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PENSION PLAN COMPIjEXITY

FRI)AY, AUCIU'ST 3, 1990

U.S. SENATE,
SUBCOMMITTEE ON PRIVATE RETIREMENT PLANS AND

OVERSIGHT OF THE INTERNAL REVENUE SERVICE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:00 a.m., in

room SD-214, Dirksen Senate Office Building, Hon. David Pryor
(chairman of the subcommittee) presiding.

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

[Prt- Releaue No 4 . July ?7, 1 W00)

FINANCE SUBCOMMITTEE TO HOLD HEARING ON EMPLOYEE BENEFITS; CHURCH PEN-
SIONS SIMPLIFICATION, FLEXIBILITY AND WORKER PROTECTION ARE GOAlS, PRYOR
SAYS

WASHINGTON, DC.-Senator David Prvor (D.. Arkansas), Chairman of the Senate
Finance Subcommittee on Private Retirement Plans and Oversight of the Internal
Revenue Service, Friday announced a Subcommittee hearing on S. 2901, the Em-
ployee Benefits Simplification Act, and S. 2902, the Church Retirement Benefits
implification Act.
The hearing is scheduled for Friday. August .1, 1990 at 9'30 a.m. in Room SD-215

of the Dirksen Senate Office Building.
"Since ERISA's enactment in 1974, the private pension system has become in-

creasingly burdensome as Congress and the Executive Branch have added layer
after layer of complexity and regulation. This bill attempts to peel back some of
those layers," Pryor said.
"In drafting this legislation, we have attempted to juggle the often conflicting

policy goals of simplification, flexibility and worker protection. I believe we have
reached the proper balance. I anticipate that as the process unfolds, we will find
additional pension rules ripe for simplification. I look forward to working with all
interested parties to rationalize and simplify the existing pension rules," Pryor said.

"This legislation is not pro-labor or pro-business in its apt -oach; it is pro-simplici-
ty and should have a positive effect on the entire pension system for everyone in-
volved," Pryor said.

S. 2902 would help simplify pension rules for churches.
"The bill would consolidate and rationalize the often complex and unworkable

pension rules as they apply to churches. The bill recognizes the unique structure
and role of the church in our society and makes changes in the pension rules so that
they can be applied to churches in an appropriate and workable manner," Pryor
said.

OPENING STATEMENT OF lION. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS, CHAIRMAN OF TIlE SUBCOMMITTEE

Senator PRYOR. Good morning, ladies and gentlemen. We wel-
come you to this hearing. I did not in my wildest imagination know
that there were so many people interested in pensions and retire-
ment, but evidently, Senator Jeffords, there is a large number.



Last March this subcommittee held a hearing on the administra-
tion and the complexity of current pension law. We heard from
witnesses with a wide range of interest and virtually all agreed
that current pension law is enormously complex. It is very costly,
and very confusing.

Since that hearing in March we have consulted with a wide
range of interested parties to develop legislation which would sim-
plify major components of current law. We have learned that sim-
plification is not simple. Balancing flexibility, simplicity, and
worker protection are not easy. We believe, however, that the Em-
ployee Benefits Simplificatiorn Act, S. 2901, which I introduced last
week constitutes a significant first step toward reducing the com-
plexity of present pension rules.

I am also pleased to announce that 11 members of the Finance
Committee are co-sponsors of this legislation. The majority of S.
2!901 focuses on areas of current law, where considerable complex-
ity' and inconsistencies could be eliminated. These include the defi-
nitions of compensation, highly compensated employees, modifica-
tion of planned participation requirements and simplification of
distribution rules that generally permit beneficiaries to roll over
any portion of a distribution to an IRA or another qualified plan.

In addition, the legislation addresses a number of policy issues
which will correct problems or clarify the law in areas such as the
full funding limit of multi-employer plans, permitting excess bene-
fit plans for State and local governments and the right to have
VEBA's on a national scale.

Finally, the Employee Benefits Simplification Plan contains a
provision which would encourage savings, an issue that has been of
great concern to the Chairman of this committee. The bill would
require preretirement lump sum distributions to be rolled over to
an IRA or other qualified pension plan. Recent evidence suggests
that preretirement distributions are becoming more prevalent and
that these distributions are frequently not saved until retirement.

Secretary Dole has raised important questions on this issue
about the need to preserve retirement income and to expand pen-
sion coverage. We look forward to hearing the Department of
Labor's views on S. 2901 as it relates to these particular provisions.

This morning we will also hear a panel discussing S. 2902, the
Church Retirement Benefits Simplifications Act. This legislation
would modify existing law to bring greater consistency and clarity.
Because of the unique organizational structure of churches, current
pension law is often inappropriate and unadministrable, but we be-
lieve S. 2902 would correct these problems.

We are pleased this morning to be joined by Senator John Heinz
of Pennsylvania, who has been long active in this area. I would like
to just say to Senator Heinz, it is been a pleasure to work with
him. I hope to have his support on this bill and I hope that his sup-
port will be forthcoming. le may have some particular issues that
he may want to raise about specific parts of the legislation.

I would just say to my friend, John Heinz, that I'm very pleased
that we have several organizations now in support of this legisla-
tion. Just to name a few: the American Federation of State,
County, and Municipal Employees; the International Association of
Firefighters; The National League of Cities; the National Confer-



ences of State Legislatures. This morning I also received an en-
dorsement from the Mail Handlers Union, and on and on.

We will have other organizations this morning testifying who
will be in support of this legislation. We do look forward to Senator
Heinz' involvement and now his statement, and then we will hear
from Senator Jeffords.

[The prepared statement of Senator Pryor appears in the appen-
dix.]

Senator PRYOR. Senator Heinz, we welcome you.

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Mr. Chairman, I almost sense you are sending to
me an offer that you would like me to accept, and indeed at some
point I may take you up on that. I do thank you for calling these
hearings and for introducing the two bills. It is clear that overly
complex regulations have created serious problems for pension
plans in this country, and if I might just say so on a personal note,
Mr. Chairman, it is always a pleasure working with you, not only
on this subcommittee but on the other committee you Chair and on
which I am ranking, the Special Committee on Aging. Over the
years, I think we have made a significant contribution. You have
helped me many times and, I trust, I have reciprocated.

Senator PRYOR. Thank you, sir.
Senator HEINZ. I would like to observe that even experts in the

employee benefits area often throw up their hands in disgust at the
paper barriers of pronouncements, rules and regulations that block
the portal to effective plan formulation for the small business. The
task often proves far too cumbersome.

In addition, as Senator Pryor mentioned, places of worship have
found that pension rules are generally lengthy and complex and
are for the most part designed for for-profit, commercial employers.
Such rules are inappropriate to the special needs that these institu-
tions have, and they do inordinate'+ Rtrain their meager adminis-
trative resources.

On this point, I'm looking for%,,,'a to hearing the testimony of
my constituent, Mr. Arthur Ryan of Bala-Cynwyd, PA, chairman of
the Church Alliance Steering Committee, and the testimony of
others on this important issue, although I would note that the
Senate is not going to be very cooperative and various votes are ex-
pected this morning.

Mr. Chairman, small businesses in Pennsylvania have been ad-
versely affected by overly complex regulations. For example, one of
my constituents, who owns a foundry employing 70 workers, has
had to change his company's pension plan three times since 1976
and now faced with yet additional changes to comply with the law,
he is considering canceling his company's plan altogether. That is
clearly a counterproductive effect. The Federal Government's ap-
parent inability to write simple, effective tax laws could leave, in
this case, some 70 working Americans without the umbrella of pen-
sion protection in retirement. Much of the blame for lack of guid-
ance lies with the Internal Revenue Service for dragging its feet on
drafting final regulations.



The IRS puts Congress in the position of legislating in a vacuum
and it is America's workers who suffer, but Congress deserves some
of the blame, too, because we are the ones who increasingly change
the law. Our goal should be to increase, not reduce pension cover-
age by small business. Small businesses create, as we know, the
vast majority of new jobs in this country, but the data also shows
that workers in small firms are only half as likely as those in large
companies to be covered by pensions.

On this point, I should like to compliment Secretary of Labor,
Elizabeth Dole, for the work she has done in suggesting ways to im-
prove pension portability, a crucial step in the direction of increas-
ing pension coverage by small businesses.

Increasing pension portability has been an important goal for me
over the years and I continue to consider options to achieve that
goal. I also share the concern that Secretary Dole has expressed
about the use of lump sum distributions. The data reflects that
roughly 80 percent of these lump sum distributions are spent
rather than being saved in a new retirement plan and we need to
resolve the issue of distribution rollovers so that pension benefits
are accrued as workers move from job to job in our increasingly
mobile society.

Mr. Chairman, I also want to note that I am somewhat troubled
by criticism of Section 105 of the Employee Benefits Simplification
Act, providing for a 401(k) safe harbor provision that reduces the
minimum number of employees required for a plan to be qualified.
I am concerned that reducing the minimum number may cause
lesser pension coverage of lower compensated employees in some
small business pension plans.

In addition, the employer matching provisions might even dis-
courage employers from including lower compensated employees in
a plan. That is clearly not the direction any of us want to go and
we should try and find a solution to that problem.

I also want to thank you, Mr. Chairman, for considering the im-
portant issue of Section 415 limits in pension benefits for State and
local Governments, and no doubt that is why you had such a ster-
ling list of endorsements. I too have received correspondence, in
this case a joint letter from the Pennsylvania State Employees Re-
tirement System and the Pennsylvania Public School Employees
Retirement System criticizing the application of the 415 limits to
State and local government pension plans. Those two organizations
have a combined membership of nearly half a million people and if
a single member's pension violates the Section 415 limits, then the
entire benefit plan could lose its qualified status. That is a serious
problem and it needs to be addressed.

Finally, Mr. Chairman, I just want you to be aware that the
Pennsylvania Rural Electric Association, and I know you have a
very strong Association in your State of Arkansas, supports the af-
filiation requirement provisions for a Voluntary Employee Benefit
Association (VEBA), found in Section 305 of the bill, as well as the
in-service distribution provision found in section 309. These are the
kinds of simplification initiatives we do need in order to enable
small employers to band together to reduce their employee benefit
costs and, of course, rural Americans have a long tradition of band-
ing together for the common good. Simplifying employee benefit



laws, such as these two provisions do, can help rural American
take part in the economic expansion that has ben,-fited the rest of
the Nation.

So, while these bills do deal with some very important and sub-
stantive aspects of the Internal Revenue Code in a positive way,
generally, I just want to also observe that the bills do not address
two other issues: One, why small businesses do not offer more in
the way of pension plans or two, the issue of real portability, which
is necessary to increase retirement security.

I hope we can find ways to address those two issues as well, be-
cause if we do not, the pension system may well grow bigger, but it
will not necessarily grow better.

Mr. Chairman, thank you very much.
Senator PRYOR. Senator Heinz, we thank you.
Senator Heinz, we are joined this morning by Senator Jeffords of

Vermont. When Senator Jeffords was Congressman Jeffords, he
was a leader in this whole field of pensions and retirement. He is
not only very knowledgeable, he is very committed to a more sim-
plified and a fairer system.

Senator Jeffords, we appreciate you here. We also deeply appreci-
ate your co-sponsorship of this legislation. We look forward to hear-
ing your statement.

STATEMENT OF lION. JAMES JEFFORDS, A U.S. SENATOR FROM
VERMONT

Senator JEFFORDS. Thank you, Mr. Chairman. I will be brief. We
have enjoyed working with you and your committee in trying to
bring forth a piece of legislation which we believe will be very
helpful and I think we have succeeded in doing that. I am proud to
be part of it.

Senator PRYOR. Thank you.
Senator JEFFORDS. I am sure that Senator Heinz will recognize

its great value very quickly and join with us.
The Employee Benefits Simplification Act is an idea whose time

has really come. I just cannot tell you how important, I think, this
piece of legislation is. Furthermore, I am delighted that you have
also included pension portability provisions in this bill. For a suc-
cessful national retirement income policy we need greater portabil-
ity of pension assets.

Portability is best achieved by encouraging the preservation of
pension income and the development of portable pension plan ac-
counts. The distribution and Simplified Employee Pension (SEP),
rules contained in S. 2901, will go a long way toward achieving this
objective, and thus, help ensure retirement income security for mil-
lions of Americans. As you know, and you have already mentioned,
I am outspoken advocate of the need to encourage the portability
pension assets. I have had portability legislation passed twice by
the House, and marked up twice by the Senate Labor Committee.
In the course of my efforts, I also testified before this Senate Sub-
committee on Taxation Debt Management on pension portability in
1988. It is a pleasure to be here today to testify on specific Senate
Finance legislation to deal with the issue.



I commend you, Senator Pryor, for your initiative and am
pleased, as I said, to be a co-sponsor. I would also like to acknowl-
edge Secretary of Labor, Elizabeth Dole, for her diligent examina-
tion of the pension portability issue. This bill in many respects par-
allels both the Secretary's and my own previous recommendations
in this area. I firmly believe that S. 2901's distribution rules, non-
discrimination safe harbors, and qualification requirements for
salary reduction steps are a step forward in the development of a
sound pension policy.

I do, however, have two suggestions in modifications and the re-
mainder of my remarks will concentrate on these, and, again, I will
be brief.

My first point is related to my belief that it is important to en-
courage the retention of spousal distribution rights for pension
money transferred to IRA accounts. Statistics from the Older
Americans League show that divorced and widowed women over 65
are the poorest people in the Nation. At present 70 percent of all
older non-married women rely on Social Security as their primary
source of income. In order to encourage spousal protection, and at
the same time provide employers some flexibility, I would allow
employers the option of directly transferring the pension accounts
of terminated employees into other pension plans or IRA's that
provide for the same joint and survivor annuity options as provided
by the plan. I am deeply concerned about the general law in this
regard, which provides for inadequate protection of spouses.

Secondly, in addition, I wish to point out that S. 2901 in its cur-
rent form does not permit the transfer of after-tax employee contri-
butions into eligible transferee plans. Employee after-tax contribu-
tions were especially popular in the manufacturing companies
prior to 1986. Employees who saved after-tax monies for their re-
tirement should not be forced to spend their after-tax distribution
money because they cannot put the money into an IRA account.
This makes no sense, especially since non-deductible contributions
to IRA's are permitted and must be accounted for separately under
current law.

It is ironic that instead of encouraging people to save after-tax
money for retirement purposes, current law instead discourage
them. Certainly this is no way to further our main pension policy
goals regarding the preservation of pension assets and pension
income for retirement purposes.

I understand the reason for this is, the revenue ramifications
and I am somewhat confused about this because when we success-
fully got the bill passed by the House, the revenue ramifications
were considered not to be a major concern. Now I understand that
the ruling has been reversed. However, I believe this ruling is an
example of the very serious problem of allowing a revenue policy to
dictate pension policy.

In conclusion, I would just like to point out that we are-as a
nation, we must prepare to successfully meet the challenge posed
by our Naticn's challenging demographics. By the year 2025, the
average life expectancy of a 65 year old will be 20 years. In addi-
tion, the ratio of active workers to retirees is expected to go from 4
to 1 to 2 to 1. Given these facts, intelligent public policy necessi-
tates we do all we can to ensure that baby-boomers prepare now



for when they retire tomorrow. This means we must legislate in an
unaccustomed way with an eye towards long-term results rather
than just short term problems.

The distribution, nondiscrimination and covered rule changes
propo-ed in the Employee Benefits Simplification Act are impor-
tant Aeps in this direction. These provisions will help reverse two
disturbing pension policy trends. One, the high rate of consumption
of cashed-out pension contributions. And, two, the stagnation in
pension plan coverage.

I deeply appreciate this opportunity to be before you. I look to-
wards working with you on your committee and on my committee
to make sure that we do make this bill a reality, and especially as I
mentioned on the pension portability aspects of the bill.

[The prepared statement of Senator Jeffords appears in the ap-
pendix.]

Senator PRYOR. We are honored to have your participation, Sena-
tor Jeffords.

Senator JEFFORDS. Thank you, Mr. Chairman.
Senator PRYOR. We are also very pleased to have your construc-

tive thoughts on how we might improve this legislation. This legis-
lation had a gestation period, I think, of about 7 or 8 months. We
talked to a large number of groups and individuals throughout the
country, trying to find that balance simplicity in the system that,
in fairness, you have always sought to achieve.
We thank you for your help.
Senator JEFFORDS. Thank you, Mr. Chairman.
Senator PRYOR. Thank you, sir.
Senator JEFFORDS. I just want say that I am as impressed as you

are with the number of people here today. Unfortunately, pension
policy usually brings ho-hums and a sleep period when you talked
about, but the enthusiasm that I see in the eyes of the people here
demonstrates that perhaps we are moving in the right direction.

Thank you very much.
Senator PRYOR. These issues are an alphabet soup, and I am con-

stantly having to be reminded and educated on what all these
terms mean and I am not sure I know yet, but I am trying to learn.

Thank you, Senator.
Senator JEFFORDS. Thank you.
Senator HEINZ. Mr. Chairman, before the Senator from Vermont

leaves, may I just make a comment?
Senator PRYOR. Senator Heinz.
Senator HEINZ. You quite correctly observed that the Senator

from Vermont, when he was in the House, was a great leader in
these issues, and I do not want anyone to think that Senator Pryor
meant that just because he moved from the House-to the Senate,
that he did not also bring with him the same diligence, expertise,
creativity, and thoughtfulness that he had in the House. Simply be-
coming a Member of the Senate did not, I do not feel, in any way
detract from his ability or effectiveness. Indeed, he keeps growing
and we are all very delighted to serve with-him.

Senator JEFFORDS. Thank you very much. I appreciate those
words and I look forward to working with you.

Senator HEINZ. Thank you.
Senator PRYOR. Thank you, Jim.



Ladies and gentlemen, now we will call our first witness, Mr.
Thomas Terry, U.S. Treasury Department Employee Benefits Coun-
sel.

Mr. Terry, we welcome your statement this morning. We are
going to havc the 5 minute rule. I think you have been advised of
that. We will put the entirety of your, and every witnesses, state-
ment in the record. If you would summarize your statement and
position, we would appreciate it. I know on our first witness you
have some concerns, and we look forward to your statement.

STATEMENT OF THOMAS 1). TERRY, BENEFITS TAX COUNSEL.
DEPARTMENT OF THE TREASURY

Mr. TERRY. Thank you very much, Senator. I appreciate it.
As you know, S. 2901 has some 18 substantive provisions and the

administration's position on each of those provisions is covered in
my written statement. I appreciate your introducing my full state-
ment in the record and I will, as you request, summarize my
thoughts and the administration's position on certain portions of
the bill which we feel are especially significant. I will also very
briefly comment on S. 2902, the Church Retirement Benefits Sim-
plification Act.

The Internal Revenue Code provisions relating to employee bene-
fits have become increasingly complex in recent years. Although
the diversity and sophistication of the entire employee benefit plan
universe makes it impossible, I think, for these rules ever to be
truly simple, we believe, as you do, that there is very much that
can be done to simplify this state of affairs. I believe there is a
growing recognition, both inside and outside of government, that
we must accord a higher priority to simplification in this area than
we have in the past. Of course, I must emphasize that in the cur-
rent budgetary environment simplification initiatives like all other
worthwhile legislation are constrained by the realities of the Feder-
al Budget.

We would like to commend the Chairman and Representative
Chandler, who has introduced the companion bill in the House for
putting forward a series of specific proposals for simplification. I
think the time has come for simplification.

The first specific provision of S. 2901 which I would like to ad-
dress, is Section 201 dealing with the simplification of the taxation
of distributions from tax-qualified plans. The administration be-
lieves that these rules are truly excellent candidates for simplifica-
tion; one reason being that these rules are a burden under existing
law for many unsophisticated taxpayers. We believe that in order
to achieve really meaningful simplification in this area, consistent
with tax and national retirement income policies, four things
should be done.

First, the special averaging ,'ules for tPxing lump sum distribu-
tions ought to be eliminated.

Second, the ability to rollover otherwise taxable distributions
ought to be expanded.

Third, the special rules for deferring tax on net unrealized appre-
ciation on employer securities ought to be eliminated.



And finally, the grandfather rules, which were added by the Tax
Reform Act of 1986, including the 10-year averaging grandfather
rule that applies to some taxpayers, ought to be eliminated.

Section 201 of the bill accomplishes the first two objectives. How-
ever, the bill would leave intact the complicated special rules for
employer securities and the 1986 grandfather rules. And we believe
strongly the elimination of those rules is also necessary to complete
the simplification job in this area.

The next area I would like to comment on briefly is Section 105
of the bill. Under current law, contributions to 401(k) plans and
plans with matching contributions are required to satisfy certain
objective nondiscrimination tests. These are the so-called ADP and
ACP tests. The bill would add a design based safe harbor as an al-
ternative to these testing procedures. The bill zeros in on these
tests as the predominate source of complexity in the operation of
401(k) plans, apparently on the premise that the recordkeeping and
computations involved are unnecessarily burdensome.

We believe the problem is somewhat narrower, and the narrower
problem can and should be fixed without abandoning the tests
themselves. Specifically, we think the mechanisms allowing correc-
tion of mechanical test failures which are available after the end of
the year may be the most serious problem.

All of the data that we have seen points to the continuing
growth in popularity of these 401(k) plans, and that is true even
after the 1986 act tightened up the rules considerably. Employers
continue to adopt these plans and to encourage their lower paid
employees to participate in order to satisfy the nondiscrimination
tests in current law. We believe this system of providing incentives
to encourage lower paid employees to save for their retirement is
working well and should not be changed.

Basically, we believe strongly that a test which ensures actual
participation by lower paid employees is essential to justify the tax
expenditure which is associated with these plans. Therefore, we
must oppose Section 105 of the bill. However, we would be very
happy to work with the subcommittee to improve the way existing
law works and we have some specific ideas, Senator, which we have
included in my written statement.

I might add, Mr. Chairman, that we are now in the process of
finalizing our own regulations under Section 401(k) and the bill
that you have introduced has been very helpful in focusing our at-
tention on-some of the problem areas.

Senator, if I could have--
Senator PRYOR. Go ahead and take another minute.
Mr. TERRY. Thank you, Senator.
I would mention two other areas on the simplification front. We

believe the improvement in definition of "highly compensated em-
ployee," which is contained in Section 101, is very sound and we
encourage a change in that direction. We have a couple of specific
comments on the proposal which are included in my written state-
ment.

Section 102 of the bill would adopt a uniform definition of "com-
pensation" for various employee benefit provisions of the Code. We
looked at this issue very carefully when we were preparing our reg-
ulations and we struck a different balance than the section in the



bill did. We believe that the current definitions and regulations are
better under the circumstances and, therefore, we see no need for
legislation in that particular area.

Finally, with respect to church plans, we do not believe that a
case has been made for the exemption and special rules that
appear in the bill. From our standpoint, church employees are enti-
tled to the same safeguards as employees of other organizations.
Therefore, we oppose S. 2902.

Senator, we welcome the opportunity to work with you and iLhe
subcommittee and we think there are a number of things about S.
29)11 which are very helpful and merit careful consideration.
Thank you very much, sir. That completes my statement. I would
be happy to answer any questions.

Senator PRYOR. Mr. Terry, during the process of developing this
legislation and evolving to this point, we have attempted, and I
inust say without any success, to have the Treasury Department
''come involved in the development, of a legislative proposal. This
,,,orning you come to the committee with a few words of praise, but
basically, about 90 percent of criticism, and I think it is a very
unfair situation that you present.

For one thing, you State that you are in the process now of doing
more regulations. This has been going on for as long as I can re-
member. All I can assume is, if history is going to repeat itself,
that we're going to see another 100 pages of regulations on an area
that is already over-regulated.

Do you have a comment on this?
Mr. TERRY. Yes, sir, Mr. Chairman, I do.
With due respect, I don't believe the number of pages in the reg-

ulation necessarily indicates the complexity. From my experience-
I just got out of private practice last February, I sometimes felt

.that more specificity was-hetpful and was more simplifying than
perhaps just a few pages. So I think in a sense, Senator, simplicity
is in the eye of the beholder.

Senator PRYOR. I have never seen the Treasury Department do
anything simple and I don't think this is going to be any exception.
I really feel that you have come this morning to sort of slow down
the process-not you yourself, but speaking generally for the De-
partment that you represent and for the executive branch-that
you have come here to nit-pick what. I truly believe has been a con-
structive attempt to deal with a very, very complex problem.

Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you.
I would like to return to the substance of the 401(k) safe harbor

provision that you mentioned a moment ago. I think that is Section
104 or 105. Which section is that?

Mr. TERRY. The Section dealing with 401(k), Senator Heinz, is
Section 105.

Senator HEINZ. 401(k) plan tests, as I understand them, currently
require a certain percentage of non-highly compensated employees
to participate in order to qualify. Senator Pryor's bill proposes a
safe harbor employer matching contribution which as I understand
it is 100 percent of the first 3 percent; 50 percent of next 2 percent
to qualify.



Thus, coverage is reduced for lower-income employees or at least
that is my surmise as to the big risk here. The employer's incentive
will actually change from encouraging low-income participation in
order to qualify to discourage participation to save money on the
matching contribution.

Am I correct in my analysis or am I cff base'?
Mr. TERRY. Mr. Heinz, I agree with your analysis. I believe that

one of the most important things, given the great success that we
have for 401(k) plans, that is the expansion of those plans, is the
incentives which this existing system has to encourage low-paid
people to come into the plan.

I agree with your analysis.
Senator HEINZ. Having provided that analysis, nevertheless, I

want to do what Senator Pryor wants to achieve, which is to in-
crease plan formation. But I am equally concerned about lowering
participation and benefits for lower income employees. Is there
some way we could make adjustments to his proposal that will
achieve both goals?

Mr. TERRY. I think there is, Senator Heinz, and we have suggest-
ed it in our written statement. I believe that if you were to keep
the ADP/ACP tests of existing law, but to calculate the test by
looking at last year's results, that would provide a certainty, which
I believe S. 2901 is looking for and still maintain the incentive for
participation by the low-income individual. So I think we do have
an idea which, I believe, does achieve both objectives, your objec-
tives and the objective of certainty that S. 2901 desires.

Senator HEINZ. But if all we do is look at last year's results, that
may encourage people who now have plans to continue them but it
may not solve the other issue, which is how do we get additional
plan formation?

