments in the home mortgage market. Under
the law, plan trustees are required to act prudently and for the
exclusive benefit of the plan's participants and beneficiaries.

As a union official, as a former plan trustee, as the Chairman of
the NCCMP, and as a responsible citizen I fully support this most

basic of fiduciary standards.

In June of 1975 the Labor Department published a
regulation governing the concept of "prudencé" which made eminent
good sense as that term is applied to plan investments under
ERISA. That rule effectively states that a plan fiduciary must
not rely solely on one factor in conéidering how to invest plan
assets but, rather, must consider the entire portfolio in
formulating the plan's investment program. The problem which has
developed is that the Labor Department has taken public positions

which appear to stray from its prudence rule.

In early 1980, as the debate on so-called social
investing swept the country, the former Administrator of the Labor
Department's ERISA program began suggesting that "rate of return”
must be the paramount if not exclusive concern of trustees and
that any trustees who took other factors into account were running
serious risks of enforcement action by the Department. Although
he acknowledged that under certain circumstances other factors
should be considered, the entire thrust of the Labor Department's
public statements waé to put a chill on mortgage programs which

were already underway.
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As you recall, Mr. Chairman, 1nteregt rates three years
ago started reaching levels which made it impossible for most
workers to afford a home. 1In the first place, the cost of money
significantly increased the cost of construction. Secondly, the
cost of borrowing to the purchaser made it prohibitive if indeed

the purchaser could even qualify.

In these circumstances many plans began to consider
making mortgages available, especially to their own participants,

at rates below the artificially high rates posted by local banks.

Officials of the Labor Department immediately began
making public statements casting doubts on the legality of these

so~called "below-market" mortgages.

In order to clarify this potential problem and to resolve
the question of the interest rate which a plan could charge on
participant loans, the Coordinating Committee requested an
advisory opinion from the Labor Department in 1980. 1In January of
1981, the Department responded by reaffirming that a fiducliary may
consider such factors as portfolio diversification, liquidity
needs, the projected raté of return relative to the plan's funding
objectives, the opportunity for gain and risk of loss associated
with the particular investment, the amount of a particular
mortgage loan, and the demand for similar loans at various rates,
among other factors. Further, the Deéargment agreed with the

NCCMP that a "below market" mortgage loan might be proper but that

96-536 0 - 82 - 5
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the appropriate rate would depend upon the facts and circumstances
of each particular case. Accordingly, a plan fiduciary could
congider a wide range of factors relating to the plan, the
borrower, and general market conditions., The Department also said
that the concept of "prevailing rate of interest™ was not a single
number and did not ﬁave to be established according to a single
_standard. Interest rates, the Department said, are often
determined by considerations such as the term of the loan,
security, borrower's equity, discounts, prepayment provisions, or
knowledge of the borrowers employment background, and the mix of
these and other considerations might well allow a low rate to be

made available to a plan participant.

Although it d4id not go as far as we wanted, we considered
the Labor Department's advisory opinion to be a breakthrough. We
had hopes that this would encourage multiemployer plans to jump
into the housing market -- a market which needed then and now a
massive infusion of funds. Unfortunately, we are concerned that
the Department is not sticking to its word. Certain litigation
which has been instituted in the name of the Secretary of Labor
has left the NCCMP and many of its affiliates with the clear
impression that the Departﬁent continues to hold the view that

investments must adhere to restrictive policies and that creative

mortgage financing must therefore be excluded.

Mr. Chairman, I could go on at some length about my views

with respect to what are propér investment policies in terms of
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the prudence and exclusive benefit requirements of ERISA. I
strongly bellieve that too many plans have been following the
traditional approaches to investment and the evidence is

unmistakeable that those policies have yielded miserable returns.

Furthermore, fiduciaries of collectively-bargained plans
may have to consider more than percentage return when analyzing an

»

investment.

A particular investment -~ such as in a home mortgage -~
may help to provide additional jobs for participants and,
therefore, additional contributions to tﬁe plan. And,
contributions to the plan pay off past liabilities as well as

provide funding for newly accrued benefits.

S0, too, an investment may help keep the industry that
supports the plan healthy. And if the industr} is healthy
participants may have addit;pnal opportunities to build up service

credits for vesting and benefit accrual purposes.

All of these factors have a direct economic impact on
plans and their participants and beneficiaries ~- not necessarily

in ways that can be quantified and measured in the same terms as a '

- -

specific interest rate, but in some ways just as important to the

plan.

Indeed, Mr. Chairman, it may be that a trustee of a
collectively-bargained plan breaches his or her fiduciary duty if

the factors I have just described are ignored!
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éerhaps those are questions which we cannot answer at
this hearing, Mr. Chairman. But we can answer the guestion
' " whether pension plans should be permitted, indeed enthusiastically

encoﬁraged, to invest their assets in residential home mortgages.

I do not have to recite to you the grim statistics about
the conditions of today's housing industry: =~ in March 1982 the
adjusted annual rate of housing starts dropped 28 per cent below
the level of the previous year. - Unemployment in construction in
March 1982 reached 928,000 compared to 759,000 last year and the
construction unemployment rate in April, 1982 was 19.4 per cent as

opposed to 14.7 per cent a year ea;lier:
The industry continues to be in a deep depression.

And there simply isn't an availability of loanable funds
from traditional sources -- and at marketable rates -- to pull us

out of this vortex.

~ I know that the President's Commission on Housing has

made a vé?iety of recommendations to make housing more affordable

and available.

Just last week the House passed a $1 billion mortgage
subsidy bill as the first stage in a $5 billion program. Similar
legislation has been reported out of the Senate Banking Committee

and is awaiting floor action.
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It may well be that we are going to have to spend or loan

our tax dollars to revive the housing industry.

But let us not forget that there is a multi-billion
dollar resouhce available to help with mortgage financing -~ a
resource which is part of the private sector and which can be

authorized and appropriated NOW!

We will need the govetnment's cooperation to make pension
plan mortgage investment programs work. But if the Labor
Department can -- as it has -~ bend over b;ckward to make the
restrictive ERISA rules work for plan investment in venture
capital projects, it has the ability and the obligation to
accomplish similar feats for the housing needs of the American

people.

There are those who believe that it may take legislation
to free up plan investments in mortgage loans. Perhaps it will
come to that., However, I think that we should try to make ERISA
work as its authors intended -- both to protect workers' pensions
while at the same time to make the best possible use of the vast
amount of assets available for sound investments. I hope these
hearings will stimulate an even more flexible regulatory approach

by the Department of Labor,
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Senator CHAFEE. Obviously you are at odds with the administra-
tion—Mr. Claylon’s statement. What do you think of the proposal
that I read in the letter from Mr. Williams, president of the Team-
sters, regarding—which is as follows:

Changes in ERISA to allow union pension fund trustees to lend money for home

mortgages at below market rates, but above the rates necessary to meet the fund’s
long-term actuarial projections.

Are you for that? )

Mr. GEORGINE. I think it’s a good idea. I think it is a very good
idea. And it’s one that is a long time in coming.

Senator CHAFEE. It seemed to me that in your statement you
raised the problems that Mr. Clayton attempted to address. In
other words, you said that such investments might provide addi-
tional jobs, which would bring more contributors to the fund. And
this, of course, is a departure—the fact that you are raising it is
- that it is contrary to the interpretation of the existing law. And
you do agree that the primary objective—never mind the pri-
mary—the objective of the fund should be to have it strong and
available for the present and future beneficiaries. Is that correct?

Mr. GEORGINE. Absolutely, Mr. Chairman. But we think what we
have suggested will make it strong; will make it stronger for that
matter. He said it violated commonsense because it would put new
people into the plan. I just recited to you unemployment numbers
that are staggering. What it would do is put those people that are
now in the plan back to work so that they could continue contrib-
?th:ig in their behalf, and increase the strength of their pension
unds.

Senator CHAFEE. Have you had an opportunity, or Mr.-Curran or
Mr. Smith, to study new class exemptions which Mr. Clayton and
the administration have circulated? And the question is: Would
those exemptions help union funds to contribute more to mortgages
as you see it?

Mr. GEORGINE. We have studied them. As a matter of fact, that’s -
the one that was 2 years in coming. But we think that it will open
the door. We think it is good that it is here. We think it is a little
restrictive and that it could be a lot more flexible than it is.

Senator CHAFEE. Basically, as I understand it, it would permit
them to go under Ginnie Maes and Fannie Maes. But I am not sure
it would permit investment into, say, homes owned by members of
the construction trade, for example, solely. Would it? :

Mr. GEORGINE. Could I have Mr. Smith answer that? He knows

that backward and forward.

- Senator CHAFEE. Sure. Go ahead, Mr. Smith.

Mr. SmitH. I believe that it will allow that kind of investment.
The reference to the Ginnie Mae and the Fannie Mae is siniply a
standard that is incorporated into it that individual mortgages
which meet the standards set down by Ginnie Mae and Fannie
Mae are available for investment.

Senator CHAFEE. But if you came up with some pool of mortgages
involving your people, say members of the construction trade, and
put it into some kind of a pool, you think that would then qualify
as t};e kind of investment that your fund or other funds could go
into?
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Mr. SmitH. I think it certainly could under that exemption and
the previous exemption which was aimed at pools in particular.
Senator CHAFEE. But then you would have to apply to that the
prudence rules to see whether that would rank as attractive an in-
vestment as others?
Mr. SmitH. Certainly.
Senator CHAFEE. And you might lose out on that basis.
Mr. SmrtH. That’s always the possibility. Every investment has
to be looked at with an eye toward prudence.
Senator CHAFEE. All right. Assuming that that meets some of
your requirements, then what more would you be seeking, Mr.
Georgine, in this law? Changes in ERISA? ) ‘
Mr. GeEorGINE. Well, one of the things, of course, would be the
opportunity under certain circumstances to make a mortgage loan
that was what they call “less than the prevailing rate.” There are
limitations and restrictions now that make that almost impossible
with the Labor Department’s attitude. What they have said is their
interpretation. Tim, what do you think?
Mr. SmitH. Well, the primary problem is the expressed views of
the Department of Labor. They are leading many trustees to be-
lieve that they have to charge the same rate as a local bank is
quoting even though that is not really the rate that is being
charged on loans that are being made. And the public announce-
ments of the Department of Labor have, I think, discouraged a lot
of trustees into getting into mortgages because they realize that if
they put a program out there that charges the same rate that a
bank is quoting, that they won’t get any response from that. It will
just be a waste of time. So the people are hearing what the Depart-
ment is saying and they assume that there is no possibility in in-
vesting in mortgages without risking the Department of Labor
coming in and taking enforcement action.
Mr. GEORGINE. Mr. Chairman, it can be a prudent investment to
buy stock at x amount of money that loses its value 6 months later
and your net return is 4 percent. But they say it can’t be a prudent
investment to lend money at 12 percent when the savings and
loans and banks are lending it at 14 or 16. Yet you are getting 12
percent return on your money. That’s where we have the very seri-
ous problem. If the return on your investment gives you more than
the rest of your portfolio, it is still imprudent. Now that, to me, is a-
violation of commonsense. :
Senator CHAFEE. Mr. Curran, any comments?
Mr. CurraN. Nothing to add, sir.
. Senator CHAFEE. Well, this is a sticky problem. You have been a

trustee yourself, Mr. Georgine, so you are familiar with all this.
There are more things to look at besides return, as you mentioned.
But those other items you look for in addition to return are poten-
tial for growth in the investment, for example, if it's an equity,
management, security, all those factors figure in besides strictly
just a return. But when you are dealing with mortgage versus
mortgage, and you have a chance to get 14 percent or get 12 per-
cent, even though the 12 percent might help your members or
those who are members of the plan, it seems to me that it presents
a challenge to the trustee to go for the 12 percent when he could be
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getting 14 percent, which obviously produces more for his benefici-
aries.

Mr. GEORGINE. But, Mr. Chairman, that’s no real figure when
they say that the mortgage rate is 15, 16, 17 percent. That’s what -
they are charging for mortgage money if anybody can get it.
Nobody can get it because they can’t afford to make the payments
8o they can’t qualify for the loan. So that really isn’t the mortgage
rate. The true mortgage rate is brought down. And mortgage rates
go out at 11 and 12 percent. So you can’t take a look at what the
market is and decide really, in fact, what is the true mortgage rate.
What are mortgages really going out at? And I say to you that it is
a much lower rate than is published.

Senator CHAFEE. Well, of course, as Mr. Clayton and I discussed,
in our meeting with the pension fund managers last week what
they-found was that investment in mortgages now is just not an
area that they found competitive with other long-term obligations.
Thus, they didp’t feel that's where they wanted to put their money.

Mr. GEORGINE. We don't feel that way.

Senator CHAFEE. Yes.

Mr. GEorRGINE. We do feel that there are better investments right
now. And our economists will tell you that. And I am sure Henry
Schechter will spend a great deal of time on that issue. But the
fact of the matter is that there has to be money in the home
market. If you are going to revive this economy, you have got to
revive the homebuilding industry. And there is money available in
pension funds to do just that. And they are good investments. And
they will bring a prudent return. And they are safe. And they will
do the other things. They will create jobs. And they will strengthen
the pension_funds. And it just makes good commonsense to make
~ that source of funds available for the homebuilding industry.

Senator CHAFEE. But you yourself recognize that that’s not per-
mitted under the current law. Otherwise, you wouldn’t be here.

Mr. GEORGINE. That’s true. That there are restrictions and prohi-
bitions. There are certain things that we think you can do under
current law that the Labor Department won’t allow us to do.
That’s the major problem.

Senator CHAFEe. All right. Fine. Thank you very much, Mr.
Georgine, for your testimony. Obviously, that w111 be helpful to us.

Mr. GEORGINE. Thank you, Senator.

Senator CHAFEE. We appreciate you comlng

Mr. Schechter, we welcome you. There’s a vote on now. Why
don’t you start? And I will have to leave in a few minutes. We w1ll
just have a temporary recess while I go over. And, again, if you ¢an
summarize your statement, that would be helpful to us. Why don’t
you proceed, Mr. Schechter‘?

STATEMENT OF HENRY SCHECHTER, DIRECTOR, OFFICE OF
'HOUSING AND MONETARY POLICY, AFL-CIO, WASHINGTON, D.C.

Mr, ScHECHTER. Thank you, Mr. Chairman. I appreciate the op-
portunity to present the views of the AFL-CIO on pension fund in-
vestment in mortgages. You have relieved me of making part of my
statement by "assuring that you are opposed to mandatory require-
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nll]ents for such investment. Of course, there have been proposals of
that sort.
I would like to emphasize, though, that the AFL-CIO view is that
there is a market range—— ‘ ‘
Senator CHAFEE. I guess, Mr. Schechter, that we ought to hold
right here before you get started. If you would be good enough to
remain at ease for a few minutes and I will be right back.
[Whereupon, at 10:42 a.m., the hearing was recessed.]

AFTER RECESS

Senator CHAFEE. All right. Start once again, Mr. Schechter. I
apologize. You have been around so you are familiar with the
delays. And there is no way in the world I can assure you that that
will be the last interruption. Why don’t you proceed?

Mr. ScHECHTER. Mr. Chairman, the labor pension funds should
not be asked to compensate for the impact of a tight monetary
policy, and high interest rates upon the economy by making loans
at the expense of workers whose retirement income would be in-

. volved. In other words, there is no way of doing that justifiably.
- There is, however, a raage of mortgage interest rates in the
market at any particular time. If there weren’t that range, and
changes taking place within that range, we would always have one
interest rate. It would be very hard to get the market to change.

As Bob Georgine indicated, there are various factors involving

the credit risk:. different locations of houses, different terms of
loans, to value ratio, maturity and so on which would make for a
difference, and different credit ratings of the home buyer.
- I do believe within that range though, it should also be possible
to take account of the benefit which the fund and the participants
may reap by having more work as a result of the investment. Mr.
Clayton indicated that there would be more liabilities because
more work would mean adding people to the plan as beneficiaries.
But I think Bob Georgine and I do not have in mind the people
who would be added as employees. We have in mind the great
numbers of presently unemployed. And when the actuarial funding
was designed for any fund, it was for a given number of people
working in the trade. In order to be able to meet the payment obli-
gations to them, some of whom will have to be paid very shortly, it
is a consideration to have at least reasonably full employment of
participants so that the fund can benefit.

I do not believe there should be or could be even much of an
impact on home financing as a whole by the pension funds. Even if

+they grow, let’s say, at $25 billion per year, and suppose there were
to be a radical departure to invest 10 percent of that in residential
mortgages, which would mean $2% billion a year—but total mort-
gage investments are $65 to $100 billion a year. Last year, the net
residential mortgage investment, according to the Federal Reserve
flow of funds figures, was $64 billion. That was a decrease of about
$36 billion from 1981 because, primarily, of high interest rates, and
the inability to place investment funds in mortgages at the high in-
-terest.rates that the market was demanding. :

Now because of that, for example, the savings and loans de-
creased their net mortgage lending from $26 billion to $13 billion.
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The commercial banks remained about equal, although the year
before they had come down from $21 billion in 1979 to $13 billion.

What I am getting at is that if the pension funds, by themselves,
were to attempt to bring down the mortgage interest rates greatly,
they could not do that. To the extent that they made a very signifi-
cant impact or began to, funds from other sources would flow away
from mortgages into other investments. So we cannot solve the
housing finance problem simply by saying pension fund invest-
ments can do it. It is the entire credit structure which has to be
taken into account.

Now we, for some time, have been recommending the use of
credit controls, such as was done in 1980 when we got the prime
rate down from about 20 percent to about 11 percent. The mort-
gage interest rates came down from about 16 to 12 percent in a few
months. Housing starts began to pick up. And the economy revived
forlfi while. Japan has used this technique and they have done very
well.

Senator CHAFEE. But that’s aside from our general thrust.

Mr. ScHECHTER. But I believe, sir, it is applicable in that we
cannot do it simply with the pension funds. You asked in your
opening statement: “Can pension funds help revive housing?” Inci-
dentally, the latest figure on the seasonally adjusted annual hous-
s1)1(1)% (S‘zggrts rate came out yesterday. It's down to 881,000, below

Sure, the pension funds can help to some extent, but the funds
will always flow to the highest yield. And the different sorts of
packaging of mortgages really don’t affect that. It may be more
convenient. Now we at the AFL-CIO have a mortgage investment
trust. We help, in that, we take funds frora pension funds and buy
mortgages. That makes it simpler for them to invest funds in mort-
gages through our trust.

But there isn’t enough, really, that the pension funds could do to
begin to affect this overall situation. And, therefore, I would appeal
to you to give consideration to the overall situation, and something
else besides monetary policy as a way to fight inflation; namely,
credit controls.

[The prepared statement follows:]
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Statement of Henry B. Schechter, Directo;'
Office of Housing and Monetary Policy
American Federation of Labor and
Congress of Industrial Organizations
Before the Savings, Pensions and Investment Policy Subcommittee
of the U. S. Senate Finance Committee
on Private Pension Fund Investment in Residential Mortgages

/7
May 3, 1982

I appreciate the opportunity to present befc;re you the views of the AFL-CIO
on private pension fund investment in residential mortgages.

The AFL-CIO has an interest in each of the various policy facets involved in
private pension fund mortgage investment. It has long recognized the need and
acted to encourage greater pension fund investment in residential financing. It has
also recognized and supported the need for prudence and fiduciary responsibility to
all the present and prospective beneficiaries of labor pension funds.

Those two policy positions are compatible. Labor pension funds should not be
asked to compensate for high interest rates resulting from national monetary
policy at the expense of workers whose retirement income would be involved. To
deal with the national housing and economic problem caused by high interest rates,
it would be appropriate to have federal support to reduce mortgage interest costs
for housing occupants, as was done in 1975-76.

At the same time, it must be recognized that there is always a limited

market range of mortgage interest rates, of one or two percentage points, within
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which prudent investments can bé made. In a pension fund mortgage portfolio,
there is need for locational diversity, and risk differences that vary with maturity
terms and loan-to-value ratios. There is al.'so need to consider the benefit to the
pension funds and their beneficiaries from maintaining employment and pension
fund income. Investment policy flexibility toward those ends should be justifiable
within the mortgage market range of interest rates under the present law. 1 will
develop these points fur{her in a later section of my statement.
Background

There is undoubtedly a great potential for increased mortgage investment by
pension funds. The most recent AFL-CIO estimate of assets of all pension funds,
based on Labor Department data, shows total assets for all funds of $834 billion.
That breaks down into $234 billion* in public employee funds and $550 billion* in
private pension funds. ) .

Most of the public employee funds, with over $200 billion in assets, are state
and local government employee retiren;ent funds. They are often managed by
career employees under management of trustees who are government officials.
They do not come under the Employee Retirement Income Security Act, or ERISA.

Of the f$5'50 billion in private employee pension funds, about $368 billion are
under collectively bargained agreements and $182 billion not under collectively
bargained agreements. Let me just say about the latter that, as long as they are so

completely a management entity, labor has practically no influence over their

#These figures are greater than total financial assets figures from Federal Reserve
Board flow-of-funds data, cited later. The differences may be due to ownership of
some tangible property and also due to different market values of stocks and bonds
at different times when data were compiled.
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investment policies; and 1 don't know whether they ‘have any measureable amount in
housing mortgages.

The collectively bargained private pension funds are of two kinds. Of the
total $368 billion in assets, there is $22! billion in assets in unilaterall} controlled
funds, practically all controlled by management, and $147 billion in funds under
joint labor-management trustee funds. In the latter, we hope to make mc;st
progress in encouraging investments in residential mortgages. We also hope,
however, that unions will gain some voice in investment policy of the funds of large
corporations that are wholly management controlled, and that we might be able to
encourage some residential mortgage investment by them.

As shown in the table appended to this statement, at the end of 198l,
according to the Federal Reserve Board flow-of-funds data, private pension funds
had $4.6 billion or 1.3 percent of total financial assets invested in mortgages.
About $L.7 billion or 0.6 of | percent of such .ass:ts were invested in home
mortgages and an unknown amount of the total mo:tgages held were on residential
rental properties. It might be noted that in the early seventies, while the dollar
amounts invested by private pension plans were about the same as in 198, they at
that time represented 4 to 5 percent of total assets. There was a sharp drop in
such investments after overbuilding and collapse of rental property bullding values
that culminated in 1974. In the last three years there has been growth in pension

fund mortgage investment,

Labor Activities Concerning Investment

A few years ago, pursuant to a convention resolution, the AFL-CIO Executive

Council created a Committee on Investment of Union Pension Funds which
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commissioned a study of the-subject. When the study report was presented to the
Executive Council in August 1980, the Committee Chairman, John Lyons said:

"The committee's report found that pension funds are
invested in companies which are among the most anti-union,
export workers' jobs to low-wage countries, ignote workers'
needs for health and safety protection and in other ways hinder
rather than help workers in the achievement of their most basic
and legitimate objectives.

"This situation must be turned around and that is the
purpose of the recommendations of the Executive Council of
the AFL-CIO which stem from the report and the work of the
Executive Council Committee. The major goals of those
recommendations are -- by enhancing union participation in
pension fund management -- to use these funds for expanding
employment, advancing social purposes such as worker housing,
improving the ability of workers through their unions to
exercise shareholder rights and withholding pension fund
_investment from companies hostile to workers' rights."

The AFL-CIO believes that the last point is important. Just as nobody here
would want to invest his (or her) money in an enterprise that would refuse to hire
him (or her) or fellow members of an organization to which he (or she) belongs, the
American labor movement will not allow its retirement funds to be used in support
of businesses that operate in a manner flagrantly in violation of the interests and
rights of workers.

One of the specific recommendations of the report that was approved by the
AFL-CIO Executive Council read in part:

"Certain industries such as construction, transportation,
and maritime have special needs. ... An effective way to meet
these capital needs and at the same time provide employment is
through pension funds investment."

A second recommendation was: -

“"That an effort be made to increase participation by
pension funds in the AFL-CIO Mortgage Investment Trust in
order to encourage investment in government guaranteed
mortgages to increase the supply of housing for workers and/or
any other projects of a social welfare nature such as health

care facilities, where there is a government guarantee of the
investment."
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The AFL-CIO has operated a nonprofit Moftéage lnves{ment Trust, or MIT,
since 1964. It has provided mostly short-term construction financing loans for
FHA-insured multifamily projects. This wholly labor controlled Trust has confined
itself primarily to such financing because the participating union funds can have
their participation certificates redeemed on 60 days notice, and there was no
established long-term investment policy.

The AFL-CIO has recently received approval from the Securities Exchange
Commission of an application for a second nonprofit trust to be known as the
Pooled Investment Trust, or PIT. It is contemplated that participation in that fund
will be with an understanding that funds will be invested in long-term, government-
insured and guaranteed real estate mortgages. The trust, thus, will provide a
relativély safe diversified investment vehicle to finance needed housing and other
construction. Furthermore, in order to encourage participation by joint labor-
management funds, and even by management controlled pension funds, the PIT fund
will be a joint labor-management fund. Half of the trustees will be from labor,
half from management, with a neutral chairman. As soon as a number of qualified
management trustees have agreed to serve, a registration statement for the sale of
participation certificates to eligible labor organizations will be filed with the -
Securities Exchange Commission.

Another major labor effort :to bring pension fund money into investment in
“union constructed projects was announced earlier this year by President Georgine
of the Building and Construction Trades Department of the AFL-CIO who will talk
about it jn his testimony this morning.

There is alréady a good deal of investment in new construction by pension

funds of various labor union locals, district councils, and national union funds in
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different regions of the country. The efforts that I have mentioned earlier will be
attempts to facilitate, coordinate, and provide risk-reducing diversification for
such investments.

Fiduciary Responsibility and Investment Flexibility

There are legal requirements which must be observed by private employee
pension funds under the Employee Retirement Income Security Act (ERISA)
administered by the Department of Labor. Not being a legal expert, I will not get
into the fine points of a trustee's fiduciary responsibility to act as a prudent man,
see that there are no conflicts of interest involved, etc.

There is one issue, related directly to mortgage investment, however, upon
which I want to comment. The ERlSAy law and regulations require generally that
the assets of a pension plan be administered solely in the interest of beneficiaries
and participants, to provide benefits for them, in a prudent ‘manner. The latter
objective involves diversifying investments. Both the requirements for addressing
the sole benefit of the beneficiaries and participants and need for prud;nce and
diversification play a role in determining the legality of any particular investment.
Differences in site locations, i maturity terms, and in loan-to-value ratios all
make for differences in risk and commensurate differences in interest rates. In
other words, a diversified portfolio that is required for prudent investment policy
can leave a narrow margin of flexibility as to yield, but it would still have to be
within a narrow market range in order to preserve fiduciary responsibility from the
viewpoint of yield.

In a similar fashion, there may be some calculation involved as to the
benefits that would adhere to all the beneficiaries by making loans with interest

rates at the lower end of the narrow market range of | or 2 percentage points, in
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order to maintain high employment in a trade and payments into a pension fund.
.Such limited flexibility of investment policy should be possible within the present
legal bounds:

Given the great need for housing, particularly for low- and middle-income
housing, and the need to revive a depressed economy, there should be some federal
support to help fill the gap between market and affordable interest rates. In the
1975-76 period, below-market interest rate financing under the Brooke-Cranston
Act and under the permanent special assistance authority of the Government
National Mortgage Association was a significant factor in bringing the home
building industry and the ec‘onomy out of recession,

There are two more philosophic points I wish to make. As of now, it is

contemplated that the long-term mortgage financing to be done by the new AFL-

CIO Pooled Investment Trust would all be in fixed payment, fixed rate loans. We
believe that can best serve workers and other home buyers and make for a more
stable economy. The various forms- of adjustable interest rate, renewable and
bglloon paymer{t mortgage are a throw back to the late t\\;enties and financing that
helped to bring about the Great Depression. Pension fund investors, knowing their
long-term actuarial requirements, know how much can and should be invested for
paybackg in specific future years. As far as return on investment is concerned,
witha relatively steady stream of investment, over the long-run the fluctuations in
market rates are likely to provide an average yield that will be as good as a
portfolio of variable rate or equity sharing mortgages. And a probable lower
default rate shoulc_l keep even the minimal losses possible under FHA-mortgage
insurance at a lower level. If pension funds are to be encouraged, to invest in

mortgages, it is highly desirable that FHA mortgage insurance should remain

available.

96-536 0 - 82 - 6



8

Finally, there have been proposals floated for legislation to require a certain
proportion of pension fund investments to be placed in resider;tlal mortgages as a
condition of continued tax exemption. Such a statutory requirement would place a
constraint upon the pension funds in obtaining the highest market yield for a given
degree of risk for their beneficiaries. While "'we hope to increase pension‘ ﬁmd'
investment in residential mortgages, we object to such mandatory requirements for
theb retirement funds of labor. Nobody is suggesting similar legislation for mutual
life insurance companies, or IRA or KEOGH accounts which also hold large
amounts of long-term capital funds. Aside from the inequity involved, it really
would have little practical impact on the availability and cost of residential
mortgage money. As pension funds flow into home mortgages and reduce mortgage
interest rates, other sources of long-term funds will shift more funds away from

mortgages into other forms of investment, and may in large part offset the shift of

pension funds toward mortgages.
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Senator CHAFEE. Well, what specifically? I got that last point you
were making. But what specifically would you have us do in con-
nection with ERISA?

Mr. ScHECHTER. I think the Labor Department should specifically
recognize that there is a range of mortgage interest rates on the
market at all times.

Senator CHAFEE. That was the point Bob was making, Mr. Geor-
gine was making. That the difference between 14 and 12 or what-
ever it is.

Mr. ScHECHTER. Well, I am not using the same figures. But about
a 2-point range. That should be recognized. And, furthermore, from
the point of view of a prudent trustee, he should recognize that if
investments are made toward the bottom of that market range,
taking into account the fact that it may help in reemploying some
of the unemployed proposed beneficiaries, and assure that their
benefits will be there, I think-that should be recognized.

Senator CHAFEE. Do you find currently—perhaps you haven’t had
a chance to analyze this—that union funds make more real estate
investments—union pension funds—than nonunion pension funds?

Mr. ScHECHTER. There are not figures of that sort to the best of
my knowledge.

Senator CHAFEE. I notice in your written testimony you suggest
that the nonunion ones—you say, “I don’t know whether they have
any measureable amount in housing.”

Mr. ScHECHTER. Yes; the reasorn: I say that is the amount is rela-
tively small anyway.

Senator CHAFEE. Yes.

Mr. ScHECHTER. And I know that there are union funds going
into mortgages. In fact, there was a listing in the Investment Jour-
nal recently of the 10 largest pension funds with different sorts of
assets. And among those 10, there were 3 listed there—2 very large
union funds—with very large amounts in mortgages.

Senator CHAFEE. Does there exist a system now whereby union
members have their mortgages pooled in some manner or does
each member just go to his local bank or S. & L.?

Mr. ScHECHTER. I think they go to the traditional lenders. Sure, a
lot of the mortgage investment is not done by a pension fund
making the loan to the borrower. They are not equipped to do that.