Mr. TERRY. There has been to date no problem with additional
plan formations as far as Section 401(k) is concerned. There is in-
cluded, for example, in my written statement some statistics that
we have from the Internal Revenue Service that show these plans
are just continuing to expand. So I do--

Senator HEINz. That may be, but often they are expanding be-
cause people are getting out of defined benefit plans and are set-
ting up alternative plans: 401(k)s. I would not say that 401(k)s are
working wonderfully well. It may be that other parts of pension
law are terribly burdensome which is something that I know Sena-
tor Pryor and I believe.

Mr. TERRY. Certainly the regulatory requirements on defined
benefit plans are more burdensome. However, my experience is
that many of these 401(k) plans are add-on plans. They do not re-
place a defined benefit plan, a traditional defined benefit plan, but
they are added on in addition to a defined benefit plan. So I'm not
sure that the statistics, Senator, will bear out that the 401(k) plans
inevitably replaced defined benefit plans. That would not be my
sense.

Senator HEINZ. I did not say that either. I was just saying that
there are people drifting into 401(k)s as they drift out of defined
benefit plans. Like you, I do not have the exact statistics and obvi-
ously that is not the only reason for the formation of 401(k)s, but I



would like to have an idea of how many people who have formed
401(k)s, once were covered by defined benefit plans.

Mr. TERRY. I do not have those statistics today.
Senator HEINZ. Maybe you could get that for us?
Mr. TERRY. Yes, sir.
Senator HEINZ. All right.
Mr. TERRY. Thank you.
Senator HEINZ. Mr. Chairman, thank you.
Senator PRYOR. Thank you, Senator Heinz.
I think one of the real important concepts here that we are deal-

ing with is the safe harbor provisions in the 401(k) aiea, and that is
when the employer provides a very generous matching contribution
to that plan for the employee or a non-elective contribution into
401(k), it is very likely, I think, that the plan would satisfy in prob-
ably 80 to 90 percent of the cases, the ADP, that is the averages we
know deferred percentage test anyway.

My question to Mr. Terry is: Does the Treasury have any data as
to what percentage of plans are satisfying the safe harbor would
fail to satisfy the ADP test? Do you have those statistics and those
figures?

Mr. TERRY. Well, you know, we do not have the statistics, Sena-_
tor, because the idea of a safe harbor test, at least in the private
sector-we just do not have that sort of test, so it is impossible to
give you those results.

It is, of course, true that the safe harbor system, which is de-
scribed in your bill, is very similar to the Federal system, the Fed-
eral Thrift Plan System. It has a safe harbor matching system
which is very similar to your bill, with one exception. There is a 1-
percent contribution which is made across the board for all Federal
employees. So in the Federal plan there is a contribution which dif-
fers, and perhaps importantly, from the match that your system
has.

But we do believe, based upon the figures that I have seen in a
report published by the Federal Retirement Thrift Investment
Board in August of 1989, that as far as the Federal Plan is con-
cerned the participation is not such that would pass the existing
law, ADP test.

So if you generalize from that experience it appears that you
might not, get as good participation from non-highly compensated
employees under your matching scheme as you do today under the
Actual Deferral Percentage test.

Senator PRYOR. In your testimony you state that many of the
provisions of present law can be simplified. I am wondering if you
would list for the subcommittee the Code sections not touched by
this bill, which clearly could be made simpler. Can you do that?
Are you prepared to do that at this hearing or would you like to
submit that for the record?

Mr. TERRY. I'd be certainly happy to submit that for the record. I
think it is best if I submit it for the record, Senator.

Senator PRYOR. Senator Heinz, any more questions?
Senator HEINZ. Not at this time.
Senator PRYOR. Mr. Terry, I am pleading with you. Let us get to-

gether on this. You have been very elusive. We cannot seem to get
any real answers. You say, "Well, we will come up with something



when the time comes" or "We will get our regulations and we will
have those done before next year." That might mean the next
decade or next century, who knows?

There are a lot of people who want to make some decisions about
this. We are affecting the everyday lives of people. There is sort of
a parallel here. I'm on the Agriculture Committee and all year we
begged the Department of Agriculture to submit the administra-
tion proposal. They never did so we prepared our own proposal. It
was the first time in history of writing Agriculture legislation that
the U.S. Department of Agriculture and the President did not lay
down a plan for us to work from, so 'e started working on our
own. We had nothing to go by. And then at tfie last moment our
friend, Secretary Yeutter, comes up the day before the bill goes
before the Senate with a 12-page blast at the program and tells us
everything that was wrong with 41,. They were never a real player
in developing the legislation and it is very, very frustrating. I see a
pattern here. I hope we can change that.

Mr. TERRY. Senator, could I--
Senator PRYOR. Yes.
Mr. TERRY. I guess I am surprised that you have read our atti-

tude as one of head in the sand or not helpful. Because I can assure
you on our side, I have been encouraged by the work of this com-
mittee. I have found some things in going through your bill that
have been very helpful to us and I think we can use them in regu-
lations.

I would just like to say that when I came on board in February-
I have been in private practice for 20 years in the pension area-
Assistant Secretary Gideon asked me to work on simplification, so I
can tell you that our view is to do the best we can on simplification
and we do want to work with you.

Senator PRYOR. Can you give us some sort of a time as to when
you might make specific recommendations on this bill?

Mr. Terry. Senator, could I defer on that for the moment. I will
let you know. [Laughter.]

As you know, we are now a period with the Budget Summit
going on.

Senator PRYOR. I have heard about that.
Mr. TERRY. Yes, sir. There are just a lot of things going on. And

if you will permit me, I think I can probably do a better job for you
if you will let me respond to your request later.

Senator PRYOR. What about the day after Labor Day, would that
be a good time? We will all be gone and we will not be calling you
and harassing you during that period.

Mr. TERRY. We can certainly supply the list, if you are referring
to list of code sections.

Senator PRYOR. I would like that. But I would like your general
comments, section by section, and also, your suggestions.

Mr. TERRY. On this bill, Senator?
Senator PRYOR. Yes.
Mr. TERRY. I think we have given you a section-by-section analy-

sis of this bill. We are pleased to give you any additional sections.
That is what I thought you were--

Senator PRYOR. Well, there are some that you did not make ref-
erence to in your opening.



Mr. TERRY. That is correct in my oral statement. But I think you
will find in our written testimony, I have addressed each and every
substantive section.

Senator PRYOR. I will tell you what. I have put a plan on the
table and I have 11 members on this committee, the majority of
this committee, who have signed on plus other members of the
Senate like Senator Jeffords. Now, I am asking you a very simple
thing. Put your plan on the table. Let us compare them and let us
work out something. Is that a deal?

Mr. TERRY. Yes.
Senator PRYOR. I will see you right after Labor Day, Mr. Terry.

Thank you very much.
Senator HEINZ. Mr. Chairman, in all fairness to Mr. Terry, I do

not know that he can commit Elizabeth Dole and President Bush to
a plan. I would like to ask him a question, if I might.

Has the Secretary or the President committed to sending down a
plan?

Mr. TERRY. No, sir. That is to say we have indicated our interest
in simplification at this point, but there has been no commitment
on the part of the administration, to my knowledge, to submit a
simplification program at this point.

Senator HEINZ. Well, two points, then. First, I would join Senator
Pryor in his request to the Secretary and the President that they
do make such a commitment. But also recognizing that they as the
policy makers have not made such a commitment, that we cannot
legitimately insist that you make such a commitment on their
behalf. I think just to be fair to you, you were not in a position to
submit something on behalf of the President or the Secretary with-
out their telling you to do so.

Mr. TERRY. That is correct. Also, of course, revenue constraints
are a very, very important part of anything that we do these days.

Senator HEINZ. But nonetheless, hopefully, you will reflect the
interest of the subcommittee in obtaining a proposal from the ad-
ministration. It would be very useful.

Mr. TERRY. I will certainly discuss it. Yes, sir.
Senator HEINZ. Thank you.
Mr. TERRY. Thank you.
Senator PRYOR. Mr. Terry, thank you for your visit with us this

morning.
Mr. TERRY. Thank you, Senator.
[The prepared statement of Mr. Terry appears in the appendix.]
Senator PRYOR. Speaking of the Departmen, of Labor and Secre-

tary Dole, we have a representative today, the Assistant Secretary
of Labor, Mr. David Ball.

Mr. Ball, we appreciate you being with being here. We look for-
ward to your statement. Your entire statement will be placed in
the record. We are trying to build a very thorough record of this
hearing, Mr. Ball, and we will put the entirety of your statement
in the record. We look forward to your summary.



STATEMENT OF I)AVI) (GEORGE BALL, ASSISTANT SECRETARY
FOR PENSION AND WELFARE BENEFITS, U.S. DEPARTMENT OF
LA BOR
Mr. BALL. Thank you, Mr. Chairman. I would first like to ap-

plaud your efforts, Senator Pryor, in drafting and introducing your
bill.

While the pension laws are included on everyone's list of ca;,
code areas which are ripe for simplification, we believe that such
simplification can also improve pension portability. As youi know,
this is an area which Secretary Dole has identified as a priority.
We are very pleased that this is also an acea which you and the co-
sponsors of your bill have chosen to address.

I would like to say, second, it is a great pleasure for me to testify
before Senator Heinz in view of his abiding interest in insuring re-
tirement income security for working Americans.

Third, I would like to especially acknowledge Sonator Jefford's
continued leadership in the pension portability area.

Secretary Dole has a great interest in developing a comprehen-
sive policy to enhance pension portability. The Labor Department
is currently considering a pension portability proposal, and is
studying many components that are quite similar in concept to the
provisions in your bill. We are pleased to see that you share our
concerns, as well as some of the ideas about how we might solve
the problem.

Pension portability remains one of the toughest challenges facing
the pension system. Pension portability is generally defined as the
ability to limit pension losses workers suffer when they change
jobs. During her Senate confirmation hearings, in January of 1989,
Secretary Dole expressed her intention to carefully study the issue
of pension portability. Since that time, we have pursued the issue
in depth with pension experts from government, business and
labor. Today, I would like to comment on those sections of S. 2901
designed to improve pension portability and expanded coverage.

There are two major sources of potential portability losses. First,
for defined benefit plans, if an employee switches jobs frequently,
the net build-up of benefits over his working life time will be re-
duced.

Second, for both defined benefit and defined contribution plans,
where an employee spends all or part of his or her pension before
retirement, the ultimate benefit available at retirement will be re-
duced. This is most likely to be a problem with younger workers
who may not be inclined to plan adequately for their retirement.

Our best preliminary estimates, based on Department of Labor
and U.S. Census Bureau data, indicate that preretirement con-
sumption of pension savings may represent up to two-thirds of all
portability losses. This occurs when workers change jobs and take
their retirement savings in a lump sum; that is, they receive a
check equal to the present value of their accumulated pension ben-
efits. The problem is that roughly 80 percent of these lump sum
distributions are being spent. Other amounts, however, may be
used for savings, such as the purchase of a first or second home.

Retirement savings have been granted tax-favored status on the
condition that they be used for retirement income. Adequate retire-



ment income is an important national objective which justifies
these generous tax benefits for private pension plans. Spending
these savings before retirement frustrates this objective.

Stated quite simply, portability, to the greatest extent possible,
should ideally allow a worker to maintain all of his or her savings
in retirement income form. Therefore, we should encourage em-
ployees to keep retirement savings in tax-favored retirement ac-
counts. Section 201 of your bill would generally relax restrictions-
on transfers to an IRA or other qualified plan and eliminate for-
ward averaging for lump sum distributions. These changes would
simplify the extremely complex rules governing the taxation of dis-
tributions from qualified plans and, by improving the rollover
mechanism, contribute to the retirement income policy goal or
portability.

In addition, section 202 of your bill would require the direct
transfer of certain benefits that would otherwise be distributed to
an IRA. The Secretary is examining transfer proposals, including
proposals similar to those contained in S.-2901. Of course, any such
proposals must be administratively feasible and subject to our over-
all concerns about proposals that would lose revenue.

Rollovers and transfers are just two of the ways we could help
workers preserve their retirement savings until retirement. Pen-
sion portability is meaningless for the half of American's work
force which is not covered by pension plans. Therefore, during our
discussions, we have also examined ways to expand coverage and
retirement savings by workers.

One natural idea would be to increase the number of pensions
offered by America'- small businesses which will provide many job
opportunities in the future. Smaller businesses are often unable to
institute complicated and expensive pension plans and, as a result,
are at a disadvantage in recruiting and retaining qualified workers.

Current law partially addresses these concerns with Simplified
Employee Pensions, or SEP's. If a SEP covers 25 or fewer employ-
ees, a worker can defer almost $8,000 of his or her salary by having
it contributed to an IRA account in his or her name.

Senator PRYOR. Mr. Ball, we are going to put the entirety of your
statement in the record. I would like to thank you and your De-
partment, and especially Secretary Dole, for being a very construc-
tive player in this. We have put Secretary Dole's provisions on-
transfers to IRA's, basically, intact in this legislation.

[The prepared statement of Mr. Ball appears in the appendix.]
Senator PRYOR. I just would like to ask from a policy perspective:

Do you believe that expanding the eligibility for salary reduction
SEP's to 100 would greatly encourage small business employers to
establish pension plans?

Mr. BALL. The problem with raising the savings plan number to
100 is really a revenue problem, and that is the only objection we
have to it. We do agree with you that the number should be in-
creased from 25. The Secretary has been considering the number of
50 because of trying to balance revenue concerns with the benefit.
By expanding the number to 50, we will bring in 95 percent of
America's businesses and 5 /2 million additional workers would be
eligible for that kind of plan. That is quite a significant increase in
pension coverage.



Senator PRYOR. I agree.
We are doing everything that we can to have a thrust in the

small business area to encourage and provide that incentive, not
only for savings, but for retirement plans and we look forward to
working with you in that area.

I also think that the transfer of the preretirement lump sum dis-
tribution to an IRA is important, and I certainly agree with Secre-
tary Dole on that. I think it is going to reduce dramatically these
sort of impulse cash-outs by the workers. I know if I got my check
and I retired from this place and it was all in a lump sum that I
would probably go out and buy a new bass boat or something like
that. I think that is happening all over the country. I certainly
think that this is a safeguard.

Senator Heinz.
Senator HEINZ. Mr. Chairman, I just want to agree with you

that, Mr. Ball, who I am delighted is with the administration and
who is an expert in the pension area, has, together vwith Secretary
Dole, played an able and constructive role. I think we are all in
agreement that it would be very desirable to increase the number
from 25 up and as he says, "The main constraint is the money."

It is nice that it is simple, even if it is not easy.
Thank you, Mr. Chairman.
Senator PRYOR. Mr. Ball, we thank you.
I am going to also, Senator Heinz, place in the record at this

time, a summary of a speech Mrs. Dole made. I believe she was
speaking to the Associatiun of Private Pension and Welfare Plans,
a few weeks ago. I am going to place that summary in the record at
this point.

[The information appears in the appendix.]
Mr. BALL. Thank you very much, Chairman.
Senator PRYOR. Mr. Ball, we thank you.
We are going to call our next panel now. That panel will be Mr.

Larry Zimpleman, the second vice president of the Principal Finan-
cial Group; Mr. Ron Hovis, the director of benefits, Southwestern
Bell Corp. Mr. Hovis is representing the Association of Private
Pension and Welfare Plans this morning before the committee;
David Kautter, representing the American Institute of Certified
Public Accountants, the CPA's.

Mr. Zimpleman, we will hear from you first. We will observe the
5 minute rule. The entirety of your statenient and those of your
colleagues to your right and left will be placed in the record.

Thank you for coming and we look forward to your statement.

STATEMENT OF LARRY ZIMPLEMAN, SECOND VICE PRESIDENT,
PENSION OPERATIONS, THE PRINCIPAL FINANCIAL GROUP,
DES MOINES, IA
Mr. ZIMPLEMAN. Thank you. Good morning, Mr. Chairman. My

name is Larry Zimpleman and I am second vice president with the
Principal Financial Group in Des Moines, IA. I appreciate the op-
portunity to be here to share our comments on the Employee Bene-
fits Simplification Act as introduced by Senator Pryor and Repre-
sentative Chandler. We appreciate your invitation to testify on this
legislation.



The Principal Financial Group is a Des Moines based family of
insurance and financial services companies with more than $26 bil-
lion of assets under management. Of special interest for this hear-
ing is that we have over 21,000 pension contract holders, with most
of those looking to us for help with ongoing record keeping and ad-
ministration of their retirement plan.

I believe, Mr. Chairman, that the Principal brings to this hearing
a point of view that may not often be heard in debates and discus-
sions on pension law changes, the voice of the smaller plan spon-
sor. The bulk of our business is in the under 500 employee market.
Our written statement provides detailed comments on the proposed
bill. In my few minutes of testimony I will highlight a couple of
areas.

The Principal applauds Senator Pryor and Representative Chan-
dler for what we feel is a significant turn in the direction of legisla-
tive change over the last 16 years.

The Employee Benefits Simplification Act is the first serious at-
tempt to restructure the rules for maintaining qualified plans to
make them more workable. I would emphasis the word "restruc-
ture." We do not believe that the private sector and the plans spon-
sor community are seeking more liberal rules under the guise of
simplification. We are at the point where plan sponsors welcome
simplicity for simplicity's sake. Everyone recognizes that the Con-
gress is in a delicate position between a budget deficit-driven tax
policy and social policy when it makes changes to the private pen-
sion system.

Some may wonder if' simplification is really needed. After all
there are many professionals who provide plan compliance help
and design assistance. We believe the answer is clearly "Yes." This
is reflected in what we see on the macro level, which is declining
rates of pension coverage among active workers, primarily younger
men, and on the level of the Principal, which is a significant shift
in the type of pension promise that sponsors are making towards
the defined contribution promise and away from the defined bene-
fit promise.

During 1989, for example, for every two new defined benefit cus-
tomers we added, we terminated seven. Even more astounding is
that for every new defined benefit customer we added during 1989,
we added 27 new defined contribution or 401(k) customers. Anytime
the pendulum has swung that dramatically it is time to assess the
environment within which qualified plans operate. While we do not
know the extent to which this bill may help remove some of these
obstacles, we would urge the Congress to study this issue further to
see what other adjustments may be appropriate.

There are several aspects of the legislation we particularly sup-
port. Two simplifications at the top of our list are the highly com-
pensated employee definitions under section 414(q) of the code and
the compensation definition under section 414(s) of the code. We
also support the proposed changes in the minimum participation
rules. We believe this is an example of bringing the regulatory
process back into line with what the Congress originally intended
when it introduced this provision back in 1986.

There are two other areas that I would like to comment on. In
both of these we applaud the authors for the proposals that they



have put forth and hope the Congress would consider even further
action.

The first is the safe harbor alternatives under sections 401 (k)
and (m). These safe harbors are very welcomed by small plans. We
believe they will encourage smaller plan sponsors to contribute
more for non-highly compensated employees in order to avoid the
discrimination test. That makes this a win-win change. We hope
the Congress would push even further by eliminating the -101 (k)
and (in) tests, so long as any matching or non-elective contributions
are made in the same percentage for all participants. The current
limit on elective deferrals under section 402(g) of the code is suffi-
cient in our opinion to protect against significant discrimination in
these plans.

The second area is the proposed change in the distribution rules
under code section 402. We support the change to encourage roll-
overs of partial distributions to IRA's and to encourage plan-to-
plan transfers. We also support the repeal of the 5-year forward
averaging rules. These changes should result in more dollars being
saved for true retirement purposes.

In the spirit of preserving plan assets for retirement we suggest
that the bill go even further and eliminate all lump sum cash bene-
fits above a certain threshold, such as $5,000. With the availability
of rollover IRA vehicles, as well as other arrangements that allow
plan sponsors to pass along the expenses of handling vested termi-
nated accounts, there are no longer any administrative reasons to
encourage cash-outs.

In conclusion, there are many features to the legislation we sup-
port. Our comments about areas where further steps might be
taken is not meant to dull our enthusiasm for what has been intro-
duced. We believe simplicity is needed and we think this is a rea-
sonable first step. We look forward to working with this subcom-
mittee and its staff to develop other proposals in the future.

I would like to again express my thanks to the Chairman for the
opportunity to be here this morning and I would be happy to
answer any questions you or your staff may have. Thank you.

[The prepared statement of Mr. Zimpleman appears in the ap-
pendix.]

Senator PRYOR. Mr. Zimpleman, I thank you for your support
and your thoughts on this legislation. I think at this moment we
are having a vote on the Senate floor and I think it might be best
at this time if I leave and recess the committee for about 10 min-
utes, and then I will return and we will have further statements
and questions. We will stand in recess for a few moments.

[Whereupon at 10:39 a.m., a recess was taken.]
Senator PRYOR. The committee will now resume and I apologize

for the delay. I was detained on the Senate floor for few moments.
Mr. Hovis is the director of benefits, Southwestern Bell. Do I pro-

nounce that Hovis or Hovis.
Mr. Hovis. Hovis.
Senator PRYOR. Hovis, I apologize.
You are representing the Association of Private Pensions and

Welfare Plans. We look forward to your statement.



STATEMENT OF RONAID I). IIOVIS, I)IRECTOR OF BENEFITS,
SOUTHlWESTERN BEI, ('ORP., TESTIFYING ON BEHALF OF TlE
ASSOCIATION OF PRIVATE PENSION AND WELFARE PLANS, ST.
LOUIS. MO
Mr. Hovis. Mr. Chairman, I am pleased to be here today to testi-

fy on Senate 2901, the "Employee Benefits Simplification Act." I
am accompanied today by Howard Weizmann, the executive direc-
tor of the APPWP. As you mentioned, I am director of benefits at
Southwestern Bell. My company provides benefits to 65,000 employ-
ees and 28,000 retirees. The Association's members sponsor or ad-
minister employee benefit plans covering more than 100 million
Americans.

Mr. Chairman, you are to be coninmonded for advancing the effort
to simplify the pension system. Nearly a year ago, the APPWP
issued a report entitled "Gridlock: Pension Law in Crisis and the
Road to Simplification." Senate 2901 represents a first step down
that long road to simplification and should be enacted. From the
association's perspective the bill contains several very important
elements, a number of minor positive changes and a few areas that
we would prefer to see removed.

If the important simplification provisions cannot be sustained
during the next steps of the legislative process, then we may need
to forego this effort to simplify at this time and concentrate on
doable and positive simplification at a later date.

We further feel that Senate 2901, like the "Gridlock" report,
should be confined to simplifying the operation of current pension
policy rather than creating new policy. Clearly, there are several
elements of Senate 2901 that are vital if meaningful simplification
is to be achieved. These include the safe harbor for the average de-
ferrals and average contribution percentage tests, the better proc-
ess for returning e-cess contributions from the highly compensat-
ed, the long-awaited simplification of leased employee rules, nar-
rowing the application of Internal Revenue Code 401(a)(26) mini-
mum participation rules to defined benefit plans only, improve-
ment of the required beginning dates for plan distributions under
Internal Revenue Code 401(aX9), and a better, more manageable.
definition of "highly compensated employee." At the same time,
the bill contains provisions that greatly concern some of our mem-
bers including the provision requiring the transfer of distributions
from qualified plans to IRA's.

Further, there are some simplification measures not included in
this bill that we would like to see enacted. These include: Relief
from the top-heavy rules, repeal of either the excise tax or com-
bined plan limitation rule; and the streamlining of a wide array of
reporting and disclosure requirements that were outlined in "Grid-
lock." What I would like to do now is to discuss three of the items
that are included in the bill in greater detail.

The association commends the inclusion in the bill of a safe
harbor for relief from the ADP and ACP tests; 401(k) plans are
among the most popular retirement savings vehicles available in a
nation sorely in need of greater savings. Contrary to some earlier
comments, the current tests are very complex. They unfairly oper-
ate against the opportunities for savings among the lower paid of



the highly compensated group and they are simply not needed fol-
lowing the Tax Reform Act of 1986 which severely restricted the
dollar contributions to 401(k) plans. Accordingly, we have called for
the outright appeal of these tests.
- Notwithstanding our desire for repeal, the move toward design
based tests is very positive. The safe harbor will be helpful to some
sponsors and participants of 401(k) plans. However, the level of em-
ployer contributions required to qualify for the safe harbor will be
more than most employers can afford and, therefOre, the safe
harbor will pr.ve unusable for most employers.

At Southwestern Bell, our two largest subsidiaries have bar-
gained a 401(k) plan with a two-thirds matching contribution cover-
ing over 45,000 employees. The match applies to all covered em-
ployees, regardless of pay level. The match does not increase with
pay or service. We have over 70 percent participation and the plan
passed the current tests. Yet the safe harbor will exclude this plan
and we will need to continue to test. If the safe harbor matching
rate were set at 50 percent and the other requirements were re-
tained, the safe harbor would fulfill the congressional intent to en-
courage non-discriminatory retirement savings and ease the com-
pliance burden on sponsors and participants. This should increase
coverage. We would appreciate your review of these ideas.

Due to time constraints, the last item I will mention is the re-
quired beginning date of distributions. The absurdity of the current
401(aX9) distribution rules is evident from their application to my
company. We devoted a significant amount of time to understand
and implement these rules. Yet, out of a workforce of 65,000 em-
ployees, only two were effected by the rules when the first pay-
ments were required in April of 1989. More importantly, these
were not high-paid executives. In fact, they were rank and file em-
ployees who were working to receive a paycheck, not to defer the
taxes

I will skip the third item and simply conclude by saying, we com-
mend you for advancing the effort to simplify the pension system.
This is essential in order to preserve the system. We like many fea-
tures of the bill and we are ready to work with you on the items
that we have discussed as well as others in the bill.

[The prepared statement of Mr. Hovis appears in the appendix.]
Senator PRYoR. Mr. Hovis, I want to thank you and I appreciate

you being here this morning. Once again I thank you for your con-
structive opinions on how you think we might make this bill better.

We will now call on Mr. David Kautter, representing the CPA's.
We welcome you, David.

STATEMENT OF DAVID KAU'I'ER, CHAIRMAN, EMPLOYEE BENE-
FITS TAXATION COMMITTEE, AMERICAN INSTITUTE OF CERTI-
FIED PUBLIC ACCOUNTANTS, WASHINGTON, DC
Mr. KAUrFER. Thank you, Mr. Chairman, for the opportunity to

testify today on a matter of considerable importance to the Ameri-
can public and to our members. I am the chairman of the Employ-
ee Benefits Taxation Committee of the American Institute of Certi-
fied Public Accountants. The AICPA is the national, professional
organization of CPA's with over 290,000 members. My testimony



today is from the perspective of a CPA-tax practitioner who on a
daily basis observes the behavior of both plan participants and plan
sponsors.

First and foremost we would like to compliment you, Mr. Chair-
man, on endeavoring to simplify the rules in this area. We believe
the existing rules are encouraging some plans to be terminated,
discouraging the establishment of other plans and diverting money
from plan benefits to plan administration. We think they are re-
sulting in significant noncompliance. In our view, simpler tax rules
would enhance the viability of our Nation's private pension system.
We view S. 2901 as a positive first step in the process of simplifying
the rules governing qualified retirement plans and we pledge our
continuing support in this effort. More needs to be done and we
hope that you and your staff will continue with the same diligence
in the upcoming months that you have exhibited in the recent
months.

In testimony before the subcommittee in March, we proposed
that Congress use as a test in determining which rules of existing
law should be retained and which should be changed; whether the
incremental contribution to equity made by the rule is outweighed
by its incremental contribution to complexity.

We believe this test i'q still the appropriate test to apply in judg-
ing the appropriateness of a statutory provision from a simplifica-
tion point of view. We have applied this test to the various provi-
sions of S. 2901. Our conclusions are set forth in our written testi-
mony.

I would like to focus on what we think are some of the most sig-
nificant provisions. In overall terms, we enthusiastically support S.
2901. Specifically, we support the provisions which deal with the
definition of "Highly Compensated Employee" and "Compensa-
tion." We think they will ease plan administration and reduce the
cost of operating a plan. They will also add to certainty and ease
administrative burdens.

Second, we support most of the distribution provisions in the bill.
We support the repeal of averaging treatment and the changes in
the rollover rules. The treatment of distributions is an area where
CPA's spend a substantial amount of time advising clients. We be-
lieve the proposals will substantially simplify the rules, avoid con-
fusion, and reduce expense for taxpayers. There are two provisions
in the bill with which we have concern.

First is the proposed changes in the 401(k) discrimination test.
Contrary to Treasury's testimony- this morning, I believe that this
test is one of the most misunderstood and misapplied provisions in
the Internal Revenue Code today. We are reluctant to advocate the
retention of tle existing nondiscrimination test in 401(k) even as
an alternative to a safe harbor. We believe that the committee
should consider a safe harbor, design-based safe harbor, which
would say a plan, a 401(k) plan has to be available to every employ-
ee age 21 and with a year of service and that the employer annual-
ly has to notify all employees of the availability of the plan. We
then advocate repeal of the actual deferral percentage test.

Second, we oppose section 202 of the bill requiring trustee-to-
trustee transfers of certain distributions. We feel that this fails to
meet the test of whether the incremental contribution to equity is



outweighed by its incremental contribution to complexity. For ex-
ample, if an individual participated in a plan and made after-tax
contributions to the plan, today if that individual wanted a distri-
bution one check would be written. Under this proposal three
would be written: one to the individual for the after-tax contribu-
tions, a second to the trustee of a transferee plan for the employer
contributions, and the earnings on the employer and employee con-
tributions, and a third check out of that transferee plan to the par-
ticipant if they still wanted to get the distribution. We believe this
results in unneeded complexity. However, if this provision is en-
acted we think that section 72(t), which is the additional income
tax on early distributions from qualified plans, should be repealed.
We think that both provisions are aimed at the same purpose and
that including both in the law would be redundant.

Finally, we think that much more needs to be done. We have in-
cluded some additional proposals in our testimony for you and your
staff to consider. That concludes my statement.

[The prepared statement of Mr. Kautter appears in the appen-
dix.]

Senator PRYOR. Mr. Kautter, thank you very much.
Well, we have heard from all three of the members of this very

distinguished panel. Let me ask just a couple of questions.
First, Mr. Zimpleman, I think if I understand your role, you ad-

minister many of these plans that are under discussion today.
Mr. ZIMPLEMAN. Yes, sir.
Senator PRYOR. Now, if we pass this bill that is pending, what

would that do: (1), to try to bring in or try to give an incentive to
smaller employees to become involved; and (2), to reduce or add to
the cost of administering these programs?

Mr. ZIMPLEMAN. Mr. Chairman, I think there are, on balance, as
we said in our testimony earlier, very positive things that would be
done here. In particular, the safe harbors would be, from the per-
spective of the small plan, very helpful. I think it would encourage
participation in 401(k) arrangements by small plans. Again, I
would like to emphasize that the issue in our opinion is perhaps
even a little broader than just 401(k) plans. As I said, for every two
new defined benefit plans, we write 27 401(k) plans. We think that
perhaps there ought to be some greater balance there. So while it
would perhaps help small employers of 401(k)s, there is a larger
picture there as well.

Senator PRYOR. I appreciate that comment.
Now, Mr. Hovis, let me ask you-I want to admit to you I am not

a tax attorney, in fact, I am barely an attorney-but I am not quite
sure why-the organization recommends the retention of the 5-year
averaging rule. I am not quite sure why you are taking that posi-
tion. I wonder if you could explain that?

Mr. Hovis. Mr. Chairman, the feeling was that it has some eco-
nomic benefits to the participants that are involved in receiving
those distributions. We certainly would have to agree that the
elimination of 5-year averaging would create a simpler system, so
your proposal does meet the goal of simplicity.

Senator PRYOR. But would not the new rollover rules pretty well
supersede this in a more efficient manner?

Mr. WEIZMANN. Senator, if I might add?



Senator PRYOR. Sure.
Mr. WEIZMANN. With regard to the distribution of lump sums,

and that is what we are really dealing with here, the kind of tax
treatment that is accorded to those. Favorable tax treatment for
distributions of lump sums apply generally, only for people who are
retirement eligible since the law penalizes people who take what
we call a "premature distribution" and 5-year averaging is not
available to those who are not retirement eligible. The issue is: is
Congress in a position as a policy matter"-and again we have
tried to keep the simplification process away from policy-"is Con-
gress as a policy matter going to make the determination that
people shouldn't take a lump sum distribution or, in effect, incent
people away from lump sums at the time of retirement? We
happen to feel that the policy matter, from our own association's
viewpoint, that at retirement, people should be free to choose be-
tween a lump sum aad an annuity. We are not talking about some-
body who is taking in service distribution. We are simply talking
about someone who is at retirement, decides to do whatever they
do at retirement. We think that choice for or against a lump sum
should not be disincented by government tax policy. And that is in
effect what would happen if you eliminate the 5-year averaging.
We have no feel, at least at this point, as to whether the rollover
provisions are a fair trade for elimination of the 5-year averaging.

One area though you are to be commended for, Senator, and I
want to inake sure that it is underscored, is the retention of net
unrealized appreciation in our view is absolutely essential, and you
are to be commended and your staff have sought to do so. The
elimin:.tion of unrealized appreciation, since it is part of current
tax treatment, would change in effect the promise that has been
made to folks who have received employer stock in these kinds of
plans.

I hope that answers your question.
Senator PRYOR. Thank you.
Mr. Kautter, I would like to get your comments on this same

question as to the retention of the 5-year rule. Should we retain it?
Should we do away with it?

Mr. KAUTTER. Well, I think from a simplification point of view,
repeal is the right answer. The definition of a "lump sum distribu-
tion," which is what you need in order to average, is an exceeding-
ly difficult definition. The IRS has not issued regulations since
ERISA passed in 1974 that help you define what is a lump sum dis-
tribution. The problem with trying to figure it out is to the extent
there is any law, it is all in private letter rulings that the IRS has
issued. And the only access into those private rulings is through
some sort of word-searching technique.

So from a simplification point of view, it is difficult to figure out
what is a lump sum distribution. And the basic'purpose of those
rules, as I understand them, originally was to prevent a bunching
of income: to prevent a large amount of income from being taxed
through marginal rates in 1 year, where had it been spread out it
would have been taxed at a lower rate. With the rate structure we
have now, the problem with bunching is largely gone. So I think
when you balance everything and the simplification you can



achieve by eliminating the definition of a lump sum distribution
for averaging, it should be repealed.

Senator PRYOR. You are constantly administering or advising
plans. If we pass this legislation that is before the committee,
would this reduce or increase the cost to most employers that pro-
vide pension plans?

Mr. KAUTTER. I believe it would reduce the cost. I think the sim-
plification of the definitions, the simplification of the averaging
rules, and a lot of employers spend money and time advising their
employees on how they should treat these distributions from plans,
that cost would be eliminated. There is always more you can do.
But this bill would on average, I believe, reduce the cost of main-
taining and operating a plan.

Senator PRYOR. As we know, this bill was introduced to get com-
ments just like we are receiving this morning, and I do very much
appreciate the comments of all of you and your instructive
thoughts about it.

Mr. Hovis, did you have a final word?
Mr. Hovis. May I add that I would just like to agree with those

comments, that overall this bill would be a very positive step in
terms of reducing the expense of plan administration. Probably the
only exception would be with regard to the mandatory transfers.
But overall it is very positive in terms of its impact.

Senator PRYOR. Thank you.
Mr. Zimpleman, any final words?
Mr. ZIMPLEMAN. No. I just agree with everything that has been

said. Thank you again for the opportunity to be here.
Senator PRYOR. Well, thank you very much, all three of you. We

appreciate it very much.
We will call our panel number 3 now. Mr. Anthony Williams, di-

rector of retirement, safety and insurance, National Rural Electric
Cooperative Association; Mr. Harold Schaitberger, who is the exec-
utive assistant to the president, International Association of Fire
Fighters; Kenneth Simonson, vice president, the American Truck-
ing Association.

We appreciate the panelists coming this morning. We look for-
ward to your comments. Once again, we will observe the 5 minute
rule and we want to thank the three of you coming. You represent
fine organizations. We appreciate your involvement in helping to
develop this piece of legislation.

Mr. Williams, we will ask you to go first.

STATEMENT OF ANTHONY C. WILLIAMS, DIRECTOR, RETIRE-
MENT, SAFETY AND INSURANCE DEPARTMENT, NATIONAL
RURAL ELECTRIC COOPERATIVE ASSOCIATION, WASHINGTON,
DC -

Mr. WILLIAMS. Thank you, Mr. Chairman. My name is Tony Wil-
liams. I am the director of the retirement, safety and insurance de-
partment cf the National Rural Electric Cooperative Association. I
am here to express in the strongest terms our support for S. 2901,
the "Employee Benefits Simplification Act." NRECA is a national
service organization of the approximately 1,000 rural electric serv-
ice organizations in the United States. I can assure you that you



ha' e their unequivocal support to this bill. That support is attrib-
utable to the bill's historic simplification of retirement plan rules
and major advance in health policy.

I would like to begin my more specific remarks with a brief dis-
cussion of what we mean by "simplification of retirement plan
rules," and why we believe such simplification is so important.
Stated briefly, we view simplification as the elimination or modifi-
cation of rules which have been created through the accumulative
effect of years of legislation and that poses an administrative
burden that is not justifiable either for tax policy or retirement
policy.

The need for this type of simplification is particularly acute with
respect to smaller employers. Our 1987 survey of small employers
in rural America reveals that less than 19 percent provided a re-
tirement plan and that the primary reason was administrative
costs. A simplification bill that would reduce this cost would have a
major impact on raising the number of small employers that can
afford pension plans.

We believe that S. 2901, if enacted, would achieve precisely this
type of simplification. A prime example is the modification of
401(k) plan discrimination rules. NRECA supports the policy objec-
tive of the nondiscrimination rules, however, we believe these
policy objectives can be achieved without the administrative bur-
dens of present law. S. 2901 accomplishes precisely this by deeming
the nondiscrimination rules to be satisfied when an employer pro-
vides such significant contributions to a plan that the plan could be
expected to substantially satisfy the nondiscrimination rules, there
is little justification for requiring such plan to apply the burden--
some nondiscrimination rules.

The bill's clarification of VEBA rules is another provision we
would like to comment on specifically because it provides a major
advance in terms of health policy. In general, VEBA's are trusts
through which employers provide welfare benefits, such as health
insurance, to their employees. The most important advantage of a
VEBA is not found in tax law, but rather in the fact that VEBA's
provide smaller employers with the means of pooling their buying
power and thereby reducing their health insurance costs. This re-
duction of cost of health insurance is crucial to expanding health
insurance coverage for employees of small employers.

This bill clarifies that small employers may band together to
maintain a common VEBA if they are in the same line of business
and in a closely related as measured by their joint activities. We
believe this provision would serve important health policy objec-
tives. We also believe that this provision should have little or no
effect on Federal tax revenues. Based on the only court decision to
apply on this key issue, we strongly believe that the provision
simply is a clarification of present law.

In conclusion, we have 1,000 rural electric cooperatives that en-
thusiastically support this bill.

Thank you, sir.
Senator PRYOR. Mr. Williams, thank you very much. We appreci-

ate your support of this legislation. It has been a pleasure working
with you and your group in developing it.

Mr. WILLIAMS. Thank you.



[The prepared statement of Mr. Williams appears in the appen-
dix.]

Senator PRYOR. Mr. Schaitberger.

STATEMENT OF HAROLD A. SCHAITBERGER, EXECUTIVE ASSIST-
ANT TO THE PRESIDENT, INTERNATIONAL ASSOCIATION OF
FIRE FIGHTERS, WASHINGTON, DC
Mr. SCHAITBERGER. Thank you, Mr. Chairman, and good morn-

ing.
I would like to mention at the outset that in addition to having

the privilege of representing my international union with over
180,000 professional fire fighters for the last 15 years, my com-
ments are also drawn from 13 years experience as a professional
career fire fighter, as well as serving currently on a retirement
board system as a trustee for the public workers in the community
where I live.

I am here this morning representing the views of public sector
unions, retirement and deferred compensation associations, and
employer organizations concerned about ard affected by laws im-
pacting pension funds of State and local government employees.
The following organizations support the statement that follows re-
garding provisions in your bill affecting State and local pension
funds: The American Federation of State, County and Municipal
Employees; the IFF; National League of Cities; the National Con-
ference of State Legislatures; the National Association of Counties;
the Government Finance Officers Association; the National Asso-
ciation of State Retirement Administrators; the National Associa-
tion of Government Deferred Compensation Administrators; the
National Conference on Public Employee Retirement Systems; as
well as the National Council on Teacher Retirement.

Mr. Chairman, on behalf of these 10 organizations, we would like
to personally thank you for introducing S. 2901, the Employee Ben-
efits Simplification Act. We would especially like to thank you for
including in this comprehensive bill provisions addressing the prob-
lems of State and local government pension plans caused by the In-
ternal Revenue Code section 415 limitations.

As you know, State and local government pension plans differ
from private sector pension plans in several ways. Because of these
differences, the application of the IRC section 415 pension limits
adversely affect the pensions of government employees. The great-
est problem facing the plans is the fact that if just one retiree's
pension benefit exceeds the section 415 limits, the entire plan is ex-
posed to disqualification, thus placing an unfair burden on both
plan participants and the plan itself. Such action would result in
both current and future employees being taxed annually on the
value of benefits earned each year and the earnings of the trust
would be subject to Federal taxation.

The proposed changes in your bill to the existing section 415 re-
quirements will simplify- compliance for State and local govern-
ment and enable them to pay the level of benefits promised with-
out jeopardizing the tax status of the trust.

Federal regulation of State and local government pension bene-
fits is an area of continuing change and concern to State and local
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governments as well as organizations representing those employ-
ees. Although public plans are exempt from ERISA, most plans op-
erate as "qualified" plans under the Internal Revenue Code for the
purpose of maintaining preferred tax treatment of the pension
trust and employee contributions. As a result, the maximum bene-
fit and contribution limits of IRC section 415 present special prob-
lems for these plans.

Section 415 limits the annual pension contribution or benefit
level a public and private employer may fund. To clarify this point
on the problems generated and experienced in section 415 by State
and local government, I would like to point out in my testimony,
particularly on pages 5 and 6, a simple example of how a typical
fire fighter with 35 years of service could be entitled to a pension
benefit that currently exceeds section 415 pension limits. This is
not a problem that only affects high-rollers. This is currently a
problem that affects low-wage and medium-wage income employees
in State and local government.

Mr. Chairman, because of your efforts and that of other members
of this committee, the problems associated with 415 limits in State
and local government pension plans have been successfully ad-
dressed in your legislation. I would like to briefly discuss each in
turn.

First, under section 102, you have addressed the problem of a
standardized definition of compensation for 415 purposes. Your bill
modifies the employer election to take salary reduction contribu-
tions into account by permitting deferrals under sections 457 and
414(hX2) to be taken into account and providing that an election to
take salary reduction into account is to apply for all purposes, to
all employees, and to all salary reductions.

Second, under section 306, the compensation limitation under 415
on limits under a defined benefit plan does not apply to plans
maintained by State or local government. This provision will be es-
pecially helpful to many low income employees who find them-
selves receiving a very small pension that actually exceeds the 100
percent compensation rule.

Third, the defined benefit plan limits do not apply to disability or
survivorship benefits provided under such plans. This problem is
especially experienced by those engaged in fire fighting and law en-
forcement activities.

Mr. Chairman, these provisions will certainly simplify the ad-
ministration of State and local government pension plans. Most im-
portantly, these changes will allow plans to pay benefits to retir-
ees-benefits that have been promised to them-and not cause any
adverse impact on the tax status qualification of the plans.

The organizations listed above enthusiastically endorse these pro-
visions and hope that you can expedite their passage to prevent
any further confusion or problems in this area.

I would be happy to answer any questions you may have at the
end of the panel s presentation.

Senator PRYOR. We not only thank you for your statement, we
appreciate your support for these concepts as expressed in this leg-
islation. Thank you very, very much. I will have a couple of ques-
tions.



[The prepared statement of Mr. Schaitberger appears in the ap-
pendix.]

STATEMENT OF KENNETH I). SIMONSON, VICE PRESIDENT AND
CHIEF ECONOMIST, AMERICAN TRUCKING ASSOCIATIONS, INC.,
WASHINGTON, DC
Mr. SIMONSON. Thank you, Mr. Chairman. We appreciate your

leadership in tackling this extremely difficult problem of benefit
simplification. I want to focus on one particular aspect, namely,
employee leasing.

I am vice president and chief economist of the American Truck-
ing Associations, which has approximately 4,000 carrier members.
We also have 51 State associations and 10 conferences representing
trucking specialties, and together these associations have more
than 30,000 trucking company members. Among the members are
a great many companies that make use of owner-operators, individ-
uals who are considered independent contractors for tax purposes
and who want to remain as independent small businesses for all
purposes, including benefits.

Until the issuance of IRS regulations in 1987 interpreting section
414(n) on employee leasing, there was little question that an owner-
operator who owned his own vehicle, often costing $100,000 or
more, who was responsible for payments on that vehicle, for oper-
ating expenses, who was at significant risk at loss as well as an op-
portunity for profit, there was little question that that individual
was in a separate business, was performing a service under an
arm's length contractual relationship with a trucking company or
directly with a shipper.

However, the IRS regulations that were issued in August of 1987
threw into doubt that entire arm's length relationship. They did
not take cognizance of the factors I mentioned of significant operat-
ing assets or of a significant risk of loss, and merely looked to the
fact that the owner-operator was performing a service that is
indeed performed by employees in the trucking industry, that is,
driving a truck. Quite often these relationships would last for more
than 1,500 hours of service, particularly if all of the time that an
owner-operator was with the vehicle in transporting freight across
country was counted. I

The proposed regulations also ignored a very important aspect of
the statute which laid out a requirement for a third party to be in-
volved before someone was considered a leased employee.

In summary, these proposed regulations would have turned
many of the 100,000 to 150,000 owner-operators and many other in-
dependent business people in this country into leased employees,
more often than not against their will. In fact, when hearings were
held at the IRS in February of 1988 a number of owner-operators,
as well as organizations representing owner-operators, took time to
come in and testify to say they did not want to be employees for
benefit purposes any more than for withholding tax purposes. They
regarded themselves as independent business people who have the
right and the desire to make their own arrangements about com-
pensation and retirement benefits.



We would like to see provisions in S. 2901 make clear that this
kind of relationship is not contemplated by Congress to be covered
by employee leasing, and in fact, unless greater clarification is
added to the statute now we are afraid that many of the other ben-
eficial aspects of the pension simplification provisions of your bill
will be for naug'it, because companies still will not know how
many workers they are required to cover.

While we have heard oral assurances from Treasury and IRS of-
ficials that the proposed regulations in 1987 went too far, we have
been unable, as you have, to pin them down on exactly what sort of
simplification and clarification they support. That continues to Mr.
Terry's testimony today. In his written statement he makes refer-
ence to the one change that you proposed in employee leasing, to
say he does not believe the control standard you have proposed
should be the same one used for employment tax purposes. We
think that is totally wrong headed, that "control" is a well-defined
term in determining whether a worker is an independent contrac-
tor or an employee for employment taxes. And it would be ex-
tremely unfortunate if a separate definition of "control" were then
used for deciding if someone was under the control of a recipient
for pension purposes. In fact, the whole area of employee leasing
has undergone a great change in the 8 years since this was added
to the tax code. There is a very vibrant industry now providing sig-
nificant benefits to workers who are then leased to small business-
es, generally. I am not an expert on this. It is not used widely in
the trucking industry, but I am persuaded that employee leasing as
an industry is one that deserves support.

I believe that your bill has made a good start on clarifying what
workers are meant to be included. My written testimony includes a
number of other changes that I think would add to that clarity,
and I hope that they will be adopted.

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

dix.]
Senator PRYOR. Mr. Simonson, I appreciate that and I thank you

once again for getting into this very important issue of leased em-
ployees. I am amazed by one thing and that is that there is any
business out there today in our country that has a retirement pro-
gram or a pension program for their employees. And I know we
have seen a great deal of confusion in the leased employee section.
The IRS, I think, is really zeroing in out there on this area and it
concerns me to a great extent.

Do you think that the control test that our bill would establish is
a better test than the test that we apply now, which I guess you
would say is the "historical performance test." Would you say the
control test is the better avenue to take?

Mr. SIMONSON. I do, Senator. Certainly for the trucking industry.
The firms that I have dealt with, and I get calls every week asking
about independent contractor tax status. I know the IRS is very
vigorously auditing. By and large, those rules are being applied in
an understandable fashion. There has been a great deal of effort by
ATA and other industry associations to make clear to businesses
whether or not they are going to be treated as employers, and
"control" is an intuitive notion that I think people can follow quite



readily whereas, "historically performed" is inherently a very sub-
jective and fuzzy notion.

I think though that some additional language and quite a
number of specific examples might be added in report language to
the bill to make it clearer what Congress does mean by "control."

Senator PRYOR. It is also strange to me that the Congress would
have to deal with this problem. This could have been done so easily
by the Treasury Department and by the Internal Revenue Service.
They could do it in a regulation, but, evidently, they do not want to
do it so we are going to have to do it.

Mr. SIMONSON. Well, that is right. In fact, the only time they
have offered to fix things up through a regulation is with the
threat of legislation coming. Now they are saying, "Oh, we do not
think that it is appropriate to do this through a bill. We will take
care of it."

Senator PRYOR. I have had some experiences like that.
Mr. Schaitberger, we appreciate you being here and, once again,

the support from the Fire Fighters. I just want to ask about one
area. When we talk about public employees versus private employ-
ees, why is it that we need to have the Excess Benefit Plan for the
public versus the private sector. Why is that?

Mr. SCHAITBERGER. Well, first of all, we would like the same op-
portunity to have access to an excess plan as the private sector cur-
rently is provided. We need the use of the excess plan because of
the dilemma that has been created by the application of section
415, where there are some individuals or maybe an individual that
because of the formula of a retirement system which is Constitu-
tionally guaranteed in most cases, that individual is entitled to a
benefit that takes them over the limitation.

The use of excess plans in the context of your legislation in the
way that we have suggested will allow this excess benefit or this
benefit that exceeds the limitation to now flow into an excess bene-
fit plan and then relieving the pressure and not jeopardizing tax
status of the trust. But we are really looking to use that similarly
as those in the private sector currently have available to them.

Senator PRYOR. I want to thank you for that explanation.
Mr. Williams, on the 401(k) safe harbor section of the legislation,

do you think that most of the rural electric members would be able
to qualify if legislation were enacted?

Mr. WILLIAMS. No, sir. I do not think most would qualify. I think
a significant number would. But I would say we definitely support
the safe harbors.

I would agree with Mr. Terry this morning that most large orga-
nizations use 401(k) as a supplement, and, therefore, are not likely
to get contributions at the level that the safe harbor anticipates.
But many small employers, who would use it as primary plan,
might go to that level of contribution if they knew they did not
have to go through all the other testing that would be required.

Senator PRYOR. Once again, we are trying to build this record be-
cause a lot of our colleagues are going to want to refer back to this
hearing and the testimony that we have elicited. I think for the
record, it would not only help me, but help my colleagues as well,
if you would explain the distinction between VEBA's and the
Multi-Employer Trusts. Why do we have that distinction?



Mr. WILLIAMS. There were definitely problems with some multi-
employer trusts in the seventies. I think that has largely been
eliminated now by allowing the States to regulate them. A VEBA,
particularly, as the participation rules are clarified in this bill, pro-
vides the ability for a group of employers, presumably smaller
ones, to band together and to use the pooling that is available for a
larger group that would not necessarily be available for a smaller
group.

Most MET's would not qualify as VEBA's, or most single employ-
er MET's certainly would not qualify as VEBA's as it is defined in
this act.

Senator PRYOR. Well, we appreciate this panel being with us this
morning. I wonder if there will be any final comments from Mr.
Simonson, Mr. Schaitberger or Mr. Williams? If you have any final
comments, I will give you the last word.

Mr. WILLIAMS. I would just say we enthusiastically support the
bill.

Senator PRYOR. We thank you very much.
Mr. SIMONSON. I would like to add one thing about the need for

legislation here. It was in 1987 that we started hearing that the
IRS was going to take this very sweeping view of who was a leased
employee. We met twice with Treasury officials; the second time
we were assured that our concerns would be taken care of. They
were addressed through a five-part exception that had so many
conditions I do not know of a single company that would have been
able to make use of that.

I have no ill will toward Mr. Terry and his crew. I hope that this
time they can get it right, but as a safeguard I would like to see
Congress get it right for them.

Thank you.
Senator PRYOR. Thank you, Mr. Simonson.
Mr. SCHAITBERGER. And Mr. Chairman, I would just like to em-

phasize that not only do we support the bill, but we want to em-
phasize how critical it is to see its passage and enactment into law.
State and local government needs desperately the relief provided in
this bill so we encourage its movement forward.