Senator CHAFEE. No. ,

Mr. ScHECHTER. They work through, perhaps, mortgage bankers
or somebody else.

Senator CHAFEE. Right.

All right. Thank you very much, Mr. Schechter. We appreciate
your testimony. And we are delighted that you came tod%y.

Now we have a panel of Mr. Carl, Mr. Car]son, Mr. Pryde, and
Mr. Johnson, all representing the realtors or homebuilders and the
President’s Commission. And, Mr. Carl, you will be presenting the
recommendations of the President’s Commission on Housing of
which you were a member, so why don’t you proceed.

Now, gentlemen, we do have time constraints, and we are run-
ning a little behind because of these votes. I would like to complete
this by noon if we can. Why don’t each of you take about 3 or 4
minutes apiece? And if there is more time, we will provide it.

/
IR po—— .
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STATEMENT OF BERNARD J. CARL, WILLIAMS & CONNOLLY,
WASHINGTON, D.C., ON BEHALF OF THE PRESIDENT'S COMMIS-
SION ON HOUSING ‘ :

Mr. CArL. Thank you, Mr. Chairman.

The President’s Commission on Housing was created in June
1981, and issued its final report on April 30, 1982. It is a 700-page
report that is a very comprehensive look at the future of housing
and housing finance in this country. It focused heavilfy on the ques-
tion of mortgage credit, understanding that the lifeblood of the
housing industry is the availability of credit for mortgages. It fo-
cused heavily, as well, on pension funds as significant potential
future sources of mortgage credit. .

It may be useful to put that focus in perspective. The mortgage
finance system is a system in transition. It has historically depend-
ed heavily on the thrift institutions.

Senator CHAFEE. Mr. Carl, when did you complete the report?

Mr. CARL. April 30 of this year. And it was provided to the Presi-
dent on April 30.

Senator CHAFEE. So we are just 20 days thereafter?

Mr. CarL. Yes, Mr. Chairman.

Senator CHAFEE. Thank you. '

Mr. CarL. Historically, we have depended on the thrift institu-
tions which are specialized institutions for individual savings. The
role of the thrift institution is changing. Its role has been partially
supplanted by contract saving plans, such as the pension funds. It
has also found competition for savers’ funds from other investment
vehicles such as mutual funds. In addition, volatile rates have im-
pacted on the ability of thrift institutions to finance long term
mortgages in their portfolios on the basis of short term deposits.
The nature of this transition process is evidenced by the fact that
thrifts, which historically have provided more than half of all
mortgage credit, provided less than 8 percent of net new mortgage
originations in the second half of 1982,

That evidence suggested to us that, in order to have a viable
housing industry in the future, the housing industry must look to
new sources of mortgage credit, and to broader access to the capital
markets, including the pension funds. We looked particularly to
- the pension funds because of their historic similarity to the thrifts
as a place for long-term savings, because of the long term nature of
their obligations, which unusually fit the need for mortgage credit,
which involves long-term instruments. When we looked at pension
funds, we discovered that about 2 percent of public pension fund
assets are invested in mortgages. This suggested to us that there is
substantial potential for expansion of the investment of pension
funds in mortgage credit.

We then went on to discuss with pension fund managers and
others what are the deterrents to pension funds investing in hous-
ing. And one of the major deterrents we found was the ERISA stat-
ute. Both the prohibited transactions rules of ERISA and the plan
asset definition constituted such impediments.

On October 31 the Commission, in an early interim report, rec-
ommended certain class exemptions from the prohibited transac-
tion rule. The President announced on December 3 of last year the
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first set”of such exemptions. The Commission continued to work
with' the Department of Labor. And the Department of Labor, I
myst say, was very responsive to our requests. On Thursday, the
Department of Labor issued two new exemptions and a new plan
asset regulation which are based largely on our suggestions. We
think these are important steps in the direction of increasing mort-
gage investments by pension funds. But they have problems. The -
exemptions omit any reference to multifamily housing, which is ob-
viously an important part of the housing system. Also, the reliance
on mortgages that are eligible for purchase by Fannie Mae and
Freddy Mac effectively limit the principal amount of a mortgage
eligible for purchase by a pension fund to those eligible by statute
for purchase by those two institutions.

Perhaps the most difficult problem posed by the newly . an-
nounced Labor Department regulations is the plan asset exemption
which applies only to federally related securities—those guaran-
teed by Ginnie Mae, Fannie Mae, or Freddy Mac. It excludes all
conventional mortgage backed securities. The result is potentially
to stifle an important new industry, an important new vehicle for
reaching the capital markets.

- Also, the result may be inadvertently to increase the Federal
credit budget by funneling more and more mortgage activity through
federally related intermediaries.

We believe it is important, if pension funds are to have signifi-
cant investments in housing, to increase the viability of conven-
tional mortgage backed securities markets. In that regard, the
Commission has proposed a whole series of statutory changes, in-
cluding some tax law changes within the province of this commit-
tee, to make conventional mortgage backed securities more viable.
And we believe these are important recommendations to increase
the investment of pension funds in mortgages.

Finally, we have looked at the question of tax subsidies to hous-
ing. We noted that there are a number of tax subsidies, such as the
bad debt reserve for savings and loans and the exemption from tax-
ation of mortgage revenue bonds—all of which do nothing to in-
crease the investment of pension funds in housing. What we pro-
posed instead, but only as a long-range objective, is that Congress
give consideration to a tax credit for investment in mortgages,
structured in a way that also provides an incentive to important
tax-exempt sources of funds, such as pension funds.

We hope that the Congress will consider our recommendations as
mechanisms to increase the availability of funds for housing, not
only from pension funds, but from other major participants in the
capital markets.

hank you.

Senator CHAFEE. Mr. Carl, I didn’t understand the last sugges-
tion. Pension funds being tax-exempt would have some tax benefits
available for these tax-exempt funds. How would that work?

Mr. CArL. Mr. Chairman, there are alreadlv tax subsidies to hous-
ing, such as the bad debt exclusion applicable to savings and loans.
To some extent, those may push down the yield on mortgages and
make it ultimately, when rates go down, less attractive for pension
funds to invest. What we have suggested is something b on the
study on financial institution reform done in 19756—a tax credit ap-

”~
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plicable to the interest generated by investments in mortgages.
This would be a uniform tax credit available to all individuals or
institutions who held mortgage investments in their portfolios. For
example, if you generated income from a mortgage in a given year,
you would receive a tax credit equal to a certain percentage of that
sum. That credit could be made available to pension funds in one of
two ways. It could either be a refundable tax credit, or it could be
structured so that the tax credit, as in a leasing transaction, would
- be available to the originator of the mortgage or to the holder of
the security based on the mortgage. And, if it were retained by the
orginator, he could, therefore, provide the mortgage to the pension
fund at a lower price and a higher yield. In that way, you could
have a tax mechanism that applied equally to all investors in this
particular investment medium.

Senator CHAFEE. Why don't you, if you would, Mr. Carl, submit
for the record the recommendations of the Commission dealing
with pension fund investments? Would you do that?

Mr. CARL. Yes, Mr. Chairman, I will do so.

Senator CHAFEE. Fine. Thank you.

STATEMENT OF DR. JACK CARLSON, EXECUTIVE VICE PRESI-
DENT AND CHIEF ECONOMIST, NATIONAL ASSOCIATION OF
REALTORS, WASHINGTON, D.C.

Senator CHAFEE. All right. Mr. Carlson.

Mr. CarLsoN. I am pleased to appear on behalf of the National
Association of Realtors. We feel that it is very appropriate for this
Subcommittee on Savings, Pensions, and Investment Policy to pro-
vide oversight of ERISA. :

We support the President’s Housing Commission’s recommenda-
tions as described except we would not eliminate the bad debt re-
serves, thereby causing taxes to increase on thrifts. But we would
support what has just been described to you—an investment tax
credit for those who would hold mortgage investments. -

We do think the steps taken by the administration to remove
barriers—not to mandate investment in residential mortgages, but
merely to remove barriers—is a wise step to take. Expanding the
class exemption under the prohibited tra@sactions to new and‘ex-
isting residential mortgages is a wise step. However, we do believe
it is arbitrary to have the eligibility determined by the eligibility
for mortgages purchased by Fannie Mae and Freddy Mac. Sound-
ness should be identified. That's wise, but not necessarily the ap-
propriate channel that it should go through.

For example, if you use the eligibility rules for Fannie Mae right
now as limiting, there are many parts of California—there might
even be parts of Rhode Island and many other large cities, and cer-
tainly the District of Columbia area that could not have some of
this mortgage to qualify because of the $107,000 limit that now is
imposed upon Fannie Mae.

ond, it is not wise because of competitive considerations—al-
lowing the eligibility of those institutions, which are a few, to
spénehow dictate the marketplace for all investment on the pension
side.
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Second, we support the expanded acceptability plan assets on the -
mortgage backed securities. However, we agree with the Housing
Commission that we are concerned with the fact that these only go
through those that are guaranteed by Fannie Mae and Freddy
Mac. It should be broadened. There are many other ways to share
the risks other than through those instrumentalities. And we
should look into it. Also, again, we do not want to cause some lack
of competition by building up the competitive edge that these insti-
tutions would have. i

We do agree with the Labor Department’s improvement on the
mortgage pool investment, clarifying self-dealing. And also allow-
ing first and second mortgages.

We are supportive of the steps that have been taken. However,
we see these additional ones that I have just described that could
further strengthen the ability for residential mortgages to be pur-
chased by pension funds as good investments; not mandated to be
purchased by pension funds.

Thank you, Mr. Chairman.

Senator CHAFEE. Thank you, Doctor. We appreciate that.

[The prepared statement follows:]
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STATEMENT
on behalf of the .
NATIONAL ASSOCIATION OF REALTORS®
regarding
MORTGAGE INVESTMENT BY PENSION FUNDS
to the
SENATE FINANCE SUBCOMMITTEE ON SAVINGS,
PENSIONS AND INVESTMENT POLICY
by
R ' DR. JACK CARLSON
MAY 19, 1982

I am Jack Carlson, Executive Vice President of the NATIONAL
ASSOCIATION OF REALTORS®,

On behalf of the 640,000 members of the National Association,
we greatly appreciate the opportunity to present our views on the
desirability of mortgage investments by pension funds.

The National Association strongly supports efforts to increase
pension fund investments in mortgages. Such activity would benefit
both housing and the pension funds making such investments.

Housing would benefit because tradiéional mortgage lenders are
withdrawing from the mortgage investment scene. Pension funds
would benefit because the historical return on investment in houslng
has been far greater than the return on investment experienced by
the average pension fund. .

We have strongly encouraged the Administration to take
regulatory actions to ease ERISA restrictions on housing-related
invesﬁments by pension funds. We view the regulations published
last week by the Department of Labor as a constructive step and a
clear signal from the Administration. However, much remains to be
done, including the following:

® A major marketing effort must commence with the private

sector and government entities working to encourage greater pension
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fund investment in housing.

¢ Pension funds must be educated about the potential benefits
of housing investment including the role of mortgage-backed
securities.

e ERISA should work to fine-tune and expand its regulations
so that the ingenuity and energy of the marketplace can be most
effectively utilized.

® Legislative actions should be taken to ensure that mortgage-

backed securities can compete with other forms of capital.

Because of the current housing capital crisis we encourage
Congress to do all it can to eliminate the real or perceived
restrictions on mortgage investments caused by the Employee
Retirement Income Security Act of 1974 (ERISA).

We have seen the traditional source of funds for housing,
deposits in the nation's thrift instituéions, dwindle to the point
that they no longer can adequately function. The outflow of money
from the thrifts has been harmful to those American families
seeking to purchase a home, and the Congress and the housing
industfy must explore all possible alternative sources of funding
for housing.

Pension funds have equity to invest, they have specific income
needs, and they can invest in the longer-term, so they present an
ideal source for housing credit, but regulatory, statutory, and
marketplace impediments must be removed. At the end of 1981,
private pension plans held assets over $500 billion, with minimal

investment in housing. The Congress must work to see that this
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mdjor épportunity\to assist housing is not missed, -

We view the mortgage-~backed security or péss-through security
as the primary conduit for peﬁsion dollars into individual
mortgages which are combined into large mortgage pools. Mortgage-
backed securities provide their holders a right to the income
streams generated by individual mortgages. gs we all know,
mortgages are now competitive with other forms of capital and these
income flows will be attractive to pension funds. Since fiduciary
managers already invest in a variety of securities, the pass-
through's pres;nt a relatively familiar business option. These
securities enable an entity with little or no mortgage lending
experience to make well-informed and profitable decisions with
respect to the purchase of mortgage-backed securities. Pass-
through's -can provide increased‘balance and higher yield to a
pension fund portfolio.

When ERISA was enacted there was a conscious effort to assure
the integrity of pension funds and to ensure that retirement funds
were not misused or imperiled. ERISA therefore requires, and
properly so, that pension fund managers make only prudent invest=-
ments and prohibits self-dealing by such managers. Unfortunately,
there is now a perception that investments in anything other than
stocks or bonds ;s not prudent. This perception has resulted in
large part.due to overly restrictive ERISA regulations which have
taken inordinately long to revise. We would submit that housing
investments will be good investments for pension funds, and we
aprlaud this subcommittee's concern to see that the relationship

between pension funds and housing is strengthened.
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Last yeek, the Department of Labor announced its long-awaited
ERISA housing regulations, and our initial review of themA
indicates that progress has been made on the regulatory front. Th;
regulations indicate that the Department of Labor clearly approves
of various forms of housing related investments by pension funds.
Specifically: .

e The regulations broaden the December 1982 proposed Class
Exemption fhgulation to expand the class exemption to allow pension
fund dealing in‘morfgages on new and existing homes. We are pleased
that the final regulation includes our recommendation th;t existing
housing be included in this class exemption.

¢ The regulations also authorize pension funds, under the
defiﬁition of‘plan assets, to invest in the mortgage-backed
securities guaranteed by the Government National Mortgage
Association (GNMA), Federal National Mortgage Association (FNMA),
and Federal Home Loan Mortgage Corporation (FHLMC). We believe
that mortgage-backed securities hold the greatest promise for
providing housing capital in_the future.

The NATIONAL ASSOCIATION OF REALTORS® feels that these
regulations will play an important part in the task of attracting
private pension plan investment to provide needed capital for
homeownership. The needs and problems of pension fund managers
must be met to facilitate housing investment on the part of pension
funds. Since the funds are closely regulated, and correctly so,
by the Department of Labor, these regulations send a clear positive
signal to the pension funds. Having said that, I would like to

express some other observations on these regulations.
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¢ The plan asset regulation is perhaps limited in that
mortgage~backed securities afe restricted to those guaranteed by
the FHLMC and FNMA. We believe that the regulations should allow
more players in the mark;tplace td'participate in the‘marketing of
mortgage-backed certificates to pension funds. These regulations
should be flexible, but should assure the soundness of the
investment. Surely this can be done other than by the guarantee of

-quaai-governmentil agencies. The spectrum of the imvestment needs
of pension funds would be better served by many participantd than
by few.

The marketplace already has developed means to share risk and
the ERISA should permit the expertise of the marketplace to be
harnessed. By restricting mortgage-backed securities to those of
GNMA, FNMA, and FHLMC, these government agencies are in a position
to dominate the market. This could also sccve to limit the housing
investment options of pension funds.

® The class exemption, while it includes existing mortgages,
an improvement over the initially proposed regulations, limits
these mortgages to those eligible for purchase by FNMA and FHLMC.
It should be remembered that these agencies serve a public as well
as a private purpose and éheiefore they are restricted from
participating in the marketing of more expensive housing. One must
question if this regulation should also limit pension fund
participation on the side of more expensive homes.

It must be remembered that the primarf reason, as far as ERISA
is concerned, that pension funds should invest in housing is that

it is a good investment. While the security of pension funds is of
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paramount importance, the secondary social benefits are sfgnificant.
Therefore, pension funds should have the widest posgible choices

of investment.,, and this includes the making of mortgages above the
statutory limits of FNMA and FHLMC.

While we are generally pleased with the new ERISA regulations,
we hope that future regulatory actions will not take inordinately ~
long periods of time. We recognize the need for care in expanding
investment options for pension funds, but we would remind the
Committee that unnecessaryrdelays help no one.

The ERISA regulations are only a part of the work that the
federal government and the private sector must do to stimulate
péhsion fund investment in housing. We have not only supported the
efforts of HUD, the Mortgage Bankers Association, and the National
Association of Home Builders to "sell" pension fund managers on
housing, we have also cond;cted training sessions for our members
to work with pension funds so that REALTORS® will be active partners
in the housing-pension fund relationship or pass-through security.

As I‘mentioned earlier, we view mortgage-backed securities as
the primary means of tapping pension funds, and other large
institutional investors. This Subcommittee should be aware that
these securities cannot compete equitably with corporate'debt
obligations and I would urge that the Subcommittee explore the
recommendations of the President's Commission on Housing in this
méﬁter.

In closing, I would like to express the Association's thanks
for this hearing, as it is an indication of Congressional support

and a commitment to pénsion fund investment in housing. The

NATIONAL ASSOCIATION OF REALTORS® stands ready to assist in any way
possible in this effort.

We believe that pension funds should have every opportunity to
invest in housing. Given the chance, we believe that the funds
will indeed choose from the various forms of housing investment

that will be available to them. q
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STATEMENT OF HARRY PRYDE, FIRST VICE PRESIDENT, NATION-

AL ASSOCIATION OF HOME BUILDERS, WASHINGTON, D.C.

Senator CHAFEE. Mr. Pryde.

Mr. PrYDE. Thank you, Mr. Chairman. I am first vice pres1dent
of the National Association of Home Builders, and a builder-devel-
oper from Seattle. I am accompanied by Stuart Lewis, our counsel.

I will try to briefly summarize. But I would like to emphasize
gllat' housing starts did drop 6 percent last month and also in
arch.

We have basically two problems. First is that the exemption still
treats mortgage investments as an inferior type of investment. As
our prepared statement demonstrates, mortgages have historically
proven to be a superior form of investment. Notwithstanding their
economic superiority, however, the final exemption places numer-
ous burdens on a plan that wishes to invest in residential mort-
gages.

For example, the type of mortgage loans that a plan may acquire
are limited to recognized mortgage loans as defined in the exemp-
tions. These recognized mortgage loans are essentially mortgages
that qualify only under Fannie Mae, Ginnie Mae, and Freddy Mac.
Limiting the type of mortgage investments in this fashion is equiv-

alent to prohibiting trustees from buying corporate bonds that do

not have triple A ratings. Further, and perhaps most important,
the trustees of the plan cannot, by themselves, make the decision
to invest in residential mortgages. It must delegate the decision to
a qualified real estate manager. Retaining the services of a qualifed
real estate manager would involve added expense and complica-
tions for the plan. And, moreover, the Labor Department’s con-.
cerns over the appropriateness of the investment should have been
adequately solved by requiring satisfaction of either of these condi-
tions. Requiring both to be satisfied is administrative overkill.

Our second major problem that is unsolved by the exemption
concerns the rate of return that must be obtained on any mortgage
loan acquired by a plan. While the exemption does not address this
issue, the Labor Department has made it clear that their interpre-
tation of ERISA’s prudent man rule requires the plan must obtain
the highest rate of return available on mortgage loans if it wishes
to make these types of investments.

We do not disagree that the plan trustees have a duty to invest
plan assets in a manner that is in the best interest of plan partici-
pants and beneficiaries. We submit, however, that strict dogmatic
adherence to the principle that the rate of return must be the
highest possible is not necessarily in the best interest of plan par-
ticipants and beneficiaries. And may be a substantial detriment in
many cases.

Plan trustees should have the clear authority to consider all rele-
vant economic factors in investing the plan’s assets. The straight-
jacket of having to obtain the highest possible rate of return on a
mortgage asset rather than obtaining a reasonable or prudent
return, in light of all economic circumstances, can be a substantial
detriment to the participants and beneficiaries. The reduction in
the rate of earnings may have a beneficial effect in securing jobs in
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gengi.on factors that should be relevant to the trustees’ investment
ecision.

Given these problems, there is a clear, immediate and urgent
need for Congress to enact legislation that will remove the second
class investment status that has been assigned to mortgages. The
mortgages that plan trustees acquire should not be circumscribed
to a particular class of mortgages. But, rather, the trustees should
be free to acquire any mortgages that they feel are financially
sound. If trustees feel that mortgages other than those outlined in
the exemptions are suitable investments, just as if the trustees
wish to acquire stock or other blue ch1p securities, the trustees
should be free to do so in their best judgment. Further, under
‘ERISA the trustees are given the responsibility and authority to

.. direct and control the investment of plan assets. The trustees
should also have this responsibility for mortgage investments

thereby, avoiding the expense and burden of having to retain an
outside specialist to make one class of plan investments.

NAHB requests that this subcommittee immediately take action
to develop legislation that_will accomplish this goal. NAHB is

ready, willing and able to provide any necessary assistance in the -

development of appropriate legislation.
Thank you, Mr. Chairman, for your consideration.
Senator CHAFEE. Thank you, Mr. Pryde.
[The prepared statement follows:]

f
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Statement
on Behalf of the National Association
of Home Builders of the United States

Before the Subcommittee on
Savings, Pensions and Investment Policy
of the U,S. Senate Committee on Finance

May 19, 1982

Ll

, My name is Harry Pryde. I am First Vice
President of the National Association of Home
Builders. I am accompanied by Robert Bannister,
Senior Staff Vice President for Governmental Affairs
and Stuart Lewis, our counsel, who is a partner in
the firm of Silverstein and Mullens. We are pleased
to be here to testify on investments in residential
mortgages by pension and other retirement plans.

The National Association of Homebuilders,
with its affiliated state and 1local organizations,
has a membership of approximately 115,000
homebuilders and individuals working in related
fields. We are the largest organization representing
homebuilders in the United States. Our members are

" annually responsible for the construction of

approximately 67 percent of all new homes.
I. The Problem

. The housing industry today 1is in a severe
depression due largely to the high rates of mortgage
interest and the shortage of residential mortgage
money. The shortage of mortgage investment capital
at reasonable rates results in significant part from
the disintermediation suffered by the thrift
institutions because of bond, money market fund and
certificate of deposit yields. Thrift institutions
have been the principal supporters of the residential
mortgage market for over forty years. Today's
interest rates have priced many middle-income
families and first-time buyers out of the housing
market causing the housing industry to suffer its
worst economic downturn in 40 years.

96-536 0 - 82 ~ 7
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New housing production for 1981 was the
lowest since 1946 -~ only 1.1 million units were
produced. New home sales in 1981 were the lowest
ever recorded. The existing home market has been
similarly affected with a monthly sale rate that has
. declined from about 4 million single family homes in
1978 to below two million at the present time.

The failure rate among construction f£irms
was up more than 50 percent. The unemployment rate
in the construction industry is now 19.4 percent.
This is more than twice the national average. At the
beginning of this year, the number of unemployed
construction workers rose to well over one million
persons.

NAHB estimates that the downturn has cost
the American economy more than 3 million man-years of
employment, $53 billion in wages and $23.7 billion in
total tax revenues, a combined impact of $240 billion.

If these statistics are not sufficient to
make the actual devastation to our industry clear,
the results of a recent survey of NAHB's membership
is a poignant revelation of the extent of the
hardship. Of those polled, only 25 percent said they
were experiencing profits. Twenty five percent said
they were breaking even, and 50 percent indicated
they were in the red. Of those who were 1losing
money, the average time for which they estimated they
could survive was only eight more months.

Of all the housing cycles since the end of
World War -II, this downturn is the longest and the
most difficult that the housing industry has ever
experienced. If something is not done immediately to
open up new sources of mortgage investment. capital
and to bring down high interest rates, contractors
will go under in droves and the numbers which I have
cited today will rise exponentially.

. Another facet of this problem involves the
current movement to eliminate the distinctions
between savings and loan associations and banks.
Savings and loans have historically been the single
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major source of long-term stable mortgage funds. As
financial institutions are restructured the
availability of thrift institutions as a source of
stable, long-term mortgage financing is jeopardized.
Historically pension funds have invested less than
three percent of their assets in mortgages, including
commercial - mortgages. In the future, however,
pension funds will be the only major stable source of
long-term mortgage financing. It |is imperative to
the housing industry and the American economy that
unnecessary legal impediments to mortgage investments
by pension funds be removed.

4 For these reasons, NAHB is grateful for the
opportunity to present its views on an issue that may
begin to solve these problems by removing artificial
barriers created under our pension laws that have
substantially inhibited the nation's employee pension
funds from investing in home mortgages. We must
stress, however, that the severe plight of the
housing industry reqguires immediate, forceful action
from Congress. Further, NAHB submits these issues
should be resolved before Congress moves any further
toward restructuring thrift institutions.

I1. Current Law

_ Sections 404 through 408 of ERISA establish
standards which were designed to: (1) encourage safe
and_ sound investments yielding acceptable returns
that are in the ©best interests of the plan
participants, and (2) protect pension plan
participants from improper dealings by plan
fiduclaries and other parties in interest.

The Congressional assumption behind the
adoption of these provisions in 1974 was that
dealings between pension funds and related parties
are inherently subject to abuse. Because it is
difficult to police these types of transactions,
Congress enacted a general prohibition on all
dealings between funds and related parties. Unlike
most investment transactions, mortgage transactions
usually involve a large number of parties including
not only employers and employees but also builders,
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. developers, unions, mortgage bankers and other types -
of financial institutions. Because of the large
number of parties in interest typically involved in
mortgage transactions, a mortgage investment is more
likely to be classified as a prohibited transaction
than other types of investments. Plan trustees are
inhibited from engaging in such transactions because
there is a significant risk that they might
inadvertently engage in a prohibited transaction.
Thus, as a practical matter, the ERISA prohibited
transaction provisions preclude plan investments in
mortgages, even if the transactions are fair and at
arm's length.

In recognition that these overly restrictive
prohibition provisions preclude transactions that do
not involve abuse, Congress established special
administrative procedures for obtaining relief from
the prohibited transaction restrictions by
petitioning the Labor Department. Unfortunately,
that administrative exemption procedure has proved
largely unworkable in operation. Obtaining a
prohibited transaction exemption through the
Department 1is extremely difficult. Exemptions are
only obtained after months and sometimes years of
delay and often involve expense that is well beyond
the means of small plans. Our recent experience in
obtaining _such an Exemption illustrates this
difficulty.

III. Solutions

Presently only two courses of action are
available that could provide substantial relief from
these problems =-- administrative exemption from the
Department of Labor or statutory relief from
Congress. The Department of Labor has very recently
granted our requested Exemption, but as I will
describe in greater detail, the relief is not
complete and Congressional action is still urgently
required.” ) o T

A. Prohibited Transaction Exemption

i In June of 1980 NAHB and the  National
Coordinating Committee for Multiemployer Plans
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(NCCMP) requested the Department of Labor to issue an
administrative exemption that would permit plans to
invest in residential mortgages under <certain
conditions. On December 2, 1981, the Department
issued a. notice of a proposed class exemption for
transactions involving certain residential mortgage
financing arrangements (Applications D=-1937,
D-2004). Unfortunately, this proposed Exemption, in
addition to the delay in its issuance, failed to
recognize the realities of the mortgage market and
was far too restrictive to provide the type of relief
required. We testified in detail on these problems
last January before the Subcommittee on Labor of the
Senate Committee on Labor and Human Resources. Last
February, NAHB and others requested the Department to
substantially modify this proposed Exemption.

- In the last few days the Department of Labor
issued Prohibited Transaction Exemption 82-87, This
exemption 1is 1in response to the original NAHB
application filed almost two years earlier. We wish
to commend the Department of Labor generally on its
responsiveness to the reguests of NAHB. The final
exemption represents a substantial improvement over
the exemption proposed last December. We also
particularly wish to commend the Department of Labor
for its foresight in changing the basic thrust of the
Exemption. As finalized, the Exemption recognizes
the flexibility of the mortgage marketplace and
attempts to utilize criteria established by agencies
whose principal function is to deal with residential
mortgages. The Department of Labor in effect
delegated the establishment of most of the criteria
to organizations such as the Federal National
Mortgage Association (FNMA). Since we hope that FNMA
and the other government agencies will adapt to
changes in the marketplace, amendments to this
Exemption may not be necessary to adjust to these
economic changes.,

While we commend the Department of Labor for
having made substantial improvements in the final
Exemption, we must point out, however, that the
Exemption does not provide all the relief that is
necessary. Two main problems still remain after the
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issuance of the final Exemption. The first is that
the Exemption still treats mortgage investments as an
inferior type of investment by pension plans. As the
accompanying chart. demonstrates, mortgages, in fact,
have proven to be a superior form of investment,
especially for pension plans, than any other common
types of investment: made by pension plans.
Notwithstanding their economic superiority, however,
the final Exemption places numerous burdens on a plan
that wishes to invest in residential mortgages. For
example, the types of mortgage loans that a plan may
acquire are limited to "recognized mortgage loans" as
defined in the Exemption. These "recognized mortgage
loans" are essentially mortgages that qualify under a
FNMA, Government National Mortgage Association
(GNMA), or Fedéral Home Loan Mortgage Corporation
(FHLMC) program. Limiting the types of mortgage
investments in this fashion 1is the eguivalent of
prohibiting trustees from buying corporate bonds that
do not have an AAA rating. Further, and perhaps most
important, the trustees of the plan cannot by
themselves make the decision to invest in residential
mortgages but must delegate this decision to a
"qualified real estate manager". Retaining the
services of a qualified real estate manager will
necessarily involve added expense and complication
for the plan, Moreover, the Labor Department's
concerns over the appropriateness of the investment
should have been adequately solved by requiring
satisfaction of either of these conditions =~
requiring both to be satisfied is administrative

overkill.

In short, the various conditions imposed in
the Exemption have added cost, administrative burdens
and. layers of complexity that will have the practical
effect of making mortgage investments a second class
investment when compared to equities, bonds and other
forms of investment.

We also wish to note that the Labor
Department chose not to extend the Exemption to
multifamily housing, even though requested to do so.
NAHB now faces the necessity of seeking a separate
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exemption if it wishes to avoid prohibited
transaction problems for pension investments in
multifamily housing.

The second major problem that is unsolved by
the Exemption concerns the rate of return that must
be obtained on any mortgage loan acquired by a plan.
While the Exemption does not address this issue, the
Labor Department has made it very clear that their
interpretation of ERISA's prudent man rule regquires
that the plan must obtain the highest rate of- return
available on mortgage loans if it wishes to make that
type of investment. The Labor Department has
consistently required a "reasonable" rate of return
on investments -- a concept to which NAHB does not
object. However, as more precisely interpreted by
Labor Department officials, we understand the
Department's position to be that "reasonable" means
the highest available return. We do not disagree
that the plan trustees have a duty to invest plan
assets in a manner that is in the best interest of
plan participants and beneficiaries. We submit,
however, that strict dogmatic adherence to the
principal that the rate of return must be the highest
possible- is not necessarily in the best interest of
plan participants and beneficiaries and may be a
substantial detriment in many cases. Plan trustees
should have the clear authority to consider all
relevant economic factors in investing the plan
assets.,

Let me illustrate this point with an example
using a single-employer defined benefit pension plan
of an employer whose business is related (as many
are) to the residential construction industry. For
actuarial purposes the plan needs to achieve at least
a six percent return on its investment, a common
actuarial investment assumption, even in today's
markets. Due to declines in the stock market, the
plan's average rate of return is currently 10
percent. This also is not an uncommon experience in
today's market.