Senator PRYOR. We thank you for that comment.
We thank all the members of the panel and we appreciate your

testimony.
We will call our final panel this morning: Arthur Ryan, presi-

dent of the Board of Pensions of the Presbyterian Church; Gary
Nash, general counsel, the Southern Baptist Convention of the An-
nuity Board; Mr. Leo Landes, United Synagogue of America; Dr.
John Ordway, Pension Boards, United Church of Christ; Reverend
Dr. Allen Mayes, senior associate general secretary, United Meth-
odist Church; Hugh Picket, director of benefit plans of the Minis-
ters and Missionaries Benefit Board of the American Baptist
Churches.

If we could have order in the committee, please.
Thank you.
We are not here only to talk about S. 2901 this morning but also

S. 2902, which is a first cousin to the other legislation that we have
been considering this morning. We thank all of our members of the
panel this morning. We appreciate so much your patience in wait-



ing your turn. You have been waiting a long time. You see how
some of these committee hearings become drawn out from time to
time. I am sure you know and understand that.

We have also heard this morning from the Department of the
Treasury, which has come out in opposition to S. 2902. Now we
would like to hear from you why S. 2902 is important. We would
like to know what is good about it, what is bad about it and what
suggestions you might have.

Let us see, I believe Mr. Ryan was first, I will call on you. Being
a fellow Presbyterian, I will yield to you.

STATEMENT OF ARTHUR M. RYAN, PRESIDENT, BOARD OF PEN-
SIONS, PRESBYTERIAN CHURCH (U.S.A.), AND CHAIRMAN,
STEERING COMMITTEE, CHURCH ALLIANCE, BALA.CYNWYD,
PA
Mr. RYAN. Thank you. Good morning, Mr. Chairman. My name

is Arthur M. Ryan. I am president of the board of pensions of the
Presbyterian Church (U.S.A.). But I am here today in my capacity
as chairman of the steering committee of the Church Alliance, and
I am here to express our strongest possible support for the pro-
posed legislation S. 2902, the Church Retirement Benefits Simplifi-
cation Act of 1990.

The Church Alliance is composed of representatives of all of the
major mainstream Protestant and Jewish denominations. Together,
our churches have about 66 million members in the United States.
Our pension plans have been in existence for many years, some of
them for centuries, and cover hundreds of thousands of partici-
pants.

We formed the Church Alliance many years ago because of prob-
lems our churches are having with applying the pension laws to
their unique situations. The proposed legislation will simplify mat-
ters and address the problem primarily by creating a new section
of the Internal Revenue Code.

Mr. Chairman, as you pointed out at the beginning of this hear-
ing, the current rules for church plans are administratively com-
plex and in some cases unworkable.

I certainly want to express my appreciation on behalf of the
Church Alliance and myself, and I know the minutes will reflect
this, to Senator Pryor, for sponsoring this legislation. We appreci-
ate very much the opportunity to be here with you and to testify at
this meeting.

While I recognize the time doe, not permit us all to testify, I
would like, if I might, Mr. Chairman, to identify specifically the
members of the panel here and then to identify some other mem-
bers in the audience who represent some of the other denomina-
tions.

Senator PRYOR. Thank you, Mr. Ryan.
Mr. RYAN. On my far right, Bishop Alexander Stewart of the

Episcopal Church. On my near right, Mr. Gary Nash who is gener-
al counsel of the Southern Baptist Annuity Board and is also exec-
utive secretary of the Church Alliance. On my near left, Mr. Leo
Landes of the United Synagogue of America. On my far left, Dr.
John Ordway of the United Church of Christ. Next to him, Rever-



end Hugh Pickett of the American Baptist Churches. Next to him,
the Reverend David Steele of the of the Evangelical Lutheran
Church in America. And on my far right, the Rev. Dr. Allen Mayes
of the United Methodist Church.

Time does not permit all of these gentlemen to testify.
Oh, I am sorry. I did forget one, Mr. Earl Patrick, vice chairman

of the Annuity Board of the Southern Baptist Convention.
Time does not permit all of these gentlemen to testify, Mr. Chair-

man, I know that, but I wanted to recognize them and I would also
like to recognize Mr. Gary Nash to continue our testimony.

Senator PRYOR. Thank you.
[The prepared statement of Mr. Ryan appears in the index.]
Senator PRYOR. Mr. Nash.

STATEMENT OF GARY S. NASH, ESQITIRE, GENERAL COUNSEL
AND SECRETARY, ANNUITY BOAR), SOUTHERN BAPTIST ('ON.
VENTION, )ALLAS, TX
Mr. NASH. Thank you. Senator Pryor, my name is Gary Nash,

and I am secretary of the Church Alliance and the general counsel
and secretary of the annuity board of the Southern Baptist Conven-
tion.

During the past 15 years that I have served as secretary of the
Church Alliance, churches have been faced with a tremendous
volume of increasingly complex employee benefits legislation.
Whenever a new piece of legislation is proposed, it typically does
not recognize the unique structure and needs of church retirement
and welfare plans, and the members of the Church Alliance have
consequently had to spend a significant amount of time and money
and energy in explaining to Congress why a particular rule is un-
workable or simply not needed.

Despite what some may think, churches do have problems and
considerations that simply are not applicable in the private sector
and S. 2902 attempts to address these difficulties. Present law rec-
ognizes these differences and S. 2902 would bring the rules as now
applied to various church denominations into harmony.

The Church Retirement Benefits Simplification Act of 1990
which you are sponsoring is an important step for the churches in
dealing with this constant onslaught of employee benefits legisla-
tion.

Over the last decade, staff members of the tax-writing commit-
tees of Congress and aides of several concerned Members have dis-
cussed with representatives of the Church Alliance the need for
rules that apply to church plans to take into account the unique
needs and characteristics of church retirement and welfare benefit
programs.

Most importantly, S. 2902 provides that a new section 401A, and
a portion of section 403(b) that applies to churches will be "walled
off," so that future changes made for non-church employers in sec-
tion 401(a) and section 403(b) will not apply to church retirement
plans unless specifically made applicable thereto. This provision is
the cornerstone e S. 2902.
S. 2902 simplifies and brings workable consistency to the rules

applicable to church plans. S. 2902 would resolve another impor-



tant problem churches face in administering their retirement and
welfare benefit plans. It would cure problems dealing with minis-
ters that are employed as chaplains in hospitals, halfway houses,
and in government prisons. These programs typically provide port-
ability throughout a religious denomination.

S. 2902 would also permit IRA-type qualified voluntary employee
contributions to be made to church plans. Ministers and lay work-
ers would rather contribute to such programs than to IRA's due to
their greater confidence in and familiarity with the denomination-
a! church pension board.

A detailed explanation of S. 2902 is being filed today in the
record.

The members of the Church Alliance support S. 2902 and stand
ready to work with you and other members of the Senate Finance
Committee to ensure that this important piece of legislation is
passed. I will be happy to answer any questions you may have
about the legislation.

Senator PRYOR. Thank you, Mr. Nash.
Are there other members of the panel that--
Yes, Reverend Stewart.
Reverend Stewart let me just make note. We are having another

vote on the Senate vote and probably in about 6 minutes I will
have to go back to the Capitol.

[The prepared statement of Mr. Nash appears in the appendix.]

STATEMENT OF RT. REV. ALEXANDER D. STEWART, D.D., EXECU-
TIVE VICE PRESIDENT, THE CHURCH PENSION FUND, LONG
MEADOW, MA
Bishop STEWART. As executive vice president of The Pension

Fund-we serve'the Episcopal Chruch. I can assure you this legisla-
tion is wholeheartedly endorsed by us. This legislation eliminates
for church pension plans requirements particularly appropriate for
corporate conglomerates. To conform to existing rules requires of
us additional accounting personnel, legal expertise, and in-house
auditors to make sure every section of every statute is fulfilled. In
all but 3 years since ERISA was enacted there have been changes
in regulations on pension funds.

Excellent but expensive law firms have often concluded that we
were not subject to a particular section, but we could not take the
chance.

This act does, indeed, provide, in Section 401A, a cornerstone
which we all thoroughly endorse. For simplification, the pension
funds will thank you, Senator; for simplification, the volunteer
church treasurers who try to understand these rules will certainly
thank you; for simplification, the beneficiaries will thank you.

This act will simplify the administrative machinery of the
church pension funds. It will result in savings which benefit the re-
tirees, who are now living longer, longer in fact then Methuselah.
In particular, in our pension fund, a woman who has been on it
since 1917, I know, will rejoice, and likewise dependent children.
God bless you for your efforts. And He will.

Senator PRYOR. Thank you. Thank you. I may need you to seek a
little divine help for me as we go forward with not only with inis



but also S. 2901, with especially some of the concerns that have
been expressed here today.

[The prepared statement of Bishop Stewart appears in the appen-
dix.]

Senator PRYOR. Are there others on the panel desiring to speak?
Yes, Mr. Landes.

STATEMENT OF LEO J. LANDES, C.L.U., UNITED SYNAGOGUE OF
AMERICA, ROCKVILLE CENTER, NY

Mr. LANDES. I represent the Joint Retirement Board of the
United Synagogue ot A.-r.erica. I come from a rabbinical family; my
two brothers are rabbis, my father was a rabbi and my grandfather
was a rabbi.

Most people do iict realize that over 50 percent of our rabbis
serve small congregations where they are the only full-time em-
ployee. All the other employees are part-time, seasonal or volun-
teer. There is no way these congregations can cope. I am sure most
other denominations have the same problem. These congregations
cannot cope with the complex requirements of the formal pension
plan laws that exist today.

We appreciate your sponsoring the bill S. 2902 and hope that this
will simplify the problem for us so that we can continue to offer
pensions to our clergy.

[The prepared statement of Mr. Landes appears in the appendix.]
Senator PRYOR. Thank you so much.
Are there others on the panel?
[No response.]
Senator PRYOR. Mr. Ryan, let me make a comment, if I may. I

have a brother who has just retired from the Presbyterian minis-
try, after some 35 or so years. About 5 years ago, when he was con-
templating retirement he came to me and told me about all the
horrors about the people out in the churches trying to figure out
these plans-the ministers, their families, not knowing what the
rules were and it was absolute bedlam. So to make a long story
short he has been lobbying me for some time.

In June, he actually did officially retire as a Presbyterian minis-
ter, and in September, 1 month from now, at age 62 he will be a
first-year law student at the University of Arkansas. He is going to
be a lawyer now in his next career. And I asked him, "Bill, why in
the world would you at age 62 want to go to law school knowing
that it is going to be a 3-year grind?" He said, "This country needs
another Perry Mason and I am it." [Laughter.]

Senator PRYOR. So he is now enrolled; he is starting to polish up
on his learning skills once again. He is excited about this, and I
know that he, too, will share with those people that you represent
in supporting this concept.

I have six questions. I am going to submit these questions, if I
might, to Mr. Nash.

I am going to have your answers entered into the record because
ultimately when this legislation gets to floor, I know what my col-
leagues are going to say. They are going to say, "Now wait a
minute. Why do these churches out there and these church groups
out there have to have separate rules, say, for example, the Truck-



ing Associations or the Fire Fighters." We are going to have to
make that point. I think once we make that point, I think it will be
acceptable. But you have to give me some fodder and some ammu-
nition that we can place on the record and disseminate properly to
them.

Mr. NASH. We will be happy to do that, Senator.
[The questions appear in the appendix.]
Senator PRYOR. Thank you.
So I will have my good friends, Steve and Jeff, here, who-I want

to compliment these two young men. They have put this legislation
together. We have been benefitted wonderfully to have Steve in our
office. He has been what we call a "loaner" from the Department
of Labor to help to develop some of these concepts that we are
bringing before the committee and to your attention this morning.

And Jeff, also, is a full-time member of our staff. He is the
fellow-I don't know if you have heard about it in recent years, the
Taxpayers Bill of Rights that we finally got the Congress to
enact-he is the guy who really figured all that legislation out and
so we are very proud of these two fine young men who have
worked, I know, with you and with the other groups coming before
the committee today.

We are going to continue trying to get both of these pieces of leg-
islation passed at the appropriate time.

We want to thank you very much for coming this morning and
at this time our meeting stands adjourned.

[Whereupon, at 11:55 a.m., the hearing was concluded.]





APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF DAVID GEORGE BALL

Good morning Chairman Pryor and members of the Committee. My name is
David George Ball and I am the Assistant Secretary of Labor for Pension and Wel-
fare Benefits. I would like to thank you for the opportunity to appear before you
today to discuss the pension portability and simplification provisions of S. 2901, the
Employee Benefits Simplification Act.

I would first like to applaud your efforts, Senator Pryor, in drafting and introduc-
ing your bill. While the pension laws are included on everyone's list of tax code
areas which are ripe for simplification, we believe that such simplification can also
improve pension portability. As you know, this is an area which Secretary Dole has
identified as one of her priorities. We are very pleased that this is also an area
which you and the cosponsors of your bill have chosen to address. In addition to the
members of the Committee, I would like to especially acknowledge Senator Jef-
fords's continued leadership in this area.

Secretary Dole has a great interest in developing a comprehensive policy to en-
hance pension portability. The Labor Department is currently considering a pension
portability proposal, and is studying many components that are quite similar in con-
cept to the provisions in your bill. We are pleased to see that you share our con-
cerns, as well as some of the ideas about how we might solve the problem.

Pension portability remains one of the toughest challenges facing the private pen-
Rion system. Pension portability is generally defined as the ability to limit pension
losses ,.,rkers suffer when they change jobs. During her Senate confirmation hear-
ings in January 1989, Secretary Dole expressed her intention to carefully study the
issue of pension portability. Since that time, we have pursued the issue in depth
with pension experts from government, business and labor. Today, I would like to
comment on those sections of S. 2901 designed to improve pension portability and
expand coverage.

There are two major sources of potential portability losses. First, for defined bene-
fit plans, if an employee switches jobs frequently, the net build-up of benefits over
his working life will be reduced. Second, for both defined benefit and defined contri-
bution plans, where an employee spends all or part of his or her pension before re-
tirement, the ultimate benefit available at retirement will be reduced. This is most
likely to be a problem with younger workers who may not be inclined to plan ade-
quately for their retirement.

Our best preliminary estimates, based on Department of Labor and U.S. Census
Bureau data, indicate that pre-retirement consumption of pension savings may rep-
resent up to two-thirds of all portability losses. This occurs when workers change
jobs and take their retirement savings in a lump sum. That is, they receive a check
equal to the present value of their accumulated pension benefit- The problem is
that roughly 80 percent of these lump sum distributions are being spent. Some of
this spending is for urely consumption purposes. Other amounts, however, may be
used for savings, such as the purchase of a first or second home.

Retirement savings have been granted tax-favored status on the condition that
they be used for retirement income. Adequate retirement income is an important
national objective which justifies these generous tax benefits for private pension
plans. Spending these savings before retirement frustrates this objective.

Stated quite simply, portability, to the greatest extent possible, should ideally
allow a worker to maintain all of his or her savings in retirement income form.
Therefore, we should encourage employees to keep retirement savings in tax-favored
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retirement accounts. Section 201 of your bill would generally relax restrictions on
transfers to an IRA or other qualified plan and eliminate forward averaging for
lump sum distributions. These changes would simplify the extremely complex rules
governing the taxation of distributions from qualified plans and, by improving the
rollover mechanism, contribute to the retirement income policy goal of portability.

In addition, section 202 of your bill would require the direct transfer of certain
benefits that would otherwise be distributed to an IRA. The Secretary is examining
transfer proposals, including proposals similar to those contained in S. 2901. Of
couse, any such proposals must be administratively feasible and subject to our
overldl concerns about proposals that would lose revenue.

Rollovers and transfers are just two of the ways we could help workers preserve
their savings until retirement. Pension portability is meaningless for the half of
America's workforce which is not covered by private pension plans. Therefore,
during our discussions, we have also examined ways to expand pension coverage and
retirement savings by workers.

One natural idea would be to increase the number of pensions offered by Ameri-
ca's small businesses, which will provide many job opportunities in the future.
Smaller businesses are often unable to institute complicated and expensive pension
plans, anid, as a result, are at a disadvantage in recruiting and retaining quality
workers.

Current law partially addresses these concerns with simplified employee pensions,
or SEPs. If a SEP covers 25 or fewer employees, a worker can defer almost $8,000 of
salary annually by having it contributed it to an IRA account in his or her name.

Many believe that these plans are ideal savings vehicles for smaller firms to spon-
sor, because they are not subject to portability losses when employees change jobs.
They are also easier for employers to administer due to their simplified reporting
and disclosure requirements.

Therefore, we are studying the desirability of making tax- deductible contribu-
tons available to SEPs which cover more than 25 employees. Data indicate that if
you were to increase coverage to employee groups of 50 or less, SEPs would be avail-
able to nearly 95 percent of America's businesses. This would potentially allow an
additional five and one-half million workers to accumulate savings through pre-tax
payroll deductions. We are continuing to examine such an increase in SEP coverage,
but we are mindful that any increase in the limit is likely to lose revenue. Because
of the current budget constraints under which we all must operate, we cannot sup-
port your proposal to expand salary reduction SEPs to employers with 100 or fewer
employees.

In conclusion, enhanced pension portability and incentives for expanded coverage
are necessary to maintain the flexibility and adaptability of the voluntary private
pension system. Several provisions of your bill, particularly the simplification of the
distribution rules and repeal of forward averaging, would improve pension portabil-
ity. The Administration will continue to study other proposaIs intended to enhance
pension portability, retirement savings preservation, and expanded coverage. Of
course, in order for the Administration to endorse any legislative proposals in the
current budgetary climate, revenue considerations must be taken into account.
Therefore, because the Treasury Department anticipates that S. 2901 could lose sig-
nificant revenue, the Administration cannot support the bill as currently drafted.

Secretary Dole and I are committed to the integrity of our retirement system. We
are dedicated to meeting these challenges to the future, and we look forward to
working with the Committee to reach these goals.

Thank you for the opportunity to present my testimony. I will be happy to answer
any questions you may have.

PREPARED STATEMENT OF RONALD D. Hovis

Mr. Chairman and members of the Subcommittee, my name is Ronald D. Hovis,
Director-Benefits, Southwestern Bell Corporation. I am pleased to testify today on S.
2901, the "Employee Benefits Simplification Act," on behalf of the Association of
Private Pension and Welfare Plans (APPWP) on whose Board of Directors I serve.
The APPWP's members either directly sponsor or administer employee benefit
plans covering more than 100 million Americans. Thus, the APPWP's members are
keenly interested in the operation of the nation's employee benefit system.

Mr. Chairman, you are to be commended for moving forward the effort to simplify
the private pension system. Nearly a year ago, the APPWP issued a report entitled
"Gridlock: Pension Law in Crisis and the Road to Simplification " S. 2901 represents
a first step down that long road to simplification. No one should be misled into be-



lieving that enactment of S. 2901 will make the pension system simple. It won't. But
the bill, and the-hearings you have convened on this topic last March and again
today, begin to properly draw attention to the compelling need for simplification of
the pension system.

The Employee Benefits Simplification Act should be enacted. But while we feel
that S. 2901 is a good first start, it is not a perfect bill. It does not address certain
matters that are important to simplify the pension system and it includes some fea-
tures that concern us. But if S. 2901 will not make the pension system simple it will
at least make it simpler. After years and years of legislation and regulation that
have added layers of costly and cumbersome complexity to the pension system, it is
refreshing for the employee benefits community to see that a good faith effort is
being made to unpeel some of those needless and duplicative layers.

Enactment of S. 2901 must not be the final word on pension simplification. If it is,
it will be an inadequate response to a pervasive crisis that is infecting the system
that is so vital to the retirement income security of millions of Americans. Rather,
passage of S. 2901 should be the opening volley in a long-term battle to restore logic,
simplicity and vibrancy to the private pension system.

THE PENSION SIMPLIFICATION LEGISLATIVE PROCESS

Before I turn my attention to the specifics of the legislation, allow me to make a
few general comments about the process by which S. 2901 will be considered. Obvi-
ously, if the bill is to be enacted at all this year, it will be as part of some broader
budget reconciliation measure. That process is always fraught with difficulties for
the employee benefits system and it is the budget process that has brought us most
of the worst pension policy results and complexity over the past decade. Thus, the
importance of the Congress and especially the Finance Committee and Ways &
Means Committee members keeping their eye on the objective of pension simplifica-
tion as the broader budget deficit bill is crafted cannot be overstated.

From the APPWP's perspective, S. 2901 contains a few very important elements,
a number of minor positive changes and a few problem areas that we would prefer
to see removed from the bill. As the budget process unfolds and efforts are made to
append whatever provisions of pension simplification possible to the greater budget
package, advocates of pension simplification must stand firm in their commitment
to the provisions of S. 2901 that really provide an opportunity to help simplify the
system. If these provisions cannot be sustained-or if those who would thwart sim-
plification want to extract too great a price in terms of watering down the impor-
tant elements of the bill or making other employee benefits policy changes that are
harmful to the system-then we would strongly urge the supporters of pension sim-
plification to forego the effort and concentrate on doable and positive simplification
at a later date.

The APPWP was very careful in developing the 29 recommendations for simplifi-
cation contained in our "Gridlock" report to avoid changes that represented policy
shifts. Rather, we stressed that for purposes of the simplification effort, whatever
the policy enunciated by the Congress, we want to help ensure that it is achieved in
a way that is less burdensome to the sponsors and participants of pension plans.

Thus, for example, in calling for the repeal of the Internal Revenue Code (IRC)
Section 4980A excise tax on excess distributions, the APPWP was not arguing
against the policy decision to limit tax favored treatment of very large pension ben-
efIts. Congress has already decided that issue. Rather, our point was to stress that
that policy is already achieved by means of the IRC Section 415(e) combined plans
limitation. As such, IRC 4980A and IRC 415(e) represent a classic example of need-
less duplication in the tax code which makes the operation of pension plans more
complex. One or the other section should be removed.

We cite this in order to underscore that while pension simplification is very im-
portant-not just to the APPWP and its members but to the benefits community
and plan participants as well-other agendas in the pension arena should not be
allowed to be interjected into the discussions of achieving meaningful simplification.

8. 2901: ROADMAP FOR A SIMPLER PENSION SYSTEM

Clearly, there are certain elements of S. 2901 that are vital if meaningful simplifi-
cation is to be achieved. These include: the safe harbor for the Average Deferral
Percentage (ADP) and the Average Contribution Percentage (ACP) tests, the long-
awaited simplification of the leased employee rules, narrowing the application of
the IRC 401(aX26) minimum participation rules, improvement of the required begin-
ning date rules for plan distributions under IRC 401(aX9), and a redefinition of
"highly compensated employee."



At the same time, the bill contains provisions that greatly concern the APPWP's
members including the provision requiring the transfer of distributions from quali-
fied plans to IRs and the repeal of five year forward averaging tax treatment of dis-
tributions.

Further, there are other simplification measures not included in S. 2901 that we
would like to see enacted. These include: relief from the top-heavy rules, repeal of
either the IRC 4980A excise tax or the IRC 415(e) combined plan limitation de-
scribed above, repeal of the hardship withdrawal rules for 401(k) plans, and the
streamlining of a wide array of reporting and disclosure requirements that we out-
lined in "Gridlock." I would now like to turn my attention to discussing a few of
these matters in greater detail.
Safe Harbor Alternative for ADP and ACP Tests

The APPWP commends the inclusion in the bill of a safe harbor for relief from
the ADP and ACP tests. 401(k) plans are among the most popular retirement sav-
ings vehicles available in a nation sorely in need of greater savings. The current
tests are very complex, they unfairly operate against the opportunities for savings
among the lower paid of the highly compensated group and they are simpl) not
needed following the Tax Reform Act of 1986 which severely restricted the dollar
contributions to 401(k) plans. Accordingly, we have called for the outright repeal of
the ADP test.

The safe harbor will be helpful to some sponsors and participants-of 401(k) plans.
I want to note that, as written, the safe harbor alternative will not be useful for a
number of plans with generous employer contributions, including Southwestern
Bell. For those whom the safe harbor works and makes economic sense, relief from
applying the ADP and ACP tests and from the need to satisfy the 401(aX4) nondis-
crimination tests will mean significant simplification and the opportunity for more
workers to participate in 401(k) plans. however, the level of employer contributions
required to qualify for the safe harbor will be more than many employers can afford
and, therefore, the safe harbor will prove unusable for many firms. We are com-
pelled to note that the notice requirement associated with use of the safe harbor is
an extra administrative burden, providing little, if any, value to participants and it
is contrary to the goal of simplification.

We are pleased to note that the bill changes the anomalous rule governing the
distribution of excess contributions to 401(k) plans. Current law penalizes those
workers who are among the lowest paid of the so-called highly compensated group
by deeming the excess contributions to be attributable first to those deferring the
highest percentage of compensation. By changing the rule to deem the excess contri-
butions first to the employees who have made the greatest dollar contributions, it
will be the highest income earners rather than the middle income earners who will
feel the full brunt of the rules.

Leased Employee Rules
The rules governing leased employees under IRC 414(n) have been in need of sun-

plification for some time. Presently, one of the requirements for a person to be con-
sidered a leased employee is that the services performed by the individual "are of a
type historically performed, in the business field of the recipient by employees."
Last year the Senate passed a measure that vould have correct,,i these complex
and impractical rules.

The APPWP "Gridlock" report called for simplification of the leased employee
rules and we commend you for including in S. 2901, as we requested, a provision
that replaces the "historically performed test with a test that determines whether
the individual is performing services under the control of the recipient

Required Beginning Date of Distributions
There seems to be some general consensus that simplification is needed with re-

spect to the rules governing distribution of benefits. We were disappointed that nei-
ther the Treasury Department, the Ways & Means Committee staff nor the Joint
Committee on Taxation staff included revisions to the 401(aX9) required beginning
date rules among their recommendations for simplification of the distribution rules.
You are to be applauded, Mr. Chairman, for recognizing the immense complexity of
these rules by modify ing them in S. 2901.

The absurdity of the 401(aX9) rules is evident from their application to my compa-
ny. Southwestern Bell devoted a significant amount of time, energy and money to
understand and implement these rules. Yet, out of a workforce of 64,000 employees,
only two employees were effected by the rules when the first payments were re-
quired under these rules in April 1989. Moreover, these two employees were not
high-paid executives attempting to build-up their estates or extend indefinitely the



tax deferral advantage of their pension funds-as is often charged as the justifica-
tion for these rules-but rather, were rank and file employees who continued to
work past age 70 in order to continue receiving a paycheck. These rules must be
fixed.
Minimum Participation Rules

The original focus of the IRC 401(aX26) minimum participation rules was aimed at
the elimination of individual defined benefit plans which only covered the highest
paid employee of the employer. Through regulations these rules have grown a life of
their own and now appear so broad that virtually all plans are affected by them.
The APPWP has called for repeal or modification of the rules.

The complexity of the rules would be reduced considerably under recently pub-
lished proposed IRS regulations. Section 104 of S. 2901 appropriately goes further by
statutorily restricting the application of the 401aX26) rules to defined benefit plans
and by reducing the minimum number of people who must be covered to qualify
under 401(aX26) Both of these changes are consistent with Congress' original intent
in passing this section of the tax code and represent a significant improvement.

Redefinition of Highly Compensated Employee
The complex definitions of who is a highly compensated employee (HCE) was an-

other area identified in "Gridlock" as ripe fur correction. S. 2901 wisely replaces the
four-pronged test for determining who is an lICE with a two part test. This is a very
helpful improvement which we support.
Redefinition of Compensation

The complex definition of what constitutes "compensation" was another area
identified last year in "Gridlock" as appropriate for simplification. We are pleased
to report that the IRS has responded to the APPWP and the business community's
calls for simplification with recently proposed rules defining compensation which
are improved and simplified. Accordingly, we believe that when you compare the
rules proposed by IRS with the new standards set forth in S. 2901, the proposed
rules are preferable. Accordingly, we commend you for identifying this area as cer-
tainly ripe for simplification but would urge you to drop this change from the bill in
favor of the standards set forth in the proposed IRS rules.
Mandatory Transfers of Plan Distributions

We are at a loss to understand why a "simplification" bill contains extensive pro-
visions requiring transfers of most pre-retirement distributions to an IRA or to an-
other qualified plan. Clearly, this provision adds complexity to the pension system.
We recognize that there currently is a desire in some quarters in Congress and the
Administration to try to further pension portability. Reasonable people may differ
as to whether that concept is a sound one and whether in practice it can be
achieved. One thing is certain: advancing pension portability is a major policy shift
deserving of thorough debate. We do not see it as appropriate for a simplification
bill that is not trying to change fundamental pension policy.

The proposal itself has a number of problems. It would require ongoing communi-
cation between employers and terminated partici pants as transfer IRs are identified
and arrangements are made to transfer account balances. This is especially bother-
some where the termination has not been a cordial one.

The proposal also would change the availability of in-service distributions from
profit-sharing plans. Currently, deferred profit sharing plans may permit in-service
distributions of employer contributions without requiring "hardship" as in a 401(k)
plan. The bill appears to impose the 401(k) hardship requirements on deferred profit
sharing plans: This change would significantly alter the relationship between the
company and participants in thousands of profit sharing plans. It is a fundamental
policy shift. In addition, as we mentioned previously, and as fully described in
Gridlock," the APPWP strongly believes that the broader withdrawal rules avail-

able to non-401(k) plans should be substituted for the complex and administratively
cumbersome hardship rules currently applicable to 401(k) plans.

Finally, the mandatory transfer provision would have the effect of diminishing
voluntary contributions to plans. Due to restrictions imposed on pre-retirement dis-
tributions under the Tax Reform Act of 1986, lower-paid employees are already rec
luctant to make voluntary contributions to deferred plans. Many participants with
pre-1988 contributions were understandably upset that rules were changed after
contributions had been made. The passage of this proposal would underscore that
concern that the rules in operation today may be replaced by even more restrictive
rules in the future-thus resulting in a reduced willingness to make contributions
to plans.



Five Year Averaging
The APPWP is also concerned about the inclusion of the provision to repeal five

year averaging tax treatment of lump sum distributions. Without five year averag-
ing, it would appear that many retiring employees who take lump sum distributions
will be paying taxes at the highest rate even though their contributions and employ-
er contributions were made when the employee was at a lower effective rate. It
would be unfair to tax the distribution of an employee at the highest rate when the
employee's tax rate at the time of the original contribution was perhaps 15 percent.
This will reduce the attractiveness of employees making voluntary contributions.
Moreover, the same applies for employer contributions. Many employees will simply
want their benefits in cash rather than wait for a benefit later when it will be taxed
at a higher rate. We do want to note that the liberalization of the rollover rules
represents a positive change.

CONCLUSION

Again, we commend you for advancing the momentum on the effort to simplify
the pension system. This is essential in order to preserve that system. Many fea-
tures of S. 2901 are laudable. A few are problematic. We pledge to work with you to
help craft simplification legislation that will provide necessary relief to the overly
burdened system-not just this year but into the future as further simplification is
sought.

PREPARED STATEMENT OF SENATOR JAMES M. JEFFORDS

Mr. Chairman, and members of the Oversight Subcommittee, I come before you
today to commend you for initiating important changes to ease the administration
of pensions. The Employee Benefits Simplification Act, S. 2901, is an idea whose
time has truly come. Furthermore, I am delighted that you have also included pen-
sion portability provisions in this bill. For a successful national retirement income
policy, we need greater portability of pension assets. Portability is best achieved by
encouraging the preservation of pension income and the development of portable
pension plan accounts. The distribution and simplified employee pension (SEP) rules
contained in S. 2901 will go a long way toward achieving these objectives and thus
help ensure retirement income security for millions of American workers.

As you know, I am an outspoken advocate of the need to encourage the portability
of pension assets. I have had portability legislation passed twice by the House and
marked up twice by the Senate Labor Committee. In the course of my efforts, I also
testified before the Senate Subcommittee on Taxation and Debt Management on
pension portability in 1988. It is a pleasure to be here today to testify on specific
Senate Finance committee legislation to deal with this issue. I commend you, Sena-
tor Pryor, for your initiative and I am pleased to be a cosponsor of S. 2901.

I would also like to acknowledge Secretary of Labor Elizabeth Dole for her dili-
gent examination of the pension portability issue. S. 2901, in many respects, paral-
lels both the Secretary's and my own previous recommendations in this area. I
firmly believe S. 2901's distribution rules, nondiscrimination safe harbors and quali-
fication requirements for salary reduction SEPs are a step forward in the develop-
ment of sound pension policy. Ido however, have two modifications to suggest and
the remainder of my remarks will concern these points.

(1) My first point is related to my belief that it is important to encourage the re-
tention of spousal distribution rights for pension money transferred to IRA ac-
counts.

Statistics from the Older Women's League show that divorced and widowed
women, over 65, are the poorest people in our nation. At present, 70% of all older,
non-married women rely on Social Security as their primary source of income. In
order to encourage spousal protections and at the same employers the option of di-
rectly transferring the pension accounts of terminated employees into other pension
plans or IRAs that provide for the same joint and survivor annuity options as pro-
vided by the plan. time provide employers some flexibility, I would allow

(2) In addition, I wish to point out that S. 2901 in its current form doesn't permit
the transfer of after-tax employee contributions into eligible transferee plans. Em-

ee after-tax contributions were especially popular in manufacturing companies
before 1986. Employees who saved after-tax monies for their retirement should not
be forced to spend their after-tax distribution money because they can't put this
money into an IRA account. This makes no sense, especially since non-deductible
contributions to IRAs are permitted and must be accounted for separately under



current law. It is ironic that instead of rewarding people for saving after-tax money
for retirement purposes, current law instead penalizes them. Certainly this is no
way to encourage the preservation of pension income for retirement purposes-one
of our main pension policy goals.

In conclusion, I would just like to point out that we as a nation must prepare to
successfully meet the challenge posed by our nation's changing demographics. By
the year 202.5, the average life expectancy for a 65 year old will be twenty years. In
addition, the ratio of active workers to retirees is expected to go from 4:1 to 2:1.
Given these facts, intelligent public policy necessitates that we do all we can to
ensure that baby boomers prepare now for when they retire tomorrow. This means
we must legislate in an unaccustomed way: with an eye towards long term results.

The distribution, non-discrimination and coverage rule changes proposed in the
Employee Benefits Simplification Act are important steps in this direction. These
provisions will help reverse two disturbing pension policy trends: (1) the high rate of
consumption of cashed out pension contributions; and (2) the stagnation in pension
plan coverage.

I appreciate the opportunity to testify today and look forward to working with
you in an effort to make the Employee Benefits Simplification Act public law.

PREPARFD STATEMENT OF DAVID J. KAU1'rER

Thank you, Mr. Chairman, for the opportunity to testify today on a subject of con-
siderable importance to the American Public and to our membership. I am David J.
Kautter, Chairman of the Employee Beriefits Taxation Committee of the American
Institute of Certified Public Accountants Federal Tax Division.

The AICPA is the national, professional organization of CPAs with 290,000 mem-
bers. Our testimony is from the perspective of CPA-tax practitioners who constant-
ly observe the conduct of taxpayers, both individual and business.

First and foremost we would like to compliment Senator Pryor for endeavoring to
simplify the tax rules governing the treatment of private pension plans. We believe
that the existing rules are discouraging fhe establishment of neW retirement plans,
encouraging the termination of existing plans and diverting money to plan adminis-
tration costs and away from plan benefits. We also believe that they are resulting in
significant unintentional noncompliance. In our view, simpler tax rules will en-
hance the viability 'if our nation s private pension system. We view S. 2901, the
"Employee Benefits Simplification Act" as a positive first step in the process of sim-
plifying the tax rules governing qualified retirement plans. We view this step as a
first but important step and we pledge our continuing support in this endeavor.

In testimony before this Subcommittee in March, we proposed that Congress use
the following test as a guide in determining which rules of existing law should be
retained and which should be changed:

Is the incremental contribution to equity made by the rule outweighed by its
incremental contribution to complexity of the law?
We submit that this test is still the appropriate test to apply in judging the appro-

priateness of a statutory provision from a simplification point of view. We have ap-
plied it to the various sections of S. 2901 and have reached the following conclusions
and observations:

TITLE I-NONDISCRIMINATION PROVISIONS

§101 Definition of Highly Compensated Employee.
We support this provision. It would substantially simplify the determination of
who is a highly compensated employee for qualified plan purposes. We also sup-
port the concept of making this determination on the basis of the compensation
paid during the preceding calendar year. This will allow employers to deter-
mine who is a highly compensated employee" early in the plan year and elimi-
nate much of the uncertainty of current law.
We question, however, whether an employer should be precluded from being
able to determine who is a highly compensated employee on the basis of base
pay, especially since base pay may be used to determine compensation for pur-
poses of §414(s).

§102 Definition of Compensation.
We support this provision. We believe that it will substantially simplify the de-
termination of compensation. We also believe that the three choices available to
employers: (1) W-2 wages, (2) W-2 wages plus deferrals under sections 125,



402(aX8), 402(h), 403(b), 457, 414(h) and 501(c) (18), and (3) base pay allows signifi-
cant flexibility to employers in determining compensation.

§103 Modification of Cost of Living Adjustments.
We support this provision. It should provide greater certainty for many plans
by allowing them to know the appropriate indexed limits when their year
begins. The rounding rules will also simplify certain calculations.

§104 Modification of Additional Participation Requirements.
We support this provision. In our view, eliminating the application of §401(aX26)
to defined contribution plans will simplify the tax rules without sacrificing sig-
nificant tax policy concerns. We also support the bill's modifications of the test
with respect to the number of employees that must be covered under a defined
benefit plan.
In view of the revised section 401(aX26) regulations issued by the Treasury De-
partment and the proposed §401(aX4) and §410(b) regulations, we question
whether §401(aX26) is necessary at all. We are willing to wait until these regu-
lations are finalized before making a final decision on whether we believe
§401(aX26) should be repealed entirely.

§105 Nondiscrimination Rules for Qualified Cashi or Deferred Arrangements and
Matching Contributions.
We are reluctant to advocate retention of the current actual deferral percent-
age (ADP) test, even as an alternative to a design based rule. In general, design-
based safe harbor rules contribute to simplicity in plan design and operation.
One of the most frequently misunderstood and misapplied provisions of current
law is the ADP of section 401(k) which is not a design-based test but requires
annual testing of actual elective contributions by eligible participants.
In lieu of the design-based test contained in the proposed legislation, we believe
consideration should be given to a design based rule which would require: (1)
that all employees with a requisite age and year(s) of service and not otherwise
excluded under section 410(b) be permitted to make deferrals under a section
401(k) plan and (2) that notice be given to all eligible employees of their right to
participate in the plan. The ADP test could then be repealed.
As for matching contributions, a design-based rule which requires: (1) all em-
ployees with requisite age and service and not excluded under §410(b) be eligible
to make contributions qualifying for matching employer contributions, (2) notice
be given to all eligible participants, and (3) a uniform rate of employer match,
would effectively preclude matching contributions from being provided in a dis-
criminatory manner. This rule would also allow repeal of the special rules now
provided in section 401(m) which require testing of actual plan operation. If
there is still concern about discrimination, contributions eligible to be matched
could be capped, for example, at 10% of compensation.

TITLE Il-DISTRIBUTIONS

§201 Taxability of Beneficiary of Employees' Trust.
We support the rollover provisions of S. 2901. Allowing any distribution from a
qualified plan, other than a required minimum distribution under §401(aX(9), to
be eligible for rollover treatment will substantially simplify the taxation of dis-
tributions and distribution planning for a large number of taxpayers. It will
also encourage retention of funds originally contributed to retirement plans for
retirement purposes,
We also support the repeal of five year averaging treatment for distributions
from qualified retirement plans. This change coupled with the change in the
rollover rules contained in S. 2901 would substantially simplify the rules gov-
erning the taxation of distributions while encouraging distributions from retire-
ment plans to be used for retirement purposes.
We are concerned with the retention of the definition of a "lump sum distribu-
tion" by the bill for purposes of the net unrealized appreciation rules and the
§401(k) distribution rules. The primary simplification achieved by eliminating
averaging treatment is the elimination of the definition of Up sum distribu-
tion," not the elimination of the averaging computation. Retention of the defini-
tion of "lump sum distribution" for the above purposes undercuts the substan-
tial simplification that elimination of averaging achieves. We believe the defini-
tion should be eliminated for all purposes. -



§202 Qualified Plans Must Provide for Transfers of Certain Distributions to Other
Plans.

We strongly oppose this provision. We believe that the incremental contribution
to complexity of this proposal is outweighed by its incremental contribution to
equity.
In our view, this provision would add unneeded complexity to the tax law. It
will increase the complexity of administering retirement plans, and will require
all plans to be amended.
For example, the portion of a distribution which represents an employee's after-
tax contribution would not be required to be transferred while employer contri-
butions and earnings would. This will require plans with employee contribu-
tions to make two distributions instead of one. It will also require two distribu-
tions in most other cases, one to the transferee plan and a subsequent one to
the participant. This will not simplify plan administration.
We believe that if this provision is enacted, however, section 72(t) should be re-
pealed. In our view, the two sections overlap and including both in the law
would result in unnecessary complexity.

§203 Required Distributions.
We support this provision but we believe additional changes can be made which
would further simplify the rules of §401(aX9).
First, at death, distributions could be required to be paid over the life expectan-
cy of the beneficiary beginning at the decedent's death. There would be no dis-
tinction between situations where an individual dies before or after his required
beginning date. There would also be no distinction between types of benefici-
aries as there is under current law. Second, the calculation of life expectancy
should not be recalculated. The only method of determining life expectancy
would be reducing the initial calculated life expectancy by one each year. Both
of these suggestions are intended to streamline §401(aX9) without altering the
underlying concept.

TITLE if-MISCELLANEOUS PROVISIONS

§301 Treatment of Leased Employees.
No position.
The "historically performed" standard of section 414(n) has led to substantial
confusion. It is unclear to us whether a "control" test would provide any addi-
tional certainty. To the extent the "control" standard is based on a similarly-
worded standard which has developed as part of the common law employment
test, a body of law would be available to help make this determination. This
may provide certainty. We do propose, however, that §414(n) be amended so
that it does not cover independent contractors where no third party leasing or-
ganization is involved and the current reference to §144(aX3) be eliminated.

§302 Elimination of Half-Year Requirements.
We support this provision.

§303 Plans Covering Self-Employed Individuals.
We support this provision. This change would simplify the law and eliminate a
trap for the unwary.
We also believe that consideration should be given to eliminating the last two
sentences in §4975(d) that prohibit loans from qualified plans to owner-employ-
ees.

§304 Full-Funding Limitation of Multiemployer Plans.
No position.

§305 Affiliation Requirements for Employers Jointly Maintaining a Voluntary
Employees Beneficiary Association.
No position.

§300 Treatment of Certain Governmental Plans.
No position.
It is unclear to us why these rules, at least the rules relating to excess benefit
plans, do not apply to all not-for-profit organizations, e.g., §501(cx3) organiza-
tions.

§307 Modifications of Simplified Employee Pensions.



We support this provision with the caveat that we believe salary reduction
SEPs should be subject to the same rules as §401k) arrangements.

§308 Contributions on Behalf of Disabled Employees.
We support this provision.

§309 Distributions Under Rural Cooperative Plans.
We support this provision since it would conform the rules of §401(k) plans
maintained by rural cooperatives to that applicable to other §401(k) plans.

§310 Reports of Pension and Annuity Payments.
We-support this provision.

§311 Date for Adoption of Plan Amendments.
We support this provision but would propose plan years beginning after Janu-
ary 1, 1993.

The balance of my testimony identifies other specific areas of the law where we
believe substantial simpflication can be achieved while retaining virtually all the
underlying legislative policy behind current law. The proposals were submitted to
this Subcommittee as part of our March 23, 1990 testimony. We continue to believe
that these proposals should be considered by the Subcommittee.

GENERAL PROPOSALS

A. Proposal: Use a single set of terms to describe qualified retirement plans in the
Internal Revenue Code-Defined Contribution Plans and Defined Benefit Plans

1. Proposal and Rationale-The Code should be structured around the ERISA
terms-defined contribution and defined benefit plans. The elimination of the "prof-
its" requirement for a profit-sharing plan leaves very little distinction between the
types of defined contribution plans from a definitional point of view. It is difficult to
see what policy purpose is now served by using two terms in the Code to describe
each plan (defined contribution and defined benefit v. profit sharing, stock bonus
and pension). While distinctions would continue to be permitted between the types
of defined contribution plans, those distinctions would be meaningless in applying
the qualification, deduction, and distribution rules. For example, an employer could
still establish a plan calling for either fixed or discretionary contributions or one
that mandates distributions in employer stock.

2. Reduction of Complexity Achieved-This proposal would allow taxpayers to
use one set of terms to apply the qualification, deduction and distribution rules.
This proposal would also conform the terminology of the Code to the terminology of
Title I of ERISA (the rules administered by the Department of Labor) facilitating
the ability of taxpayers to understand both the non-tax and tax consequences of
their actions.

Specifically, §§401(aX27) and 401(aX23) would be repealed. The changes required to
§404 will be discussed later in the paper.
B. Proposal: Segregate leveraged ESOPs from the qualified plan requirements and

treat them as a separate financing vehicle
1. Proposal and Rationale-The leveraged ESOP requirements should be removed

from the qualified plan rules and collected in a separate subchapter of the Code.
The rationale is that, in substance, leveraged ESOPs have tended to be a financing
vehicle rather than a retirement vehicle, although they have attributes of both.
There are a number of requirements that are unique to leveraged ESOPs which
appear throughout the qualified plan rules. Unless someone is intimately familiar
with all these rules and their location in the Code, the chance of their overlooking a
particular requirement is unnecessarily high. Isolating these rules from the quali-
fied plan rules would eliminate a source of complexity in the qualified plan rules,
recognize the unique nature of leveraged ESOPs, and collect all the related rules in
one subchapter.

It is not being proposed that the leveraged ESOP rules be repealed. What is being
proposed is that these requirements be collected separately in their own subchapter
so that someone need not be an ESOP expert in order to answer a question with
reset. to them.

2. Reduction of Complexity Achieved-When dealing with qualified retirement
plans, the following sections would no longer need to be considered: §§401(aX28), 409,
404(aX9), 404(k), 415(cX6), 4975(eX7), and 4975(dX3). These sections would be collected
in a separate subchapter of the code.
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PLAN QUALIFICATION PROPOSALS

A. Proposal: Repeal the top-heavy rules
1. Proposal and Rationale-The special rules of §416 should be repealed. While

§416 served a purpose when it was passed, one limitation imposed by §416 ($200,000
cap on compensation) now applies to all plans and another (faster vesting) is virtual-
ly the same for top-heavy and non-top-heavy plans. The other significant difference
between top-heavy and non-top-heavy plans involves benefit accrual, and with
recent changes in the permitted disparity rules in TRA 86, this difference is signifi-
cantly less than it was in 1982. The regulations to be issued under §401(aX4) could
provide further guidance if any perceived gaps exist.

The top-heavy rules also contain their own definition of the employees in whose
favor discrimination is prohibited ("key employee"). Following TRA 86, most Code
sections affecting discrimination use the term ',"highly compensated employee." At a
minimum, the use of the term "key employee should be eliminated andthe TRA
86 definition of highly compensated employee substituted.

In view of the fact that virtually all plans must include these provisions, and that
the incremental benefit of the top-heavy rules has been diminished by subsequent
changes in the Code, these provisions could be eliminated with little adverse impact
on participants and reduce complexity in the law and plan documents.

2. Reduction of Complexity Achieved-Repeal of §§416 and 401(aX1OXB) and the
yearly testing that is required under the provision.

B. Proposal: Eliminate the ability to provide medical benefits to retirees from quali-
fied plans

1. Proposal and Rationale-Provided other adequate means are available for pre-
funding retiree medical expense, qualified retirement plans should not be allowed to
provide medical benefits for retirees. Qualified retirement plans should be plans of
deferred compensation designed to replace wages upon retirement, not plans de-
signed to replace an employee's entire compensation arrangement. These accounts
cause additional complication in plan documents, plan administration, and plan
design.

It is not being proposed that employers not be allowed to pre-fund any of their
retiree medical liability. Those who wish to pre-fund this obligation could do so on a
tax-preferred basis by utilizing a voluntary employee beneficiary association (VEBA)
described in §501(cX9). In order for this to be an adequate alternative, however, the
VEBA rules need to be amended so that employers can more adequately fund their
retiree health obligations, e.g., earnings on funds set aside for retiree health obliga-
tions should not be subject to unrelated business income tax.

2. Reduction of Complexity Achieved-The elimination of §§401(h) and 4150) and
modification of §404(e).
C Proposal: Simplify the distribution of qualified preretirement survivor annuity

(QPSA) notices
1. Proposal and Rationale-The QPSA notice should be required to be provided

only to individuals within a reasonable period after they become plan participants.
There is little logic in providing this notice only at the current age range, since

most employees are sophisticated enough to understand the notice at any age. This
provision has simply resulted in an increased compliance burden for plan sponsors
without a commensurate return, either in , nderstanding on the part of the partici-
pants, or in achieving effective disclosure.

2. Reduction of Complexity Achieved-Thib would result in the repeal of
§417(aX3XBXiiXI).

BENEFIT ACCRUAL PROPOSALS

A. Proposal: Expand the coverage rules for 401(k) plans to include employees of tax.
exempt organizations and eliminate the separate rules in §403(b)

1. Proposal and Rationale-It is difficult to understand why tax-exempt organiza-
tions are prevented from making salary deferrals available under §401(k), and yet
can make salary deferral elections available in an even more liberal fashion under
§403(b).

In addition, there appears to be no compelling policy justification for requiring
employees of tax-exempt organizations to participate in annuity contracts or custo-
dial accounts rather than in the investments available to employees of non-tax-
exempt organizations. The repeal of §403(b) should be considered In an age where
self-directed countss are very commonly available through any of the large, nation-
al brokerage firms or other financial institutions, individual accounts are relatively



easy to establish, not very costly, and much more convenient for employees of tax-
exempt organizations than when §4031b) was enacted.

In order to simplify the Code, tax-exempt organization employees should be treat-
ed the same as all other employees for salary deferral purposes. Thus, employees of
both types of organizations should participate in identical plans, have the same
salary deferral amount as a ceiling, and have the same plan investment alternatives
available to them. This proposal, when combined with the previous proposal con-
cerning section 401(k) plans, would provide for a uniform set of rules which could
easily be administered by plan sponsors and the IRS.

2. Reduction of Complexity Achieved-This would have the effect of repealing
§403(b) and extending the 401(k) plan rules to employees of tax-exempt organiza-
tions.
B. Proposal: Eliminate the ability of employees to make after-tax contributions to

qualified retirement plans
1. Proposal and Rationale-The ability of a qualified plan to accept voluntary

after-tax employee contributions should be eliminated and §401(m) should be re-
pealed. The rationale is one that is motivated solely by a desire for reducing com-
plexity.

Allowing after-tax employee contributions to be made to qualified plans now re-
quires plan administrators to separately account for these amounts annually to
ensure that the tests of §401(m) are met. These amounts must be separately identi-
fied when distributed to participants and involve a separate subset of rules in the
distribution area to determine what is taxable to a participant and what is a recov-
ery of the participant's basis. These rules are complicated both from a technical and
a plan administration perspective.

The elimination of voluntary after-tax contributions would not only reduce com-
plexity in the statute but would also reduce complexity in the administration of
ualified plans. Adoption of this proposal would not leave employees without tax-
eferred investments because individual Retirement Accounts (IRAs) on a non-de-

ductible basis under §408o) (which were not available until tax years beginning
after 1986), tax-deferred annuities, and other investment products such as municipal
bonds are offered in this category. Further, the existence and rapid acceptance na-
tionally of pre-tax deferrals in 401(k) plans has made the after-tax contribution a
less attractive alternative for employees.

If Congress decides that employees should be allowed to fund larger tax deferred
savings accounts for their retirement by using after-tax contributions, the existing
rules for IRA after-tax contributions could be amended to increase the allowable
level of contribution.

With §401(m) repealed, matching contributions would be subject to the nondis-
crimination principles in §401(ax4). The statute could provide that if matching con-
tributions are available at the same rate for all employees, the matching contribu-
tions would be deemed to be nondiscriminatory.