' The trustees could achieve a higher rate of
return than they are currently achieving, make an
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investment that is more secure than their typical
investment, benefit the plan participants by helping.
to secure their jobs and therefore their pensions,
and benefit the local economy, if they were to invest

in residential mortgages. Even if the plan were to -

invest in residential mortgage at a rate of 12
percent, when the so-called market rate is in excess
of 16 percent, the plan-would achieve a better rate
of return than it 1is currently achieving. B

investing . at that rate, home sales would be
stimulated -and local employment and pensions better
secured., Further, because the plan is well funded
and the actuarjial assumptions only require a six
percent rate of return, the difference in investment
return between obtaining 12 percent and obtaining 16
percent does not have any effect on the pensions that
will be received by the participants.

As this example illustrates, the
straightjacket of having to obtain the highest
possible rate of return on a mortgage investment --
rather than obtaining a reasonable or prudent return
in light of all the economic circumstances -- can be
a substantial detriment to the participants and
beneficiaries. A reduction in the rate of earnings
may have a beneficial effect in securing jobs and
pensions, factors that should be relevant to the
trustees' investment decision. Nevertheless, under
~the Department of Labor's interpretation of the

prudent man rule of ERISA, the trustees must seek a
16 percent rate of return if that is the going
"market" rate. While the Labor Department routinely
denies that it directs plan investments, the net
effect of its policies is to <control ©plan

investments. We do not believe Congress intended the _

Labor Department to function in that capacity.

Further, it should be pointed out that the
current high mortgage rates do not reflect a true
arm's-length rate. The high interest rates have been
established by lenders who are unwilling to. make
long-term mortgages in the financially uncertain
markets that currently exist. The decline in the
homebuilding industry clearly reflects the fact that
there is a substantial unwillingness or inability on
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the part of home purchasers to pay these high
interest rates. Consequently current rates do not
reflect a normal market, but rather an aberrational
market in which the 1lenders are artificially
increasing the interest rate to forestall making
mortgage loans. We therefore guestion whether the
current- interest rate could even be recognized as a
fair market rate. Further, mortgage loans typically
are subject to a range of rates depending on their
terms and other factors. As .a result, it is always
difficult to accurately determine a "market" rate.

As these problems point out, the Exemption
from the Department of Labor does not sufficiently
authorize plan trustees to make mortgage
investments. We believe that only Congress can
provide the necessary relief by rewriting some of the
overly strict provisions that were incorporated in
ERISA in 1974.

B. Legislative Relief

. Given the problems outlined above, there is

a clear, immediate and urgent need for Congress to
enact legislation that will remove the artificial
barriers that effectively block plan trustees from
investing 1in mortgages. The legislation should
remove the second class investment status that has
been assigned to mortgages. The mortgages that plan
trustees acquire should not be circumscribed to a
particular class 'of mortgages, but rather the
trustees should be free to acquire any mortgage that
they feel are financially sound. 1If trustees feel
that mortgages other than those outlined in the
Exemption are suitable investments, just as if the
trustees wish to acquire stock other than blue chip
securities, the trustees should be free to do so in
their best Jjudgment. Further, under ERISA the
trustees are given the responsibility and authority
to direct and control the investment of plan assets,
The trustees should also have this responsibility for
‘mortgage investments, thereby avoiding the added
expense and burden of having to retain an outside
- specialist to make one class of plan investments.
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All of these changes should be made in a way
that will streamline the ability of plan trustees to
make investments into residential mortgages. Just as
there is no need for added layers of protection to
guard against plan trustees abusing their authority .
when they purchase securities, bonds or other
corporate instruments, there should be no need for
artificial restrictions and burdens for plan trustees
that wish to invest in residential mortgages.

NAHB reguests that this Subcommittee
immediately take action to develop legislation that
will accomplish these goals, We believe a wide
varlety of approaches are possible to solving these
problems but stress that immediate action should be
taken becaugse of the critical nature of the housing
industry at the present time. We note that one bill
has been introduced that we believe would provide
substantial relief and would accomplish the goals
just outlined. -

5.1678, introduced by Senator Hatch on
September 29, 1981, would eliminate the prohibited
transaction restrictions on mortgage investments and
provide mortgage investments with a safe harbor from
the prudent man rule. By adding a statutory
exemption to section 408, the bill, if enacted, would
remove the risk of prohibited transaction treatment
for plan investments in home mortgages.

Specifically, the bill requires that
investment in home mortgages be authorized by the
express terms of the plan, that normal commercial
standards apply to the terms of the mortgages, and
that the interest rate charged to a borrower satisfy
one of three alternative standards designed to insure
that the rate is adeguate. NAHB believes that these
standards, in conjunction with the prohibition
against fiduciary self-dealing in section 406(b) of
ERISA and the penalties under the Internal Revenue
Code, are more than adeguate to protect plans and
plan participants from any wrongdoing that may
potentially exist in situations where transactions
occur between plans and parties in interest.

IV. Conclusion ~

. NAHB commends the the Department of Labor
for its efforts in providing a more workable
exemption for plan investments in residential
mortgages. The final Exemption represents a major
improvement over the proposed exemption issued last
December.

As outlined above, however, there are still
major problems not solved by the Exemption and there
is an immediate and urgent need for a legislative
golution. NAHB is ready, willing and able to provide
any necessary assistance in the development of
appropriate legislation.

1
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SELECTED INTEREST BATES AMD YIELDS, 1970-80

1970~ 1975~
190 190
1970 1971 1972 1973 1976 1975 1976 1977 1978 1979 1980  Aver. Aver.
6 Noath T-B111, Secomdary mkt. 6.51X 4.528 .49 7.20F 7.95% 6.11Z 5.262 5.53X 7.58X 10.062 11.37T 6.96X 7.6
12 Momth T-B111, Secomdsry skt. 6.49 4.67 477 T.01 2.1 6.30 S5.52 S.J1 2.7 975 10.59 6.96  7.65
Moody Asa 6.12 S22 5.06 4.99 S.89 6.62 S5.66 5.20 5.52 5.32 7.8 5.80 6.lv
Moody Bsa 6.75 5.89 S5.60 5.4 6.53 762 .49 6.12 6.27  6.73  9.01 6.08  1.21
20 Year Tressury Bonds i - - - - 8.05 8.9 7.8 7.67 B8.48 9.33 1LY -  B.®
30 Yesr Treasuty Beads - - - - - - - - 8.49 9.23 11.30 -, -
Divideod/Price Ratio .
Prefecred Stocks 7.2 675 7.27 1.23 8.2) 8.38  2.97 7.0 8.25  9.00 10.57 8.05 .0k
Coamoa Stocks 3.83 3.6 284 3.06  4.67 431 30T 4.5 S.28 S.46  5.25 4.l8 .77
MA Auctioas
Coverament Usdecwrittea losas 9.00 7.82 7.6 8.33 9.31 9.26 85.99 8.73 .71 11.50 16.15 9.49 10.39
Comvesticasl Losns - - 782 8.53 943 9.37 .1 9.05 10.01 WM.77 1443  ~  1o.62
FELSS Effective Rate :
Newly Built Momes 8.45 7.74 7.60 2.9¢ .8.93 9.02 9%5.00 9.01 9.54 10.27 12.65 9.15 10.00
Previcusly Occuptied Nomes 8.36 7.627 7.51 8.02 9.06 $.21 9.11 92.02 9.58 10.92 12.95 9.22 10.43
AlL Somes 8.38 769 7.53 8.00 9.00 9.36 9.08 9.02 9.5 10.87 12.8 9.20 10.0%

Source: Federal L ve Boerd. PFederal Naciocasl Nortgage Assoctatioca. Federal Nome Loaa Bask Board

MORTCACES AS AN IWVESTMENT

N N -~

Over the 1970s, home mortgage iaterect rates have gemerally been higher thaa iaterest rateg ia the woaey and capital

sarkets. Betvees 1970 and 1980, the Foderal Home Loam Bank BSoard’s coaventtonal sortgage tates for sculy butlet and pre-
vicusly occupiled homes aversged 9.2 percent, and FIMtA yields on goveramest wadcrwrittea losms were about 9.5 percent. Ower

the same period, both siz-modch and twel h Tr ymuuzumwm;na«duumyxmcml:

perceac, Moody's Baa boads yielded adout 6.7 percent, aad Moody’s Aas boads yilelded 5.8 percent. The dividend/pcice ratio

for p(efetrdotochmollw,m&nlpem. Mcmstod-vemuam‘.l‘ptm.

The same basic relaticaships exist 1f one examines the 1975-1980 period, except thar all the rates are sltghtly higher.

Also, twenty-year Treasury Boods were between 100 and 200 basis points lower than the mortgage rates in the primary and
secoadsry sarkets duriag this period; and ia the secondary market, coavemtionsl loass had ytielids 33 basis polats higher
than governmeat losas at FMMA suctfoems. :

All ta sll, home mortgage rates compare very favoradly to interest rates oa warious types of hns‘-g-u.

s
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STATEMENT OF DOUGLAS E. JOHNSON, VICE PRESIDENT, CHASE
HOME MORTGAGE CO., MONTVALE, NJ., ON BEHALF OF THE
MORTGAGE BANKERS ASSOCIATION OF AMERICA, WASHING-
TON, D.C. -

Senator CHAFEE. Mr. Johnson.

Mr. JounsoN. Mr. Chairman, I am Douglas Johnson. I am a vice
president of the Chase Home Mortgage Co. of Montvale, N.J., a
subsidiary of the Chase Manhattan Corp. I am testifying todag in
my capacity as chairman of the New Investor Opportunities Sub-
committee of the Mortﬁrage Bankers Association of America. Ap-
pelaring with me is William E. Cumberland, MBA's general coun-
se

We appreciate the opportunity to appear before you to testify on
the desirability of pension fund investment in mortgages and on
the impediments to such investments that are imposed by the Em-
ployees Retirement Income Securit?' Act (ERISA). ERISA has had
the effect of inhibiting pensibn plan trustees and pension plan
managers for making investments in mortgages, mortgage backed
" gecurities, and other forms of real estate assets that can provide at-

tractive returns for gension funds and provide the diversity that
prudent investing and ERISA require.

The structure of ERISA interferes with pension fund investment
in both commercial real estate and residential properties. Because
the housing industry is in a dire economic condition and has im-
mense potential needs for financing, pension investment in residen-
tial property has received special attention from the administration
and the Department of Labor. On May 14, the Department of
Labor made public a series of rulings affecting pension plan invest-
ments in residential mortgages. The Department of Labor was re-
sponding to a re%uest for a class exemption for mortgages submit-
ted to them in 1980, and to repeated requests of labor and industry,
as well as the President’s Housing Commission and from President
‘Reagan himself. Two of the rulings are class exemptions and the
third is a final interpretive regulation defining the term ‘“plan
assets” in the context of mortgage backed securities and other
mortgage pools of home mortgages.

There has been little time to study the ramifications of these rul-
ings. And most important, the real estate finance market has had
- no opportunity to try to operate under them. ,

However, unless some unrecognized factors emerge, the rulings
appear to be a giant step on the way toward freeing ltlip pension
funds for investment in mortgages on newly constructed and also
on existing homes. MBA and the mortgage banking industry ap-
plaud the Department for attentive and earnest efforts to develop a
rule under which the market can function in a healthy manner.

When the DOL published prohibitive transaction exemption 81-7
last summer; proposed whole loan exemption last December, MBA
commented extensively, suggesting that each of these exemptions
be broadened in recognition of the market. Almost every suggestion
that MBA made was responded to favorably by the Department of
Labor in the rules made available May 14 for publication in the
May 18, 1982 Federal Register. As published, the new exemptions
and the definition of “plan assets’” would appear to allow pension



106 -

fund managers to enter into the mainstream of residential mort-
gage investment to the benefit of the pension plans and to the
benefit of the housing market and housing industry.

- As recognized by the DOL, these rulings do not remove all the
barriers to sound investment by pension plans in real estate. The
categories of commercial and industrial properties are not covered.
Multifamily residential projects, which are increasingly recognized
as a very efficient form of housing, are expressly excluded. These
types of real estate are providing attractive returns on investments
for other institutional investors and pension plans should be al-
lowed similar investment opportunities. The new rules also saddle
mortgage investment with the mandatory cost of hiring a real
estate investment adviser, even where the trustees, themselves, are
very knowledgeable.

In both the whole mortgage exemption and the plan asset rule,
the DOL has adopted the mortgage standards of FNMA, FHLMC,
or the Government National Mortgage Association. All of these in-
stitutions were created by Federal statute. And each was created
for a purpose other than defining what mortgage investments for
pension funds should be. Whether the standards they have devel-
oped to accomplish their purposes will serve pension plans fully re-
mains to be seen.

In fact, there are mortgages that are not purchased by Freddy
Mac or Fannie Mae and that are very popular with the public pen-
sion funds, which have not been regulated by ERISA. For example.
there is something called the “price level adjusted mortgage”
which has been used in the west for investment by public pension
funds. This is just one example of the sort of thing that MBA is
concerned about not being covered by the exemption.

[The prepared statement follows:]
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Mr. Chairman and Members of the Subcommittee, my name is Douglas E. Johnson, Iam
Vice President of Ci')ase Home Mortgage Company, of Mohtvale, New Jersey. I am testi-
fying today in my capacity as Chairman of the New Investor Opportunities Subcommittee
of the Mortgage Bankers Association of America.* Appearing. with me .is William E,

Cumberland, MBA's General Counsel.

We uappreciate the opportunity to appear before you to testify on the desirability of
pension fund investment in mortgages, and on the impediments to such investments that
are imposed by the Employees Retirement Income Security Act (ERISA), ERISA has had
the effect of inhibiting pension plan trustees and pension plan managers from making
investments in mortgages, mortgage-backed securities, and other forms of real estate
assets that can provide attractive returns for pension funds and provide the diversity that
prudent investing and ERISA require.

The structure of ERISA interferes with pension fund investment in both commercial real
estate and residential properties. Because the housing industry is in a dire economic
condition and has immense potential needs for financing, pension investment in residential

property has received special attention by the Administration and the Department of

*The Mortgage Bankers Association of America is a nationwide organization devoted ex-
clusively to the field of mortgage and real estate finance,” MBA's membership comprises
mortgage originators, mortgage investors, and a variety of industry related firms.
Mortgage banking firms, which make up the largest portion of the total membership,
engage directly in originating, financing, selling, and servicing real estate investment
portfolios. Members include: - :

Pension Funds

Mortgage Brokers

Title Companies

State Housing Agericies
Investment Bankers

Real Estate Investment Trusts

Mortgage Banking Companies
Mortgage Insurance companies
Life Insurance companies
Commercial Banks

Mutual Savings Banks

Savings and Loan Associations

000000
000000

MBA headquarters is located at 1125 15th Street, N.W., Washington, D.C. 20005;
telephone: (202) 861-6500
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Labor. On May 14, the Department of Labor (DOL) made public a series of rulings
gffecting pension plan investment in residential mortgages. DOL was responding to a
request for a class exemption for mortgages submitted to them in 1980, and to repeated
requests of labor and industry, as well as the President's Housing Commission and
President Reagan himself. Two of the rulings ar; class exemptions from the prohibited
transactions provisions of ERISA. The third is a final interpretive regulation defining the
term "plan assets" in the context of mortgage backed securities and other mortgage pools

of home mortgages.

There has been little time to study the ramifications of these rulingé, and, most
important, the real estate finance market has had no opportunity to try to operate under
them,

However, unless some unrecognized factor emerges, the rulings appear to be a giant step
on the way toward freeing up pension funds for investment in mortgages on newly -
constructed and also on already existing houses. MBA and the mortgage banking industry
‘ applaud the Department for attentive and earnest efforts to develop a rule under which
the market can function in a healthy manner.

Fundamental changes that are occurring in the way housing is financed in this country
should present new investment opportunities for pension funds. A combination of faetors
has severely reduced the effectiveness of the old mortgage finance system which_ relied
heavily on mortgage investment by savings and loans and other thrift institutions. While
in the future, thrifts may specialize in consumer. and/or real estate lending, they will not
hold long-term loans, such as mortgages, in portfolio to the extent they have in the past.
This will create a home financing gap. Mortgages must_be packaged and soid to pension

funds and others with sources of long-term funds in order to fill that gap.
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The demand for housing that is expected to occur in the 1980s-will require a tremendous
amount of capital, At the end of 1980, outstanding mortgage debt in the United States
stood at $1.1 trillion. By 1990, that amount is expected to triple. Raising this volume of
funds will require that mortgages be attractive to those who make long-term capital

investments, such as pension trustees and managers.

Pension funds control an increasing share of American capital and so, must be tapped if

sufficient funds-are to be made available to housing. In addition, because they consist of
stable long-term funds with an obligation to pay an annuity in the future, pension funds
are ideally suited to mort\gage investment. Public pension funds, i.e., those serving state
and local government employees, are becoming increasingly important investors in resi-
dential mortgages. The Federal Reserve Board reports that such funds made net mort-
gage investments of $190 million in 1976, $679 million in 1978, and $1.3 billion in 1980.
However, private pension fund investment has béenh so small as to be virtually non-
existent. This lack of investment on the past of private funds can be traced largely to the

inhibiting.effects of ERISA, MBA believes. ——

wb

PR ~vne S
When the Department of Labor (DOL) published Prohibited Transaction Exemption 81-7

last summer, and the proposed whole loan exemption last December, MBA commented
extensively, suggesting that each of these exemptions be broadened in recognition of the
market. Almost every sug'gestionr MBA made was responded to favorably by DOL in the
rules made available May i4, for publication in the May 18, 1982 Federal Register. As
published, the new exemptions and the new definition of "plan assets" would appear to
allow pension fund managers to enter into the mainstream of residential mortgage
investment to the benefit of the pension plans and to the benefit of the housing market

and the housing industry.

962536 0 - 82 ~ 8
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As recognized by the DOL, these rulings do not remove all the barriers to sound
investment by pension plans in real estate. The catagories of commereial and industrial
properties are not covered. Multi-family residential projects, which are increasingly
recognized as an efficient form of housing, are expressedly excluded. These types of real
estate are providing attr;ctive returns on investment for other institutional investors, and
pension plans should be allowed similar investment opportunity. The new rules also saddle
mortgage investment with the mandatory cost of hiring a real estate investment advisor,

even where the trustees are themselves knowledgable.

In both the whole mortgage exemption and the "plan asset" rule, the DOL has adopted the
mortgage standards of the Federal National Mortgage Association (FNMA), the Federal
Home Loan Mortgage Corporation (FHLNC), and the Government National Mortgage
Association (GNMA). All of these are created by Federal statute, and each was created
for a purpose other than defining what types of mortgage investments pension plans should
be making. FNMA and FHLMC are intended to support the secondary market for
- mortgages for moderate- and middle-income homebuyers, traditionally by purchasing such
mortgages when the market requires, and just recently, .by guaranteeing securities based
on and backed by such mortgages. Each has limits on the dollar amount of any individual
mortgage they may purchase. For example FNMA may not buy a mortgage with a
principal balance of more ;han $107,000. They also have aggregate dollar activity limits
controlled -by Federal government officials,. GNMA is a part of the Department of
Housing and Urban Development which-cﬁrrently buys only below-market interest rate
multi-family mortgages and guaranteés securities based on and backed by mortgages
insured or guaranteed by other Federal agencies whose programs are determined by soeial,

as well as market need. There is no question that these instrumentalities have proven
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themselves knowledgeable and successful in the mortgage markets. Whether the
standards they have developed to accomplish their purpose will serve pension plans fully

as to home mortgage investment remains to be seen,

In order to assist the Committee in evaluating the favorable effect of the rules published
by DOL, and in understanding the problems presented by ERISA, the following explanation
of the relationship of ERISA and the real estate finance market might be helpful.

ERISA PROVISIONS

ERISA was enacted in response to well-documented and well-publicized abuses of their
powers by trustees and others in positions to direct the l;se of pension plan assets, In
establishing a nationwide, explicit test of fidueiary duty, and clarifying who are fiduc-
laries subject to the test, ERISA has worked well to encourage widespread responsibility
in the pension field. These standards, especially the "prudent man" rule, were an incor-
poration of a variety of related standards that-had been developed and tried over the

years in the common law of the several states.

ERISA also introduced a novel approach to protecting pension beneficiaries from self-
dealing and favoritism by those in positions to direct the use of plan assets. The "pro-
hibited transactions" section of ERISA, Section 406 (29 U.S.C. 1106), has little legislative

history and no widely used and developed antecedents. This section provides:

' "PROHIBITED TRANSACTIONS"

"Sec. 406. (a) Except as provided in section 408:
(1) A fiduciary with respect to a plan shall not cause the plan to
engage in a transaction, if he knows or should know that such
transaction constitutes a direct or indirect—



(A)
(B)
(©)
(D)
(E)
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sale or exchange, or leasing, of any property be-
tween the plan and a party in interest;
lending of money or other extension of credit be-
tween the plan and a party in interest;
furnishing of goods, services, or facilities between
the plan and a party in interest; )
transfer to, or use by or for the benefit of, a party
in interest, of any assets of the plan; or

acquisition, on behalf of the plan, of any employer
security or employer real property in violation of
section 407(a).

(2) No fiduciary who has authority or discretion to control or man-
age the assets of a plan shall permit the plan to hold any em-
ployer security or employer real property if he knows or should
know that holding such security or real property violates sec-

tion 407(a)

(b) (A fiduciary with respect to a plan shall not—
1)

(2)

(3)

deal with the assets of the plan in his own interest
or for his own account,

in his individual or in any other capacit { ‘act in any
transaction involving the plan on behalf of a party
(or represent a party) whose interests are adverse to
the interests of the plan or the interests of its par-
ticipants or beneficiaries, or

receive any consideration for his own personal
account from any party dealing with such plan in
connection with a transaction involving the assets of
the plan. :

(¢) A transfer of real or personal property by a party in inter-
est to a plan shall be treated as a sale or exchange if the

property is subject to a mortgage or similar lien which the

plan assumes or if it is subject to a mortgage or similar
lien which a party-in-interest placed on the property
within the 10-year period ending on the date of the trans-

fer.

The general fiduciary duty approach of the Act rests on the assumption that pension man-

agers can and should perform their trust by exercising their sound judgment in the best

interests of the pension plan. In contrast, the prohibited transaction approach rests on the

assumption that pension managers cannot and should not perform their trust by exereising

their sound judgment in the best interests of the pension fund. It specifically prevents

that exercise in a broad range of circumstances, The transactions prohibited by Section
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406 are categorical and are not permitted by the Act, even if they would otherwise be in
the best interests of the pension fund, or are routinely performed by other asset

managers.

It is this observation that is so frustrating for those involved in home finance. The
mortgage market is well established and active. It is a market that allows an investor or
a pension plan trustee to measure the prudence of an investment against the investment
decisipns of other experienced investors. Yet ERISA effectively interferes with pension
fund involvement in both the financing of new construction and in the financing of the

purchase of existing, or older buildings.

o MORTGAGE MARKETS

Financing for real estate building projects generally occurs in two phases: short-term
loans to the project developer to pay for the cost of construction; and long-term loans to
the purchasers of residential units or owners of the income property, the proceeds of
which are used.to pay for the property. The developer pays off the short-term
construction loan with the proceeds of the sales of the housing or with the "permanent"

tinancing of the income property project.

Before a lender will make a construction loan, it must be satisfied that long-term finenc-
ing will be available when the construction is compfeted. Generally, such a lender, if it
does not intend to provide the long-term financing itself, will require a commitment from
another lender obligating the second lender to make such long-term financing available.

Once a satisfactory commitment has been obtained, the construction loan will be made.
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Often a (ieveloper seeking a short-term construction loan will contact a company that
specializes in obtaining commitments for long-term financing—a mortgage banker. The
mortgage banker first makes a determination as to the feasibility of the proposed project.
If that determir;ation is favorable, the mortgage banker will agree to attempt to obtain a
commitment for long-term financing. The mortgage banker usually looks to financial
institutions or institutional investors,

The investor usually issues a written commitment to Brovide long-term financing or to buy
mortgages from a mortgage banker and, after the building is completed, makes long-term
loans to purchasers of the housing units, or takes into portfolio the financing originated by
the mortgage banker. Long-term investors include insurance companies, commercial and
mutual savings banks, savings and loan associations, and the Federal National Mortgage
Association (FNMA) and the Federal Home Loan Mortgage Corporation (FHLMC), the two
federally chartered instrumentalities whose purpose is to support an o;'derly mortgage
market and pension funds. A commitment is made for a specific time period, and a fee is

usually charged by the investor.

Under a typical commitment, an investor obligates itself to provide a specific amount of
long-term loans to purchasers of dwelling units or owners of “income producing property
who qualify under the investor's mortgage loan guidelines. In a ecase where the mortgage
banker makes the commitment to provide long-term financing, the investor will obligate
itself to purchase a specific amount of mortgages originated by the mortgage banker,
provided that those mortgages meet the guidelines. The terms of the loans, such as the
amortization period, the rate of interest, the percentage_ of value loaned, the
requirements for loan qualification, the credit worthiness of the borrower, inflation

hedges and the quality of the security, are set by the investor,
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Usually, when an investor buys mortgages”from the mortgage banker, the investor leaves
with the mortgage banker the responsibility for collecting the monthly payments from the
owner/borrower, paying real estate taxes and hazard insurance premiums, and otherwise
administering the loan. This function is performed for a fee and is called "servicing."
Servicing fees are an important source of income for mortgage bankers.

The above explanation describes two markets for long-term mortgages. The market in
which the homebuyer or income property owner obtains a mortgage loan, whether directly

from an investor or from a mortgage banker, is called the "primary market".

-

The sale of the mortgage to an investor occurs in what is called the "secondary market."
The secondary market als;o operates in a similar way to finance the purchase of existing,
or older, housing or other buildings. No construction loan is involved, of course, and the
length of time a commitment to purchase the mortgages is outstanding is generally
shorter, In fact, mortéage bankers sometimes agree to originate mortgages on existing
housing without havihg a commitment from an investor, taking a chance that the

- mortgage can be sold after it is originated.

A variation on this basic way in which mortgage investors acquire mortgages as assets is
the rapidly expanding market for securities iss‘ued by mortgage bankers and other loan
originators based on a collection, or pool, of mortgages originated or otherwise obtained
by the issuer. The most popular of these mortgage-backed securities are in the housing
finance aspect of the market. These have scheduled payments of principal and interest
that are guaranteed by the Government National Mortgage Association (GNMA) a part of
the Department of Housing and C‘Irban Development (HUD)., The mortgage-backed
security device allows an investor to own a small portion of a large number of mortgages

and thereby diversify risk and simplify acecounting. Mortgage-backed Securities are also
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_ generally more liquid than whole mortgages, that is, mortgages that are not part of a pool

whose ownership is shared by several investors,

ERISA BARRIERS

.

If a pension fund wanted to be an investor in the mqrtgage markets as they now function,
'a violation of one or more of the prohibited transactions provisions of ERISA might arise
due to a possible relationship between a pension fund and certain parties involved in the
transactions, Fitting the definition of party in interest in Section (3X14) of ERISA would
be: a mortgage banker or other loan originator who is providing loan administration
services on loans previously originated or purchased by the plan (a servicing mortgage
banker); a developer of a project or a buillder involved in the construction of the dwelling
units who employs persons covered by a multf-employer plan; and an individual seeking a
loan in order to purchase a dwelling unit may be party in interest under, among others,
Section (3X14)(H) of the Act, by reason of being an employee of an employer, a service
" provider, or a union that is related to the plan,
Therefore, pos;ible violations may arise in several phases of the above deseribed trans-
actions: The exchange of a loan commitment for a loan fee between a pension fu-nd and a
servicing mortgage banker may give rise to a violation of section 406 (a)(1X(A) and (D) of
the Act. A commitment by a pension fund to make loans or purchase mortgages, the
proceeds of which will be used to purchase units developed and/or to be built, in whole or
in part, by a contrlbt;ting employer with respect to the fund, might arguably give rise to a
violation of section 406 (a)(1XB) and (D) of the Act. It shculd be noted, in this respect,
that the Department of Labor has expressed its view that a transaction involving similar
i)ossible violations; i.e., the provision of a construction loan by 2 plan to an unrelated

party who contracts with a contributing employer to do the construction, would not, in

‘



117

itself, constitute a prohibited transaction under section 406 (a) of the Act. If, in the case
described in (ii) above, the employer is a fiduciary with respect to the fund, the mere
involvement of the employer as a developer or builder might, in itself, be characterized as

a technical violation of section 4068(b)(2) of the Act.

The purchase of a mortgage by a fund from a servicing mortgage banker, or a direct‘loan
by a fund, the proceeds of which loan are used to purchase a dwelling unit, which purchase
results in the repayment, in whole or in part, of a construction loan to a servieing mort~
gage banker, might give rise to a violation of section 406 (aX1XA) and (D) of the Aect. If
the proceeds of a direct loan or a loan purchased by a pension fund are used to purchase a
unit developed and/or built, in whole or in part, By a contributing employer, such loan or
purchase migh.t be characterized as a violation of Se;tion 406 (a)(1XD) of the Act. A
direct or indirect (through the purchase of a mortgage) loan by a pension fund to a
purchaser of a dwelling unit who is an employee of a contributing employer, service
provider, or related union might give rise to a violation of section 406 (aX1XB) and (D) of
the Act. Although section 408 (bX1) of the Act may provide an exemption for such loans
from a plan to persons who are participants t-md beneficiaries with respect to the plan,
there is no relief for such loans to employees of service providers or unions that are
related to the plan. The provision of additional loan administration services by a servieing
mortgage banker might give rise to a violation of section 406 (a}(1XC) and (D) of the Act.
However, the statutory exemption provided in section 408 (b)(2) of the Act appears to

bermit such transactions.

This list is, by no means, intended to be exhaustive, It is illustrative of the problems and
dangers pension fund managers face if they try to enter the mortgage market. The effect

is to inhibit the entry of pension funds into the area of real estate finance.
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EXEMPTION RELIEF

The mechanism ERISA establishes for providing relief from the prohibited transaction rule
where it is o;/erly restrictive has not worked efﬁciently for real estate finance in the
.past. Under Sedtion 408 of the Act (29 USC 1108), the Secretary of Labor has had
authority to grant exemptions for classes of fiduciaries or classes of transactions since
1975. - Until last-week, the Secretary had issued one class exemption v_v_ith regard to home
mortgage-backed securities (Prohibited Transaction Class Exemption 81-7, January 18,
1981) and had proposed for comment a class exemption for mortgages on new houses. (46

Fed. Reg. 58773, Dec. 3, 1981).