2. Reduction of Complexity Achieved-The following Code sections governing
plan qualification can be repealed if voluntary after-tax employee contributions are
eliminated: §§401(aX19), 401(m), 411(c), and 411(dX5). In addition to reducing com-
plexity in the qualification area, the elimination of voluntary after-tax employee
contributions will reduce complexity in the area of distribution planning and the
taxation of distributions. For example, if voluntary after-tax employee contributions
are repealed, the portion -of §72 which deals with the recovery of the employee's
basis could be eliminated, §402(aX5XB) could be repealed and the second sentence of
§402(aX1) could be repealed. A transitional rule could be provided to facilitate the
distribution of existing voluntary after-tax contributions from qualified plans. For
example, participants could be allowed to transfer these amounts, with or without
earnings, to an IRA.
C. Proposal: Eliminate the permitted disparity rules (Social Security integration

rules) or return to a modified version pre-87 integration
1. Proposal and Rationale-The concept of permitted disparity should either be

altogether eliminated or substantially simplified. A complete repeal of permitted
disparity rules would reduce the complexity of the qualified plan area and would
generally provide greater benefits to employees in those plans currently using the
permitted disparity rules. Repeal of the disparity rules could, however, lead to ter-
mination of existing plans. Therefore, if complete repeal is not desired, the rules
should be simplified. For example, the pre-TRA 86 rules could be reinstated with a
minimum benefit required for all plan participants.

2. Reduction of Complexity Achieved-This proposal would repeal §§401(1),
401(aX5), and 401(aX15).



D. Proposal: Simplify the combined plan limitations of §415(e) and repeal §4980A
1. Proposal and Rationale-Employees who are benefited by a defined benefit

and defined contribution plan of the same employer should be subject to either
§4154el or §4980A but not both.

If §415(e) is to be retained, then §4980A should be repealed. If §41,(e is retained.
it should be revised to be based on a plan design approach rather than on an actual
accrued benefit a-roach. For example, if 100% of the defined benefit plan limit is
being accrued for an individual, then only 25% of the maximum defined contribu-
tion limit would be provided for an individual under a defined contribution plan.
iThese percentages are used for illustrative purposes only.) This would eliminate the
need for the annual cumulative calculation that is required under current law.

If, however, §4980A is maintained in the law, then §415(e) should be repealed and
the maximum benefit should be allowed to accrue in both defined benefit and de-
fined contribution plans.

We believe that the better course of action is to repeal section 49S(A.
2. Reduction of Complexity Achieved-The simplification achieved is the repeal

of either §415(e) or §4980A.
E. Proposal: Simplify the coverage rules by repealing the second part of the average

benefits test
1. Proposal and Rationale-The average benefits test should be repealed. Section

410(b) is designed to test coverage and not benefit accrual. There are other sections
of the Code that deal with nondiscrimination in benefit accrual and that concept
should not be tested with coverage. This approach add's complexity and substantially
overlaps with other requirements of the law such as §401(aX4).

An alternative approach would be to conform the §401(aX4) test to the §401b) test
by statute so employees would have a uniform set of values to apply.

2. Reduction of Complexity Achieved-The simplification achieved is the repeal
of the average benefits test found in §410bX2XAXii).

DEDUCTION PROPOSAlS

A. Proposal. Apply §404(akl) on' to defined benefit plans
1. Proposal and Rationale-Given the earlier proposal to classify all plans as

either defined benefit or defined contribution plans, §.04(aXl) would only apply to
defined benefit pension plans.

2. Reduction of Complexity Achieved-The reduction in complexity achieved
would be the consistent treatment of money purchase pension plans throughout the
Code.
B. Proposal: Apply §404(a3) to all defined contribution plans

I. Proposal and Ratlonale-Section 104(aX3) should limit the deduction for all
types of defined contribution plans instead of for just profit-sharing and stock bonus
plans. After this change, the deduction limit for money purchase plans would be
found in §404(aX3). A further simplification is the coordination between the 15% de-
ductibility limit in §404(aX3) and the 25% contribution limit in §41,5(c). The §415(c)
and §404(aX3) limits would be the same, for example, 25% of compensation.

2. Reduction of Complexity Achieved-Again, one set of terms would be used con-
sistently throughout the Code. This proposal would also eliminate the necessity of
maintaining two plans, a money purchase pension plan and a profit-sharing plan to
achieve the maximum level of contribution allowable under law for defined contri-
bution plans, while retaining maximum flexibility.

DISTRIBUTION PROPOSALS

A. Proposal: Simplify hardship withdrawals from 401(k) plans
1. Proposal and Rationale-The rules governing hardship distributions from

qualified plans could be substantially simplified by specifying certain situations in
the statute which would be corsidered a hardshi for distribution purposes, e.g.,
purchase of a principal residence, teucation, or medical expense. In addition, no sus-
pension from plan participation would be imposed on account of a hardship with-
drawal.

An alternative to simplification would be elimination of hardship withdrawals.
Elimination of hardship withdrawals, however, might discourage nonhighly compen-
sated employees from participating in §401(k) plans.

2. Reduction of Complexity Achieved-The complicated plan amendments re-
quired as a result of the proposed and final regulations on hardship withdrawals in
401(k) plans which were issued on August 8, 1988 would no longer be needed and



the role of plan administrators in administering affected 401iki plans both now and
in future years would be simplified.

CONTROLLED GROUP PROPOSALS

Proposal: Better define the terminology used in §§41.4n and 414n) and repeal
4 14 o.

1. Proposal and Rationale-The §414(nm' affiliated service group definitions under
the Code and the regulations are extremely complex. If Congress wishes to prevent
the perceived abuse at which §414rnix2) was aimed, it appears that much of the
complexity would have to remain. However, it would be helpful if some of the terms
used in the Code were more clearly defined. The use of too many qualitative terms
causes plan sponsors and their advisors to spend extra time and effort in attempting
to interpret them.

First, the definition under §4141mX2XA'Aii1 could be Lhanged to state that "if more
than 25% of the services performed by the A organization are for the first service
organization" instead of using the amorphous term of "regularly performed." Also,
deminimis ownership should be ignored under §414(ni'2XAKi), e.g. ownership of less
than 1%7. Under the B organization definition, the phrase "significant portion"
should be defined as 257 or more.

With respect to §414(m)5), the "principal business" should be defined in the Code
as the business constituting 501% of gross revenues. In addition, firin management
functions should be defined as executive type functions rather than permitting the
regulations to expand that definition to include professional services. Simply render-
ing professional services for another organization should not cause the individual
providing the service to be aggregated with the recipient organization on that basis
alone.

Finally, §414(o) should be eliminated entirely as it has made it virtually impossi-
ble for a sole proprietor and other small businesses to determine eligibility for pen-
sion plan contributions when it is involved in any way with any other entity. For
example, an employee who is a 5% owner of a company and who also works for
another company must determine whether the two companies are recipients under
§1.414(n)-i (bX2) and (bX6), which in turn, requires an analysis under §§414(b), (c),
(m), ind (o) and also under §144(aX3), and with respect to any organization under
§§414(b), (m), and (o) and §1 44(aX3) requires an analysis of whether there is aggre-
gation under §§267, 707(b) or members of controlled groups as defined in §1563 sub-
stituting 50% for 80%- This an-1ysis is beyond the ability of most sole proprietors
(and many practitioners), and would probably cost more in advisor's fees than what
many sole proprietors would gain by taking the pension plan deduction.

2. Reduction of Complexity Achieved-Making the statute more specific will
assist plan sponsors and their advisors in interpreting and applying these provi-
sions.

PREPARED STATEMENT OF LEO J. LANDES

My name is Leo Landes. I represent the Joint Retirement Board of the United
Synagogue of Alnterica. I have also been a member of the steering committee of the
Church Alliance since its inception, some 12 years ago. Two years ago I was chosen
as president of the Church Pensions Conference which includes over fifty religious
denominations. I have two brothers who are rabbis. My father and grandfather were
rabbis.

Our Synagogues support S. 2902 wholeheartedly. S. 2902 for the first time would
collect in two separate places in the Code those rules relating to qualified church
plans and retirement income accounts. If in the future Congress enacts legislation of
general applicability, it will not by accident impinge on church plans.

Of great interest to us is that S. 2902 would simplify the retirement income ac-
count rules applying to churches and church ministry organizations. In the Jewish
faith these organizations often tend to be very small, being staffed by a rabbi and
perhaps a part-time secretary. We cannot handle complex rules and cannot afford to
pay professionals for expertise.

We have also been concerned that ministers and rabbis who are self-employed or
who are chaplains in hospitals and other institutions may be unable-because of
technicalities in the Code-to participate in the church retirement plans of their de-
nominations. S. 2902 resolves these technical problems that at present prevent such
participation for no good reason.

The ability of ministers and rabbis to participate in unfunded deferred compensa-
tion plans of churches and church-related organizations has been of great impor-



tance to them. S. 2902 broadens the categories of organizations which ate exempted
from the stringent rules of Section 917. Under S. 2902 all churches and organiza-
tions which are associated with a church denomination, but not church-related uni-
versities and hospitals, are exempted from the rules of Section 457.

We will do everything we can to help carry through S. 2902 to enactment in 1990.

PREPA1,FI STATEMENT OF GARY S. NASH

ery name is Gary Nash, and I am the Secretary of the Church Alliance and Gen-
eral Counsel of the Annuity Board of the Southern Baptist Convention.

I)uring the 15 years that I have served as Secretary of the Church Alliance,
churches have been faced with a tremendous volume of employee benefits legisla-
tion. Whenever a new piece of employee benefits legislation is proposed, the legisla-
tion typically does not recognize the unique structure and needs of church retire-
ment and welfare benefits plans, and the m-mbers of the Church Alliance conse-
quently have had to spend significant amounts of employee time and funds in ex-
plaining to Congress why a particular rule is unworkable or simply not needed.

The Church Retirement Benefits Simplificatior. Act of 1990 (S. 2902) introduced by
Senator David Pryor on July 25, 1990, is an important step for the churches in deal-
ing with this constant onslaught of employee benefits legislation.

Over the last decade, staff members of the tax-writing committees of Congress and
aides of several concerned Members of Congress have discussed with representatives
of the Church Alliance the need for the rules that apply to church plans to take
into account the unique needs and characteristics of church retirement and welfare
benefit programs.

S. 2902 creates a new section 401A, applicable only to "qualified church plans,'
and modifies section 403(b) for churches. In addition, and most importantly, . 2902
provides that new section 401A and the portion of section 403(b) that applies to
churches will be "walled off," so that future changes made for non-church employ-
ers in section 401(a) and section 403(b) will not apply to church retirement plans
unless specifically made applicable thereto. This provision is the cornerstone of S.
2902.

S. 2902 simplifies and brings workable consistency to the rules applicable to
church plans. Under current law, plans of churches and "qualified church con-
trolled organizations" are not subject to coverage rules under section 403(b). We
think Congress was correct when in 1986 it determined that churches and church
ministry organizations should not be subject to new coverage rules under section
403(b) S. 2902 would provide the same treatment under new section 401A for quali-
fled church plans, other than for plans maintained by church hospitals, colleges and
universities. S. 2902 would also level the playing field for plans of church hospitals,
colleges and universities so that section 402(b) annuity programs and section 401A
plans maintained by these organizations will be subject to the same set of coverage
rules.
S. 2902 would also resolve another important problem churches face ;n adminis-

tering their retirement and welfare benefit pla:s. For example, a number of minis-
ters are employed as chaplains in hospitals, halfway houses, and government pris-
ons. S. 2902 makes it clear that these ministers can continue to participate in
church retirement and welfare benefit plans and also clarifies that their participa-
tion in these plans will not in any way affect the plan of the organization that is
considered to be their actual employer under the tax laws. This is an extremely im-
portant provision to ministers who, at their church's encouragement, have stepped
outside the pulpit to carry on their ministry in the secular arena.
S. 2902 would also permit IRA-type qualified voluntary employee contributions to

be made to church plans (subject to the deduction limitations currently applicable to
IRAs) Ministers and lay workers are more likely to contribute to such programs
than to an IRA due to the greater confidence in and familiarity with the denomina-
tional church pension board.
S. 2902 would also deal with a number of other issues that prove troublesome to

church pension boards administering their retirement and welfare benefit programs
under present law. My comments here today have only provided a brief overview of
certain portions of S. 2902. A detailed explanation of S. 2902 is being filed today in
the record of this hearing.

The members of the Church Alliance and their counsel stand ready to work with
members of the Senate Finance Committee to ensure that this important piece of
legislation is passed. I will be happy to answer any questions you may have about
the legislation at this time.



RESPONSES BY MR. NASH TO QUESTIONS SUBMiirrED BY SENATOR PRYOR

Question No. 1. Would you briefly describe some of the problems churches have
complying with existing pension law?

Answer. In general, the complexity of the tax laws with respect to retirement
plans has caused churches and church pension boards to have to divert mission
moneys and personnel and to spend significant time and financial resources in
trying to understand often unworkable and unnecessary rules in the context of
church organizations in efforts to comply with these rules instead of devoting such
resources to the historic missions of churches. It is believed that these highly com-
plicated rules were designed for tightly-knit corporate conglomerates or small orga-
nizations with high abuse potential and not with the church employee benefits com-
munity in mind.

Specifically, church denominations have problems complying with, among others:
coverage testing rules; the required distribution rules; the additional participation
requirements; the restrictions on coverage of self-employed ministers and ministers
serving as chaplains for certain employers; the employee aggregation rules; and the
artificial separation of church denominations into churches, qualified church-con-
trolled organizations ("QCCOs"), and non-QCCOs, pursuant to the rules in an inap-
propriate Social Security provision.

Compliance problems emerge principally because of the manner in which church
denominations have historically chosen to govern themselves and to carry out their
missions effectively. In some denominations (those that reflect a hierarchical polity),
the national pension board may be able to control the provision of retirement bene-
fits to both ministers and lay workers. In other denominations (those of a Presbyte-
rian, connectional or congregational polity), that control typically is not present.
These different forms of government also make it difficult to determine which orga-
nization (or, more likely, organizations) are to be treated as a minister's or lay work-
er's employer for' purposes of applying certain coverage testing rules. Other prob-
lems also stem from these denominational organizational differences.

Question No. 2. Do you think it is important to have a separate Code section for
pension rules?

Answer. Since 1974 when ERISA was enacted, there have been a number of Code
amendments due to comprehensive legislation affecting retirement plans. These
have created many problems for church retirement plans, both those described in
section 401(a) and 403(b). It is felt that much of this legislation should not have been
applied to church retirement plans.

The reason for creating a separate Code section for qualified church plans and
also for isolating the provisions relating to church section 403(b) programs is that if
Congress enacts legislation generally applicable to plans maintained by for-profit
employers, this legislation would not inadvertently affect church retirement plans.
Of course, Congress may decide to make any new legislation applicable to church
retirement plans, but in such case the appropriateness of the legislation for church
retirement plans would have been weighed. A separate Code section for church pen-
sion rules is very important to the churches.

Question No. d. What would be the major accomplishments of S. 2902?
Answer. A major accomplishment of S. 2902 would be the simplification and

making parallel the rules in the Code for qualified church plans and section 403(b)
annuity plans, two primary means churches use to provide retirement benefits for
ministers and lay employees. The simplified rules would not apply to church-related
universities and hospitals. Another major accomplishment would be the isolation in
the Code of rules affecting church retirement plans so that a change in the rules
that apply to plans maintained by for-profit employers would not necessarily impact
church retirement plans. A further major accomplishment would be the elimination
of the artificial division of church denominations into churches, qualified church-
controlled organizations ("QCCOs"), and non-QCCOs for purposes of applying the
rules for section 403'b) annuity plans. S. 2902 would treat as part of the church all
churches and churc.--related organizations described in section 414(e), but the sim-
plified rules would not be extended to church-related universities and hospitals.

Question No. 4. Are the vesting requirements contained in S. 2902 appropriate for
church plans?

Answer. The vesting requirements in S. 2902 would be the 10-year vesting and the
5- to 15-year vesting schedules. For qualified church plans, these schedules are more
strict than current rules, but the churches believe that these vesting schedules are
fair and appropriate for church retirement plans.

Question No. 5. What are the particular problems with self-employed ministers
and chaplains?
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Ansuer. Section 403(b) requires that a participant of an annuity plan described in
such section must be an "employee" of a section 501(cX3) organization. For this pur-
pose, self-employed ministers are not considered "employees." Moreover, ministers
may serve as chaplains in prisons and the uniformed services and thus are not em-
ployees of section 501(cX3) organizations. There is no apparent policy rationale that
suggests that self-employed ministers and chaplains, acting in the exercise of their
ministry, should not be able to be covered by the church retirement plans of their
denominations.

Question No. 6. Why are the restorations of "QVECs" so important to churches?
Answer. S. 2902 would restore qualified voluntary employee contributions

("QVECs") for church plans because ministers and lay employees have confidence in
their denomination's pension board and may prefer to contribute to a church plan
QVEC for retirement purposes rather than to a bank-administered IRA, because a
church pension board may make investments that are more acceptable than those
an administrator of an IRA may make. For example, a church pension board may
decline to invest in industries whose product may conflict with religious beliefs.

The rules and limits in S. 2902 for QVECs are the same as those that apply to
IRAs, and thus S. 2902 would not create a new retirement savings vehicle but
merely an IRA alternative.

PREPARED STATEMENT" OF SENATOR DAVID PR7,OR

Last March, this subcommittee held a hearing on the administration and com-
plexity of current pension law. We heard from witnesses with a wide range of inter-
ests and virtually all agreed that current pension law is enormously complex and
costly.

Since the hearing, we have consulted with a wide range of interested parties to
develop legislation which would simplify major components of current law. We have
learned that simplification isn't simple: balancing flexibility, simplicity and worker
protection are not easy. We believe, however, the Employee Benefits Simplification
Act, S. 2901, which I introduced last week, constitutes a significant first step toward
reducing the complexity of the present pension rules.

The majority of S. 2901 focuses on areas of current law where considerable com-
plexity and inconsistencies could be eliminated. These include the definitions of
compensation and highly compensated employees, modification of plan participation
requirements, and simplification of distribution rules to generally permit benefici-
aries to roll over any portion of a distribution to an IRA or another qualified plan.
In addition, the legislation addresses a number of policy issues which will correct
problems or clitrify the law in areas such as the full funding limit for multi-employ-
er plans, permitting excess benefit plans for State and local governments, and the
right to have VEBAs on a national scale.

Finally, the Employee Benefits Simplification Act contains a provision to encour-
age savings, an issue that has been of great concern to the Chairman of the this
committee. The bill would require pre-retirement lump sum distributions to be
rolled over to an IRA or other qualified pension plan. Recent evidence suggests that
pre-retirement distributions are becoming more prevalent and that these.distribu-
tions are frequently not saved until retirement. Secretary Dole has raised important
questions about the need to preserve retirement income and to expand pension cov-
erage. We look forward to the Department of Labor's views on S. 2901 as it relates
to these issues.

This morning will we also hear from a panel on S. 2902, the Church Retirement
Benefits Simplification Act. This legislation would modify existing law to bring
greater consistency and clarity to pension policy as it is applied to churches. Be-
cause of their unique organizational structure, current pension law is often inappro-
priate and unadministerable when applied to churches, but we believe S. 2902 would
correct these problems.
Attachments.
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INTRODUCTION

The Subcommittee on Private Retirement Plans and Oversight of
the Internal Revenue Service of the Senate Committee on Finance
has scheduled a public hearing on August 3, 1990, to review the In-
ternal Revenue Code rules relating to private pension plans and
possible options for simplification of pension plan rules. The hear-
ing will focus on S. 2901, the Employee Benefits Simplification Act,
introduced by Senator Pryor and others on July 25, 1990, and S.
2902, the Church Retirement Benefits Simplification Act, intro-
duced by Senator Pryor on July 25, 1990.1

This pamphlet,2 prepared by the staff of the Joint Committee on
Taxation, provides a discussion of present law and issues relating
to simplification of the Federal income tax rules applicable to tax-
qualified retirement plans and S. 2901. Part I of the pamphlet is a
summary. This is followed by a discussion of the present-law Feder-
al tax rules regarding tax-qualified plans (Part II), a description of
S. 2901 (Part III), and discussion of pension plan simplification
issues (Part IV).

For a description of S. 2902 the Church Retirement Benefits Simplification Act, see Joint
Committee on Taxation, Simplification of Tax Rules Relating to Employee Benefit Programs
Maintained by Churches (S. 2902) (JCX-24-90). August 3, 1990.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Simplification of
Present.Law Tax Rules Relating to Qualified Pension Plans (S. 2901, the Employee Benefits Sim-
plification Act) JCS-24-90, August 3, 1990.
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I. SUMMARY
Present-law rules relating to qualified plans

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is accord-
ed special tax treatment under present law. The employer main-
taining the plan is entitled to a current deduction (within limits)
for contributions to a qualified plan even though an employee is
not required to include qualified plan benefits in income until the
benefit , are distributed from the plan. The purpose of the tax bene-
fits for qualified plans is to encourage employers to establish non-
discriminatory retirement plans for their employees.

Qualified plans are broadly classified into two categories: defined
contribution plans and defined benefit pension plans. There are
several different types of defined contribution plans, including
money purchase pension plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs).

The qualification standards and related rules governing qualified
plans are generally designed to ensure that qualified plans benefit
an employer's rank-and-file employees as well as the employe,-'s
highly compensated employees. They also define the rights of plan
participants and beneficiaries and provide limits on the tax defer-
ral possible under qualified plans.

The qualification rules include minimum participation rules that
limit the age and service requirements an employer can impose as
a requirement of participation in a plan; coverage and nondiscrim-
ination rules designed to prevent qualified plans from discriminat-
ing in favor of highly compensated employees; vesting and accrual
rules which limit the period of service an employer can require
before an employee earns or becomes entitled to a benefit under a
plan; limitations on the contributions made on behalf of and bene-
fits of a plan participant; and minimum funding rules designed to
ensure the solvency of defined benefit pension plans. The Code also
contains rules regarding the taxation of qualified plan benefits; ter-
minations of qualified plans; and rules designed to prevent plan fi-
duciaries and others closely associated with a plan from misusing
plan assets.

The present-law rules governing qualified plans originated in the
Employee Retirement Income Security Act of 1974 (ERISA). ERISA
forms the basis for the current private pension system. The rules
enacted in ERISA have been revised several times. The most com-
prehensive revision to the qualification rules since the enactment
of ERISA was made by the Tax Reform Act of 1986.

Summary of S. 2901
S. 2901, the Employee Benefits Simplification Act, modifies the

present-law rules relating to qualified plans and certain other
(2)
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types of employee benefit plans. In particular, the Act (1) modifies
the definitions of highly compensated employee and compensation;
(2) changes the timing of cost-of-living adjustments to dollar limits
applicable to certain pension requirements and provides for round-
ing of such limits; (3) modifies the minimum participation rule (sec.
401(aX26)) and provides that the rule (as modified) applies only to
defined benefit pension planr; (4) provides design-based safe harbor
rules for satisfying the special nondiscrimination rules applicable
to qualified cash or deferred arrangements (sec. 401(k)) and employ-
er matching contributions (sec. 401(m)); (5) modifies the distribution
rules relating to pension plans by (a) liberalizing the circumstances
in which a distribution may be rolled over tax free, (b) eliminating
5-year averaging for lump sum distributions from qualified plans,
(c) requiring that certain distributions be transferred tax free in a
trustee-to-trustee transfer to an eligible transferee plan, and (d) re-
peals the repluiiehert that distributions to qualified plan partici-
pants begin by age 70-1/2 (sec. 401(aX9)) and generally replaces it
with the required beginning date in effect before the Tax Reform
Act of 1986; (6) modifies the definition of leased employee; (7) pro-
vides that the 150 percent of current liability full funding limit
does not apply to multiemployer plans; (8) expands the circum-
stances under which a group of unrelated employers may establish
a voluntary employees' beneficiary association (VEBA); (9) modifies
the limits on contributions and benefits (sec. 415) as they apply to
governmental plans; and (10) makes other miscellaneous changes to
the pension rules.

Simplification issues
The Federal laws and regulations governing employer-provided

retirement benefits are recognized as among the most complex set
of rules applicable to any area of the tax law. There are several
sources for this complexity, including the interaction of retirement
policy and tax policy, the volume and frequency of employee bene-
fits legislation, the structure of the workplace, the need to take
into account the great variety of crnpensation and benefit pack-
ages, the desire for certainty in the law, and transition rules.

In analyzing any proposal to simplify the pension rules, the fol-
lowing issues are important: (1) the extent to which the proposed
change is consistent with the underlying policy objectives of the
rule that is altered; (2) whether a complete revision of rules that
employers and plan administrators understand and use should be
made solely in the interest of simplification; (3) whether additional
legislation with respect to a rule that has already been subject to
significant legislation itself creates complexity; (4) the extent to
which transition rules and grandfather rules contribute to com-
plexity; and (5) whether any attempt to simplify the rules relating
to employer-provided pension plans should be required to be reve-
nue neutral with respect to present law.



II. PRESENT-LAW RULES 3

A. Overview of Qualified Plans

In general
A plan of deferred compensation that meets the qualification

standards of the Internal Revenue Code (a qualified plan) is accord-
ed special tax treatment under present law. Employees d) not in-
clude qualified plan benefits >i gross income until the benefits are
distributed even though the plan is funded and the benefits are
nonforfeitable. Tax deferral is provided under qualified plans from
the time contributions are made until the time benefits are re-
ceived. The employer is entitled to a current deduction (within
limits) for contributions to a qualified plan even though an employ-
ee's income inclusion is deferred. Contributions to a qualified plan
are held in a tax-exempt trust.

The special tax benefits for qualified plans and qualified plan
benefits represent a significant tax expenditure. For fiscal year
1991, the tax expeiiditure for the net exclusion for pension contri-
butions and earnings is estimated to be $52.2 billion.4

The policy rationale for this tax expenditure is that the tax bene-
fits for qualified plans encourage employers to provide retirement
benefits for their employees. This reduces the need for public as-
sistance and reduces pressure on the social security system.

The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an em-
ployer's rank-and-file employees as well as highly compensated em-
ployees. They also define the rights of plan participants and benefi-
ciaries and provide some limit on the tax benefits for qualified
plans.

Qualified plans are broadly classified into two categories based
on the nature of the benefits provided: defined contribution plans
and defined benefit pension plans.