The class exemption regarding certain mortgage-backed securities was welcomed by the
housing finance industry. The exemption allowed, under specified conditions, transactions
between plans and parties in interest involved in the origination, servieing, and adminis-
tration of certain types of mortgage pool investment trusts and the acquisition by plans of
certain mortgage-backed securities. It did not address all types of mortgage pools and
mortgage-backed securities, however, and it took several years and substantial expense to

have the Department issue the exemption.

While the Department of Labor was considering its rule, which cleared the basic
immediate purchase and sale of securities backed by first lien mortgages, the market was
developing more sophisticated variations that offer better investment opportunities. The
rule issued May 14 by DOL amending Class Exemption 81-7 responds to the later market

developments,

The exemption for mortgages or newly constructed housing had serious flaws, most of

which are covered by DOL in the introductory explanation of the new exemption. ‘The
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defects were pointed out to DOL and it correct its proposed ruling accordingly. The
significance of the defects, however, was not removed by making the corrections. “The
defects in the home mortgage prbposal, the omissions in the mortgage-backed security
exemption, and the time and the expense incurred to produce each of these inadequate
rulings demonstrated the failure of the prohibited transaction exemption mechanism now
in ERISA, as interpreted by the Department z;; Labor, to éncourage pension plan

investment in the highly sophisticated and rapidly developing real estate finance market,

DOL has now proposed to solve the problem of ERISA, at least for home mortgages, by
deferring to the expertise of other government instruments, rather than to the market.

We hope the effort is suceessful.

MBA appreciates the opportunity to appear before the Subcommitte and would be happy

to furnish any additional information if needed.

Senator CHAFEE. Are the public pension funds substantially in-
vested in home mortgages? -

Mr. JoHNsON. Sir, I can tell you that I personally have placed
pools of mortgages with public pension funds. In fact, the statistics
show that in 1980, they did $1,300,000 in investment. And the
volume it is even larger in 1981. The statistics just aren’t available
yet.

We believe in the MBA that one of the major reasons that pri-
vate funds have not been in this market is because of ERISA and
its restrictions which now have been abrogated to a great extent.

Senator CHAFEE. Why do you believe that in that new rule that

:

they have issued they don’t have a multifamily housing decision in

there? -

Mr. CARL. Mr. Chairman, I think multifamily housing involves a
different kind of credit risk than a single family house. The credit
risk in multifamily housing is the success or failure of a business
rather than the credit risk posed by an individual’s income and his
ability to meet his mortgage payments. I think the problem is that
multifamily housing is simply a much more complex area. And the
Labor Department, I am sure, is requiring more time in order to
analyze what the reasonable credit risks are to be included in the
regulations.

enator CHAFEE. Do you agree with that Mr. Johnson?

Mz. JounsoN. I think that is probably a fair assessment of the

Department’s reasoning. ‘

enator CHAFEE. Dr. Carlson, you are an economist. And I think
we are agreed here that we don’t want to mandate x amount of the
‘pension funds being invested in housing. So absent that, do you
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really think there is much of a potential for providing any substan-
tial relief, any recognizable relief to the housing industry from the
pension funds? ,

Dr. CArLsoN. In terms of access to funds available in our econo-
my, yes. The representative from the Housing Commission indicat-
ed 2 percent to 3 percent is the estimate of pension funds invest-
ment in residential mortgages. If you look at where savings go in
this economy, it’s about 25 percent. Obviously, there has been a
reason why 2 to 3 percent has existed when the average is 25 per-
Cﬁnt. And clearly these barriers, I think, have kept funds out of
there.

In terms of bringing down the interest rate, however, I do not
think we should hold out too much help there. By perfecting the
market, you can have some modest interest rate drop. But clearly,
the drop in interest rates to allow affordability of housing in this
country has to appear with other policies; not.this policy.

Senator CHAFEE. All right. Thank you all very much for appear-
ing. We appreciate it.

Now the final panel on this, before we get to 1910, is Mr. Moore,
Mr. O’'Brien, and Mr. Hobgood.

-All right, Mr. Moore, why don’t you proceed?

STATEMENT OF T. JERALD MOORE, VICE PRESIDENT, AETNA
LIFE INSURANCE CO., HARTFORD, CONN.,, ON BEHALF OF
AMERICAN COUNCIL OF LIFE INSURANCE, WASHINGTON, D.C.

Mr. Moore. My name is Jerald Moore and I am a vice president
with the Aetna Life Insurance Co. in Hartford, Conn. I am respon-
sible for marketing pension investment services.

I appear today on behalf of the American Council of Life Insur-
ance, a national trade association with a membership of 524 compa-
nies, which account for 96 percent of the legal reserve life iinsur-
ance in force, and 99 percent of the insured pension business in the
United States. )

At the end of 1981, total assets of the life insurance business ex-
ceeded $520 billion and the funds held on behalf of employee bene-
fit plans and pension accounts totaled $180 billion. We are pleased
to have this opportunity to present the views of our business on the
quesltéiotn of using pension funds in support of the home mortgage
market.

When the Employee Retirement Income Security Act was en-
acted in 1974, Congress deliberately and knowingly established cer-
tain standards of prudent investment as a means of enhancing and
protecting the retirement security for plan participants. The
American Council of Life Insurance has supported these standards
as a necessary element of sound practice, and necessary safeguards
for the people whose money we are managing. )

However, there have been provisions in ERISA that unnecessar-
ily and artificially restricted the investment of pension funds in
real estate generally, and are particularly burdensome when ap-

lied to residential mortgage investments. They discouraged plans
from making residential mortgage investments even when those in-
vestments were arm’s len¥th and prudent. We have recommended
that this problem be dealt with as soon as possible. And we are
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anxious to review the exemptions that were discussed in earlier
testimony.

While some progress has been made in this area, we believe
.more could be made. And, we hope to encourage continued dealings
with problems we have encountered. '

Senator CHAFEE. Mr. Moore, what principally was the inhibiting
factors? Was it the prohibited transaction rule?

Mr. MooRrE. Yes.

Senator CHAFEE. That’s it? In other words, you might scoop up
tﬂe ;nortgage of one of your officers or employees or something like
that

Mr. Moore. It could be. We were prohibited—we had to review in
advance possible parties in interest. And there could be in some ex-
amples, hundreds of thousands of parties in interest in certain
large pension funds. And it was simply impossible to monitor that
in advance.

Senator CHAFEE. Now they have changed that. '

Mr. Moorke. They have changed that. And I would like to say we
have not had a chance to review the changes and the exemptions.
And we hope that will assist us in reviewing this again.

There are several other points however. There have been many
occasions in which we have been tempted to-use pension funds’ in-
vestments for purposes other than the plan participants. And such
proposals are often designed to serve social purposes, as opposed to
the financial purpose of providing security to the plan Kartici ants.
In our view, the prudent standards set forth by ERISA should not
be compromised in order to accommodate the goals of social invest-
‘ment or to stimulate the flow of funds to favored sectors of the
credit market. . '

There are two very important reasons for this point of view.
First, directing pension money into designated areas that lack
normal market appeal means that the investor takes a higher risk
or accepts a lower yield than would be available from other forms
of investment. Such directed investments for these purposes in-
volve a concealed subsidy from the lender to the borrower, and this
subsidy is ultimately borne by those who receive retirement bene-
fits from the pension plan. :

Second, funds channeled into a favored sector such as the home
market can only be provided at the expense of some other invest-
ment sector which could be deprived of financing. These other sec-
tors could include funds needed for new plant expansion, technolog-
ical improvements in production methods or financing small and
growing business firms.

It must be recognized that these forms of financing also serve
highly important economic and social needs of our Nation, and
great care should be taken in rechanneling funds away from such
needs. This situation is even more striking if the directed invest-
ments into certain areas are to be loaned at below market interest
rates, as has been suggested in recent proposals.

The basic question is this: Should beneficiaries of pensions plans,
a group which includes low income individuals, be called upon to
provide subsidies to those seeking to borrow money in the home
mortgage market. And that group would include individuals with
higher incomes. This question which might fairly be viewed as an
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upward redistribution of capital in many cases, must be weighed
carefully before a decision is made to interfere with market rela-
tionships.

But as a concluding comment, let me point out that our social
priorities tend to change over time. And all of us in this room can
recall when those heading the ever-changing list were .energy,
inner-city development and local government financing. Obviously,
each of these priorities is worthy of our continuing concern and
best efforts. We submit, however, that retirement income is a prob-
lem of equal significance, especially in view of the state of social
security. Proposed legislation which would in any way compromise
the level and security of retirement income should be, in our opin-
ion, very carefully considered and balanced against competing pri-
orities before implementation.

Senator CHAFEE. Well, I agree with you on that. But now that
the special interest exemption—you haven’t had a chance to study
it. Apparently it is doing what you thought of. Do you have any
other suggestions?

Mr. Moore. I think that was the main change we were looking
forward- to receiving. And we are anxious to review it in detail.
And perhaps it does create an opportunity we have simply not had
in the past.

Senator CHAFEE. But was that the reason you didn’t go into it as
a manager of pension funds?

Mr. Moore. That was the reason that pension funds did not elect
to direct their investments into some managed fund of maybe
pooled home mortgages. Yes. ~

Senator CHAFEE. Now what about the suggestion that was made
by Mr. Carl that multifamily houses be included. Does that tempt
you or would you find that for business reasons you wouldn’t?
That’s a business rather than the responsibility of an individual.
Would you tend to shy away from multifamily housing?

Mr. Moorek. I think we would automatically tend to shy away. As
Mr. Carl mentioned, that would complicate the procedure some-
‘what. But we would view that as an opportunity if the exemption
were extended to the multifamily.

[The prepared statement follows:]

-
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STATEMENT BY THE
AMeErRIcAN CounciL oF LIFE INSURANCE
BEFORE—-THE
SUBCOMMITTEE ON SAVINGS., PENSIONS AND INVESTMENT PoLlcy
OF THE
SENATE FINANCE COMMITTEE
May 19, 1982

My name 1s T. JErRALD Moore AND | aM A Vice PResIDENT oF AETNA LIFE-
INsunAucg CoMPANY OF HARTFORD, Cowmecrrcug RESPONSIBLE FOR
MARKETING PENSION INVESTMENT SERVICES., | APPEAR TODAY ON BEHALF
OF THE AMERICAN CounciL oF LI1FE INSURANCE, A NATIONAL TRADE
ASSOCIATION WITH A MEMBERSHIP OF 524 COMPANIES WHICH ACCOUNT FOR
96 PERCENT OF THE LEGAL RESERVE LIFE INSURANGE IN FORCE AND 99
PERCENT OF THE INSURED PENSION BUSINESS IN THE UNITED STaTEs., AT
THE END OF 1981, TOTAL ASSETS OF THE LIFE INSURANCE BUSINESS
EXCEEDED $520 BILLION AND THE FUNDS HELD ON BEHALF OF PENSION
ACCOUNTS AND OTHER EMPLOYEE BENEFIT PLANS TOTALED $180 BILLION,
WE ARE PLEASED TO HAVE THIS OPPORTUNITY TO PRESENT THE VIEWS OF
OUR BUSINESS ON THE QUESTION OF USING PENSION FUNDS IN SUPPORT OF

THE" HOME MORTGAGE MARKET,

WHEN THE EMPLOYEE RETIREMENT INCOME SECURITY ACT WAS ENACTED IN
1974, CONGRESS DELIBERATELY AND KNOWINGLY ESTABLISHED CERTAIN
STANDARDS OF ~PRUDENT [NVESTMENT-AS-A MEANS OF ENHANCING AND
PROTECTING THE RETIREMENT SECURITY FOR PLAN PARTICIPANTS., THE
AMERICAN CounciL oF LIFE INSURANCE HAS SUPPORTED THESE STANDARDS
AS A NECESSARY ELEMENT OF SOUND PRACTICE AND NECESSARY SAFEGUARDS
FOR THE PEOPLE WHOSE MONEY WE ARE MANAGING,
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HOWEVER, THERE HAVE BEEN PROHIBITIONS IN ERISA THAT UNNECESSARILY AND
ARTIFICIALLY RESTRICTED THE INVESTMENT OF PENSION FUNDS IN REAL ESTATE
GENERALLY AND ARE PARTICULARLY BURDENSOME WHEN APPLIED TO RESIDENTIAL
MORTGAGE INVESTMENTS, THEY DISCOURAGED PLANS FROM MAKING RESIDENTIAL
MORTGAGE INVESTMENTS EVEN WHEN THOSE INVESTMENTS WERE ARMS LENGTH
AND PRUDENT, WE HAVE RECOMMENDED THAT THIS PROBLEM BE DEALT WITH AS
QUICKLY AS POSSIBLE AND ARE ANXIOUS TO REVIEW THE NEW EXEMPTIONS
DISCUSSED IN EARLIER TESTIMONY, WHILE SOME PROGRESS HAS BEEN MADE IN
THIS AREA, MORE NEEDS TO BE DONE TO DEAL WITH THE PROBLEMS WE HAVE
ENCOUNTERED, WE WILL CONTINUE TO STRONGLY SUPPORT EFFORTS TO RESOLVE
THIS PROBLEM IN A MANNER THAT WILL ENCOURAGE RESIDENTIAL MORTGAGE
INVESTMENTS WITHOUT CREATING A BIAS IN FAVOR OR THOSE INVESTMENTS BY
DIMINISHING THE PRUDENCE REQUIREMENTS OF ERISA,
SINCE ENORMOUS AMOUNTS OF INVESTMENT DOLLARS ARE INVOLVED, THERE HAVE
BEEN OCCASIONS IN WHICH THE TEMPTATION HAS ARISEN TO_CHANNEL- PART OF
THESE FUNDS INTO INVESTMENT FORMS THAT WOULD NOT ORIDINARILY BE
ATTRACTIVE ON A MARKET BASIS, SUCH PROPOSALS ARE OFTEN DESIGNED TO
SERVE SOCIAL PURPOSES, AS OPPOSED TO THE FINANCIAL PURPOSE OF
PROVIDING SECURITY TO PLAN PARTICIPANTS, IN-OUR VIEW, THE PRUDENCE
STANDARDS SET FORTH BY ERISA SHOULD NOT BE COMPROMISED IN ORDER TO
ACCOMMODATE THE GOALS OF SOCIAL INVESTMENT, OR TO STIMULATE THE
FLOW OF FUNDS TO FAVORED SECTORS OF THE CREDIT MARKET,

THERE ARE TWO VERY IMPORTANT REASONS FOR THIS POINT OF VIEW, FIRST,
DIRECTING PENSION MONEY INTO DESIGNATED SECTORS THAT LACK NORMAL
MARKET APPEAL MEANS THAT THE INVESTOR TAKES A HIGHER RISK OR
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ACCEPTS A LOWER YIELD THAN WOULD BE AVAILABLE FROM OTHER FORMS OF
INVESTMENT., SUCH DIRECTED INVESTMENTS FOR SOCIAL PURPOSES INVOLVE
A CONCEALED SUBSIDY 'FROM THE LENDER TO THE BORROWER AND THIS
SUBSIDY 1S ULTIMATELY BORNE BY THOSE WHO RECEIVE THE RETIREMENT
BENEFITS FROM THE PENSION PLAN, SECONDLY, FUNDS CHANNELED INTO A
FAVORED SECTOR, SUCH AS THE HOME MORTGAGE MARKET, CAN ONLY BE
PROVIDED AT THE EXPENSE OF SOME OTHER INVESTMENT SECTOR WHICH WOULD
BE DEPRIVED OF FINANCING, THESE COULD INCLUDE INVESTMENTS SUCH AS
THE FUNDS NEEDED FOR NEW PLANT EXPANSION, FOR TECHNOLOGICAL

~ IMPROVEMENTS IN PRODUCTION METHODS, OR FOR FINANCING SMALL AND
GROWING BUSINESS FIRMS, [T MUST BE RECOGNIZED THAT THESE FORMS OF
FINANCING ALSO SERVE HIGHLY IMPORTANT ECONOMIC AND SOCIAL NEEDS OF
OUR NATION AND GREAT CARE SHOULD BE TAKEN IN RECHANNELING FUNDS
AWAY FROM SUCH NEEDS,

THIS SITUATION IS EVEN MORE STRIKING IF THE DIRECTED INVESTMENTS

* INTO CERTAIN AREAS ARE TO BE LOANED AT BELOW MARKET INTEREST
RATES., AS HAS BEEN SUGGESTED IN SOME RECENT QROPOSALS. THE BASIC
QUESTION IS THIS: SHOULD BENEFICIARIES OF PENSION PLANS, A GROUP
WHICH INCLUDES LON;INCOME INDIVIDUALS, BE CALLED UPON TO PROVIDE
SUBSIDIES TO THOSE SEEKING TO BORROW MONEY IN THE HOME MORTGAGE
MARKET, INCLUDING INDIVIDUALS WITH HIGHER INCOMES? THIS

SOCIETAL QUESTION WHICH MIGHT FAIRLY BE VIEWED AS AN UPWARD

" REDISTRIBUTION OF CAPITAL IN MANY CASES., MUST BE WEIGHED CAREFULLY
BEFORE A DECISION IS MADE TO INTERFERE WITH MARKET RELATIONSHIPS.

96-536 0 - 82 - 9
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As A CONCLUDING COMMENT, LET ME POINT OUT THAT OUR SOCIAL
PRIORITIES TEND TO CHANGE OVER TIME, 4ALL OF US IN:- THIS ROOM CAN
RECALL WHEN THGSE HEADING THE EVER;CHANG!NG LIST WERE ENERGY.
INNER;CITX DEVELOPMENT AND LOCAL GOVERNMENT FINANCING, OBVIOuSLY,
EACH OF THESE PRIORITIES IS WORTHY OF OUR CONTINUING CONCERN AND
BEST REMEDIAL EFFORTS. WE SUBMIT, HOWEVER., THAT RETIREMENT

INCOME IS A PROBLEM OF EQUAL SIGNIFICANCE, ESPECIALLY IN VIEW OF
THE STATE OF SOCIAL SECURITY, PROPOSED LEGISLATION WHICH WOULD

IN ANY WAY COMPROMISE THE LEVEL AND SECURITY OF RETIREMENT INCOME
SHOULD BE, IN OUR OPINION, VERY CAREFULLY CONSIDERED AND

BALANCED AGAINST COMPETING PRIORITIES BEFORE IMPLEMENTATION,

Senator CHAFEE. Mr. O’Brien isn’t here I understand. Mr.
Granof, are you pinch-hitting for him?

Mr. GraNoF. Yes, sir. I'm the designated pinch-hitter. As you
may know, Dick O’Brien, the assistant treasurer of General Motors
is scheduled to testify today before the Senate Labor Committee.

Senator CHAFEE. The increase of payment?

Mr. GraNOF. Yes, sir. The increase in premium. And he had an-
ticipated—in fact, I had anticipated—he would be able to do both.

Senator CHAFEE Well, he sent a very able substitute, I am sure,
so why don't you proceed?

STATEMENT OF EUGENE B. GRANOF, ON BEHALF OF THE ERISA
INDUSTRY COMMITTEE

Mr. Granor. Thank you. I certainly appreciate the opportunity
to appear today on behalf of the ERISA Industry Regulations Com-
mittee, which goes by the acronym of ERIC. ERIC's 112 members
include half of the Nation’s 50 largest industrial companies and
represent a cross-section of the Nation’s largest retailers, utilities,
banks and insurers.

Senator CHAFEE. Who are you with, Mr. Granof?

Mr. GRANOF. I'm with the law firm of Vedder, Price, Kaufman,
Kamnholz and Day, and we are counsel for ERIC.

Participants in pension plans sponsored by ERIC members total
approximately 8.5 million people or about 20 percent of all partici-
pants in private pension plans.

Briefly summarizing our statement, which we have submitted, I
suppose the key to our position is that pension plans should seek to
maximize returns and minimize risks. We have a specific concern
about proposals, recent proposals, to encourage the investment of
pension funds in a variety of socially useful projects, including resi-
dential mortgages. And our position and ERIC members believe
that such investments are proper only if they otherwise meet the
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ERISA prudence standards. The investment of pension fund assets
is an inappropriate vehicle for pursuing otherwise desirable social
objectives, including resolving the Nation’s housing problems. Oth-
erwise, sound investment policy should not be compromised and de-
luded by the introduction of secondary objectives no matter how so-
cially desirable they may be.

We have a specific concern—or at least ERIC members do—about
the use of pension funds to stimulate the direct purchase of resi-
dential units by plan participants because such purchases have to
consider the economic realities of bankruptcy, relocations and
plant shut-downs, all of which can affect the liability of those kinds
of investments. Whereas we do have a significant concern about
such direct investments in employee mortgages, indirect invest-
ment and low- and middle-income housing through participation
and mortgage backed securities may provide for attractive mvest—
ments which meet the ERISA standards of prudence

In fact, in addition, many pension plans’ funds have found com-
merical and industrial real estate to be satisfactory plan invest-
ments both directly and through investment pools. If residential
real estate or mortgages provide appropriate returns and prudent
investments, fiduciaries will make those kind of investments.

In sum, we recognize that attractive or appropriate investments
for any specific plan depends upon many variables, including the
plans total asset mix and return on other investments. Our con-
cern, however, is with altering the traditional prudence standards.

Thank you very much.

[The prepared statement of Richard ‘F. O'Brien follows:]
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_ STATEMENT OF RICHARD F. O'BRIEN
 ON BEHALF OF
THE ERISA INDUSTRY COMMITTEE (ERIC)
 REGARDING
PENSION FUND INVESTMENTS [N RESIDENTIAL HOUSING
BEFORE THE )
SUBCOMMITTEE ON SAVINGS, PENSIONS & INVESTMENT POLICY
SENATE FINANCE COMM1TTEE

May 19, 1982

I am Richard F. O'Brien, Assistant Treasurer, General
Motors Corporation in New York. I appear today on behalf of
The ERISA Industry Committee ("ERIC"). ERIC's 112 members include
half of the nation's fifty largest industrial companies and
represent a cross-section of the nation's largest retailers,
utilities, banks and insurers. Participants in pension plans
sponsored by ERIC members total approximately 8.5 million people
which represents about twenéy percent of all participants in
private pension plans.

I welcome the opportunity to present ERIC's views in
connection with the Subcommittee's examination of the investment
of pension fund assets in residential mortgages. ERIC believes
that the primary objective of pension plan investment is to

insure that workers will have secure income after retirement.
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Recently, there have been proposals to encourage the investment

of pension funds in a variety of "socially usefui” projects,
including residential mortgages. Generally, ERIC believes that
such investments are proper only if they otherwise meet the

ERISA prudence standards. The investment of pension fund assets
is an- inappropriate vehicle for pursuing otherwise desirable
social objectives, including resolving the nation's housiﬁg
problems. Otherwise sound investment policies should not be
compromised or diluted by the introduction of secondary objectives,
no matter how socially desirable they may be.

ERISA clearly directs fiduciaries to invest plan assets
prudently, solely in the interest of participants and benefi-~
ciaries, and for the exclusive purpose of providing current
and future benefits in accordance with plan provisions. In
so doing, the protection of retirement income must continue
té be the sole, overriding concern of penéion plan fiduciaries
charged with investing pension assets. The interests of retirees
should not be subjected t§ any risk that pension capital may
be diverted to any investment which fails to meet ERISA standards.
To the extent that pension capital is not maximizing fund returns,
the plan sponsor in non-contributory plans, and both the sponsor
and participants in contributory plans, will be required to
make up the shortfall--which could put a marked strain on the

financial well-being of the employer.
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Any proposal to use pension funds to stimulate the direct
purchase of residential units by plan participants must consider
the economic realities of bankruptcy, relocation and plant shut-
downs. If a plan sponsor were to fail or relocape, the payment
of residential mortgages in which pension funds were invested
could be jeopardized if a large number of plan participantsq
who held such mortgages were out of work. Such events would
impact not only the current income of participants but their

pension interest as well.

Whereas ERIC has significant concerns about direct investment
in employee mortgages, indirect investments in low and middle
income housing through participation in mortgage-backed securities
may provide for attractive investments which meet the ERISA
standards of prudence. Some pension plans already invest a
portion of their portfolios in mortgage-backed securities such
as Government National Mortgage Association instruments ("Ginny
Maes"). Whether such investments are attractive or appropriate
for any specific plan dependé upon many variables including
that plan's total asset mix and the return on other investments.

‘
Many pension funds have found commercial and industrial

real estate to be satisfactory plan investments, both directly
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and through investment pools. There is no reason to mandate

any specific type of real estate investment for pension plans,
whether residential or otherwise. If residential real estate
or mortgages provide appropriate returns and are prudent invest-

ments, fiduciaries will make such investments.

In conclusion, we believe that there is no higher goal
for pension funds than insuring that employee income in retirement
is protected through prudent investment. of these funds. On
this basis, we believe that the assets in trust funds of employer-
sponsored pension plans must continue--as set forth in section
404 of ERISA--to be invested "solely in the interest of participants
and beneficiaries...for the exclusive purpose of providing benefits

to participants and their beneficiaries."

Senator CHAFEE. Thank you. Now I am a little confused. I
thought that—you say that pension plans already invest in mort-
gage backed securities such as Ginnie Mae. It was my understand-
ing that the passage of these recent exemptions now will permit
them to go into Fannie Maes and Ginnie Maes and so forth. What'’s
right? Am I mixed up or could you straighten me out? Mr. Moore,
do you have any thoughts on that?

Mr. Moore. We currently hold mortgage backed securities in
pooled accounts for pension funds. This exemption, as I understand
it from what I have heard this morning, would extend that exemp-
tion to individual mortgages.

Senator CHAFEE. I see. Instead of investing in the mortgage
backed securities, you would be investing in the individual mort-
gages themselves in some kind of a pool form.

Mr. Moore. That’s my understanding, yes, sir, Mr. Chairman.

Senator CHAFEE. Now what do we say, Mr. Granof and Mr.
Moore, to Mr. Georgine’s point that you invest in some kind of a
stock, prudently invest in it, and it takes a dive in the stockmarket
so you are not very well off. But that’s not considered imprudent.
But investment in a mortgage is certainly a stable, high yielding
investment and that there is this variation between a couple of
points, as he indicated, that shouldn’t be the completely controlling
factor. In other words, if you go for a lower yielding mortgage that
deals with their members, you may well be helping the pension
fund itself by having more members contribute to it. And you have
some indication of what kind of people they are through their asso-
ciation with the fund of which they are a potential beneficiary.
What do you say to that?
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Mr. Moore. I'd comment that it gets back to the initial asset al-
location of the plan. And it’s difficult to compare the risk reward of
common stock with what has been in the past considered a fixed
income investment. And beyond that, when you look at equities
you should be paid in the form of ugside potential for taking the
additional risk. And I think that is what has been reflected partial-
ly in the past in the level of interest rates. And it is difficult to
compare the returns on equities as opposed to what is available in
the fixed income area.

Mr. GraNOF. Senator?

Senator CHAFEE. Yes; I see Mr. O’'Brien is here.

Mr. GraNOF. Mr. O’Brien. And I think he is prepared to respond
to that question.

Senator CHAFEE. We understand you were well engaged. And I
know that hearing was going on. And Mr. Granof ably represented

you.

Mr. O’BriEN. Fine, sir. Senator, I think basically with respect to
the residential real estate mortgages that while you mentioned a
couple of points, a couple of percentage points to a large plan or
any plan could mean a significant—could have a significant impact
on that plan’s contribution to the pension fund. An example—-a 2-
percentage point of return on the General Motors’' pension fund,
which is $13% billion, would equal $260 million, $270 million. So
that over a 5-year period, for example, we are talking about well
over a billion dollars. That give-up in return, ultimately, has to be
reflected in increased contributions for the plan. Or corresponding-
ly, any additional returns gets reflected as a lowering of the contri-
butions to the plan.

Senator CHAFEE. We were never suggesting the whole thing. You
were taking 2 percent of the whole fund. What Mr. Georgine was
suggesting was for a modest amount to be set aside for the benefit
of its members so that more members of his union would be em-
ployed and then theré would be more contributed.

Mr. O’'BrieN. I think we can all find some socially desirable in-
“vestments. In the auto industry, for example, in a capital con-
straint period, I am sure that General Motors would want to have
a piece of that $13%2 billion pension fund.

Senator CHAFEE. How about if we put it into auto loans? Would
that be more tempting? [Laughter.]

Mr. O’Brien. I would think that if the pension funds were re-
quired to be invested in auto loans that we would object to that. I
would think that we wouldn’t refuse any help that we could get
from other means, but certainly through the pension funds, I think
that that would only be a delusion of a return on the funds. And
ulltimately would be to the detriment of the beneficiaries of the
plan. -

Senator CHAFEE. You weren’t here, but the argument is that
more auto loans, thus, more General Motors’ employees, thus, more
contributors to the fund, thus, the fund is better off.

Mr. O'BrieN. Perhaps. The corresponding other arguments of
that with respect to housing, for example, would be that the pen-
sion funds, which are really used to pay benefits in the event that
an employer goes out of business—that's what they are there for. If
an employer goes out of business, it's to back up that pension
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promise. Most companies have pension contributions that exceed
the payments to the retirees. So we are building up really a big
fund in which the stream of money going into the fund and in the
interest earned on the fund benefits is greater than the stream
coming out. So the fund is building up in the event the employer
has some unforeseen financial hardship and can’t make good on his
pension promise. :

If those funds are then invested back in an employee’s home, it
would seem that would doubly jeopardize the employee from the
standpoint of reducing the funds ability to pay the promised bene-
fits to the extent that the employer, through some unforeseen fi-
nancial hardship, is unable to continue in operation. -

Senator CHAFEE. Well, let's hear from Mr. Hobgood. I apologize,
Mr. Hobgood. We have excluded you to some degree, but that just
means we savor all the more what we are going to hear from you.

Senator BENTSEN. I couldn’t agree with you more since he is a
Texan and érou ought to save that kind of wisdom for the last.

Senator CHAFEE. Well, first I would like to welcome our distin-
%uished member from Texas, Senator Bentsen. And, Senator, if you

ave a statement—I know that you are very interested in 1910,
and we had fine testimony from Mr. Glickman on your bill. And he
was very receptive to your measure, and indicated that he had a
couple of minor problems with it that he looked forward to discuss-
ing with you and your staff.

enator BENTSEN. Thank you very much, Mr. Chairman. I appre-
ciate that. I have no prepared statement at this time, but I do have -
a statement on the next subject that will be before us.

Senator CHAFEE. Fine. Why don’t we go ahead then with your

fellow Texan, Mr. Hobgood. .

STATEMENT OF GORDON HOBGOOD, JR., EXECUTIVE VICE
PRESIDENT, TRUST, FIRST NATIONAL BANK IN DALLAS,
DALLAS, TEX.,, ON BEHALF OF AMERICAN BANKERS ASSOCI-
ATION, WASHINGTON, D.C.

Mr. Hoscoob. Thank you, Mr. Chairman. I'm Gordon Hobgood,
exxecutive vice president, trust, First National Bank in Dallas. I
currently serve as chairman of the Asset Management Committee
of the Trust Division of the American Bankers Association and
that is the capacity in which I appear before the committee today.

We are pleased to discuss with you and the other members of the
subcommittee mortgage investment by pension funds. We congratu-
late Iirou on the hearings and your looking into the impediments
which serve to discourage investments in mortgages.

The prohibited transactions provisions are, in our opinion, the
overriding problem that we have with ERISA in administerin%
plans. In our view, it is these prohibitions contained in section 40
of ERISA which serve as-a major deterrent to investment of em-
ployee benefit plans in assets other than stocks and bonds and
other publicly traded securities through brokers. The prohibited
transaction provisions do not applg to securities purchases or sales
where there is a blind purchase through a broker. But mortgages,
mortgage related investments and other direct or private place-
ments have become a nightmare of complexity because of these sec-
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tions and the breadth of parties in interest particularly the number
and variety of service providers who may be involved in these
transactions.

While we know that there have been certain exemptions given
this week by the Department of Labor, and we understand that the
staff has begun to work on additional exemptions from the party in
interest prohibited transactions for certain qualified asset manag-
ers, and our association applauds these efforts, we must recognize
that administrations and individuals change. Therefore, short of
the repeal of section 406(a), the ABA urges Congress to codify the
exemption.

In addition to the difficulties caused by prohibited transactions,
the investment considerations and operational factors also influ-
ence a portfolio manager’s decision to invest or not invest in resi-
dential mortgages. Liquidity is a problem. I think as you have
talked, we have talked about Ginnie Maes and other passthrough
certificates. And, again, these are not as readily marketable as
other certificates.

On reflection, Mr. Chairman, it appears from conversations with
other pension investment managers around the country that a
need is being recognized for a new instrument in the area of invest-
ment of mortgages for institutional funds. The instrument should
have a high degree of liquidity, be readily ascertainable in value,
offer certainty for the timing in the amount of payment, and other-
wise be operationally simple. We trust that the private sector, with
the encouragement of government, has the ingenuity to develop
this type of instrument.

In summary, Mr. Chairman, the ABA would strongly oppose any
effort to dilute the prudence standard or mandate the allocation in
_ any type of socially desirable investment whether it be residential
mortgages or job creative. We agree with the Congress directive in
ERISA that the provisions of retirement benefits for our Nation’s
retired workers is in and of itself a social goal of the highest order.
We would stand firmly against any attempt to weaken the funda-
mental standards of ERISA to further the social ends of the day.

Thank you, Mr. Chairman.

Senator CHAFEE. Thank you, Mr. Hobgood, for a.fine statement.

[The prepared statement follows:]
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STATEMENT
OF THE

AMERICAN BANKERS ASSOCIATION

Mr. Chairman, I am W. Gordon Hobgood, Jr., Executive
_Vice President, Trust, First National Bank in Dallas.
Presently I serve as Chalirman of the Asset Management
Committee of the Trust Division of the American Bankers
Association and I appear in that capacity. ABA is a
national trade association whose m;mbers consist of more
than 13,000 banks, more than 90 percent of the full service
banks in the United States. More than 4,000 of these
institutions are authorized to serve as fiduciary and many
of these presently serve employee benefit plans in one
capacity or another.

We are pleased to discuss with you and the members of
the subcommittee, mortgage investment by pension funds. 'We
congratulate you for holding this hearing to address the
impediments which serve to discourage mortgage investment.

ABA has testified on numerous occasions before this and
cther Congressional committees on the difficulties ERISA's
prohibited transactions cause plan fiduciaries and
investment managers. These provisions are the overriding
problem we have with ERISA in administering plans. In our
view it is these prohibitions, contained in Section 406 of
ERISA, which serve as a major deterrent to investment of
employ2e benefit plans in dssets other than stocks, bonds
and other publicly traded securities through brokers.

The provisons enumerate a broad list of transactions

into which a fiduciary may not cause a plan to enter.
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Subsection (a) of Section 406 lists the activities into
which a fiduciary may not cause a plan to enter with a
"party in intérest‘, while Subsection (b) prohibits
transactions which are essentially self~dealing in nature.
A "party in interest" is defined to include an almost
limitless class: an employer, or 50 percent owner of an
employer, whose employees are covered by the plan, any
counsel or fiduciary of the plan, or a relative of any of
these. The term also includes employee organizations whose
members are covered by the plan and any employee, officer,
director, 10 percent shareholder or partner or joint
venturer of an employer, service provider to the plan or
employee organization.

The types of transactions prohibited include sales or
exchanges of property, lending of money, furnishing goods or
services and the transfer to or use by a party in interest
of any of the plan's assets.

When one considers that many large plans have several
banks, investment advisors and insurance companies, all
managing portions of the investments, not to mention all the
other entities which may provide services to the plan, total
avoidance of prohibited transactions becomes virtually
impossible in the ordinary course of business.

The number and variety of possible transactions that
ére prohibited are enormous and the vast majority would be
innocently entered into in the plan participants' best

interests. It is unreasonably burdensome for even the most
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diligent trustee to keep track of or _even know the ever
changing list,ofﬁbé;éiégﬂin interest and to review all these
relationships with respect to each—and every plagf
transaction. Tﬁis is particularly true where large U.S.
companies and large plans are involved. It is exceedingly
difficult if not impossible for a bank trustée to even know
of all the various employers in a Taft-Hartley trust,
particulary when there would be no other reason to know them
except for proggzggzsz_irbhibited transactions. B
Implementation of the needed procedures is-expensive and
time consuming, and serves no productive purpose other than
avoidance of a violation of these provisions, __

The prohibited transaction provisions do not apply to
security purchases or sales where there is a blind purchase
through a bro&er. But mortgages’, mortgage-related
investments" and other direct or private placements have
become a nightmare of complexity because of Section 406(a),
and the breadth of parties in interéét and the number and
variety of service providers who may be involved in these
transactions.

Because our experiences with the exemptive procedures
of the Department of-Labor have been unsatisfactory to date,
ABA has repeatedly urged repeal of the prohibited
transactions provision, at least that portion relating to
transactions with parties in interest, We believe the

standards of undivided loyalty, exclusive purpose and

prudenc® contained in other provisions in ERISA make Section
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406 (a) redundant and unnecessarily burdensome.

At the same time Mr. Chaitmén, we recognize that a new
emphasis exists within the Department of Labor and that
efforts to eliminate some of the burdens have begqun. We
understand that the mortgage exemption proposed last
December will be issued soon and that a class exemption for
mortgage pool investment trusts will be issued. Also the
Secretary of Labor announced and we understand the staff has
begun work on an additional exemption from the party in
interest prohibited transactions forlcertain qualified
professional asset managers and that there may be some
consideration given to narrowing the needlessly broad scope
of "party in interest" to eliminate those parties which are
more remote to particular plan transactions. Our
Association applauds the direction of these”efforts. At the
same time we must recognize that administrations and
individuals change. Therefore, short of repeal of Section
406 (a), ABA urges that Congress codify these exemptions.

In addition to the difficulties caused by the
prohibited transactions provisions investment considerations
and operational factors influence a portfolio manager's
decision to invest or not to invest in residential
mortgages. Liquidity is one important consideration.
Mortgages are simply not readily saleable nor are GNMA or
other pass through certificates as readily marketable as
competing inS;ruments, Committing funds for as long as 30

years in today's volatile interest rate and uncertain *® -
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investment climate may be called into question.
Professional investors are understandably reluctant to
commit themselves to even long term governments and high
grade corporate issues with extended maturities.

Mortgages are costly to acquire because of the
documentation relating to title, security, recording and the
like which must‘be checked even when purchasing "packages"
of mortgages. After acquisition, mortgages present
accounting and operational problems unique from most
competing investments. GNMA and other mortgage-backed
certificates help to alleviate some of these problems but in
the process they produce their own difficulties. Payments
are notoriously late, often more than two weeks after
ﬁayable date and, because of principal prepayments,
uncertain in amount. Because of these unique
characteri;tics, evén though mortgage rates are today very
high, the costs of handling mortgage investments are also
high and thus the net yield is often less than competing
investments.

It must also be pointed out that mortgages are
inappropriate investments for defined contribution plans.
These plans, because of their need for frequent valuation
require liquid highly marketable investments to permit rapid
and precisF valuation of accounts.

On reflection, Mr, Chairman, it appears from

‘conversations with trust investment managers around the

country that a need is being recognized. A new instrument
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must bé developed which will attract institutional funds
into residential mortgages without all the difficulties
which must be encountered today. That instrument should
have a high degree of liquidity, be of }eadily ascertainable
value, offer certainty of the timing and amount of payment,
and otherwise be operationally simple. We trust that the
private sector, with the encouragement of government, has
the ingenuity to develop this instrument.

Mr. Chairman, ABA is gravely concerned about proposals
ﬁor mandating or allocating pension investments for social
purposes. The ABA supports your effort to focus on
impediments which serve to stifle the free flow of funds
into important favored segments of the economy. We firmly
believe that the fundamental standards contained in ERISA
are sound. A fiduciary must carry out his responsibilities
as would the "prudent man", under similar circumstances,
*solely in the interests of the participants and
beneficiaries®. Further, the fiduciary must be ever mindful
that the "exclusive purpose" of employee benefit plans, in
the words of ERISA, is to provide "benefits to participants
and thelir beneficiaries". The trustee, in choosing
particular investments, must take into account all the
present facts and circumstances and the prospects for the
future. Additionally, ERISA requires that the investments
be diversified so that the risk of less is minimized. Thus,
in picking the investments which make up a particular

portfolio there is no built-in bias toward any particular
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type of security. The portfolio consists of a mix of
securities chosen in such a way as to balance the level of
r{sk of the portfolio in relation to the potential for
income and capital appreciation. ERISA's prudent man rule
allows for investment in all types of assets.

But ABA would most strongly oppose any effort to dilute
the prudence standard or to mandate the allocation in any
type of socially desirable investment whether it be
residential mortgages or job creating. We agree with
Congress' decision in ERISA that the provision of retirement
benefits for our nation's retired workers is, in an of
itself, a social goal of the highest order. We would stand

firmly against any attempt to weaken the fundamental

standards in ERISA to further social ends of the day.
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MBA APPLAUDS DOL EASING RESTRICTIONS ON PENSION FUND INVESTMENT IN REAL ESTATE

WASHINGTON, D.C. -- The Mortgage Bankers Association of America (MBA) today

* hailed the action taken Friday by the Department of Labor to make it easier

for the nation's pension funds to invest in residential mortgages as 'en-
couraging news that the Reagan Administration has recognized that new sources
of credit will have to be found-if homeownership is going to remain a real
possibility for most Americans."

Dr. Mark J. Riedy, Executive Vice President of MBA, said the steps
taken were necessary ''to ensure the continued availability of mortgage credit,”
but. added that as much as he welcomed the recent DOL actions, there remained
unnecessary restrictions on pension fund investment in real estate.

"The decline in mortgage lending activity by the thrift industry, when
coupled with the decline in personal savings deposited with the thrifts,
makes it absolutely critical that others with large amounts of funds to invest
in residential mortgages have every opportunity to do so without any restrictions
imposed on them except by their own common sense." Pension funds currently
have about $750 billion in assets and are among the fastest growing vehicles
for savings in the nation. B

The first of the three separate actions taken Friday by the Department
of Labor would allow pension funds to engage in a broad range of transactions
involving the financing of residential mortgages. Pension funds can now directly
acquire, sell, or exchange mortgages, and can purchase or sell "participations"
in real estate transactions. The types of mcrtgage loans covered by the regu-
latory change are defined as those eligible for purchase by the Federal National
Mortgage ‘Association (FNMA), the Government National Mortgage Association
(GNMA), or the Federal Home Loan Mortgage Corporation (FHLMC). The change
permits the purchase of various types of adjustable rate mortgages, second
mortgages and "buy-downs,' where the permanent interest rate is reduced for
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a period of time by an up-front lump sum payment equivalent to the difference
between the permanent rate and an agreed-upon lower rate for the time involved.

While emphasizing that forcing investments to conform to the requirements
of these secondary mortgage market agencies provides guidance to pension funds
and ensures prudent investment practices, Riedy called the limitation "unneces-
sarily restrictive." Ordinarily, FHLMC, FNMA and GNMA have limits on the amount
of the individual loan that qualifies for inclusion in mortgage pools they
will purchase. In most cases, these limits match the current FHA or VA loan
limits.

'"There is no reason why pension funds should be able to invest only in
mortgages that FNMA or FHLMC will purchase," Riedy said. "In fact, the higher
balance loans are as secure, if not more secure, than those with lower balances.
The action has the effect of targeting the program toward the lower and middle
income homebuyer, and it appears to be motivated by a social concern, not a
business concern. There is no good business reason for excluding mortgages
from more expensive homes from the mortgage pools eligible for purchase by
pension funds." )

Riedy pointed out that ERISA rules require prudent investment based on
sound underwriting principles and that a pension fund is not likely to take a
flyer on a risky investment,

"Unfortunately, by defining for the pension fund the types of mortgages
that can be purchased, it becomes impossible to 'custom tailor' a program
for a particular fund. We would prefer that the opportunity to purchase any
type of mortgage was left up to the pension fund. We need that flexibility,"
Riedy added. ) h

Riedy said that the change that permits any financial institution or
business organization that normally advises on real estate investment to serve
as an investment counselor to a pension fund is '"certainly app}opriate," but
quickly added that the rule requiring an independent fiduciary to participate
in a mortgage investment decision is still in force.

"This is a situation in which an outside third party has to agree to an
investment decision two other equally qualified institutions have already
accepted. It's burdensome and unnecessary. Any third party involvement
should be on a voluntary basis, not mandated in all cases," he said.

In testimony before the Senate Committee on Finance Wednesday, MBA
representative Douglas Johnson, Vice President of Chase Home Mortgage Company,
of Montvale, N.J., made similiar observations concerning the changes affecting
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pension plan investmeat in residential mortgages.

Calling the changes '"'a giant step on the way toward freeing up
pension funds for investment in mortgages,'" Johnson noted that the new
rules still 'saddle mortgage investment with the mandatory cost of
hiring a real estate investment advisor, even where (the pension funds) .
are themselves knowledgeable."

The second major proposed action taken by the Department of Labor
Friday permits pension funds to agree to purchase pools of first or second
mortgages for delivery at a specified time in the future and at an es-
tablished rate of interest. Riedy said that this would encourage lenders
to originate loans, because they would be certain of selling those loans
to permanent investors.

"Obtaining a forward commitment permits lenders to make a commitment
to a specific rate," said Riedy. "This gives consumers a sense of security,
because they know what their interest rate will be at time of closing,' he
said.

The third, and final, action taken Friday makes clear that the assets
of an employee benefit plan include the mortgage pool certificates that are
guaranteed by GNMA, FNMA, or Fh.MC, but do not include the mortgages under-
lying such governmental mortgage pools. )

Riedy said he was ''gratified'" that the actions were initiated at the
direction of President Reagan, in response to recommendations of the Presi-
dent's Commission on Housing.

"While any one of us could argue with many aspects of their report, it
is still an excellent report and one‘that will set the direction of the

federal government's involvement in housing for years to come,'" he said.

HURAaaR RN Y

MBA, headquartered in Washington, D.C., is the national real estate finance

trade association representing more than 1900 member mortgage companies, commercial
banks, life insurance companies, savings and loan associations, and others in the
mortgage lending field.
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Senator CHAFEE. Now as I understand what you are saying—
while the regulations that have been issued dealing with the
amendments to the prohibited transactions, you are somewhat
nervous or alarmed that these could be changed. And, thus, you
ask that they be codified. Am I correct in that?

Mr. HoBGgoob. Yes, sir.

Senator CHAFEE. In other words, we pass a law to that effect.

Mr. HoBGoob. Yes, sir.

Senator CHAFEE. Now you haven’t had a chance to study what
the Department of Labor has done to date. That goes far enough or
are you not sure? -

Mr. HoBcoop. We have not had an opportunity to do that. Again,
I think even with that, we would hope to have further clarification.
I think also as you mentioned in your earlier conversation on your
visit with other managers, there are problems other than just pro-
hibited transactions as we look at this. We have talked about yield
and what leads an investor into this type of investment. There are
problems that relate to that, I think, that could be addressed by
taking away the prohibited transactions in party in interest situa-
tions—situations that make it very costly for an inves(.r. Again,
not just talking about the yield on the mortgage per se but the
servicing cost that goes along with that, which expenses in turn go
to the net yield which would be less than what we have talked
about today. That is one of the reasons, in my opinion, professional
investors have stayed away from home mortgages in the manner in
which they are packaged today.

Senator CHAFEE. Yes; but you pointed out that if we removed
these—changed these prohibited transactions, then you believe
that the operations to the market place will result in ingenuity of
the banking community to come up with something that can be
packaged attractively for you.

Mr. HoBGgoop. Yes, sir. If_these provisions or prohibitions are re-
moved, I think there are enough imaginative young people in the
world today who will find a way to package this type of instrument
in a way that will be marketable and provide the needs of the in-
vestor.

Senator CHAFEE. How does it work? Now when you buy Ginnie
Maes or Fannie Maes under the regulations that have existed, did
you have to investigate every mortgage in the pool?

Mr. HogrcGoob. I think you would probably find a variety of an-
swers from different banks. In our bank, we did not in buying
Ginnie Mae passthroughs go back and review all the mortgages
behind the pool. We felt there were certain exemptions that would
grotect us in buying that type of thing third handed through a

roker. The principal problems with those have been the valuation
ﬁroblem in the market place, the abilitg of the manager to receive

is funds on a specified date in order that he could put it back for
the individual plan, and knowing how those funds would come in.
The paydown on the mortgages initially, when they were bought,
was thought to be, let’s say in the 7 to 10 year period although
they were longer pieces of paper. As interest rates have gone
higher, there have been fewer prepayments. And, therefore, the in-
strument has become as it really was initially directed, a long-term
investment 20 years and plus. But you didn’t know when it was
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coming. And then the market place, in effect, changed the valua-
tion of the instrument. )

In other words, where initially it was valued as an intermediate
term investment, it then moved to the long end. So, therefore, if
you tried to sell it, you incurred a much more substantial discount
from the unpaid principal than originally was anticipated. There-
fore, many people stayed away from this. It became less liquid in
the marketplace. And, therefore, I think, many investors have said
to themselves, if I am going to have requirements—many times you
don’t have but sometimes you are required—and then I say to
myself if I can’t sell it readily and get my money back, and if I
don’t have a greater anticipation of how it is going to be priced,
then I am going to stay away from that investment. In effect, it
becomes riskier to me than it would be to go to a government bond
or maybe a corporate bond. I think this has been a problem. In our
situation we have made some individual investments in mortgages.
Again, in situations where we probably could say there would be
no need for liquidity. But we have not been very active in mort-
gages and individual home residences for that reason. It is very dif-
ficult to put together. And very difficult to market if you need any-
thing. But I do believe an instrument can be created with certain
impediments taken out of the marketplace over a period of time
that would make this acceptable, and something that institutional
traders across the country would be willing to use.

Senator CHAFEE. Thank you. Senator Bentsen.

Senator BENTSEN. Yes, I would like to comment on that because I
was very much in a part of the revision of the prudent man rule.
The prudent man rule previously put a serious handicap on the in-
dividual asset that you invested in. What I was striving for was to
see that you had diversification. That was the sensible way to ap-
proach it. I tried_to put in some of the things that we had had in
the insurance industry that allowed that type of thing. I couldn’t
agree with you more about trying to revise the investment policies
of pension funds to accomplish social objectives for which that
money was put in there for. That money was placed there to pro-
vide the pensioner with certainty, security, and assurance that that
money is going to be waiting for him. Therefore, that trustee has
the obligation to balance with safety and try to do what is best for
the pensioner. So, I am in accord with you. I don’t want to see us
violate those standards. And I, too, believe that the prudent man
rule is fulfilling its purpose. .

Mr. HoBGoob. Yes, sir.

Senator CHAFEE. Mr. Moore, how would you handle it in your in-
;};Iitu?tion as regards to prohibitive transaction problems in Fannie

ae’

Mr. Moore. The same as mentioned earlier. We didn’t review in-
dividually each mortgage made under the pools we are participat-
ing in. )

Senator CHAFEE. OK, fine. Thank you very much, gentlemen. We
appreciate you coming.

Now the next panel is Rev. Lawrence Washburn, Mr. Landes,
Mr. Gordon Smith, Mr. Harold Clarke, Mr. Richard Kelly, and Mr.
Gary Nash. If you will each come forward. :
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All right, gentlemen, just take any seat and we will adjust the
name tag cards to go with where you are seated.

We welcome you. Senator Bentsen, you have a statement.

Senator BENTSEN. Yes; thank you very much, Mr. Chairman.
And I am very appreciative of your scheduling this hearing on S.
1910, which my colleague, Senator Dole, and I have introduced.
This bill has several provisions added that I have introduced in
other sessions of the Congress. And over these earlier years, they
have gained considerable cosponsorship. At one time, I know we
had the support of 49 of our colleagues. An identical bill, H.R. 5067,
has been intrcduced in the House by Congressmen Barber Conable
and Jim Wright. The Church Alliance for Clarification of ERISA,
S. 1910, is strongly embraced by virtually every major church
denomination in this country, whether it is Catholic, Jewish, or
Protestant. ,

The Church Alliance is an organization formed several years ago
because of the concern over the impact of  ERISA on the pension
plans of ministers and lay employees. It consists of church pension
program officers acting on behalf of 27 church denominations that
I will list at the end of this statement.

I think it is urgent that this be enacted. On May 17, 1982, the

Internal Revenue Service promulgated Revenue Ruling 82-102.
This ruling says that only insurance companies may issue annu-
ities described in section 403(b) of the Internal Revenue Code. As a
result, this revokes long standing rulings that have been relied on
by church pension boards so that they can be issuers of section
403(b) annuities.
- Most of the retirement benefits issued by church pension boards
are derived from that section. You have a grandfather clause in
there to try to protect people who are supposedly already involved.
But, that excludes those in the future that might want to retire
and utilize the pension plan of church pension boards. Obviously, I
think it is totally inequitable.

I think there are many other important reasons that it should
become law. When it was enacted, we were not aware of the overly"
harsh limitations that were placed on the contributions that could
be made to the retirement programs of that class. Typically, this
consists of the poorly compensated persons, the ministers, and lay
employees.

That was a massive bill, and I can remember the debates and the
hearings that went on. It was a case of that facet of our population
not being considered as they should have been. What this does is
try to correct that kind of an oversight.

In 1958, we placed a restriction called the exclusion allowance on
contributions that could be made. They are annuities without tax
consequences to the employee. But that limitation is 20 percent of
the employee’s includible compensation multiplied by his years of
service, plus the aggregate contributions made in prior years that
were excluded from income. The exclusion allowance permits
larger than usual catch-up contributions late in an employee’s
career to make up for years when contributions were low or they
weren’t made:

What we were trying to do, Mr. Chairman, is put a limitation on
the very high salaried executives where they might try to pad a sit-



148

uation where they could retire and develop a windfall. But, we
should have looked at the other end of the scale for the fellow that
just wasn’t properly compensated for years, where they were trying
to bring about some equity for him as he retired. Obviously, we
didn’t address that. And we have asked to correct that in this situ-
ation. :

The major thrust is to extend the election of section 415(c)(4) to
ministers and lay employees. Because calculations regarding the
elections are complicated and they are difficult to administer, we
have put in a de minimis amount of some $10,000, subject to the
exclusion allowance that can be added to a section 403(b) annuity
without violating the 25-percent limitation.

It accomplishes other purposes designed to enhance the retire-
ment incomes of ministers and l?iy emé)loyees. It is consistent with
the approach the Congress has adopted lately of enlarging employ-
ee retirement opportunities.

And I don’t know many ministers or lay people who working for
the churches that are going to be able (o take full credit for other
approaches because they just don’t have that fringe income to do it.
So this is something to try to help them in that regard.

The bill also would make possible the accumulation of retirement
benefits for ministers and lay employees who have such low com-
pensation that the exclusion allowance prevents adequate contribu-
tions. Foreign missionaries are an example of that kind of a church
emsployee. '

-S. 1910 would deem an includible compensation in an amount
governed by the poverty level computed annually by the Office of
Management and Budget. That is almost an indictment to have to
refer to that in trying to make these allocations.

So I am advocating a new provision for S. 1910 that would pro-
vide a period time in which the church plans of all kinds—a period
of time that they would have available to them to make such
amendments as have to be made that are challenged by the Inter-
nal Revenue Service. And I know the problem that you have in the
management of your church pension funds. Sometimes you don’t
"~ have meetings except over a long period of time where you go with-

out discussing the management of funds. This proposa{would give
ytou a period of time to try to get into compliance and take care of
it.

I think it is very urgent that this be enacted. On May 17, 1982,
the Internal Revenue Service promulgated Revenue Ruling 82-102.
That ruling holds that only insurance companies may issue annu-
ities as described in section 403(b) of the Internal Revenue Code. It
revokes ‘those published rulings long relied on by the church pen-
- sion boards. And I think for that reason we have to move. Most of
the retirement benefits of the church are derived from section
403(b) annuities issued by those pension-boards, as I stated earlier.
- I would hope very much, Mr. Chairman, to correct this. :

Senator CHAFEE. Well, Mr. Senator, any piece of legislation that
has the support of every major church in the United States and
every synagogue has attraction to me. And we thank you for that
statement. And why don’t we proceed? -

Now, gentlemen, we are under some time constraints. I do have
to leave at 12:30, but maybe we can go over to 12:35 to give every-
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body a chance. But' why don’t you each take about 3 minutes
apiece.

Senator Bentsen is unable to stay so why don’t we start with a
distinguished Texan, Mr. Nash, general counsel of the annuity
board of the Southern Baptist Convention.

Mr. NasH. Senator Chafee, we had planned——

Senator CHAFEE. Why don’t you hold 1 minute, Mr. Nash.

Senator BENTSEN. No, that is fine. I was delighted to have him
here and I was locking forward to his testimony.

Mr. NasH. In order to meet your time constraints, we had
planned to start with Mr. Landes on the other end.

Senator CHAFEE. And you are the last?

Mr. NasH. Yes.

Senator BENTSEN. You want to tell me about it later? [Laughter]

Mr. NasH. Thank you, sir.

Senator CHAFEE. Well, I just wanted to say that this is an issue
that Senator Bentsen has been deeply interested in for many years.
The reason that this legislation keeps you gentlemen here today is
becailse of the deep interest that Senator Bentsen has in this pro-
posal.

Mr. NasH. We all appreciate very much your holding the hear-
ings, and Senator Bentsen’s sponsorship and Senator Dole’s spon-
sorship. And we would welcome you, sir, as a cosponsor also.

Senator CHAFEE. Well, I did want to include Senator Dole also
having a deep interest.

Senator BENTSEN. Now that we have the chairman here as a co-
sponsor, this thing really ought to move. [Laughter.]

[The prepared statement of Senator Bentsen follows:]
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STATEMENT OF HON. LLOYD BENTSEN, U.S. SENATOR

MrA. Chairman, I am grateful to your Subcommittee for scheduling a
hearing on S. 1910, which my colleague, Senator Dole, and I have intro-
duced. This is a bill that, with several worthwhile provisions added, I
have introduced in other sessions of Congress. Over the years these
earliér bills have gained the cosponsorship or support of 49 of our
colleagues. An identical bill, H.R. 5067, has been introduced in the
House by Congressmen Conable and Wright.

Through -the Church Alliance for Clarification of ERISA, S. 1910 is
strongly embraced by virtually every major church denomination in thisg
country, Catholic, Jewish, and Protestant. The Church Alliance is an
organization formed several years ago because of concern over the impact
of the Er;lployee Retirement Income Security Act of 1974, commonly referred
to as ERISA, on the pension plans of ministers and lay employees. The
Church Alliance consists of church pension program officers acting on
behalf of 27 church denominations listed at the end of this statement.

) I would like to thank the following persons for their participation
in this hearing: Mr. Leo J. Landes, representing the United Synagogue
-of America; Mr. Gary S. Na:sh, Secretary of the Church Alliance and .
General Counsel of the Annuity Board of the Southern Baptist Convention;
Mr. Wayne Reeves, Assistant General Counsel of the Annuity Board of the
Southern Baptist Convention; Mr. Richard B. Kelly, Associate Director,
Government Liaison, United States Catholic Conference; Reverend Lawrence A.
Washburn, Minister of the Peace Dale Congregational Church, ~Peace Dale,
Rhode Island; Mr, Gordon E. Smith, Treasurer, The Ministers and Missionaries

Benefit Board of The American Baptist Churches; Mr. Harold A. Clarke,
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Manager, Pension and Benefits, Board of Pensions of the United Presbyterian

Church in the U.S.A.; Mr. Walter F. Donnelly, Senior Vice President of

The Church Pension Fund of the Episcopal Church; Mr. John E. McCracken,
Resident Counsel of The Church Pension Fund of the Episcopal Church;

Mr. Robert H. Rydland, Counsel to The Board of Pensions of the Lutheran
Church in AmericmmésﬂJ . Moore, Counsel to The Division of
Pensions, The American Lutheran Church; Mr. Lepnard S. Hirsh, Counsel to
The Board of Pensions of the United Presbyterian Church in the U.S.A.;
and Mr. Eugene M. Stiles, Administrator, Retirement Plan of the General
Conference of Seventh-day Adventists.

Mr. Chairman, it is urgent that S. 1910 be enacted. On May 17, 1982,
the Internal Revenue Service promulgated Revenue Ruling 82-102. This
ruling holds that only insurance companies may issue annuities described
in Section 403(b) of the Internal Revenue Code. It revokes published
rulings long relied upon by church pension boards that they can be the
iséuers of Section-403(b) annuities. Most of the retirement benefits of
churches are derived from Section 403(b) annuities issued by church -
pension boards. While a grandfather clause in the ruling protects
present church employees from adverse tax consequences, a new congrega-
tion, church, or church agency may notAprovide its employees with retire-
ment benefits from church pension boards issuing Section 403(b) annuities.
I do not believe that Coqg?eiss wants to deny church employees access to
the retirement benefits of their pension boards. A provision in S. 1910

makes it clear that churches and church pension boards have the right
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under our tax laws to be issuers of Section 403(b) annuities. There-
fore, I ask my collegues to join me in supporting S. 1910.

For other important reasons, S. 1910 should become law. When
ERISA was enacted, we were not aware that overly harsh limitations were
pléce& on the_céntributions that can be made to the retirement programs
of that class of typically poorly compensated persons, namely, ministers
and lay employees. S. 1910 corrects this oversight and makes other
changes that meet~the needs of these programs.