Under a defined benefit pension plan, benefit levels are specified
under a plan formula. Benefits under a defined benefit pension
plan are funded by the general assets of the trust established
uncer the plan; individual accounts are not maintained for employ-
ees participating in the plan.5

3 This pamphlet is limited to a discussion of the Internal Revenue Code rules relating to tax-
qualified retirement plans. In addition to the rules in the Internal Revenue Code, throlabor law
provisions of the Employee Retirement Income Security Act of 1974 tERISAt contain extensive
rules regarding employee benefit pension plans. For a more detailed description of the qualifica-
tion rules, see Joint Committee on Taxation, Present-Lau' Tax Rules Relating to Qualified Pen-
sion Plans (JCS-9-90), March 22, 1990.

4 See Joint Committee on Taxation, Estimates of Federal Tax Expenditures for fiscall Years
1991-1995 JCS-7-90), March 9. 1990.

5Individual accounts may be maintained for after-tax employee contributions inade to a de-
fined benefit pension plan.
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Benefits under defined contribution plans are based solely on the
contributions (and earnings thereon) allocated to separate accounts
maintained for each plan participant. There are several different
types of defined contribution plans, including money purchase pen-
sion plans, target benefit plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs). A profit-shar-
ing or stock bonus plan, a pre-ERISA money purchase pension
plan, or a rural cooperative plan may include a qualified cash or
deferred arrangement (sec. 401(k)). Under such an arrangement, an
employee may elect to have the employer make payments as con-
tributions to a plan on behalf of the employee, or to the employee
directly in cash. The various different types of plans are in part
historical and reflect the various different ways in which employ-
ers structure deferred compensation programs for their employees.

Sanction for failure to meet qualification rules
If a plan fails to meet the qualification standards, then the spe-

cial tax benefits for qualified plans do not apply, and benefits and
contributions are taxed under normal income tax rules. In general,
if a plan fails to meet the qualification standards, then contribu-
tions to the plan are includible in employees' gross income when
such contributions are no longer subject to a substantial risk of for-
feiture secss. 402(b) and 83). Amounts actually distributed or made
available to an employee are generally includible in income in the
year distributed or made available under the rules applicable to
taxation of annuities (sec. 72). Special sanctions apply in the case of
failure to meet certain qualification rules.

An employer is generally not entitled to a deduction for contribu-
tions to a nonqualified plan until the contributions are includible
in an employee s gross income.

Simplified employee pensions
Under a simplified employee pension (SEP), contributions are

made to individual retirement arrangements (IRAs) established on
behalf of each participant. SEPs are not subject to the general
qualification rules and are intended to provide an employer with a
retirement.savings arrangement for the employer's employees that
requires a minimum of administrative work.

In general, employer contributions to a SEP are required to be
made on behalf of each employee who has attained age 21, has per-
formed service for the employer during at least 3 of the immediate-
ly preceding 5 years, and received at le. $300 in compensation
from the employer for the year. Present iaw permits employers
with 25 or fewer employees to maintain salary reduction SEPs. As
under a qualified cash or deferred arrangement, employees who
participate in a salary reduction SEP are permitted to elect to have
the employer make payments as contributions to the SEP or to re-
ceive the contributions in eash.

Present law provides that the election to have amounts contrib-
uted to a SEP or-received in cash is available only if at least 50
percent of the employees of the employer elect to have amounts
contributed to the SEP. In addition, the amount eligible to be de-
ferred as a percentage of each highly compensated employee's com-
pensation (i.e., the deferral percentage) is limited by the average
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deferral percentage (based solely on elective deferrals) for all non-
highly compensated employees who are eligible to participate in
the salary reduction SEP.

B. Plan Qualification Requirements

1. Coverage and nondiscrimination requirements
Key among the qualification standards are coverage and nondis-

crimination rules designed to ensure that qualified plans benefit a
significant number of an employer's rank-and-file employees as
well as highly compensated employees. These rules include nulneri-
cal minimum coverage rules (sec. 410(b)), a minimum participation
rule requiring that a plan benefit a minimum number of employees
(sec. 401(aX26)), and a general nondiscrimination requirement (sec.
401(a 4)). Special nondiscrimination rules apply to qualified cash or
deferred arrangements, employer matching contributions, and
after-tax employee contributions.

a. Minimum participation rule
A plan is not a qualified plan unless it benefits no fewer than the

lesser of (a) 50 employees of the employer or (b) 40 percent of all
employees of the employer (sec. 401(aX26)). This requirement may
n't be satisfied by aggregating comparable plans, but may be ap-
plied separately to different lines of business of the employer. In
the case of a cash or deferred arrangement or the portion of a de-
fined contribution plan (including the portion of a defined benefit
plan treated as a defined contribution plan (sec. 414(k)) to which
employee contributions or employer matching contributions are
made, an employee will be treated as benefiting under the plan if
the employee is eligible to make or receive contributions under the
plan.

A special sanction applies to violations of the minimum partici-
pation rule. Under this sanction, if one of the reasons a plan fails
to be a qualified plan is because it fails either the coverage rules or
the minimum participation rule, then highly compensated employ-
ees are to include in income the value of their vested accrued bene-
fit as of the close of the year in which the plan fails to qualify.
Nonhighly compensated employees are not taxed on their benefits
if the only reason a plan is not a qualified plan is a failure to satis-
fy the coverage requirements or the minimum participation rule.

b. Nondiscrimination in contributions or benefits
A qualified plan may not discriminate in favor of highly compen-

sated employees with respect to contributions or benefits under the
plan (sec. 401(aX4)). This general nondiscrimination requirement
applies to all plan aspects, including those not addressed under the
numerical coverage tests. Thus, it may apply not only with respect
to contributions or benefits, but also with respect to optional forms
of benefit and other benefits, rights, and plan features such as ac-
tuarial assumptions, rates of accrual methods of benefit calcula-
tion, loans, social security supplements, and disability benefits.

Whether or not a plan meets the general nondiscrimination test
is a factual determination, based on the relevant facts and circum-
stances. A plan does not fail to meet the general nondiscrimination
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test if contributions or benefits bear a uniform relationship to com-
pensation. The Secretary has issued proposed regulations under the
general nondiscrimination rules on May 14, 1990.
c. Nondiscrimination rules relating to qualified cash or deferred ar-

rangements
In general

A profit-sharing or stock bonus plan, a pre-ERISA money pur-
chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a plan on behalf of the employee, or
to the employee directly in cash. Contributions made at the elec-
tion of the employee are called elective deferrals. The maximum
annual amount of elective deferrals that can be made by an indi-
vidual is $7,000 (indexed) ($7,979 for 1990). A special nondiscrimina-
tion test applies to cash or deferred arrangements.

The special nondiscrimination test applicable to elective defer-
rals under qualified cash or deferred arrangements is satisfied if
the actual deferral percentage for eligible highly compensated em-
ployees for a plan year is equal to or less than either (1) 125 per-
cent of the actual deferral percentage of all nonhighly compensated
employees eligible to defer under the arrangement, or (2) the lesser
of 200 percent of the actual deferral percentage of all eligible non-
highly compensated employees or the actual deferral percentage
for all eligible nonhighly compensated employees plus 2 percentage
points. The actual deferral percentage for a group of employees is
the average of the ratios (calculated separately for each employee
in the group) of the contributions paid to the plan on behalf of the
employee to the employee's compensation.

If a cash or deferred arrangement satisfies the special nondis-
crimination test, it is treated as satisfying the general nondiscrim-
ination rules (sec. 401(aX4)) with respect to the amount of elective
deferrals. However, the group of employees eligible to participate
in the arrangement is still required to satisfy the minimum cover-
age test (sec. 410(b)).

Excess contributions
If the special nondiscrimination rules are not satisfied for any

year, the qualified cash or deferred arrangement will not be dis-
qualified if the exce3s contributions (plus income allocable to the
excess contributions) are distributed before the close of the follow-
ing plan year. In addition, under Treasury regulations, instead of
receiving an actual distribution of excess contributions, an employ-
ee may elect to have the excess contributions treated as an amount
distributed to the employee and then contributed by the employee
to the plan on an after-tax basis.

Excess contributions mean, with respect to any plan year, the
excess of the aggregate amount of elective deferrals paid to the
cash or deferred arrangement and allocated .o the accounts of
highly compensated employees over the maximum amount of elec-
tive deferrals that could be allocated to the accounts of highly com-
pensated employees without violating the nondiscrimination re-
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quirements applicable to the arrangement. To determine the
amount of excess contributions and the employees to whom the
excess contributions are to be distributed, the elective deferrals of
highly compensated employees are reduced in the order of their
actual deferral percentages beginning with those highly compensat-
ed employees with the highest actual deferral percentages.

Excise tax on excess contributions
An excise tax is imposed on the employer making excess contri-

butions to a qualified cash or deferred arrangement (sec. 4979). The
tax is equal to 10 percent of the excess contributions (but not earn-
ings on those contributions) under the arrangement for the plan
year ending in the taxable year. However, the tax does not apply to
any excess contributions that, together with income allocable to the
excess contributions, are distributed or, in accordance with Treas-
ury regulations, recharacterized as after-tax employee contribu-
tions no later than 2-1/2 months after the close of the plan year to
which the excess contributions relate.

Excess contributions (plus income) distributed or recharacterized
within the applicable 2-1/2-month period are to be treated as re-
ceived and earned by the employee in the employee's taxable year
in which the excess contributions would have been received as
cash, but for the employ ee's deferral election. For purposes of de-
termining the employee s taxable year in which the excess contri-
butions are includible in income, the excess contributions are treat-
ed as the first contributions made for a plan year. Of course, distri-
butions of excess contributions (plus income) within the applicable
2-1/2-month period are not taxed a second time in the year of dis-
tribution.
d. Nondiscrimination rules relating to employer matching contribu-

tions and employee contributions
In general

A special nondiscrimination test is applied to employ" matching
contributions and employee contributions under qualified defined
contribution plans (sec. 401(m)). 6 This special nondiscrimination
test is similar to the special nondiscrimination test applicable to
qualified cash or deferred arrangements. Contributions which satis-
fy the special nondiscrimination test are treated as satisfying the
general nondiscrimination rules (sec. 401(aX4)) with respect to the
amount of contributions.

The term "employer matching contributions" means any employ-
er contribution made on account of (1) an employee contribution or
(2) an elective deferral under a qualified cash or deferred arrange-
ment.

The special nondiscrimination test is satisfied for a plan year if
the contribution percentage for eligible highly compensated em-
ployees does not exceed the greater of (1) 125 percent of the contri-
bution percentage for all other eligible employees, or (2) the lesser
of 200 percent of the contribution percentage for all other eligible
employees, or such percentage plus 2 percentage points. The contri-

These rules also apply to certain employee contributions to a defined benefit pension plan
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bution percentage for a group of employees for a plan year is the
average of the ratios (calculated separately for each employee in
the group) of the sum of matching and employee contributions on
behalf of each such employee to the employee's compensation for
the year.

Treatment of excess aggregate contributions
As under the rules relating to qualified cash or deferred arrange-

ments, if the special nondiscrimination test is not satisfied for any
year, the plan will not be disqualified if the excess aggregate con-
tributions (plus income allocable to such excess aggregate contribu-
tions) are distributed before the close of the following plan year.
Generally, the amount of excess aggregate contributions and their
allocation to .highly compensated employees is determined in the
same manner as with respect to excess deferrals.

Excise tax on excess aggregate contributions
An excise tax is imposed on the employer with respect to excess

aggregate contributions (sec. 4979). The tax is equal to 10 percent of
the excess aggregate contributions (but not earnings on those con-
tributions) under the plan for the plan year ending in the taxable
year for which the contributions are made.

However, the tax does not apply to any excess aggregate contri-
butions that, together with income allocable to the excess aggre-
gate contributions, are distributed (or, if nonvested, forfeited) no
later than 2-1/2 months after the close of the plan year in which
the excess aggregate contributions arose.

2. Limitations on contributions and benefits

In general
Under present law, overall limits are provided on contributions

and benefits under qualified plans based on the type of plan (sec.
415). The overall limits apply to all such contributions and benefits
provided to an individual by any private or public employer. How-
ever, certain special rules apply to governmental plans.

Defined contribution plans
Under a defined contribution plan, the qualification rules limit

the annual additions to the plan with respect to each plan partici-
pant to the lesser of (1) 25 percent of compensation or (2) $30,000
(sec. 415(c)). Annual additions are the sum of employer contribu-
tions, employee contributions, and forfeitures with respect to an in-
dividual under all defined contribution plans of the same employer.
The $30,000 limit will be increased when $30,000 is less than one-
fourth of the dollar limit on benefits under a defined benefit pen-
sion plan (see below).

Under present law, an employer may elect to continue deductible
contributions to a defined contribution plan on behalf of an em-
ployee who is permanently and totally disabled. An individual is
considered permanently and totally disabled if the individual is
unable to engage in any substantial gainful activity by reason of
any medically determinable physical or mental impairment which
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can be expected to result in death or which has lasted or can be
expected to last for a continuous period of at least 12 months.

For purposes of the limit on annual additions (sec. 415(c)), the
compensation of a disabled employee is deemed to be equal to the
annualized compensation of the employee prior to the employee's
becoming disabled.

Contributions are not permitted on behalf of disabled employees
who were officers, owners, or highly compensated before they
became disabled.

Defined benefit pension plans

In general
Under present law, the limit on the annual benefit payable by a

defined benefit pension plan is generally the lesser of (1) 100 per-
cent of average compensation, or (2) $102,582, for 1990 (sec. 415(b)).7

The dollar limit is adjusted annually for cost-of-living increases.
The dollar limit is reduced proportionately for individuals with less
than 10 years of participation in the plan.

The dollar limit on annual benefits is reduced if benefits under
the plan begin before the social security retirement age so that the
limit is actuarially equivalent to a benefit beginning at the social
security retirement age. If retirement benefits provided by a de-
fined benefit pension plan begin after the social security- retire-
ment age, the dollar limit is increased so that it is the actuarial
equivalent of the dollar limit applicable to a benefit beginning at
the social security retirement age.

Present law provides that a minimum benefit can be paid even if
the benefit exceeds the normally applicable benefit limitations.
Thus, the overall limits on benefits are deemed to be satisfied if the
retirement benefit of a participant under all defined benefit pen-
sion plans of the employer does not exceed $10,000 for a year or
any prior year, and the participant has not participated in a de-
fined contribution plan of the employer. The $10,000 limit is re-
duced for participants with less than 10 years of participation in
the plan.

Special rules for plans of State and local governments
Special rules apply to State and local governmental plans. For

such plans, the rules in effect prior to the Tax Reform Act of 1986
apply with respect to the limits on annual benefits. Accordingly,
the actuarial reduction of the dollar limit on annual benefits for
eariy retirement does not reduce the limit (1) for benefits com-
mencing on or after the participant has attained age 62 (rather
than the social security retirement age), (2) below $75,000 for bene-
fits commencing on or after the participant has attained age 55, or
(3) below the actuarial equivalent of $75,000 payable at age 55, for
benefits commencing before age 55.

Present law also contains a special rule that permits a plan
maintained by a State or local government to provide benefits to

" Annual benefits may in some cases exceed this dollar limitation under grandfather and
transition rules contained in the Tax Equity and Fiscal Responsibility Act of 1982 and other
legislation.
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qualified participants equal to the accrued benefit of the partici-
pant (without regard to any benefit increases pursuant to a plan
amendment adopted after October 14, 1987) even though such bene-
fit exceeds the otherwise applicable limits on benefits. A qualified
participant is a participant who first became a participant in the
plan before January 1, 1990.

The special rule does not apply unless the employer elects, by the
close of the first plan year beginning after December 31, 1989, to
have the normal limits on contributions and benefits apply to all
plan participants other than qualified participants.

This special rule was enacted out of recognition that some gov-
ernmental plans did not conform to the limit on contributions and
benefits due to State constitutional prohibitions on impairment of
contracts. The special rule was designed to bring State and local
government plans into conformity with the general rules, and to
provide temporary relief from such rules in the case of certain
plans.

Combined plan limitation
An additional limitation applies if an employee participates in a

defined benefit pension plan and a defined contribution plan main-
tained by the same employer. This combined plan limitation pre-
vents avoidance of the separate plan limits through the creation of
different types of plans. The limit permits an employee to obtain
benefits greater than the single-plan limitation, but precludes an
individual from obtaining the maximum possible benefits from
boih a defined contribution plan and a defined benefit pension plan
of the same employer.

3. Definitions

a. Highly compensated employee

In general
For purposes of the qualification rules, an employee, including a

self-employed individual, is treated as highly compensated with re-
spect to a year if, at any time during the year or the preceding
year, the employee (1) was a 5-percent owner of the employer (as
defined under the top-heavy rules); (2) received more than $85,485
in annual compensation from the employer; (3) received more than
$56,990 in annual compensation from the employer and was a
member of the top-paid group of the employer during the same
year; or (4) was an officer of the employer who receives comptnsa-
tion greater than 50 percent of the defined benefit plan dollar limit
in effect for the year. The $85,485 ard $56,990 thresholds are appli-
cable for 1990; these dollar amounts are adjusted annually for in-
flation at the same time and in the same manner as the adjust-
ments to the dollar limit on benefits under a defined benefit pen-
sion plan (sec. 415(d)).8 Highly compensated employees are deter-
mined on an employer-wide basis.

S These dollar limits were initially set at $75,000 and $50.000, respectively, by the Tax Reform
Act of 1986.
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If, for any year, no officer has compensation in excess of 50 per-
cent of the defined benefit plan dollar limit, then the highest paid
officer of the employer for such year is treated as a highly compen-
sated employee.

Election to use simplified method
Employers are permitted to elect to determine their highly com-

pensated employees under a simplified method. Under this method,
an electing employer may treat employees who received more than
$56,990 in annual compensation from the employer as highly com-
lPnsated employees in lieu of applying the $85,485 threshold and
without regard to whether such employees are in the top-paid 20
percent. This election is available only if at all times during the
year the employer maintained business activities and employees in
at least 2 geographically separate areas.

Treatment of family members
A special rule applies with respect to the treatment of family

members of certain highly compensated employees. Under the spe-
cial rule, if an employee is a family member of either a 5-percent
owner or 1 of the top 10 highly compensated employees by compen-
sation, then any compensation paid to such family member and
any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contribu-
tions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top 10 employees by compensation.
Therefore, such family member and employee are treated as a
single highly compensated employee.

An individual is considered a family member if,- with respect to
an employee, the individual is a spouse, lineal ascendant or de-
scendant, or spouse of a lineal ascendant or descendant of the em-
ployee.

b. Compensation
The definition of compensation varies with the purpose for which

the definition is used. The Tax Reform Act of 1986 attempted to
provide a uniform definition of compensation (sec. 414(s)). This defi-
nition in turn is based on the definition of compensation for pur-
poses of the limits on contribution and benefits (sec. 415).

For purposes of the limits on contributions and benefits (sec.
415), compensation generally includes all compensation includible
in gross income. Thus, it includes amounts received for personal
services actually rendered in the course of employment, amounts
received under an accident or health plan (to the extent that such
amounts are includible in gross income), nondeductible moving ex-
penses paid or reimbursed by the employer, and the value of cer-
tain nonqualified stock options (to the extent includible in gross
income). Compensation for this purpose also, includes earned
income from sources outside the United States whether or not ex-
cludable or deductible from gross income. Compensation does not
include contributions to qualified plans and distributions from such
plans (even if includible in gross income), amounts realized from
the exercise of nonqualified stock options, amounts realized from
the sale of stock acquired under a qualified stock option, or other
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amounts that receive special tax benefits, such as premiums for
group-term life insurance (to the extent not includible in gross
income).

Compensation that is not currently taxable or that receives spe-
cial tax treatment is generally excluded for purposes of calculating
the limits on benefits and contributions because including such
amounts would provide additional tax benefits to amounts that al-
ready receive tax-favored treatment.

Under the "un form" definition of compensation that is used for
nondiscrimination testing, compensation generally has the same
definition as compensation for purposes of the limits on contribu-
tions and benefits. However, under this definition, an employer
may elect to include elective deferrals by the employee. In addition,
the Secretary of the Treasury is authorized to provide for alterna-
tive methods of defining compensation, provided such definitions do
not discriminate in favor of highly compensated employees. The
Secretary has issued proposed and temporary regulations specify-
ing permissible definitions of compensation.

In determining who is a highly compensated employee (sec.
414(q)), compensation is defined as under the limits on contribu-
tions ard benefits, except that compensation includes elective de-
ferrals made by an employee. Elective deferrals are treated as com-
pensation for this purpose because they reflect amounts that could
have been paid in cash to the employee and are therefore part of
the employee's economic income.

c. Employer and employee

In general
For purposes of plan qualification requirements, all employees of

certain entities must be aggregated and treated as though em-
ployed by a single employer. Under these rules, all employees are
considered employed by the same entity to the extent.they are em-
ployed by corporations that are members of a controlled group (see.
414(b)), trades or businesses under common control (e.g., related
partnerships) (sec. 414(c)), or members of art affiliated service group
(sec. 414(m)). In addition, individuals are treated as employees to
the extent they are leased employees (sec. 414(n)). The Secretary of
the Treasury is authorized to prescribe by regulations such addi-
tional aggregation rules as are necessary to prevent the avoidance
of the qualification rules through the use of separate organizations,
employee leasing, or other arrangements (sec. 414(o)).

Leased employees
An individual (a leased employee) who performs services for an-

other person (the recipient) may be treated as the recipient's em-
ployee if the services are performed pursuant to an agreement be-
tween the recipient and a third person (the leasing organization)
who is otherwise treated as the individual's employer. The individ-
ual is to be treated as the recipient's employee only if the individ-
ual has performed services for the recipient on a substantially full-
time basis (i.e.; at least 1500 hours) for a period of at least 12
months, and the services are of a type historically performed by
employees in the recipient's business field.
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An individual who otherwise would be treated as a recipient's
leased employee will not be treated as such an employee if the indi-
vidual participates in a safe harbor plan maintained by the leasing
organization. A plan is a safe harbor plan if it is a money purchase
pension plan and if it provides that (1) an individual is a plan par-
ticipant on the first day on which the individual becomes an em-
ployee of an employer maintaining the plan, (2) each employee's
rights to or derived from employer contributions under the plan
are nonforfeitable at the time the contributions are made, and (3)
amounts are to be contributed by the employer on behalf of an em-
ployee at a rate not less than 10 percent of the employee's compen-
sation for the year (the 10 percent contribution is not to be reduced
by integration with social security).

Each leased employee is to be treated as an employee of the re-
cipient, regardless of the existence of a safe-harbor plan, if more
than 20 percent of an employer's nonhighly compensated workforce
are leased employees.

C. Treatment of Distributions

1. Uniform minimum distribution rules
Present law provides uniform minimum distribution rules gener-

ally applicable to all types of tax-favored retirement vehicles, in-
cluding qualified plans and annuities, individual retirement ar-
rangements (IRAs), and tax-sheltered annuities (sec. 403(b)).

Under present law, a qualified plan is required to provide that
the entire interest of each participant will be distributed beginning
no later than the participant's required beginning date (sec.
401(aX9)). The required beginning date is generally the April 1 of
the calendar year following the calendar year in which the plan
participant or IRA owner attains age 70-1/2. In the case of a gov-
ernmental plan or a church plan, the required beginning date is
the later of (1) such April 1, or (2) the April 1 of the year following
the year in which the participant retires.

Under present law, the sanction for failure to make a minimum
required distribution to a participant (or other payee) under a
qualified retirement plan is a 50-percent nondeductible excise tax
on the excess in any taxable year of the amount required to have
been distributed under the minimum distribution rules, over the
amount that actually was distributed (sec. 4974). The tax is im-
posed on the individual required to take the distribution. However,
a plan will not satisfy the applicable qualification requirements
unless it expressly provides that, in all events, distributions under
the plan are to satisfy the minimum distribution requirements.

2. Withdrawal rules
Present law limits the circumstances under which plan partici-

ants may obtain preretirement withdrawals from a qualified plan.
in general, these restrictions recognize that qualified plans are in-
tended to provide retirement income.

The least restrictive withdrawal rules apply to profit-sharing and
stock bonus plans. Amounts may generally be withdrawn from
such plans after they have been in the plan for 2 years. Distribu-
tions before the expiration of such 2-year period may also be made
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in the event of retirement, death, disability, other separation from
service, or hardship.

Distributions from qualified pension plans (i.e., defined benefit
pension plans and money purchase pension plans) may generally
be made only in the event of retirement, death, disability, or other
separation from service. The same restrictions generally apply to
plans that are integrated with social security.

Special rules apply to qualified cash or deferred arrangements
(sec. 401(k)). Elective deferrals under a qualified cash or deferred
arrangement (and earnings thereon) may only be distributed on ac-
count of separation from service, death, or disability, or attainment
of age 59-1/2. Elective deferrals (but not earnings thereon) may
also be distributed on account of a hardship of the employee.

Present law generally prohibits State or local governments or
tax-exempt organizations from maintaining qualified cash or de-
ferred arrangements. This prohibition does not apply to a pension
plan maintained by a rural cooperative, which is generally defined
as (1) any organization that is exempt from tax or which is a State
or local government or instrumentality thereof, and which is en-
gaged primarily in providing electric service on a mutual or cooper-
ative basis, (2) a cooperative telephone company, (3) certain tax-
exempt organizations, and (4) a national association of such organi-
zations. Because a rural cooperative plan is a pension plan, the
rule permitting-hardship distributions and distributions after age
59-1/2 but before separation from service from a qualified cash or
deferred arrangement does not apply.

3. Taxation of distributions 9
In general

Under present law, a distribution of benefits from a tax-favored
retirement arrangement generally is includible in gross income in
the year it is paid or distributed under the rules relating to tax-
ation of annuities, unless the amount distributed represents the
employee's investment in the contract (i.e., basis) (secs. 72 and 402).
Special rules apply in the case of lump-sum distributions from a
qualified plan, distributions that are rolled over to an IRA, and dis-
tributions of employer securities.

Early distributions from qualified plans and other tax-favored re-
tirement vehicles are subject to an additional 10-percent income
tax (sec. 72(t)). Excess distributions from qualified plans and other
tax-favored retirement vehicles are subject to a 15-percent tax (sec.
4980A).