In 1958, we placed a restriction, called the exclusion allowance,
on contributions which can be made to Section 403(b) annuities without
tax consequences to the employee. This limitation is 20 percent of the
employee's includible compensation multiplied by his years of service
and less the aggregate contributions made in prior years that were
excluded from income. The exclusion allowance permits larger;fhan-
usual, or catch-up, contributions late in an employee's career to make
up for years when contributions were low or not made. ERISA super-
imposed a further limitation on contributiops, which is the lesser of 25
percent of the employee's:compensaiion or $25,000, adjusted by increases
in the cost of living. The purpose of the 25-percent-limitation was to
prevent very large contributions for highly compensated persons. However,
this limitation offers no opportunity for ministers and most lay employees
to make meaningful catch-up contributions toward retirement because
these employees are seldom well compensated, even at the peaks of their
careers. In 1974, we recognized the effect the 25-percent-limitation

would have on the ill compensated and, in Section 415(c)(4) of the Code,
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gave employees of educational organizations, hospitals, and home health
service agencies a series of elections to make out-of-the-ordinary
contributiops notwithstanding the 25-percent-limitation. Congress did not |
then consider the impact of this limitation on ministers and lay employees,
who are in the same class of persons now benefit.ing from the elections.’

A major thrust\‘of S. 1910 is to extend the elections of Section
415(c) (4) to ministers and lay employees. Because calculations regarding
the elections are complicated and difficult to administer, S. 1910 also
provides a $10,000 de minimis amount, subject to the exclusion ailowance,
that can be added to a Section 403(b) annuity wiﬁout violating the 25-
per;:ent—limitation.

" S. 1910 accomplishes other purposes designed to enhance the retire-
ment incomes of ministers and lay employees consistent with the approach
Congress has lately adopted of enlarging employee retirement opportun-
jities. Ministers and lay employees of many denominations change jobs on
an average of every three to five years. In computing the exclusion
allowance, years of service with the present employer only are c‘ommted.
If years of service is low, then the exclusion allowance is also low.
Because of many employment changes some church employees find themselves
with perpetually low exclusion allowances, even though ‘all their work
has been for the same denomination. §S. 1910 would include 211 years of
service within the employee's denomination for purposes of the exclusion
allowance.

This bill also would make possible the accumilation of retirement

benefits for ministers and lay employees who have such low compensation
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that the exclusion allowance prevents adequate contributions. Foreign
missionaries are examples of this kind of church employee. S. 1910
would deem an includible\ compensation in an amount governed by the
poverty level computed anmially by the Office of Management and Budget.

I am advocating a new provision for S. 1910. This vould provide
a period in which church plans of all kinds would have to make amend-
ments if they are challenged by the Internal Revenue Service. Church
plans need this assistance because their procedures for amendments are
generally lengthy. In many instances, a plan amendment requires the
approval of the highest governing bodyf of the church. In some denom-
inations this body meets but once every two years. This procedure
would be similar to the correction period procedureV for church plans
in Section 414(e).

Mr. Chairman,-the remarks of Senator Dole and myseélf in the
Congressional Record describe S. 1910 more fully than I can-here: - With

your permiésion, I wouild like to append these remarks to this statement.

CHURCH ALLIANCE FOR CLARIFICATION OF ERISA

An alliance of the chief executive officers of the pension programs
of the following church denominations:

Union of American Hebrew Congregations

United Presbyterian Church in the U.S.A.

Church of God -

Presbyterian Church in the United States

Reorganized Church of Jesus Christ of Latter Day Saints

Unitarian Universalist Association of Congregations in
North America

African Methodist Episcopal Church

The Lutheran Church-Missouri Synod

Catholic Mutual Relief Society

United Methodist Church

United Synagogue of America

Southern Baptist Convention

Presbyterian Church in America

General Conference of Seventh-day Adventists
United Church of Christ

Church of God in North America

Episcopal Church . .
The Christian Church (Disciples of Christ)
The Wesleyan Church

Church of the Brethren -

The American Lutheran Church

Christian Reformed Church in North America
Lutheran Church in America

Church of the Nazarene

American Baptist Churches

Mennonite Churches

AM.E. Zion Church
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Senator CHAFEE. All right, Mr. Landes, why don’t you proceed?

STATEMENT OF LEO J. LANDES, ADMINISTRATOR, JOINT RETIRE-
MENT.BOARD, UNITED SYNAGOGUE OF AMERICA, NEW YORK,
N.Y.

Mr. LanpEs. Thank you very much.

I would just like to say that we wanted Gary Nash to bat clean-
up, and that is why we have had him speak last.

I am Leo Landes, and I represent the joint retirement board of
the United Synagogue of America. We are a small pension plan
with 1,500 rabbis and lay employees, and representing about 800
synagogues. I come from a rabbinical family. My father was a rabbi
in a small town in New England for over 55 years.

Senator CHAFEE. What was the town? -

Mr. LaNnDpEs. The town was Revere, Mass. My two brothers serve
as rabbis. I am very conscious of the problems and the benefits of
the rabbinate and the synagogue. And I am here representing the
United Synagogue, but today I am representing more that the
United Synagogue. I am representing the Church Alliance for
Clarification of ERISA, which involves all of the major Catholic,
Protestant, Jewish churches and synagogues as well as religious or-
ganizations in the country.

We've discovered that we all have similar serious problems. And
we have asked for legislation which can help every single one of
our people.

I would like to give you an idea, of the organizations that are in-
volved here by introducing the people that came. We have myself .
with the United Synagogue; Gary Nash with the Southern Baptist.
Convention; Wayne Reeves with the Southern Baptist Convention;
Richard Kelly with the United States Catholic Conference; Rev.
Lawrence Washburn with the United Church of Christ; Rev.
Gordon Smith with the American Baptist Churches; Harold Clarke
with the United Presbyterian Church; Walter Donnelly and John
McCracken with the Episcopal Church; Robert Rydland with the
Lutheran Church in America; Thomas Moore with the American
Lutheran Church; Leonard Hirsh representing the Presbyterian
Church in the United States; and Gene Stiles representing the
General Conference of Seventh Day Adventists.

It’s just a sampling of the people who came because they are in-
terested. If we iooked at the number of people in a sampling of the
Protestant churches, we would find, as I did from a list that I
looked at a week ago, that there were about or over-250,000 clergy-
men and lay employees in their pensions with over 160,000
churches. You notice if you look at the Jewish synagogues, or the
Protestant churches, you have from the sampling of maybe less
than two people, two employees, per organization. We are dealing
with organizations that are small. They will generally have one or
two professional employees. They may have a volunteer part-time
clerical help, and that is it. They are not ready, they are not capa-
ble of doing long complicated figuring out of whet they can put
into a pension plan. I notice that even the Treasury Department in
their oral testimony didn’t go into an explanation of how to deter-
mine the exclusion allowance under section 403(b). If it is compli-
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cated to present here, it is certainly complicated for a small syna-
gogue or church where you have so few people who know what is
going on. What we are trying to do is simplify the plan to make
sure that our people can get a more reasonable pension, especially
to have money put in in later years when they are close to retire-
ment.

As you know, clergymen and lay employees of synagogues and
churches are not highly paid.

We are not concerned with people that are making $30,000,
$40,000, $50,000 a year. We are talking about people generally who
are making $15,000, $20,000, $25,000 a year maximum. And we are
talking now about getting a right to put in a—I can’t even say a
decent amount, but getting in the last 4 ar 5 years the privilege to
have someone from the congregation put in money so that the
person can build up—I won’t even say a decent retirement—maybe
a livable retirement.

We are asking for your help in accomplishing this.

Senator CHAFEE. Thank you, Mr. Landes. And I think as we pro-
ceed here, if you could include within your remarks a comment on
the statements that were given by Mr. Glickman earlier when I be-
lieve all of you were here. Did you find the comments he made un-
derstandable?

Mr. Lanbpes. Well, I can refer to one thing that he said in partic-
ular that affected me. I didn’t want to go into it, but I can. I think
you will find it illuminating. I mentioned my father was a rabbi for
55 years in Massachusetts. He passed away about 6 years ago. My
father was in the unique position of having earned as much when
he retired as he did just prior to retirement. He retired about 20
years ago. He was making, at that time, the munificent sum of
about $5,000 a year. When he retired, he collected about $3,000 a
year from social security. And he had two synagogues, mind you. I
am talking about the combination. One synagogue gave him a pen-
sion of $1,000 a year. The other one gave him a pension of $1,200 a
year. So at retirement, he was earning $5,200 a year.

He had no help in the synagogue. There were no other employ-
ees. My mother served as the secretary, treasurer, jack-of-all-trades
at the synagogue. If they needed something typed, they would get
one of the members of the congregation to have his office type
something up. :

They simply could not be involved with figuring out anything.
My father, in fact, had no pension, but the money was paid in by
the synagogue at the time of retirement.

What we are locking for when we talk about a $10,000 de mini-
mis, we are not talking about a $10,000 de minimis all the way
through. We are talking the last 4 or 5 years before retirement. We
can sometimes get a congregation, a church or a synagogue to have
a member offer to donate to the synagogue, as long as they are not
going to be involved with Government figures, maybe $7,000,
maybe $8,000, maybe $10,000 a year so that their rabbi or preacher
will have a little better retirement than he would have had before.

I tell you I used to succeed in doing this about five times a year.
I did this until January 1976 when ERISA put a limitation of 25
percent of compensation. To see how this limits consider a compen-
sation of $15,000. Twenty-five percent of this compensation is under
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$4,000 a year. We are looking to raise that in those last few years
before retirement for these low paid employees.

Senator CHAFEE. All right. Fine. Thank you very much.

[The prepared statement follows:]

96-536 0 - 82-~ 11
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COMMITTEE ON FINANCE
UNITED STATES SENATE
Subcommittee on Savings,
Pensions, and Investment Policy
2227 Dirksen Senate Office Building
- Washington, D. C. 20510

STATEMENT OF LEO J. LANDES ON S. 1910

Mr, Chairman, I am Leo J. Landes, representing the Joint Retirement
Board of the Rabbinical Assembly, Jewish Theological Semihary of America,
and the United Synagogue of America. My father, of blessed memory,
served one congregation in Revere, Massachusetts, as rabbi for over 55
years. My two brothers serve as rabbis, one in Pittsburgh, Pennsylvania,
and the other in Elkins Park, Pennsylvania.

The United Synagogue is the conservative movement of American
Judaism representing almost two million Americans. I am here to repre-
sent the Jewish faith throughout America. I also speak on behalf of
every other church denomination of this country, each of which has a
vital interest in S. 1910.

Nearly all of our governing organizations, synagogues, religious
schools, theological seminaries, and other agencies use Section 403(b)
annuities to fund retirement benefits for both our clergymen and lay
employees. We choose annuities of this kind because they are completely
portable and simple to administer. Most of our synaéogues and agencies
are small. Some are staffed full time only by a single clergyman.

. Clerical assistance wi;l often be part time or voluntary. These small
religious organizations simply are not able to handle complex adminis-
trative situations or do not have the experience or technical ability to

manage other types of retirement programs such as the qualified plan.
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Our problem is that for the past eight years contributions to our
retirement annuities have in many cases been severely restricted by the
25-percent-of-compensation rule that was put into the Internal Revenue
Code by the Employee Retirement Income Security Act of 1974 to limit
contributions to defined contribution plans. As with most other faiths,
the salaries of our rabbis and lay personnel are low. Thus, we see
contributions to our pension programs restricted to a percentage of a
salary that is véry small. We feel that this restriction is unfair -
and one that is unnecessary since Congress has placed much higher 1limi-
tations on contributions to defined benefit plans. I understand that
the limitations on such a plan are high enough to produce retirement
benefits equal to an employee's average salary for his high three years
with an overall limit now of some $136,000 a year.

This certainly is not the case with our Section -403(b) annuities.
The Internal Revenue Service has classified them as defined contribution
plans, and we are subject to a rule that was put into the Internal
Revenue Code to prevent enormous contributions by wealthy employees. I
am sure that Congress did not intend to prevent our comparatively low-
paid clergy and lay employees from reiiring on adequate pensions. I
am certain that Congress was not aware of our problems when it enacted
the 25-percent rule:

The worst part about the 25-percent-rule is its inflexibility.
Possibly if 25 percent of compensation were contributed-to the annuities
of our rabbis and lay employees from the beginning to the end of their
careers, retirement benefits might be barely acceptable. They certainly

would nog\be munificent.
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But continuous contributions of 25-percent-of-compensation never
happen. A clergyman at the beginning of his career is often employed by
a congregation that does not have the funds to provide him with even a
small anmiity. The rgbbi himself may make modest contributions through
a salary reduction arrangement. However, for mény years he will need
every bit of his salary to feed and clothe his family and send his
children to school. It is only toward the end of the rabbi's career
that his salary may be enough to provide for adequate contributions.

The rabbi finds that the 25-percent limitation prevents any sort of
worthwhile catch-up contribution. What he needs is a rule that permits
him for some time to make substantial contributions to make up for those
years when no contributions or very small contributions were made.

S. 1910 has the inter-denominational support of congregations and
organizations throughout the country. It provides the relief we need
and, more importantly, relief that is equitable. It offers our rabbis
and lay employees the same right as employees of certain other organi--
zations to make the elections under Section 4i5(c} (4) of the Code which
override the 25-percent limitation. _

Next, S. 1910 would eliminate certain costs that are prohibitive
for clergymen but necessary to fully utilize the present law. The
calculations of the limitations under the exclusion allowance and the
elections can be very complicated. As you know, the exclusion allowance
i§ the amount of contributions to an annuity that is excluded from the -
income of an employee. In m.ost cases, an accurate calculation requires
the services of an attorney or other adviser who has had experience in

making them. Most rabbis cannot afford this sort of professional service.
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S. 1910 would permit us to contribute up to $10,000 to our annu-
ities each year without violating the 25-percent limitation or having to
make the elections. We will, however, be governed by the exclusion
- allowance, which permits reasonable catch-up contributions to our _
annuities but still limits contributions to a formula based upon a
comparatively low salary.

In another respect, too, S. 1910 is more equitable than the present
law. One factor in determining the amount of the exclusich allowance is
years of service with an employer. Generally, the greater t}_le number of

.years of service, the greater is the percentage of salary that can be
contributed. When the number of years of service is small, the exclu-
Asioﬁ élluwance is small. The Internal Revenue Service, however, has
interpreted years of service to mean those with the employee's present
employer. Our rabbis and lay persons do not haye stationary careers.
They move about from employer to employer within our faith. Whenever
they change jobs, years of service for the exclusion allowance starts
all over at the number one. The result may be different in a hierarchical
denomination. This difference underscores the inequity of the law. In
such denominations, the church governing body is generally considefed to
be the employer even though the employer, in fact, is a local unit of
the church.

S. 1910 would deem all years of service of a minister or lay
employee within his or her denomination as yearé of service for one
employer. This -rule would provide us with flexibility in that the
diminution of retirement benefits .would not ordinarily be a considera-

tion in deciding whether we should or should not change jobs. All
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denominations, both hierarchical and congregational, should be treated
in the same way for purposes of years of service.

Another feature of S. 1910 corrects a particularly unfair provision
in the present law because it affects most adversely those clergymen
who have assumed the greatest burdens. As you undoubtedly know, many
denominations send missionaries into foreign lands to propagate the
faiths. These missionaries often are paid very little, their compen-
sation being largely their living quarters and subsistence. Since both
the exclusion allowance and the 25-percent limitation are based upon a
percentage of compensation, only small contributions can be made to
their retirement annuities. These missionaries would like to retire in
America. They return here to a country with high living costs and
discover that they have no means on which to retire. S. 1910 would help
the very worst-paid minister or lay employee. A provision in S. 1910
would treat a minister or lay employee as having a certainAminimum
compensation for purposes of the exclusicn allowance. This compensation'
is measured by the poverty guidelines issued by the Office of Management
and Budget. -

Mr. Chairman, S. 1910 and similar bills have been pending in the
Congress since 1978. We have waited a long time for the relief that we
consider now due us. We urge you and your colleagues to do all you can
to see that S. 1910 is made law this session of Congress.

I thank you for giving me this opportunity to appear before you and

present our views on S. 1910.
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Summary of Principal Points

Section 403(b) annuities are almost the exclusive means of pro-
viding retirement benefits for Jewish religious organizations,
synagogues, schools, theological seminaries, and agencies.

The compensation of our clergy and lay employees has been tradi-
tionally low. The 25-percent-of-compensation limitation of Section
415(c) of the Internal Revenue Code-prevents adequate catch-up
coqpributions to the pensions of our rabbis and lay employees.

S. 1910 would give our rabbis and lay employees the same right to
make catch-up contributions that employees of educational organi-
zations, hospitals, and some health service agéncies now have in
Section 415(c) (4). ,

In other respects, S. 1910 would improve the retirement pensions of
our rabbis and lay employees by: permitting de minimis contributions
tqe avoid complicated calculations; by counting all years of service
within one denomination so that when we change jobs, our past serv-
ice credit is not eliminated; and. deeming a certain compensation so
that contributions can be made to the retirement annuities of our

very worst-paid rabbis and lay persons.
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STATEMENT OF GORDON E. SMITH, ASSISTANT DIRECTOR AND
TREASURER, THE MINISTERS & MISSIONARIES BENEFIT
BOARD, AMERICAN BAPTIST CHURCHES, NEW YORK, N.Y.

Senator CHAFEE. Reverend Smith.

Mr. SmiTH. My name is Gordon Smith. I am 1 the associate direc-
tor and treasurer of the Ministers and Missionaries Benefits Board
of the American Baptist Churches which is composed of approxi-
mately 6,000 churches and about a million and a half members.
Our organization was established by the American Baptist
churches in 1911 to provide a variety of benefits for ministers and
missionaries. Currently, we provide these benefits for approximate-
ly 11,000 active, inactive,-and retired, ordained, and lay members
who serve American Baptist churches and related institutions.

On their behalf, I encourage the support of S. 1910. I have two
concerns that I wanted to address. Both of them were referred to
briefly in earlier testimony.

The first is personal. I am an ordained minister. And for 30
years, I have served my denomination, the American Baptist
Churches. I have been with four employers. I am currently with
the fourth, and I am in the sixth year of employment with my
present employer. The present formula for determining the amount
I can contribute to my annuity on a tax deferred basis defines
years of service as those with the current employer. Therefore, I
am denied credit for 24 years of service prior to my present ap-
pointment. My family responsibilities have lessened and I can now
commit more of current income to catch up with many years of
smaller contributions to my retirement account. S. 1910 will pro-
vide that opportunity for me and for thousands like me. And we
aresdtla})ilghted to know that Treasury is supportive of that provision
in S. 1910.

The second concern has to do with the future of the church pen-
sion board that I represent and many like ours. And this was re-
ferred to in Senator Bentsen’s opening remarks. Congress passed
legislation in 1980 which acknowledges these boards as appropriate
vehicles to fund and administer annuities for members of church
plans. Revenue Ruling 82-102 issued Monday appears to conflict
with the intent of Congress in enacting this legislation.

We appreciate the willingness of Treasury and IRS to work with
us in resolving problems created for us by this ruling. However, the
ruling itself demonstrates the urgency of early passage of S. 1910.
This bill will put to rest once and for all questions related to the
intent of Congress in recognizing that church pension boards can
issue 403(b) annuities.

The 11,000 members of plans sponsored by American Baptists are
grateful for your willingness to consider our concerns and the way -
they can be resolved by the enactment of S. 1910. We respectfully
encourage your support and leadership to secure the early passage
of this legislation.

Thank you.

Senator CHAFEE. Thank you very much.

[The prepared statement follows:]

P
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Senate Finance Committee
Hearings on S. 1910
May 17, 1982

Statement of Rev. Hugh D. Pickett on behalf of
The American Baptist Churches in the U.S.A.

My name is Hugh Pickett. I am appearing on behalf
of the American Baptist Churches. We welcome the opportunity
to appear before you to explain the importance of this bill
to our denomination.

The American Baptist denomination consists of ap-
proximately 6,000 local churches and affiliated organizations
throughout the United States. The denomination is congrega-
tional in nature in that each of the local organizations is
separate, indepérndent and autonomous. There are approxi-
mately 1,500,000 members of the local churches of the denomi-
nation.

The Ministers and“Missionarieszenefit Board of
American Baptist Churches was established by the American
Baptist denomination in 1911 to provide for the better main-
tenance of the ministers and missionaries (and their fami-
lies) who carry on the denomination's work. The Board, which
was incorporated by special act of the New York legislature
in 1913, hasxalwa;s Bééh an integral part of the Americarn
Baptist denomination.

Among its other functions the Board maintains re-

tirement annuity programs under section 403(b) of the Inter-
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nal Revenue Code for over 11,000 active, inactive and retired
ministers, missionaries and lay employees of the local con-
gregations and agencies of the American Baptist denomination
throughout the world. The Board's assets are professionally
managed in accordance with the highest fiduciary standards
applicable to organizations of its type under New York law.
The reports of the Board's operations, as audited by its
independent certified public accountants, are regularly pro-
vided to the participants and the governing bodies of the
denomination and are available to other interested persons.
Separate accounts are maintained under the Board's retirement
annuity programs for the contributions made on behalf of each-
participant. All participants are fully vested in their
behefits from the date contributions are made and all bene~
fits are fully funded.

I am here today to voice the strong support of the
American Baptist Churches for the passage of S. 1910. As
indicated below, we believe this bill will continue the
process begun by Congress in 1980 when it enacted legislation
that madé permanent the exemption from ERISA for church plans
established by conventions or associations of churches and
their agencies.

S. 1910 would build upon this process in two im-
portant ways. First, it would remove technical obstacles

that now make it difficult for ministers and missionaries to
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accumulate the funds needed to provide an adequate retirement
benefit. Second, it would eliminate questions that have
recently arisen concerning the authority of church pension
boards to provide section 403(b) retirement annuities, not-
withstanding the fact that our Board has done this for
seventy years.

Failure to adopt this legislation would impact upon
those least able to bear the consequences ~ the ministers,
missionaries and lay employees of churches who have little
opportunity during their working careers to accumulate assets
from which to provide retirement incore.

A number of the provisions of S. 1910 deal with the
ability to make so-called "catch-up contributions" for pian
participants late in their careers. This 1s especially im-
portant because mcst participants in the church retirerent
plans are unable to set aside amounts to supplement thair re-
tirement incomes until late in their careers,

Compensation paid to ministers and other church
employees depends upon donations from the local congrega-
tions. As a result, most ministers typically spend the
greater_part of their careers earning small salaries. During
years of emplcyment as a missionary, compensation is even
lower. Only after ministers have been working for 25 or 30
years, when their family obligations have diminished, are

they in a position to set aside any significant amounts under
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salary reduction arrangements that are allowed under section
403(b). The ability to make catch-up contributions at that
time is vital, but is severely limited because of the present
restrictions under section 403 (b) and section 415.

One of the problems is that most American Baptist
ministers serve several Baptist churches or agencies during
their careers. At present, the Internal Revenue Service
treats each church or agency as a separate employer for pur-
poses of section 403 (b), with the result that only service at
the most recent assignment may be counted in determining the
exclusion allowance. S. 1910 remedies this problem by pro-
viding that all service performed for a church or an associa-
tion or convention of churches would be treated as service
for a single employer for purposes of determining the section
403 (b) exclusion allowance. Congress acknowledged the spe-
cial nature of the emplovment relationship that exists }n
congregational denominations when it legislated in 1980 to
permit church plans to cover the employees of any church or
affiliated organization within the denomination, S. 1910
extends this definition of employment for purposes of deter-~
mining the amount of the section 403(b) exclusion allowance.

However, this action alone would not permit sig-
nificant increases in catch-up contributions unless section
415 were also liberalized at the same time by making avail-

able to church employees the same "catch-up" elections that
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are already permitted in section 415 for employees of educa-
tional organizations, hospitgls and home health service
agencies. S. 1910 would accomplish this result.

S. 1910 also provides that neither the 25% limita-
tion nor the alternative catch-up elections under section 415
would have to be considered with respect to an annual con=-
tribution of $10,000 or less. (This amount would be adjusted
for inflation.) The de minimis exemption for -small annuity
contract\éontributions is similar to an exemption already
provided under section 415 for corporate defined benefit
plans and its enactment would avoid the need to consi&er the
complicated section 415 limitations in the case of small
contributions,

S. 1910 would also end the uncertainty that has
recently arisen as to whether section 403(b) annuities can be
provided only by licensed insurance companies. As previously
noted, our Board has been providing retirement annuities for
Baptist ministers and lay employees for many decades, ai-
though we are not a licensed insurance company. The same is
true of numerous other church pension boards. For many -vears
the IRS ruled that these annuity contracts may qualify under
section 403(b). However, very recently the IRS appears to
have changed its position and now contends that only con-

tracts issued by licensed insurance companies can be treated

as section 403(b) annuity contracts. There is no basis for
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this position as applied to church plans, and S. 1910 would
make this clear.

When Congress defined church plans in 1980, it re-
cognized that church pension boards are acceptable funding
media for church plans of all types, and Internal Revenue
Code section 414 (e) (3) (A) specifically states that a church
plan ". . . includes a plan maintained by an organiza-
éion . . ., the principal purpose or function of which is the
administration or funding of a plan or program for the pro-
vision of retirement benefits or welfare benefits, or
both, . . ." The legislative history of this section makes
clear that Congress was well aware >f the prevalance of sec-
tion 403(b) church annuity arrangements at the time it en-
acted this provision.

Finally, S. 1910 would recognize the need for a
grace period to permit church plans to continue to operace in
their traditional fashion until any technical questions that
may arise in the future can be definitively resolved.

In summary, we respectfully urge favorable con-
sideration and the ultimate passage of S. 1910 to provide
needed relief to ministers and missionaries and lay church
employees throughout the United States and to protect the

importance and unique function of church plans.
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STATEMENT OF REV. LAWRENCE A. WASHBURN, PASTOR, PEACE
DALE CONGREGATIONAL CHURCH, PEACE DALE, R.I.

Senator CHAFEE. Reverend Washburn of Rhode Island.

Reverend WasHEURN. Senator Chafee and Senator Bentsen, I am
concerned about the time and I hope you will be able to stay an
extra 5 minutes to hear the whole panel.

Senator CHAFEE. I will stick it—not stick it out. [Laughter.]

I will remain.

Reverend WasHBURN. I am the pastor of the Peace Dale Congre-
gational Church serving the towns of South Kingstown and Narra-
gansett, R.I. I have a doctorate of minister degree. And I represent
also the ministers of our conference as a former president of the
Ministers Association, and former president of the Conference.

The United Church of Christ is a denomination of approximately
6,000 congregations with about 8,000 clergy employees, both lay
and clergy. It has a long history in our country. The Congregation-
alist came from the Pilgrim and Puritan merger back in the 1640’s.
We've been closely identified with the history of our country in
founding such institutions as Yale, Harvard, and Dartmouth.

As a member of the annuity fund—a clergy member of the annu-
ity fund—it is very important to me that our church continue to be
allowed to do what it has historically done in providing annuities
for its ministers.

The ministry is not the profession you go into if you want to
make a lot of money. I started out at a salary of $2,500 back in
1956. And currently the average minister makes between $12,000
and $15,000 a year plus housing. S. 1910 allows catchup contribu-
tions to provide for adequate pension in their later years as they
approach retirement. S. 1910 also will correct an unfair situation
which counts our time employed with each particular church
rather than as time in the denomination. When I was ordained, I
was ordained to the United Church of Christ. And my time and
service should be counted from the time I am ordained until the
time I retire.

I am also concerned that this bill will help our missionaries who
may be serving in Africa or other such places who are earning per-
haps $5,000 a year because that is all it takes to live there. This
will allow the mission boards to contribute an amount to their pen-
sions so that when they retire back in the States, they can have an
adequate salary. -

And, lastly, it's just my belief that churches do things better
than most institutions. And I believe that our pension boards are
being run and manraged in such a way that we get a better buy at
less cost. So I am in favor of S. 1910.

Thank you.

Senator CHAFEE. There is one question that I had. Do I under-
stand it? In S. 1910 you must stay in the same congregation or de-
nomination?

Reverend WasHBURN. Right. You have to be in the same denomi-
nstiox;l. But right now our time is only counted in a particular
church.
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Senator CHAFEE. But suppose you change denominations? Sup-
posg an Episcopalian becomes a Catholic or vice versa? Does he lose
out? -

Mr. NasH. They get to start over then.

Senator CHAFEE. Is that any kind of a problem? Don’t choose
that particular situation.

Reverend WasuBURN. That’s not a problem to us. We are con-
cerned about the people within the same denomination who have
their time counted within that denomination.

[The prepared statement follows:]
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SUMMARY OF STATEMENT OF REV, -
LAWRENCE A, WASHBURN IN SUPPORT
OF §5,1910 :

The proposed legislation is desirable because:

1. It provides the same limitations on annual
contributions to annuity plans for all
ministers and lay employees of a church
or denominational agency without regard
to whether the plan participant is a member
of a congregational denomination or a
hierarchical denomination.

2. It eliminates the unfair basis upon which
ministers and lay employees of Churches
have been excluded from the right to claim
special exceptions under section 415 of the
Code.

3. It affords a de minimis contribution level
for those whose normal compensation would
not provide an annual contribution capable
of affording adequate retirement income. -

4. Those laboring in foreign missions at
extremely low compensation are provided
with an opportunity to obtain respectable
retirement benefits through the creation
of a miniimum compensation level for purposes
of computing contributions.

5. It eliminates the need to lump contributions
to.a forfeitable annuity in the year when such
annuities become non-forfeitable, thereby
insuring plan participants of the right to the
special elections or the de minimis contribution
amount.

6. It recognizes the right of a church or a

convention or association of churches to
provide annuity contracts.

96-536 0 ~ 82 - 12
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STATEMENT OF REV. LAWRENCE A. WASHBURN, PASTOR OF
PEACE DALE CONGREGATIONAL CHURCH OF THE UNITED CHURCH
OF CHRIST, PEACE DALE, RHODE ISLAND, DELIVERED ON

MAY 17, 1982, BEFORE THE SENATE FINANCE SUBCOMMITTEE
ON SAVINGS, PENSIONS AND INVESTMENT POLICY, IN SUPPORT
OF §. 1910

Mr. Chairman, and members of the Subcommittee,
my name is Lawrence A. Washburn and I appear before you
to speak in support of Senate bill S$.1910. I am an
ordained minister of the United Church of Christ, and I am
presently serving as Pastor of the Peace Dale Congregational
Church of the Uniteé Church of Christ in Peace Dale, Rhode
Island.

I hold the dearee of Doctor of Ministry. 1In
addition to having served congregations in a pastoral role
during my ministry, I am the former President of the Rhode
Island Conference of the United Church of Christ, the member-
ship of which consists of local churches of the United Church
of Christ located in Rhode Island, and local ministers having
standing i1n the denomination. Also, I served as President of
the Ministers Association of Rhode Island, a group of ministers
of the United Church of Christ in Rhode Island having common
interests and concerns.

As an extension of the mission of my church, I have

become involved in low income housing for the elderly and thus
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possess a first hand knowledge regarding the problems facing
retired persons in general, and as a.result of my werk with
ministers, I am particularly familiar with those problems
as they relate to retired members of the clergy.

1 can assure you, Mr. Chairman and members of
this Subcommittee, that we ministers and those lay persons
employed by churches or agencies of denominations, are no
different from our brothers and sisters in other callings.
We share the same frailities. We have the same temporal needs.
We ,as 1S the case with others, must accept the inevitability of
the infirmities of age, and we share a common hope that we can
live out our final years in dignity and with some measure of
security. Indeed, it is this latter concern that prompts my
appearance before you today.

Before considering the proposed legislation, let
me tell you somethina of the church or fellowship to which
I belong and which I have served since 1959. The United Church
of Christ is a product of the merger in 1957 of the Congrecation-
al Christian Churches and the Evangelical and Reformed Church.
1t has approximately two million members, worshiping in close
to six thousand local churches across the country. It has a
full evangelical mission program, both at home and abroad.
Of significance to this Subcommittee and a fact which has

great relevance to the proposals to which I speak is the
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circumstance that the United Church of Christ is congregation-
ally organized as opposed to a hierarchical organization, and
as such,each of its local congregations is autonomous. 1 shall
address this point in some detail, later in my testimony.

Since my ordination in 1959, I have been a member
of the Annuity Fund for Ministers which is an instrumentality
within the United Church of Christ, charged with the re-
sponsibility of providing retirement benefits for ministers,
their spouses and dependents. Anofher organization known as
the Retirement Fund for Lay Workers provides similar benefits
for the lay employees of the churches and instrumentalities of the
denominaticn. The retirement benefits provided by these
oraanizations are derived from tax sheltered annuity plans
managed in accordance with the provisions oi Section 403 (b)
of the Internal Revenue Code. Contributions are made to
members accounts by the employing organization and to the extent
possible by the members themselves. Upon retirement, the
accumulations are used to provide an annuity for the benefit
of the member. Because the proposed lecislation relatec to
the rules covernire such annuities, and therefore directly
affect the retirement income availahle to members of such
plans, my interest and that of my colleagues 1s evident.

One of the key provisions of the rroposed legislation

undertakes tOo correct an i1nequity in existing leqislation which
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restricts the right of ministers of a congregational denomina-
tion to make catchup contributions, so as to provide an N
adequate retirement income. Catchup contributions are
essential if ministers are to be protected in retirement.
Ministers in ccmparison with those in other professions, have
been historically underpaid. 1In their early years, ministers
are subject to the same demands as those outside thé ministry.
They are engaged.in the process of raising families and
educatinag them, all of which places a drain on already
limited resources, and leaves but a bare minimum, if anything
for contributions to a plan over and above those made by the
employer. The time then, to make the contributions necessary
to afford adequate retirement benefits is when such obliga-
tions no-longer exist and ministers can devote more of their
spendable income for pension purposes.

A minister in a congreg;tionally organized
denomination, may have extra funds available at such time
for contributions to a plan, but under current law the years
of service factor of the exclusion allowance is limited to
years of ser&ice with the minister's employer at the time the
contribution is made. Ministers make changes during the course
of their miniétry and a minister of a congregational denomina-

tion is given no credit for past services with other chprches
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or employers in the denomination. It is readily apparent
that this factor severely reduces the exclusion allowance and
the ability of a minister of a congregational denomination to
make catchup contributions. Such an artificial limitation
does not exist with respeét to ministers of hierarchical organiza-
tions where all service within the denomination is treated as
_ service to one employer, despite the fact that the minister
may have served a number of churches or agencies.

In the legislation before you it is proposed to treat
employment of a minister by any number of churches or agencies
in a congregational denomination as service for a single employer
and all years of such service rendered by a minister would be
aggregated in determining the exclusion allowance for taxable
years. Such a rule will eliminate the obvious inequity result-
ing solely from an accident of church polity.

Gf equal importance to ministers and lay employees,
not only of congregational denominations but of ali denominations
are the proposed amendments to Section 415 of the Internal
Revenue Code. This section contains certain rights of election
by which employees of educational organizations, hospitals
and home health service agencies may make contributions-in
excess of the limitations provided for others. These limitations
restrict annual contributions for others to a plan participant's

account to the lesser of $25,000 or 25% of the participant's



179

compensgtion. The rationale for providing the right to elect
contributions in excess of such limitations for employees of

the favored organizations was that such employees were idenfi-
fied as being in low paying positions. Unfortunately, in doing
so the Congress oveglooked thé piight of ministers and lay
employees of churches who as a group are more poorly compensated
than most sé§ments of our society. Simple justice requires

that this wrong be righted. The proposal before you corrects
these inequities in several ways:

(a) It makes available the election to exceed the
$25,000 or.25% limitation contained in Section 415(c) (4) to
employees of church denominations and their agencies.

‘)(b) It pr§vides for a de minimis contribuﬁ%on of
$10,000 which may be made without regard to the 25% limitation
or the elections under Section 415(c¢) (4). In other words,
members of the protected groups would now, subject to the exclu-
sion alfghéhce, bé‘éuaranteed the right to make a contribution
of at least $10,000 without any adverse tax consequences. This
would Sé pf substantial value to the ministers, and there are
many of them, whose annual contribution if limited to the lesser
of $25,000 or 25% of compensation could never achieve the con-
tribution level of $10,000 per annum.

(c) Annual contributions to a Section 403(b)

annuity at a time when it is forfeitable are treated the same

as annual contributions to a non-forfeitable annuity and are
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deemed received ‘in the year for which payment is actually
made rather than lumped together in the year the contract X
becomes non-forfeitable. This result is in keeping with the
rules presently applicable to qualified defined contri-

bution plans and assures that the elections provided for

under Section 415 will not be lost by reason of attributing
several years of contributions to a single year.

Ministers working in the foreign missions are
normally compensated at a rate below even that of their
brothers in the United States. Most of these individuals,
nevertheless, plan to retire within the United States but
the paucity of their income prohibits adequate planning
for retirement needs. To some extent, Section 3 of §.1910
alleviates this situation by defining includible compensation
to be not less than twice the nonfarm income poverty guidelines
of a family unit of four, which resides in the contingupus
United States for the prior taxable year. This standard of
includible compensation affords the minister engaged in foregin
service or at an unreasonably low income to at least make or
.have made on his behalf contributions based upon an amount of
compensation which will afford minimum protection for retire-
ment years.

I also view with favor the Section of the proposal

which clarifies any ambiquity that may exist under the present
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law as to the right of a church plan to provide an annuity
contract. While this right has been historically, recognized

in IRS rulings, ' ie Internal Revenue $Service has in recent

years expressed the possibility of limiting 403(b) annuities

to thosé issued by a licensed insurarnce company. The right

of a church pension board to issue any annuity needs to be
expressed in the statute because any requirement to provide
annuities through insurance companies or other agencies outside
the church could only lead to higher costs and resultant smaller
benefits to ministers and lay employees.

I urge favorable action by the Subcommittee on this
legislation because it corrects the manifest injustice in the
present léw, which excludes ministers and lay employecs of
churches and denominations from the special treatment afforded
other groups, who for the most part enjoy higher earnings, and
because it places all ministers and lay employees qf denomina-

tions on the same footing regardless of peculiarities of church

polity.
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STATEMENT OF HAROLD .\. CLARK, MANAGER, PENSIONS AND
BENEFITS, BOARD OF PENSIONS OF THE UNITED PRESBYTERI-
AN CHURCH IN THE U.S.A., PHILADELPHIA, PA.

Senator CHAFEE. Mr. Clark.

Mr. Crark. Thank you, Senator. My name is Harold A. Clark,
and I am the benefits manager for the United Presbyterian pension
and benefits plan, which is administered by the board of pensions
of the United Presbyterian Church on behalf of our 8,832 local
churches, and the more than 2,434,000 members of our denomina-
tion. ,

It may be of interest to your committee that the United Presby-
terian pension and benefits plan is considered to be one of the
oldest retirement plans in the United States. Our predecessor plans
go back to the 1700’s. -

The present plan, which began in 1927, is generally regarded as
being one of the most securely funded retirement plans in this
country.

I am here to urge the passage of S. 1910. And, particularly, provi-
sions for an administrative forbearance period. The legislation
before you includes such an administrative forbearance period.
This administrative forbearance provision is for both tax qualified
and deferred annuity church plans.

It is similar in concept to section 414(eh4). The reason for the
need for an administrative forbearance period for church plans, as
Senator Bentsen referred to earlier, is that most churches cannot
act quickly in making plan amendments. The administrative for-
bearance period would provide adequate time for churches to con-
sider any amendments which may be proposed. It would also recog-
nize such plans as meeting the requirements of tax qualified or de-
ferred annuity plans during the forbearance period. Likewise, the
administrative forbearance period would permit the Internal Reve-
nue Service to properly administer the provisions of the Internal
Revenue Service Code in regards to tax qualified and deferred an-
nuity plans while recognizing at the same time the unique nature
of these plans.

Finally, it would allow adequate time for the consideration of
any legislation which may be desirable. It would also permit the
Internal Revenue Service to consider questions related to church
plans without being forced to take adverse action against ministers
and other plan participants. It is a genuine concern that such an
action might adversely affect the benefits of our plan members and
their families before our normal plan amendment process, which in
our process can take 2 or 3 years, can accomplish remedial
changes.

Enactment of S: 1910 with the administrative forbearance period
will ease this concern and allow time for appropriate legislation
and/or plan amendments. This will enable our plan members to
enjoy the same sense of security with re%ard to their future plan
benefits as they have enjoyed during the long history of their pen-
sion and benefits plan.

I thank you for the opportunity to present this statement on
behalf of S. 1910 and the forbearance period.

Senator CHAFEE. That was very well expressed, Mr. Clark.

[The prepared statement follows:]
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The Board of Pensions

1 part of the Vocation tgency
ol the I mited Prosbylerian Church in the United Statex of Americe
1834 ARCH STREET - PHILADELPHIA PA 1910]
NATIR S D.HEIT D AL WUMAER 215:963-1100

CNATE PINANCE S7RCOMMITTERE ON
TAVINGL, PR JNEOAND INVLGIMENT

AT
ol DY FARING N s, 1919

The Charoch oconsiars of [ 83,832 local
Sarches oandd alf ol arned Grganications fhre i out the United
States, Thero are approxicately 2,404,900 monbe s of the

Poeal chacstes of the United Prosbyrorsan Charch.

Prochyroersan Charelr oo the LS 0AL

sub.oerts S, D

! arturular Jectson 1Dt e hirlloftat
orovides for a "period of administrative Forbe aorng e vhat
woeald e o applooable ty both tax-juaistiosed aad deforeed
ity Jhareh plans.  An aimrnistrat v Yorbe arance poeriod
would provide wdepairte e tor charches to oons: for any
rondmonts which may be propoossd. Tt would also recejni e
such plans as meeting the requirenents of tax-gualirtied or
defoerred annnty plans during the forbearance perrod,

W ote

Lirrwise, the adrinystrative fortvarance poeriod
worrld permit the Internal kevenue Service to resognizo fhe
untaque nature of these plains, and it would allow adeguate
time for consideration of any additional legislation which
ray be desairable,  [o owould also permit the Internal Poevenue
Service to constder questions relatina to church plans
without being forced to take adverse action against minisg-
ters and other plan participants,

In conclusion, the United Presbyterian Church
reiterates 1ts support of 5. 1910 for the aforementioned
reasens and encourajes its expreeditious enaciment,
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STATEMENT OF GARY S. NASH, GENERAL COUNSEL, ANNUITY
BOARD OF THE SOUTHERN BAPTIST CONVENTION, DALLAS,
TEX., AND SECRETARY, CHURCH ALLIANCE FOR CLARIFICA-
TION OF ERISA, WASHINGTON, D.C.

Senator CHAFEE. Now Mr. Nash. .

Mr. NasH. Thank you, Senator Chafee. I am Gary Nash, general
counsel and secretary of the annuity board of the Southern Baptist
Convention. The annuity board of the Southern Baptist Convention
was chartered in Texas in 1918 to provide relief and annuity bene-
fits to ministers and other denominational workers within the
bounds of the Southern Baptist Convention. It is headquartered in
Dallas. Dr. Darold Morgan, a Baptist minister, is its president. On
behalf of Dr. Morgan and myself and other Southern Baptists, we
want to express our appreciation to you, Senator Chafee, for sched-
uling these hearings today; to Senator Bentsen, and to Senator
Dole for the sponsorship of this urgently needed legislation.

The annuity board is represented on the church alliance for
clarification of ERISA that is composed of members of over 27 reli-
gious denominations acting on behalf of their pension programs.
On behalf of the church alliance, we would encourage your support
of S. 1910, and we would stress the urgency of immediate passage
of S. 1910 in light of Revenue Ruling 82-102.

With respect to the vesting provision in the bill, which the Treas-
ury said they opposed—that concerns section 403(bX6) of the Code—
it is our understanding that the Internal Revenue Service has in-
formally advised lawyers that the interpretation given to section
415 that is embodied in S. 1910 is the correct interpretation. That
is, that annual contributions to an annuity account would be con-
gidered annual additions for purposes of section 415 in the year ac-
tually made, rather than in the year they become nonforfeitable.

We are somewhat surprised that the Treasury opposes this sec-
tion, which statutorily recognizes the interpretation we understand
has been informally the position of the IRS for some time.

S \%ewwant to thank you very much for your consideration of

Senator CHAFEE. Thank you very much, Mr. Nash, for that fine
statement.

[The prepared statement follows:]
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TESTIMONY OF GARY S. NASH
IN SUPPORT OF
S. 1910

Finance Subcommittee on Savings, Pensions and Investment Policy
Senate Finance Committee

My name 1s Gary S. Nash, and I am the secretary of the
Church Alliance for Clarification of ERISA ('"CACE"). I am also
general counsel and secretary of Annuity Board of the Southern
Baptist Convention, 511 North Akard, Suite 311, Dallas, Texas
75201. CACE was formed for the purpose of clarifying certain
portions of the Employee Retirement Income Security Act of 1974
("ERISA"). As of the date of this hearing, there are 27 church
denominations participating in CACE. S. 1910, a bill introduced ’
by Senators Bentsen and Dole, is to amend certain sections of the
Internal Revenue Code of 1954 ("CODE") that affect retirement
programs established or maintained by church pension boards.

S. 1910 1is composed of 12 sections, and I will briefly
discuss each section so this subcommittee will have a better
understandirg of the technical and policy considerations that
underlie each provision in the bill:

Section 1 and Section 6: Sections 1 and 6 of S. 1910 amend
Code § 403(b)(2)(B) and § 415(c)(4) to make the special
"catch-up' exceptions to the contribution limits set out in Code
§415 available to employees of churches, conventions or
associations of churches and certain related organizations
described in Code § 414(e)(3)(B)(11i). The "catch-up" exceptions
which are part of existing Code § 415 were added to the Code to
allow employees of educational institutions, hospitals and home
health service agencies to make greater annual contributions to
their respective retirement programs than those normally provided
for under the general rules of Code § 415. Congress saw fit to
add these exceptions in view of the fact that employees of the
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three types of organizations described above were historically
poorly compensatei in their early working years, while being
prevented from maki.g affordable contributions in later working
years due to the general contribuction limits imposed by Code
§ 415. The same state of affairs (i.e., low compensation until
late years of employment) exists for ministers and lay
denominational employees, perhaps even to a greater extent, and
the special exceptions that will be provided through S. 1910 in
Code § 403(b)(2)(B) and § 415(c) (4) are therefore much in need by
this classification of employees.

Section 2: Section 2 of S. 1910 adds a new subparagraph (C)
to Code § 403(b)(2). Under present law, whenever an employee
goes to work for a new non-profit employer, contributions made by
that employer toward the purchase of additional tax sheltered
annuity benefits are treated as purchasing a new § 403(b) annuity
contract for the employee, and years of service with the
employee's prior employer do not count as years of service for
the new employer for § 403(b) purposes. This rule penalizes a
denominational worker who works for several employers within his
or her denomination by decreasing the non-taxable retirement
contribution which can be made on his or her behalf. This result
is especially pronounced in the typical situation of no or low
contributions in early years of employment with larger
contributions in later years, The rules described above also
impose a tremendous administrative burden on church pension
boards which maintain tax sheltered annuity programs due to the
large number of intra-denominational transfers which take place
over the working lives of denominational personnel. If enacted,
Section 2 of S. 1910 will treat all of a minister's years of
gservice within his or her denomination as service on behalf of
one ;mployer, thus resulting in the purchase of only one 403(b)
annuity contract. This change in the law will result in a great
deal of simplification for ministers and lay employees covered by
tax sheltered annulity programs, as well as enhancing their
denomination's ability to provide for their retirement years when
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salary levels have finally risen to a level which will support
meaningful retirement contributions.

Section 3: Section 3 of S. 1910 will amend § 403(b)(3) by
providing a basis for a wminimum tax sheltered annuity
contribution for every denominational employee. Section 3
accomplishes this end by establishing a floor for an employee's
"includible compensation' that is taken into account in computing
that employee's non-taxable retirement contribution. The floor
used in Section 3 is the non-farm income poverty guideline for a
family unit of 4 residing in the contiguous United States for the
preceding taxable year. This guideline is established annually
by the Office of Management and Budget for programs under which
the poverty line is a criterion of eligibility. Many ministers
and missionaries are terribly underpaid, and Section 3 takes this
fact 1into account by allowing a wmore meaningful retirement
contribution to be made on their behalf. Tying minimum
"includible compensation'' to the poverty guideline described
above will prevent any abuse from occurring in this area.

Section 4: Section 4 of S. 1910 is designed to clarify that
a church pension board can provide annuity benefits covered by
Code § 403(b). The Internal Revenue Service has ruled that a
state teachers' retirement fund and a separately incorporated
fund of a tax-exempt organization can 1issue annuity contracts
covered by Code § 403(b), and Section 4 of S. 1910 will make it
clear that this same rule applies to annuity contracts issued by
churches, conventions or associations of churches and certain
related organizations providing annuity benefits to
denominational personnel.

Section 5: Section 5 of S. 1910 is designed to put tax
sheltered annuity plans described in Code § 403(b) on a par with
qualified retirement plans with regard to the rules of taxation
by constructive receipt. Prior to the enactment of the Economic
Recovery Tax Act of 1981 ("ERTA"), a participant in a qualified
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plan could be held to have constructively received his or her
retirement benefits, and required to pay tax thereon, 1f such
benefits were ''made available'" to the participant, even though
not actually received. In enacting ERTA, Congress decided to
simplify taxation under qualified retirement plans and abolished
this '"made available' rule for taxable years beginning after
December 31, 198l. Benefits payable from qualified plans are now
taxable only when actually received. The members of CACE believe
the same treatment should be extended to § 403(b) annuity
contracts, and Section 5 achieves this result.

Section 7: Section 7 of S. 1910 amends the Code by adding a
new subparagraph (8) to Code § 415(c). Subject to the overriding
exclusion allowance limitation of Code § 403(b), this new
subgsection (8) will permit certain non-profit organizations
(including churches) eligible to purchase 403(b) annuities to
contribute a minimum of $10,000 per year toward the purchase of
such annuity for each of their employees not withstanding the

general limits imposed by Code § 415(c). The members of CACE-

deem a $10,000 annual contribution as a de minimis amount when
viewed against the backdrop of the extremely low retirement
contributions which historically have been made on behalf
denominational personnel. The $10,000 minimum contribution
amount will ensure that a minister or missionary will have some
provision for their retirement years even 1f their compensation
level never rises to a point where the ''catch-up'" exceptions of
Code § 415(c)(4) can be of assistance. This state of affairs
currently exists, and the members of CACE expect it will continue
to exist in the future.

Section 8: Section 8 of S. 1910 amends § 415(c) of the Code
in order to eliminate a technical problem that exists only with
respect to § 403(b) annuity contracts. As noted earlier in my
testimony, Code § 415 limits the amount that can be contributed
toward the purchase of a tax sheltered annuity contract in each
year. This 1limitation creates a problem for tax sheltered
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annuity programs that contain a vesting feature permitted by Code
§ 403(b) (6). Section  403(b) (6) recognizes that amounts
contributed to purchase tax sheltered annuity benefits can change
from forfeitable to nonforfeitable status, and under § 403(b) (6)
the change 1is treated as a tax sheltered annuity contribution
made during the year in which the change occurs. Section 415(c)
does not take this special § 403(b) 'pour-over" rule into
account. Section 8 of S. 1910 will correct this situation by
allowing 'pour-over'" contributions to be made toward the purchase
of tax sheltered annuity contracts, notwithstanding the general
contribution limitations of § 415(c).

Section 9 and Section 10: Under present law, the
contribution and benefit limitations set out in Code § 415
increase under procedures which are similar to those used to
adjust primary insurance amounts under § 215(1)(2)(A) of the
Social Security Act. As noted earlier, Section 7 of S. 1910
amends Code § 415 to provide for a minimum tax sheltered annuity
contribution of $10,000 per year, and Sections 9 and 10 of the
bill provide that this $10,000 amount is to be adjusted in the
same manner as regular retirement contributions subject to
§ 415(b) and § 415(c). Section 10 provides that this adjustment
procedure 1s to be retroactively effective to October 1, 1974, a
date very close in time to ERISA's enactment. I am sure Congress
is well aware of the ravages wrought by inflation, and we believe
that the §10,000 minimum contribution provision needs to be
sensitive to this fact of 1980's life. -

Proposed Sectiom 1ll: Church plans exist in several forms:
§ 403(b) tax sheltered annuity programs, plans covered by the
post-ERISA requirements imposed on qualified plans and so-called
"non-electing’” church plans covered by the qualified plan rules
as they existed prior to ERISA's enactment. A number of complex
legal rules apply in each area, and church pension boards have
been struggling since ERISA's enactment to find out exactly where
their church plans fit 1into the Code. I think most

96~536 0 ~ 82 ~ 13
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practitioners will agree that answering this question has not
been an easy task. Section 1l of S. 1910 provides for a new Code
§ 414(n) which establishes a pericd of administrative forbearance
for church plans. Under new subsection (n), a church plan which

{8 notified by the Secretary of the Treasury that its retirement
program is deficient in some respect will have a minimum period
of 270 days to correct these deficiencies without penalty.
Enactment of new Code § 4l4(n) 1is intended to ensure that
problems can be corrected fairly and in an orderly fashion
without penalizing the people who need the period of
administrative forbearance the most - the ministers and other
denominational employees church plans serve.

Section 11 (proposed Section 12): Deals with effective dates.

CONCLUSION

Mr. Chairman, church plans that are tax sheltered annuity
arrangements are in great need of the reforms provided by
S. 1910. All church plans will benefit from the administrative
forbearance provision of Section 1l of this bill. Ministers and
denominational employees will be greatly benefitted by the
increased economic security which S. 1910's enactment will make
available. I am most grateful to have the opportunity to appear
before this subcommittee and I would like to publicly thank you
for the attention and courtesy you and your staffs have shown me
and the members of CACE during §S. 1910's consideration.
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Senator CHAFEE. Gentlemen, as you know, this is a matter of
considerable concern. And with the distinguished sponsors of this
bill—Senator Bentsen and Senator Dole—I assure you that we will
get right to it. And as Mr. Glickman from the Treasury Depart-
ment indicated, they will be consulting with Senator Bentsen’s and
Senator Dole’s staff on this. .

Thank you all for coming.
ereupon, at 12:37 p.m., the hearing was adjourned.]

y direction of the chairman the following communications were
made a part of the hearing record:] _
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STATEMENT
OF
BILLY GRAHAM EVANGELISTIC ASSOCIATION
RE:
§.1910

_ In 1958 Congress extended the provisions of tax sheltered an-
nuities (26 U.S.C. §403) to include employees of 26 U.8.C. §501(c) (3)
organizations which are exenpt from tax under Section 50l(a). From
1958 to the present, these employees have benefited from the tax
benefits as .conferred upon them by Congress. However, only educa-
tional institutions, hospitals and hame health service agencies
have had the additional benefit of alternative exclusion allow-
ances for camputing contributions to tax sheltered annuities.

Other 26 U.S8.C. §501(c) (3) organizations. have pot had this bene~
fit. :

The amendments to Chapters 403 and 415 of the Internal Revenue
Code of 1954 contemplated by $.1910 will provide the employees of
churches and associations pf churches with the same benefits pre-
sently enjoyed by educational institutions, hospital and home health
serv;ce agencies. To this extent, these amendments are necessary and
should be enacted. However, these amendments do not provide for equal
tax treatment to the employees of religious organizations other than
employees of churches and associations of churches. The amendments,
therefore, are not broad enough to cure the pxime defect in the exist-
ing Tax Sheltered Annuit}; Law; namely, disparity amopg the various tax
, exenpt. groups entitled to participate in tax sheltered annuities.
Billy Graham Evangelistic Association mspect;ully recammands that

the Bill be amended prior tuo passage to read as follows:



To amend sect:.ions 403(b) (2) and 403(b) of the Internal Revenue Code
of 1954 with respect to coﬁputation of the exclusion allowance
fo; employees of religious organizations; to add a new section
403(b) (9) to clarify that a section 403(b) annuity contract in-
cludes an annuity contract of a religious organization; to con-
form section 403(c) with recent amendments to section 402(a) (1);
to amend section 415(c) (4) to extend the special elections for
section 403(b) annuity contracts to employees of religious organi-
zations, including churches or conventions or associations of
churches and their agencies; to add a new section 415(c) (8) to
permit a de minimis ocontribution amount in lieu of such elections;
and to make a clarifying amendment to section 415(c) by adding a
new paragraph (9) and oconforming amendments to sections 415(d) (1),
415(d) (2), and 403(b) (2) (B).

Be it enacted by the Senate and House of Representatives of

the United States of America in Congress assembled, That section

403(b) (2) (B) of the Internal Revenue Code of 1954 is amended to

o e

read as follows: )
" (B) ELECTION TO HAVE ALLOWANCE DETERMINED UNDER
SECTION 415 RULES.--In the case of an employee who makes
an election ynder section 415(c) (4) (D) to have the pro-
visions of section 415(c) (4) (C) (relating to special rule
for section 403(b) contracts purchased by educational in-
stitutions, hospitals, hcme health service agencies, and

- religious organizations, including cht'xrches or oconventions

96-536 0 - 82 ~ 14
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or assocliations of churches and organizations described
in section 414 (e) (3) (B) (11) apply, the exclusion allow-
ance for any such employee for the taxable year is the
amount which could be contributed (under section 415 with-
out rggard to section 415(c) (8) by his employer under a
plan described in section 403(a) if the annuity contract
. for the benefit of such employee were treated as a de-
fined conﬁributim plén maintained by the employer.".
SEC. 2, Section 403(b) (2) of the Internal Revenue Code of 1954
is amended by adding the following subparagraph:
"(C) NUMBER OF YEARS OF SERVICE FOR EMPLOYEES OF
RELIGIOUS ORGANIZATIONS.-~For purposes of this subsec—
tion, all years of service by an employee of a religious
organization, including any employee of a church or a
convention or association of churches or an organization
described in section 414(e) (3) (B) (ii) of such church (or
convention or association of churches) shall be considered
as years of service for 1l employer, and all amounts con-
tributed for annuity contracts by each such religious organi-
zation during such years for such employee, shall be con-
sidered to have been contributed by- 1 enployer. For pur-
poses of the preceding sentance', the term 'church (or
convention or association of churches)' shall have the
same meaning as it does for purposes of section 414 (e)."
SEC. 3. Séction 403(b) (3) of the Internal Revenue Code of
1954 is amended by adding at the end the following sentences
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"Notwithstanding the preceding sentences, the includible
campensation of an employee described in par;agraph ‘(2)‘ ()
is not less than twice the nonfarm income poverty guide-
line of a family unit of 4 who resides in the contiguous
United States for the prior téxable year in accordance with .
reg\ilations prescribed by the Secretary. Such regulétions
shal'l provide for procedures to establish and revise the
nonfarm incame poverty guideline which are smia.r to the
procedures used by the Office of Management and Budget for
programs in which the poverty line is a criterion of eligi-
bility.", |

SEC. 4. Section 403(b) of the Internal Revenue Code of
1954 is amended by adding the following paragraph:

- "(9) CERTAIN ANNUITY CONTRACTS.--For purposes of
this subsection, the texm 'annuity cont_ract' includes
an annuity contract provided by a religious organization,
including a church or a convention or 4ass,ociation of
churches, and including an organization described in
414(e) (3) (A).".

SEC. 5. The last sentence of section 403(c) (relating
to taxability of beneficiary under nonqualified annuities
or under annuities purchased by exenpt organizations) is
amended by striking out "or made available".

SEC. 6. Section 415(c) (4) of the Internal Revenue Code
of 1954 is amended to read as follows:

" (4) SPECIAL ELECTION FOR SECTION 403(b) CONTRACTS PUR-
CHASED BY EDUCATIONAL ORGANIZATIONS, HOSPITALS, HOME HEALTH
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SERVICE AGENCIES, AND RELIGIOUS ORGANIZATIONS, \INCLUDING
CHURCHES OR CONVENTIONS OR ASSOCIATIONS OF CHURCHES AND
THEIR AGENCIES.=-- )
© "(a) In the case of amowunts contributed for
an annuity contract q_,escribed in section 403(b) for
the year in which occurs a participant's separation
fram the service with an educational organization, a
hospital, a hame health service égency, or a religious
organization, including a church or convention or asso-
ciation of churches or any organization described in
sgction 414 (e) (3) (B) (i1), at the election of the par-
ticipant there is subst;.ituted for the amount specified
in paragraph (1) (B) the ;mount of the exclusion allow-
ance which would be determined under section 403(b) (2)
(without regard to this section) for the participant's
taxable year in which such separation occurs if the par-
ticipant's years of service were camputed only by taking
into aecount his service for the employer, as determined
for purposes of section 403(b) (2), during the period
of years (not exceeding 10) ending on the date of such
separation.

"(B) In the case of amounts contributed for an
annuity contract descr.:tbed in section 403(b) for any
year in the case of a participant who is an employee
of an educational organization, a hpspital," a have
health service agency, or a religious‘organizatim.

including a church or convention or association of
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churches or any organizaQOn described in s“ection.
414 (e) (3) (B) (ii), at the election of the participant
there is substituted for the amount specified in para-
graph (1) (B) the least of-- |
o "(i) 25 percent of the participant's includ-
ible conmpensation (as defined in section 403(b) (3)
plus $4,000, )
"(ii) the amount of exclusion allowance deter-
mined for the year under section 403(b) (2), or
"_(iii) $15,000.
"(C) In the case of amounts contributed for an
annuity oontract described in section 403(b) for
any year for a participant who is an employee of an
educational organization, a hospital, a home health
service agency, or a religious organization, includ-
ing a church or convention or associdtion of churches
or any organization described in 414 (e) (3) (B) (ii), at
the election of the participant the provisions of
section 403(b) (2) (A) shall not apply.
" (D) (i) The provisions of this paragraph apply
only if the participant elects its appiication at
the time and in the manner provided under regulations
prescribed by the Secretary. Not more than one elec-
tion may be made under subparagraph (A) by any partici-
pant. A participant who elects to have the provisions of .

subparagraph (A), (B), or (C) of this paragraph apply to
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him may not elect to have any other subparagraph of
tiils paragraph apply to him. Any election made
under this paragraph is irrevocable.

" (11i) For purposes of this paragraph the temm
'educational organigation' means an educational or;
ganization described in section- 170 (b) (1) (A) (i1).

"(iii) For purposes of this paragraph the term
;home health service agency' means an organization
described in subsection 501(c) (3) which is exempt
from tax under section 501(a) and which has been
determined by the Secrétary ofAHealth and Hunan Sex-
vices to be a home healt':h agency (as defined in
section 1861(o) of the Social Security Act).

"(iv) For purposes of this paragraph the term
'religious orgarization' means an oxgganizatim de-
scribed in subsection -501(c) (3) which-is exempt
fram tax under section 501 (a), contributions to
which by the public are deductible under section
170 (c) (2)."

"(v)" For purposes of this paragraph the temm

- - 'church or ;:onventic?n or association of churches'
shall have the same meaning as it does for purposes
of section 414(e).". |

SEC. 7. Section 415(c) of the Internal Revenue Code' of

1954 is amended by adding the following paragra;.ah:

" (8) CERTAIN 'I‘OI‘AL ANNUAL CONTRIBUTIONS AND ADDI'I;I(I\JS
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NOT IN EXCESS OF $10,000.-In the case of a participant
who is an ‘employee of a hospital, an organization de-
scribed in patagraph (4) (D), or an organization described
in section 414(e) (3) (B) (i1), nomitrxstanding any other
provision of this subsection, contributions and other
additions for an annuity contract described in section
403(b) with respect to such participant, when expressed
as an annual addition (witlxi.n the meaning of subsection
(c) (2) to such participant's account, shall not be deemed
to exceed the limitation of subsection (c) (1) ‘if such
annual addition is not in excess of $10,000.00.".

_ SEC. 8 Section 415(c) of the Internal Revenue Code of

1954 is amended by adding the following paragraph:

"(9) APPLICATION WITH SECTION 403(b) (6).-~If the
rights of an employee under an annuity contract described
in. subparagraphs (A) and (B) of section 403(b) (1) are
forfeitable at the time any contribution is made to such
contract and if the rights subsequently become nonforfeit-
able within the meaning of section 403(b) (6), this subsec-
tion applies to such contract as if the rights of the em~
ployee were nonforfeitable at such time.".

SEC. 9. Section 415(d) (1) of the Intemal Revenue Code of -
1954 is amended to read as follows: "
" (1) IN GENERAL.--The Secretary sh.all adjust annﬁally-—
" (A) the $75,000 amount in subsection (b) (1) (A),
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"(B) the $25,000 amount in‘ subsection (c) (1) (A),
"(C) in the case of a participant who is sepa~
rated from serviée, the amount taken into accoﬁnt ‘
under subsection (b) (1) (B), and
" (D) the $10,000 amount in subsection (c) (8),
for increases in the cost of living in accordance with
regulations prescribed by the Secretary. Such regula-
tions shall provide for adjustment procedures which are
similar to the procedures used to adjust primary insur-
ance amounts under section 215(i) (2) (A) of the Social
Security Act.". : ) ‘ -
SEC. 10. Section 415(d) (2) of the Internal Revenue
Code of 1954 is amended to read as follows:
" (2) BASE PERIODS.--The base period taken into
account--

"(A) for purposes of subparagraphs (a), (B),
and (D) of paragraph (1) is the calendar quarter
beginning October 1, 1974, and i

"(B) for purposes of subparagraph (C) of
paragraph (1) is the last calendar quarter of the
calendar year before the calendar year in which

" the participant is separated from service.".
SEC. 1l. The amendments made by sections 1, 3, 5, 6, 7,
9, and 10 of this Act shall be effective for taxable years
beginning after December 31, 1980. The amandments made by

section 2 of this Act shall be effective in dztermining the
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exclusion allowance under section 403(b) (2) for taxable
years béginning after December 31, 1980. Years of service
prior to January 1, 1981, and thereafter shall be aggre-
gated ini acoordance with these amendments. The amendment
made by section 4 of this Act shall be effective for all
taxable years prior and subsequent to January 1, 198l. The
amendment made by section. 8 of this Act shall be effective
for all taxable years érior and subsequent to January 1,
198‘1, except that the taxpayer may elect, in accordance with
regulations prescribed by the Secretary or his delegate, to
have such amendment not be effective with respect to contri-
butions made prior to January 1, 1961.

Respect/fully submitted,

{ “\’ -

L S ;}// PR

Geo. M. Wilson

Executive Vice President

Billy Graham Evangelistic Association

1300 Hammon Place

Minneapolis MN 55403
Telephone: (612) 338-0500
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B ADDENDUM

To assist the subcamittee in understanding Billy Graham Evax;-—
gelistic Association's proposed amendments to §,1910, the text of
the Bill is hereinafter repeated with lined-out words representing
deletions fram the present text and underlined words representing
additions thereto.

A BILL
To amend sections 403(b) (2) and 403(b) of the Internal Revenue Code
of 1954 with respect to computation of the exclusion allowance
for mintsters-and-tay-amployess-ot-a-charch: employees of re-
ligious organizations; to add a new section 403(b) (9) to clari-

fy that a section 403(b) annuity contract includes an annuity
contract of a ehurdar-haeladhg-a-d&urdsmim-beén}; religious
organization; to conform section 403(c) with recent amendments to
section 402(a) (1); to amend section 415(c) (4) to extend the special
elections for section 403(b) annuity contracts to enploy:aea of re-

ligivus organizations, including churches or conventions or asso-

ciations of churches and their agencies; to add a new section
415(c) (8) to permit a de minimig contribution amowunt in lieu of
such elections; and to make a clarifying amendment to section
415(c) by adding a new paragraph (9) and conforming amendments
to sections 415(d) (1), 415(d)(2), and 403(b) (2) (B).

Be it enacted by the Senate and House of Repregentatives of
the United States of America in Congress assembled, That section
403(b) (2) (B) Of the Intemal Revenue Code of 1954 is amended to
read as follows: .

" (B) ELECTION TO HAVE ALLOWANCE DETERMINED UNDER
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SECTION 415 RULES.—In the case of an employee who makes
an election under section 415(c) (4)’§D) to have the pro-

viéions of section 415(c) (4) (C) (relating to special rule
for section 403(b) contracts purchased by educational in-
stitutions, hospitals, home health service agencies, and

religious organizat:ions,a including churches or conventions

or associations of churches and organizations described .
in section 414 (e) (3) (B) (ii) apply, the exclusion allow~
ance for any such employee for the taxable year is the
amount which could be contributed (under section 415 with-
out regard to section 415(c) (8) by his enployer under a
plan described in section 403(a) if the annuity contract
for the benefit of such employee were treated as a de-~
fined oontribution plan maintained by the employer."

SEC. 2. Section 403(b) (2) of the Internal Revenue Code of 1954

is amended by adding the following subparagraph:
"(C) NUMBER OF YEARS OF SERVICE FOR BUB¥-ORBAINEB,

GQHMESB:IGNEBT%-HGBNSEB-MB&SPERS-GR-%Y-MEQTEES o

FMPLOYEES OF RELIGIOUS ORGANIZATIONS.--For purposes of

this subsection, all years of service by a duly erdained,
cermigsioned, or lieensed mintster an employee of a ehuxeh,

er by a lay persen as an religious organization, including

any enployee of a church or a convention or association of
churches or an organization described in section
414 (e) (3) (B) (i1) of such church (or convention or associ-

ation of churches) shall be considered as years of service
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for 1 enployer, and all amounts contributed for annuity
contracts by each such -ehureh- (or- convention or- associa~
sion of churehes) er-such ergantzation, religious organi-

zation, during such years for such minister or tay-persom,
employee, shall be considered to have been contributed by
1 employer. For purposes of the preceding sentence, the
term 'church (or convention or association of churches)'
shall have the same meaning as it does for purposes °£,
section 414(e).".

SEC.3. Section 403(b) (3) of the Intermal Revenue Code of 1954
is amended by addir_xg at the end the following sentence: "Notwith~-
standing the preceding sentences, the includible campensation of
an employee described in paragraph (2)(C) 'is not less than twice
the nonfarm incame poverty guideline of a family unit of 4 who
resides in the contiguous United States for the prior taxable
year in accordance with regulations prescribed by the Secretary.
Such regulations shall provide for procedures to establish and
revise the nonfarm inccame poverty guideline which are similar to
the procedures used by the Office of Management and Budget for
programs in which the poverty line is a criterion of eligibility."”.

SEC. 4. Section 403(b) of the Internal Revenue Code of

1954 is amended by adding the following paragraph:

"(9) CERTAIN ANNUITY CONTRACTS.-~For purposes of
this subsection, the term 'annuity contract' includes
an'axmuity contract provided by a religious organiza~-

tion, including a church or a convention or association




) 205

- of churches, and including an organization de-
- scribed in 414 (e) (3) (A).". )

SEC. 5. The last sentence of section 403(c) (re-
lating to taxability éf beneficiary under nonqualified
annuities or under annuities purchased by exempt organi-
zations is amended by striking out "or made available".

SEC. 6. Section 415(c) (4) of the Internal Revenue
Code of 1954 is amended to read as follows:

" (4) SPECIAL ELECTION FOR SECTION 403 (b) CbNTRACI‘S
PURCHASED BY EDUCATIONAL ORGANIZATIONS, HOSPITALS, HOME

HEALTH SERVICE AGENCIES, AND RELIGIOUS ORGANIZATIONS,

INCLUDING CHURCHES OR CONVENTIONS OR ASSOCIATIONS OF
CHURCHES AND THEIR AGENCIES.-- | -
" (A; In the case of amounts con_t-;ributed for an

annuity contract described in section 403(b) for
the year in which occurs a participant's sgparatio‘n
fram the service with an educational organization, a

hospital, a hame health service agency, or a religious

organization, including a church or convention or asso-

ciation of churcheg or any organization described in"
section 414(e) (3) (B) (ii), at the election of the par-
ticipant there is substituted for the amo;mt specified
in paragraph (1) (B) the amount of the exclusion allow-
ance which would be determined under section 403(b) (2)
(without regard to this section) for éhe participant's
taxable year in which such separation occurs if the pat-

ticipant's years of service were camputed only by taking



206

\
into account his service for the employer, as determined
for purposes of section 403(b) (2) ,- during the period
of yeé.rs (not exoeediné 10) ending on the date of such
separation.

"(B) In the case of amounts contxibuted for an
annuity contract; descfibed in section 403 (b) for any
year in the case of a participatnt who is an employee
of an educational organization, a hospital, a hame

health service agency, or a religious organization,

including a church or convention or ésso_ciation of
c_hurches or any organiéation described in‘ section
414 (e) (3) (B) (ii), at the election of the partlcxpant
there is substituted for the amount specified in para-
graph (1) (B) the least of--
" (i) 25 percent of the participant's includ-
ible campensation (as defined in séction 403 (b) (3)
plus $4,000,
" (ii) the amount of exclusion allowance deter-
mined for the year under section 403(b) (2), or
"(iii) $15,000. )
" (é) In the case of amounts contributed for an
annuity contract described in section 403(b) for
any year for a pa;:ticipant who is an enployee ~of an
educationél 6rganization, a hospital, a hame health

service agency, or a religious organization, includ-

ing a church or oonvention or association of churches
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or any organization described in 414 (e) (3) (B) (ii), at
the election of the participant the provisions of
section 403(b) (2) (A) shall not apply.

" (D) (i) The provisions of this paragraph apply
only if the participant elects Iits application at
the time and ip the manner pmvidea under regulations
prescribed vby the Secretary. Not more than one elec-
tion may be made under subparagraph (A) by any partici-
pant. A participant who elects to have the Aprovisions of
Subparégraph A), (B), or (C) of this paragraph apply to -
him may not elect to héve any other subparagraph of
this paragr;ph apply to him. Any election made
under this paragraph is irrevocable.

"(ii) For purposes of this paragraph the temm
‘educationa'l‘ organization' means an educational or-
ganization described in section 170 (b) (1) () kii)‘.‘

" (iii) For purposes of this paragraph the term
'hame health service agency_;:meéns an organization
described in subsection 501(c) (3) which is exempt
fram tax under section 501(a) and which has been
determined by the Secretary of Health and Human Ser-
vices to be a hare health agency (as defined ih
section 1861(o) of tllfe‘Sokc':“iél Security Act)'.

"(iv) f‘br purposes of this paragraph the temm

'religious organization' means an organization de-

e

o7
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scribed i.p__subsection 501(c) (3) which is exempt

fram tax under section 501(a), contributions to

which by the public are deductible under section
170(c) (2)."
"(v)" For purposes of this paragraph the term

‘church or convention or association of churches'

shall have the same meaning as it does for purposes

of section 41l4(e).".
SEC. 7. Section 415(c) of the Internal Revenue Code of
is amended by.adding the fgllwing paragraph:

" (8) CERTAIN TOTAL ANNUAL CONTRIBUTIONS AND ADDITIONS
NOT IN EXCESS OF $10,000.--In the case of a participant
who is an employee of a hospital, an organization de-
scribed in paragraph (4) (D), or an organization described
in section 414 (e) (3) (B) (1i), notwithstanding any other
provision of this subsection, contributions and other
additions for an annuity contract described in section
403(b) with respect to such participant, when expressed
as an annual édditiqn (within the meaning of subsection
(c) (2) to such participant's account, shall not be deemed
to exceed the limitation of subsection (c) (1) if such
annual addition is not in excess of $10,000.00.".
SEC. 8 Section 415(c) of the Intemal Revenue Code of
is amended by adding the following paragraph:

"(9) APPLICATION WITH SECTION 403(b) (6) .—If the

rights of an employee under an annuity contract described
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in subparagraphs (A) and (B) of section 403(b) (1) are
forfeitable at the time any contribution is made to such
contract and if the rights subsequently became nonforfeit-
able within the meaning of section 403(b) (6), this subsec-
tion applies to such contract as if the rights of the em-
ployee were nonforfeitable at such time.".
SEC. 9. Section 415(d) (1) of the Internal Revenue Code of
1954 is amended to read as follows:
" (1) IN GENERAL.--The Secretary shall adjust annually--
"(A) the $75,000 amount in subsection (b) (1) (a),
"(B) the $25,000 ev)mount‘ in subsection (c) (1) (a),
"(C) in the case of a participant who is sepa-
rated fram service, the amount taken into account
under subsection (b) (1) (B), and
"(D) the $10,000 amount in subsection (c) (8),
for increases in the cost of living in accordance with
regulations prescribed by the Secretary. Such regula-
tions shall provide for adjustment procedures which are
similar to the procedures used to adjust primary insur-
ance amounts under section 215(i) (2) (A) of the Social
‘Security Act.".
SEC. 10. Section 415(d) (2) of the Internal Revenue
Code of 1554 is amended to read as follows:
"(2) BASE PERIODS.--The base period taken into
account=-- ' .

" (a) for purposes of subparagraphs (4), (B),

96-536 0 ~ 82 ~ 15
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and (D) of paragraph (1) is the calendar qua.l.:ter
beginning October 1, 1974, and
"(B) for purposes of subparagraph (C) of
paragraph (1) is the last calendar quarter of the
calendar year before the calendar year in which
the participant is separated fram service.".
SEC. 11. The arrendmehts made by sections 1, 3, 5, 6,‘7,
9, and 10 of this Act shall be effective for taxable years
beginning after December 31, 1980. The amendments made by
. section 2 of this Act shall be effectlve 1n determining the
exclusion allowance under sectlon 403 (b) (2) for taxable
years beginning after December 31, 1980. Years of service
prior to January 1, 1981, and thereafter shall be aggre-
gated in accordance with these amendrents. The amendment
made by section 4 of this Act shall be effective for all
taxable years prior and subsequent to January 1, 1981. The
amendment made by section 8 of this Act shall be effective
for all taxable years prior and subsequent to January 1,
1981, except that the taxpayer may elect, in accordance with
regulations prescribed by the Secretary or his delegate, to
have such amendment not be effective with respect to contri-
butions made prior to January 1, 1981.
‘ G. M. W.
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STATEMENT OF
ROY L. WILLIAMS
GENERAL PRESIDENT
INTERNATIONAL BROTHERHOOD OF TEAMSTERS

Mr. Chairman and Members of the Subcommittee:

I appreciate this opportunity to present'; the Subcamittee with
the views of the International Brotherhood of Teamsters (IBT) on the
crucial role which private multiemployer pension plans can and _;sr__gu__!._q .
be allowed to play in the revitalization of the residential
construction industry. ,

We in the Teamsters have been among the millions in our great
" nation who have previously benefitted from the fruits of a growing
econamy. However, as we view the nation we love now caught in the
mire of a stagnant econamy, we feel the need to help find solutions.
One approach we have considered would help revitalize the nation's
troubled construction industry and, we believe, at the same time
create new jobs for thousands of currently unemployed-union workers -
- among them many Teamsters.

That approach would involve the use of union pension fund menies
to provide secured home mortgage loans to qualified applicants.

This plan was not devised precipitously, nor without regard for
the needs and security of millions of Teamster members. Rather it is
a thoughtful and deliberate attempt to alleviate one of the ngtion's
ills and, to be candid, to serve the best interests of our pension
funds, '
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We believe that a resurgent housing const-ruction industry is
essential if our econamy is to get back on a sound footing. If union
' pension funds were properly encouraged to make home loans at below the

currently prevailing interest rates, while at the same time fully
protecting the health and fiduciary responsibilities of the funds, we
believe a rapid comeback of the housing industry would be possible,

There are some 230 multiemployer pension plans affiliated with

the IBT. The assets are managed by independent fiduciaries who must
undertake their investment responsi.bilities,for the sole benefit of
plan pafticipants and beneficiaries.

It is our'union's judgment that no contradiction need exist with
an investment policy in which plan fiduciaries properly address the
best long-term economic interests of the plans and their participants
and, at the same time, inject an infusion of substantial capital into
the residential construction market at rates which are within the
means of the average worker. Indeed, our multiemployer 'plans r;equire
a healthy contribution base, and that is only possible with a strong

Last month I conveyed to President Reagan the concerns and views
of the IBT in this area. Our ideas were intended to serve as a
catalyst for a vigorous and constructive reexamination of federal
policies in the ERISA investment area. I applaud the initiative which
this Subcormittee has taken in actively soliciting the views of major
polic;rmakers in the pension field and I hope that these hearings mark
the start of responsible and meaningful.cooberatioq between the
government and the private sector in dealing with the present crisis.
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Let me now bri_efly summarize the interrelationship between the
- housing crisis and the economic welfare of many large multiemployer
plans.

The housing industry in the United States is at its lowest point
since 1946. Statistics indicate that sales of new homes have dropped
approximately sixty percent below the levels achieved in 1977-1978, 7
Total public and private construction starts for 1981 were down 16%
from the 1.31 million level reached in 1980. The 1980 figure itself
represents a 25% decline below the 1979 level, which in turn fell 14%
below the 2.036 million starts in 1978,

This situation, when translated into lost job opportunities, is
tragic indeed. Unemployment in construction during March 1982
involved 928,000 workers reflecting a 17.9% unemployment rate, nearly
double the unemployment rate for the entire economy.

The trauma of the construction industry, as you can imagine, has
had a widespread ripple effect wluch has adversely affected many of
the indusﬁries covered by the IBT pension plans.

While many of the painful human consequ(;nces which these figures
represent are obvious — including the gnawing frustration felt by
young wage=-earners who are now simply incapablé of fulfilling the
American dream of home ownership - there is a more subtle but no less
serious consequence the direct impact of these conditions upon 1:he~
present and future retirees of_ this country's multiemployer pension
plans. Depressed construction starts and the concomitant increase in
unemployment levels have caused a constriction in the true lifeblood
of multiemployer pension plans - the contributicns needed to fund
past, present and future benefits.
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In our worsening economy, IBT pension plans, as well as others,
have felt the effects of a collapsed housing construction rﬁarket.

Many industries covered under IBT plans, such as hauling, storage and,
in some cases, manufacturing, have been hit hard.

Many people fail to recognize the simple fact that multiemployer
pension plans can continue to provide full benefits to current
retirees and future retirees only if employer contribution base units
are maintained at actuarially adequate levels. Each new dollar that
is contributed to the typical multiemployer pension plan is applied
both to the funding of current benefits earned by the worker on whose
behalf the contribution is being made, as well as past service credits
granted for prior employment in the industry.

Fiduciaries of the IBT pension plans feel strongly an obiigation
to invest plan assets in a fashion which will produce the greatest
rate of return for the risk level selected. But fiduciaries also know
that invesktme'nt strategies that do not properly consider the liquidity
needs of the plans, includix:xg the maintenance of critical levels of
continuing contributions, will not be effective. A high rate of
return on current plan assets is not sufficient for the long-term
fiscal soundness of a plan if contribution levels continue to decline.

I might point out here that while corporate stocks and bonds are
considered highly fiduciarily responsible investments for multi-
employer plans, many plans -=- including scme of our own large plans
- found themselves with very, very low rates of return in 1981
because of heavy investments in a declining stock market.
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The IBT maintains that consideration of the job creation
potential arising from investment decisions is a fully legitimate and,
indeed, required factor to apply in the master strategy of investment
: decision-making.

Statistics indicate that an infusion of capital“ into the
residential construction market may have a substantial direct inpact
on the contribution base of IBT pension plans.

A study undertaken by the National Association of Hame Builders
indicates that the employment impact of 1,000 new single family units
involves the creation of 627 man years of employment (at 1,800 hours
per man year) in the on-site and off-site construction industry. At
the same time, an additional 897 man yea}:s of employment (involving
wéges of over $13,000,000) would be created in othex; industries such
as transportation, manufacturing and wholesale trade, together with
235 man yeérs attributable to land develcpment.

It is the strong feeling of the IBT that ERISA fiduciary rules-
should permit an investment manager to consider both the rate of
return established under a mortgage loan, as well as the projected
level of additional contributions created through the mortgage ioan,
in evaluating the econamic consequences of a mortgage investment.

If the rate of return of a nbrtgage loan itself is not camparable
to the rate of return which an investment with a similar risk would
generats, the fiduciary should be allowed to reasonably project the -

value of additional contributions resulting from the investment.
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If the net benefit to the plan of the future stréam of
supplemental contributions plus the rate of return established under
the proposed loan results in a figure éonparable to other investments
with similar risk levels, ERISA policy should not artificially
constrain the fiduciary's ability to avail the plan of the mortgage
investment opportunity. Under this approach, a sufficiently large
projected supplement to the plan's contribution base would permit the
making of mortgage loans with an interest level as low as 10%.

We envision a program under which IBT pension plans could make a
portion of their assets available for new residential mortgage loans
at rates which exceed by several points the actuarial earnings
assumption utilized by the plans but which fall significantly below
market rates, In the event market rates are reduced in future years
so that money becomes available to the average worker through
traditional sources, this program autamatically could be phased out.

As we have pointed out, inves‘ment return is not the sole -
cornerstone in the foundation of a secure pension fund. Jobs are —- -
jobs that build the participant base of a fund, that cause
contributions to be made to a fund on a worker's behalf, that bring in
the incame to invest. Without exploye;s in business, without people
working and earning, there would be no pension funds. _

Today it is not the absence of a sufficient poc;l of funds for
lending that has called a virtual halt to the first-time homebuyer's
ability to buy that starter house, to new residential construction,
and to the movement of existing housing at all but the highest
bracket; -
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Raf:her it is that, especially given the great jump in the prices
of housing in the past five years, the middle~income earner who buys
‘ most of the hames in this country simply cm affo_rd the high
;.nterest rates, excessive down payments, and the exorbitant monthly
-payments. ‘

We in labor learned long ago that our fortunes are tied closely
to those of our nation's econamy. When conditions are bad for
business and industry, they are bad for our members. Using labor's
funds to support labor's goals and workers' hopes seems to us to be a
sound and responsible action.‘

The selection of-appropriate interest rates would require much
sophisticated analysis, It is our hope that federal policymakers will
assist in the implementation of this approach. Indeed; the resources
of the Department of Labor could provide much-needed assistance in the
development of a suitable methodology for the quantification of the
present value of anticipated contribution units. Such assistance
would be enormously beneficial f’or plan fiduciaries and for the plans
themselves.

We are concerned, however, that the present views of the
Department of Labor may actually chill rather than encdurage an
investment program of this nature. It is true that the beparhrent has
recently taken same very constructive steps in the removal of certain
impediments to mortgage investment opportunities, such as the recent
release of Prohibited Transaction Exemption 82-~87. The Department's

position on "below market" loans has been less clear.
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On January 19, 1981, the Department issued a letter to the
National Coordinating Committee for Multiemployer Plans which
indicated, in the context of loans to plan participants, that a
"reasonable rate of interest" for purposes of Section 408 (b) (1) of
ERISA may be less than "market" if the loan transaction involved other
characteristics which distinguished it from a routine loan, such as a
more favorable term, security, level of borrower equity or discount.
The Department has not, to my knowledge, indentified the creation of
~additional contribution assets as a factor which would justify a below
market interest rate.

For the reasons stated above, the IBT encourages federal support
of this proposal and calls for the rapid development of reasonable and
constructive investment guidelines which recognize the realities of
multiemployer plans.

We feel that the present problems of the construction industry
and the ripple effect which has plagued thousands of our own members
merit no less than the full and imaginative cooperation of all
interested parties, including the multiemployer plan community.

Fiduciaries of the IBT pension ‘plans have indicated they would be
anxious to enlist in the cause of developing a responsible investment
program v'zhich addresses these concerns of national interest and the
interests of plan participants. We therefore respectfully request
that the federal govermerit encourage rather than restrict our efforts
in this direction and join us in a cooperative spirit to help
" alleviate this naticnal economic crisis.

Mr. .Chairman, attached to this testimony is an editorial from the
Chicago Tribune, Friday, May 14, 1982, related to the subject of this
hearing. I request that it be made part of the record at the
conclusion of my remarks.

Again, Mr. Chairman, I wish to express my appreciation for this
opportunity to present our views.
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NAHONAL ASSOCINHON OF

ENANGELICALS

OFFICE OF PUBLIC AFFAIRS/1430 K STREET NW/WASHINGTON OC ROOOS/[20R) 828-7811

Jure, 2, 1982

Mr. Robert Lighthazer, Chief Counsel
Senate Finance Committee

2227 Dirksen Senate Office Building
Washington, D.C. 2051 -

RE: WRITTEN STATEMENT BY FOREST D. MONTGOMERY, COUNSEL, OF THE
NATIONAL ASSOCIATION OF EVANGELICALS ON MAY 19, 1982 BEFORE THE
SUBCOMMITTEE ON SAVINGS, PENSIONS AND INVESTMENT POLICY OF THE
COMMITTEE ON FINANCE

S. 1910 would make certain changes in the Internal Revenue Code
relating to retirement arrangements under section 403(b), and to
qualified plans for clergy and lay employees of churcnes, conventions
or associations of churches, and organizations that are exempt from
tax under section 501 and which are controlled by or associated with
a church or convention or association of churches. '

Unfortunately, current law does not literally cover certain
other religious organizations, though the ministry they conduct and
activities in which they are engaged are essentially similar to
organizations covered under existing law. We refer to such "para-
church" organizations as Campus Crusade, Youth for Christ, the Billy
Graham Evangelistic Association, etc. -

We respectfully urge the amending of current law to include
these organizations. We assume this change would he noncontroversial
and would be happy to assist in the drafting of suitable statutory
language to effect the suggested change. ~
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ﬂ‘"\ NATIONAL o - f

prs
Corporate Heaaquaiieis PO Box 600 ¢ Anchorage Alaska 99510 » (907, 276 1132

June 2, 1982

Mr. Robert E. Lighthizer

Chief Counsel . ~
Committee on Finance )

Room 2227

Dirksen Senate Office Building --

washington, D.C. 20510 i —

Re: Finance Subcommittee on Savings, Pensions,
and Investment Policy, Hearing On Mortgage
Investments By Pension Funds, May 19, 1982

Dear Mr. Lighthizer:

National Bank of Alaska appreciates the request to present its
views to the Subcommittee on the important subject of pension
fund investments in mortgages.

National Bank of Alaska (NBA) is the largest bank exercising
trust powers in the State of Alaska, holding approximately $400
million in pension assets on behalf of some 250 employee
benefit plans. For many years, NBA has invested a significant
portion” of these pension assets in first mortgages on
residential and commercial real estate in Alaska. These
investments have proved to be a highly safe method of investing
pension assets to meet the funding obligations of the plans,
while at the same time insuring that a‘'significant part of the
pension assets of Aldska—employees are invested in Alaska for
their continued benefit -~ theréby stimulatifng further
employment and home ownership at reasonable mortgage rates for
these Alaska employees. ; .

Unfortunately, .the prohibited transaction provisions of the
Employee Retirement Insurance Security Act of 1974 (ERISA) have
substantially raised the costs of such investments, and through
escalating itg risk associated with the transaction have made
us reluctant to make any further real estate mortgage
investments for employee benefit plans. We believe our .
experiences with ERISA have been shared by the other financial
institutions in Alaska and elsewhere, The consequence is that
ERISA as a practical matter unfairly and unreasonably imposes
restrictions on mortgage investments which are not present with
respect to securities purchased through a broker. Thus, ERISA
encourages banks simply to invest in corporate stocks and
bonds, even though the long-term performance of these

b -
B
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Mr. Robert E. Lighthizer . .
June 2, 1982 ‘ : ’
Page Two ;

investments has been worse generally than the return on sound
first mortgages and does absolutely nothing directly for the
Alaska employees. This further adds to the depressed state of
the real estate construction industry in Alaska.

As a first and much needed step to stimulate the availability
of mortgage funds, the wholly excessive restrictions of the
prohibited transactions provisions of ERISA Section 406 must be
removed. We wholeheartedly support the provisions of S.1541
which would amend Section 406(a) (I) of ERISA to allow all
transactions (not just mortgage loans) between the plan and.
"parties in interest", provided such transactions do not
inappropriately benefit the party in interest at the expense of
the plan. Not only would this change greatly ease paperwork
requirements by eliminating the need for bureaucratic review of
exemption requests, it will remove the draconian penalties of
ERISA for transactions later found to be technical violations
that all would concede have not resulted in loss or even risk
of loss to the plans, :

We urge the Subcommittee to take prompt action to abolish the
unnecessary restrictions which ERISA imposes upon pension fund
mortgage investments.

Sincerely,

TSl

Edward B. Rasmuson
President

ash