Rollovers
Under present law, a total or partial distribution of the balance

to the credit of an employee under a qualified plan, a qualified an-
nuity plan, or a tax-sheltered annuity may, under certain condi-
tions, be rolled over tax free to an IRA or another qualified plan or

' The rules relating to the taxation of pension distributions were substantially revised in the
Tax Reform Act of 1986. The 1986 Act contains a number of detailed transition rules which pre-
serve the pre-1986 Act tax treatment in certain circumstances, For a detailed description of
these rules, see Joint Committee on Taxation, General Explanatlion of the Tax Reform Act of
1986 (JCS10-87), May 4, 1987.
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annuity. A rollover of a partial distribution is permitted if (1) the
distribution equals at least 50 percent of the balance to the credit
of the employee, (2) the Zlistribution is not one of a series of period-
ic payments, and (3) the employee elects rollover treatment. A par-
tial distribution may only tse rolled over to an IRA and not to an-
other qualified plan.

The maximum amount of a distribution that can be rolled over is
the amount of the distribution that is taxable. That is, employee
contributions cannot be rolled over. The rollover must be made
within 60 days after the distribution was received.

Lump-8um distributions
Under present-law, lump-sum distributions are eligible for spe-

cial 5-year forward income averaging. In general, a lump-sum dis-
tribution is a distribution within one taxable year of the balance to
the credit of an employee which becomes payable to the recipient
(1) on account of the death of the employee, (2) after the employee
attains age 59-1/2, (3) on account of the employee's separation from
service, or (4) in the case of self-employed individuals, on account of
disability. In addition, a distribution to an employee is treated as a
lump-sum distribution only if the employee has been a participant
in the plan for at least 5 years before the year of the distribution.

A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59-1/2 to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution is
made. However, only one such election on or after age 59-1/2 may
be made with respect to any employee.

Net unrealized appreciation
Under present law, a taxpayer is not required to include in gross

income amounts received in the form of a lump-sum distribution to
the extent that the amounts are attributable to net unrealized ap-
preciation in employer securities. Such unrealized appreciation is
includible in gross income when the securities are sold or ex-
changed.

The special treatment of net unrealized appreciation applies only
if a valid lump-sum distribution election is made, but disregarding
the 5-plan years of participation requirement for lump-sum distri-
butions.

In addition, gross income does not include net unrealized appre-
ciation on employer securities attributable to employee contribu-
tions, regardless of whether the securities are received in a lump-
sum distribution. Such appreciation is includible in income when
the securities are disposed of.

D. Funding Rules
Under the Code, certain defined benefit pension plans and money

purchase pension plans are required to meet a minimum funding
standard for each plan year (sec. 412). The minimum funding
standards are designed to ensure that pension plans have sufficient
assets to pay benefits.
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In the case of a money purchase pension plan, the contribution
required by the minimum funding standard is generally the contri-
bution rate specified by the plan. Defined benefit pension plans are
funded on an actuarial basis. A special funding rule that requires
faster funding applies to underfunded single-employer defined ben-
efit pension plans.

No contribution is required or permitted under the minimum
funding rules to the extent the plan is at the full funding limita-
tion. In addition, under present law, subject to certain limitations,
an employer may make deductible contributions to a defined bene-
fit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost) or
(b) 150 percent of the plan's current liability, over (2) the lesser of
(a) the fair market value of the plan's assets, or (b) the actuarial
value of the plan's assets (sec. 412(cX7)).

E. Voluntary Employees' Beneficiary Associations (VEBAs)

Statutory requirements
A voluntary employees' beneficiary association (VEBA) that sat-

isfies certain requirements is entitled to tax-exempt status. The
Code describes VEBAs in the following broad terms: "Voluntary
employees' beneficiary associations providing for the payment of
life, sick, accident, or other benefits to the members of such asso-
ciation or their dependents or designated beneficiaries, if no part of
the net earnings of such association inures (other than through
such payments) to the benefit of any private shareholder or individ-
ual" (sec. 501(cX9)). The requirements a VEBA must comply with in
order to be tax exempt are further specified in regulations.

The tax-exempt status of a VEBA does not directly affect either
(1) the timing or amount of an employer's deduction for contribu-
tions to the VEBA or (2) the timing or amount of the inclusion in
income of a welfare benefit provided to an employee under a plan.
Many VEBAs provide benefits to employees that are excluded from
gross income under a specific statutory provision.

Eligibility for membership
Under Treasury regulations, membership in a VEBA is required

to be limited to individuals whose eligibility is determined by refer-
ence to objective standards that constitute an employment-related
common bond. Such a common bond is deemed to exist if eligibility
is determined by the following standards: (1) employment by a
common employer (or affiliated employers), (2) coverage under one
or more collective bargaining agreements, (3) membership in a
labor union (or in one or more locals of a national or international
labor union), or (4) employment by one or more employers in the
same line of business in the same geographic locale. Under these
standards, for example, a group of car dealers in the same city or
other similarly restricted discrete geographical locale could form a
VEBA to provide permissible benefits to their employees. In Water



18

Quality Assn. Employees' Benefit Corp. vs. US., the 7th Circuit
found the geographic locale restriction invalid.' 0

The regulations do not provide guidance with respect to the de-
termination of when a group of employers is considered to be affili-
ated and, therefore, eligible to contribute to the same VEBA. The
Code generally defines affiliated organizations by reference to own-
ership. However, the IRS has at times taken the position that other
factors may be relevant (see G.C.M. 39194, June 23, 1983).

Membership in a VEBA generally is limited to employees. Under
the regulations, the term employee means an individual who has a
legal and bona fide relationship of employer and employee (e.g., for
employment tax purposes or for purposes of a collective bargaining
agreement).

The regulations provide that membership in a VEBA must be
voluntary, which requires an affirmative action by the employee to
become a member. An employer may automatically include em-
ployees provided no detriment is incurred (e.g., deductions from
pay) as a result of membership. Such a detriment can be incurred,
however, if membership is imposed pursuant to a collective bar-
gaining agreement or incident to membership in a labor organiza-
tion.

M.mbership in a VEBA may not be limited to one employee.

Association of employees
A VEBA is not considered an association of employees unless the

organization is controlled by (1) the membership, (2) independent
trustees, or (3) trustees at least some of whom are designated by, or
on behalf of, the membership. The regulations provide that a
VEBA is treated as being controlled by independent trustees if it is
an "employee welfare benefit plan" under title I of the Employee
Retirement Income Security Act of 1974 (ERISA). ERISA subjects
employee welfare benefit plans to certain reporting and disclosure
requirements and minimum fiduciary standards. If these standards
are satisfied, the employer (or an officer of the employer) may
serve as trustee of the VEBA.

F. Reporting of Pension and Annuity Payments

The penalty reform provisions of the Omnibus Budget Reconcilia-
tion Act of 1989 revised the penalties imposed for failures to file
correct and timely information returns with the IRS, and to pro-
vide statements to payees. This revised penalty structure applies to
18 different types of reportable payments. However, this structure
does not apply to reports of pension and annuity payments re-
quired under section 6047(d). It also does not apply to certain re-
ports required by sections 408(i) and 408(1) relating to IRAs and
SEPs.

10 795 F. 2d 1303 7th Cir. 1986).



III. DESCRIPTION OF S. 2901

A. Title .- Nondiscrimination Provisions

Definition of highly compensated employee-
The bill provides that an employee is highly compensated with

respect to a year if the employee (1) was a 5-percent owner of the
employer at any time during the year or the preceding year, or (2)
has compensation for the year in excess of $50,000. As under
present law, the $50,000 threshold is adjusted for cost-of-living in-
creases in the same manner as the limitations on contributions and
benefits (sec. 415(d)). However, the bill provides that the dollar
limit applicable for any year is the amount in effect for the calen-
dar year with respect to which compensation is determined under
the bill. Under the bill, as under present law, the dollar limit in
effect for 1990 is $56,990.

For example, assume highly compensated employees are being
determined for the 1991 plan year in the case of a calendar year
plan. Under the bill, 1990 compensation is used to make this deter-
mination. Thus, the $50,000 figure as adjusted for 1990 ($56,990) is
the applicable dollar limit, not the limit as adjusted for 1991.

Under the bill, if no employee is a 5-percent owner or has com-
penqation in excess of $50,000 (indexed), then the employee with
the highest compensation for the year is treated as a highly com-
pensated employee. This special rule does not apply for purposes of
the nondiscrimination rules applicable to elective deferrals, match-
ing contributions, and employee contributions (secs. 401(k) and (m)).

The bill applies the present-law family member aggregation rule
only in the ase of family members of a 5-percent owner.

This provision is generally effective for years beginning after De-
cember 31, 1990. An employer may elect not to have the provision
apply to years beginning in 1991.

Definition of compensation
The bill modifies the definition of compensation by generally pro-

viding a uniform statutory definition of compensation that is used
for all purposes, including testing for nondiscrimination, the defini-
tion of highly compensated employee, and the limits on contribu-
tions and benefits. The bill generally repeals the authority of the
Secretary to prescribe alternative definitions of compensation.

In general, the bill provides that compensation means, with re-
spect to any year, the amount of wages shown on an employee's W-
2 for the calendar year in which the year begins. In the case of a
self-employed individual, the individual's earned income (within
the meaning of sec. 401(c(2)) for the calendar year in which the
year begins is substituted for the wages shown on the W-2 form. If
compensation is being determined for a period other than a calen-

(19)
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dar year (e.g., in the case of a fiscal year plan year), the employer
is to use the amount that would be shown on the W-2 form if it
covered such period.

The bill modifies the employer election to take salary reduction
contributions into account by (1) permitting deferrals under sec-
tions 457, 414(hX2), and 501(cX18) to be taken into account and (2)
providing that an election to take salary reduction into account is
to apply for all purposes, to all employees, and to all salary reduc-
tion amounts. Thus, such an election applies with respect to all
plans maintained by the employer after application of all applica-
ble aggregation rules. In addition, such an election is revocable
only with the consent of the Secretary. Thus, for example, an em-
ployer could not elect to take into account elective deferrals for
purposes of the limits on contributions and benefits and exclude
them for purposes of identifying highly compensated employees.

The bill permits an employer to elect to use base pay instead of
W-2 compensation for all purposes other than the definition of
highly compensated employee. An employer making such an elec-
tion may also elect to take into account employee elective and
salary reduction contributions. It is intended that base pay is de-
fined generally as under the temporary regulations (Treas. reg. sec.
1.414(s)-lT(d)). Thus, subject to the applicable facts and circum-
stances, the employer could exclude from the definition of compen-
sation, on a consistent basis, certain types of compensation, includ-
ing (but not limited to) one or more of the following: any type of
additional compensation for employees working outside their regu-
larly scheduled tour of duty (such as overtime pay, premiums for
shift differential, and call-in premiums) and bonuses for individual
performance. It is intended that the resulting definition may not
discriminate in favor of highly compensated em loyees. The elec-
tion applies for all purposes, with respect to aF1 employees, and
may be revoked only with the consent of the Secretary.

In addition, it is intended that, as under the proposed regula-
tions, for the limited purposes of applying the nondiscrimination
requirements with respect to the availability of elective contribu-
tions to eligible employees under a cash or deferred arrangement
(Treas. reg. sec. 1.401(k)-1(eX1Xii)) and with respect to the availabil-
ity of employee contributions and the availability of matching con-
tributions under a defined contribution plan (Treas. reg. sec.
1.401(m)-1(cX1)), any reasonable definition of compensation, such as
regular or base salary or wages, is treated as nondiscriminatory
and may be used. This special rule does not apply for any other
purpose, including application of the actual deferral percentage
test (sec. 401(kX3)) or the actual contribution percentage test (sec.
401(mX2)).

Solely for purposes of the definition of a highly compensated em-
ployee, the bill provides that the compen nation of an employee for
any year is determined on the basis of wages shown on the W-2 (1)
that is required to be furnished no later than the end of the first 3
months of the year or (2) if (1) does not apply, for the calendar year
preceding the calendar year in which the year begins. For example,
in the case of a plan year beginning November 1, 1991, compensa-
tion for the plan year is wages shown on the W-2 required to be
furnished on January 31, 1992.
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The provision is generally effective for years beginning after De-
cember 31, 1990. An employer may elect not to have the provision
apply to years beginning in 1991.
Modifications of cost-of-living adjustments

Under present law, the cost-of-living adjustments to the limita-
tions on contributions and benefits under qualified plans are made
in accordance with procedures consistent with the adjustment of
benefits under the Social Security Act. The bill provides that the
cost-of-living adjustment with respect to any calendar year is based
on the increase in the applicable index as of the close of the calen-
dar quarter ending September 30 of the preceding calendar year.
Thus, under the bill, adjusted dollar limits will be published before
the beginning of the calendar year. In addition, the bill provides
that, after cost-of-living adjustments, the resulting dollar limits are
generally rounded to the nearest $1,000. Under the bill, dollar
limits relating to elective deferrals and elective contributions to
simplified employee pensions (SEPs) are rounded to the nearest
$100.

The cost-of-living adjustment provisions apply to adjustments
with respect to calendar years beginning after December 31, 1990.
Modification of additional participation requirements

The bill provides that the minimum participation rule (sec.
401(aX26)) applies only to defined benefit pension plans. In addi-
tion, the bill provides that a defined benefit pension plan does not
satisfy the rule unless it benefits no fewer than the lesser of (1) 25
employees or (2) the greater of (a) 40 percent of all employees of
the employer or (b) 2 employees (1 employee if there is only 1 em-
ployee). The separate line of business and excludable employee
rules apply as under present law. As an illustration of the oper-
ation of the modification of the minimum participation rule,
assume that an employer has 150 nonexcludable employees. Under
present law, any plan of the employer is required to cover a mini-
mum of 50 employees. Under the bill, any defined benefit plan of
the employer is required to cover a minimum of 25 employees.

In the case of an employer with only 2 employees, a plan satisfies
the present-law minimum participation rule if the plan covers 1
employee. However, under the bill, a plan satisfies the minimum
participation rule only if it covers both employees.

The provision is generally effective for years beginning after De-
cember 31, 1990. An employer may elect to have the provision
apply as if it were included in section 1112(b) of the Tax Reform
Act of 1986.
Nondiscrimination rules for qualified cash or deferred arrangements

and matching contributions

In general
The bill adds alternative methods of satisfying the special non-

discrimination requirements applicable to elective deferrals and
employer matching contributions. Under these safe harbor rules, a
cash or deferred arrangement is treated as satisfying the actual de-
ferral percentage test if the plan of which the arrangement is a
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part (or any other plan of the employer maintained with respect to
the employees eligible to participate in the cash or deferred ar-
rangement) meets (1) one of two contribution requirements and (2)
a notice requirement. A plan satisfies the safe harbor with respect
to matching contributions if (1) the plan meets the contribution
and notice requirements under the safe harbor for cash or deferred
arrangements and (2) the plan satisfies a special limitation on
matching contributions. These safe harbors permit a plan to satisfy
the special nondiscrimination tests through plan design, rather
than through the testing of actual contributions to the plan.

Safe harbor for cash or deferred arrangements
Contribution requirements.-A plan satisfies the contribution re-

quireinents under the safe harbor rule for qualified cash or de-
ferred arrangements if the plan either (1) satisfies a matching con-
tribution requirement or (2) the employer makes a nonelective con-
tribution to the plan of at least 3 percent of an employee's compen-
sation on behalf of each nonhighly compensated employee who is
eligible to participate in the arrangement without regard to wheth-
er the employee makes an elective contribution under the arrange-
ment.

A plan satisfies the matching contribution requirement if, under
the arrangement: (1) the employer makes a matching contribution
on behalf of each nonhighly compensated employee that is not less
than (a) 100 percent of the employee's elective contributions up to 3
percent of compensation and (b) 50 percent of the employee's elec-
tive contributions from 3 to 5 percent of compensation; and (2) the
level of match for highly compensated employees is not greater
than the match rate for nonhighly compensated employees.

Alternatively, if the matching contribution requirement is not
satisfied at some level of employee compensation, the requirement
is deemed to be satisfied if (1) the level of employer matching con-
tributions does not increase as employee elective contributions in-
crease and (2) the aggregate amount of matching contributions
with respect to elective contributions up to that level of compensa-
tion at least equals the amount of matching contributions that
would be made if matching contributions satisfied the percentage
requirements. For example, the alternative test is satisfied if an
employer matches 125 percent of an employee's elective contribu-
tions up to the first 3 percent of compensation, 25 percent of elec-
tive deferrals of 4 percent of compensation and provides no match
thereafter. This is because the employer match does not increase
and the aggregate amount of matching contributions is at least
equal to the matching contributions required under the general
safe harbor rule.

Under the safe harbor, an employee's rights to employer match-
ing contributions or nonelective contributions used to meet the con-
tribution requirements are required to be 100-percent vested.

An arrangement does not satisfy the contribution requirements
unless the requirements are met without regard to the permitted
disparity rules (sec. 401(1)) and contributions used to satisfy the con-
tribution requirements are not taken into account for purposes of
determining whether a plan of the employer satisfies the permitted
disparity rules.
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Employer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules are subject
to the restrictions on withdrawals that apply to an employee's elec-
tive deferrals under a qualified cash or deferred arrangement (sec.
401(kX2XB) and (C)).

The contribution requirement may be satisfied with either
matching or nonelective contributions to the cash or deferred ar-
rangement or with contributions to another plan maintained by
the employer for the same employees eligible to participate in the
cash or deferred arrangement.

Notice requirement.-The notice requirement is satisfied if each
employee eligible to participate in the arrangement is given writ-
ten notice within a reasonable period before any year of the em-
ployee's rights and obligations under the arrangement. This notice
must be sufficiently accurate and comprehensive to apprise the em-
ployee of his or her rights and obligations and must be written in a
manner calculated to be understood by the average employee eligi-
ble to participate.

Alternative method of satisfying special nondiscrimination
test for matching contributions

The bill provides a safe harbor method of satisfying the special
nondiscrimination test applicable to employer matching contribu-
tions. Under this safe harbor, a plan is treated as meeting the spe-
cial nondiscrimination test if (1) the plan meets the contribution
and notice requirements applicable under the safe harbor method
of satisfying.the special nondiscrimination requirement for quali-
fied cash or deferred arrangements, and (2) the plan satisfies a spe-
cial limitation on matching contributions.

The limitation on matching contributions is satisfied if (1) natch-
ing contributions on behalf of any employee may not be made with
respect to employee contributions or elective deferrals in excess of
6 percent of compensation and (2) the level of an employer's match-
ing contribution does not increase as an employee's contributions
or elective deferrals increase.

Distribution of excess contributions
Under the bill, the total amount of excess contributions is deter-

mined in the same manner as under present law, but the distribu-
tion of excess contributions is required to be made on the basis of
the amount of contribution by, or on behalf of, each highly compen-
sated employee. Thus, under the bill, excess contributions are
deemed attributable first to those highly compensated employees
who have made the greatest dollar amount of elective deferrals
under the plan.

For example, assume that an employer maintains a qualified
cash or deferred arrangement under section 410(k). Assume further
that the actual deferral precentage ("ADP") for the eligible non-
highly compensated employees is 2 percent. In addition, assume the
following facts with respect to the eligible highly compensated em-
ployees:



Employees Compensa- Deferral Deferral
tion (percent)

A ................................................. $200,000 $7,000 3.5
B ................................................. 200,000 7,000 3.5
C ................................................. 70,000 7,000 10.0
D ................................................. 70,000 5,250 7.5
E ................................................. 70,000 2,100 3.0
F ................................................. 70,000 1,750 2.5

Under these facts, the highly compensated employees' ADP is 5
percent, which fails to satisfy the special nondiscrimination re-
quirements.

Under present law, the highly" compensated employees with the
highest deferral percentages would have their deferrals reduced
until the ADP of the highly compensated employees is 4 percent.
Accordingly, C and D would have their deferrals reduced to $4,025
(i.e., a deferral percentage of 5.75 percent). The reduction thus is
$2,975 for C and $1,225 for D, for a total reduction of $4,200.

Under the bill, the amount of the total reduction is calculated in
the same manner as under present law so that the total reduction
remains $4,200. However, this total reduction of $4,200 is allocated
to highly compensated employees based on the employees with the
largest contributions. Thus, A, B, and C would each be reduced by
$1,400 from $7,000 to $5,600.

Effective date
The provisions relating to the special nondiscrimination tests ap-

plicable to qualified cash or deferred arrangements and matching
contributions are applicable to years beginning after December 31,
1990.

B. Title l.-Distributions

In general
The bill expands the circumstances in which a distribution may

be rolled over tax free and eliminates 5-year averaging for lump-
sum distributions from qualified plans. The bill also provides that
certain distributions are required to be transferred directly into an-
other tax-deferred retirement arrangement.

Rollovers
Under the bill, any distribution to the employee or the surviving

spouse of the employee (other than a minimum required distribu-
tion (sec. 401(aX9)) may be rolled over tax free to an IRA or another
qualified plan or annuity. As under present law, employee contri-
butions cannot be rolled over.

Special rules for lump-sum distributions
The bill repeals the special 5-year forward averaging rule. The

original intent of the income averaging rules for pension distribu-
tions was to prevent a bunching of taxable income because a tax-
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payer received all of the benefits in a qualified plan in a single tax-
able year. Liberalization of the rollover rules increases the flexibil-
ity of taxpayers in determining the time of the income inclusion of
pension distributions, and eliminates the need for special rules to
prevent bunching of income. The bill preserves the transition rules
adopted in the Tax Reform Act. The bill also retains the present-
law treatment of net unrealized appreciation on employer securi-
ties and generally retains the definition of lump-sum distribution
solely for such purpose.

The provisions are effective with respect to distributions after
December 31, 1990.

Transfers to IRAs or other eligible transferee plans
The bill provides that any applicable distribution that would oth-

erwise be distributed to an employee or the surviving spouse of the
employee is to be transferred directly to an eligible transferee plan
rather than distributed to the employee or surviving spouse. In
eneral, an applicable distribution is any distribution in excess of
500 other than (1) distributions in the form of substantially equal

periodic payments (as defined under sec. 72(t)), (2) a distribution
made after the employee attains age 55, (3) a distribution attributa-
ble to the employee being disabled (as defined in sec. 72(mX7)), (4)
distributions of deductible dividends on employer securities (sec.
404(k)), (5) distributions to an alternate payee, (6) hardship distribu-
tions from a profit-sharing or stock bonus plan, or (7) distributions
of employee contributions.

The transfer requirement applies only to amounts that, but for
the transfer requirement, would otherwise be distributed to the re-
cipient. Thus, for example, the transfer requirement does not apply
to amounts that are deemed to be distributed under the rules relat-
ing to participant loans (sec. 72(p)). In addition, the transfer re-
quirement applies after other rules relating to 'distributions. For
example, if the plan is subject to the joint and survivor rules secss.
401(aX11) and 417) those rules would have to be complied with
before the transfer is made.

The distribution may be transferred to an IRA or to a qualified
defined contribution plan that provides for the acceptance of the
transfer. The transfer is to be made to the IRA or qualified plan
designated by the distributee within a reasonable period of time
before the transfer in accordance with regulations. The plan is to
provide a method by which the plan trustee is to designate the
transferee plan in the event the distributee does not make a desig-
nation or transfer to the designated plan is impracticable.

Amounts transferred are includible in income when distributed
from the transferee plan in accordance with the rules applicable to
the transferee plan. However, if the distributee withdraws all or a
portion of the amount transferred by the due date (including exten-
sions) for filing the distribute's tax return for the year the trans-
fer was made, the distribution is treated as if it had been made
from the transferor plan. Thus, for example, if a distribution is
transferred to an IRA and the employee makes a withdrawal of
transferred amounts (plus income) from the IRA, the exemptions to
the early distribution tax applicable to qualified plans (rather than
the rules applicable to IRA withdrawals) apply. This rule is de-
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signed to prevent individuals who do not want the distribution to
remain in a tax-favored arrangement from being disadvantaged by
the transfer.

The plan trustee is required to notify employees of the require-
ments of the transfer rules and of the amount of any transfer.
Once the transfer is made to the transferee plan in accordance
with applicable Code provisions, the employer is relieved of all re-
sponsibility for the amounts transferred.

A plan is not treated as violating the prohibition on reduction of
accrued benefits (sec. 411(dX6)) solely by reason of the transfer. For
purposes of determining years of service and the buy-back rules
(sec. 411(aX7)), a transfer is treated as a distribution.

Similar rules apply to distributions from qualified annuities (sec.
403(a)) and tax-sheltered annuities (sec. 403(b)).

The provisions apply to distributions in plan years beginning
after December 31, 1991.

Required distributions from qualified plans
The bill repeals the rule that requires all participants in quali-

fied plans to commence distributions by age 70-1/2 without regard
to whether the participant is still employed by the employer and,
therefore, generally replaces it with the rule in effect prior to the
Tax Reform Act. Thus, under the bill, distributions are required to
begin by April 1 of the calendar year following the later of (1) the
calendar year in which the employee attains age 70 or (2) the cal-
endar year in which the employee retires. In the case of a 5-percent
owner of the employer, distributions are required to begin no later
than the April 1 of the calendar year following the year in which
the 5-percent owner attains age 70. Distributions from an IRA are
required to begin no later that April 1 of the calendar year follow-
ing the year in which the IRA owner attains age 70.

In addition, in the case of an employee (other than a 5-percent
owner) who retires in a calendar year after attaining age 70, the
bill requires the employee's accrued benefit to be actuarially in-
creased to take into account the period after age 70 in which the
employee was not receiving benefits under the plan. Thus, under
the bill, the employee's accrued benefit is required to reflect the
value of benefits that the employee would have received if the em-
ployee had retired at age 70 and had begun receiving benefits at that
time.

The actuarial adjustment rule and the rule requiring 5-percent
owners to begin distributions after attainment of ago 70 does not
apply, under the bill, in the case of a governmental plan or church
plan.

This provision applies to years beginning after December 31,
1990.

C. Title III.-Miscellaneous Provisions

Treatment of leased employees
The bill replaces the historically performed test in the definitif'n

of leased employee with a control test. Thus, under the bill an indi.
vidual is a leased employee of a service recipient if the services are
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performed by the individual under the control of the recipient (and
the other requirements are satisfied).

The provision is effective for taxable years beginning after De-
cember 31, 1983.

Elimination of half-year requirements
Under present law, a number of employee plan rules refer to the

age of an individual at a certain time. For example, distributions
under a qualified pension plan are generally required to begin no
later thar. the April 1 following the year in which an individual
attains age 70-1/2 (sec. 401(aX9)). Similarly, an additional income
tax on early withdrawals applies to certain distributions from
qualified pension plans and IRAs prior to the time the participant
or IRA owner attains age 59-1/2 (sec. 72(t)).

The bill changes the half-year requirements to birthdate require-
ments. Those rules under present law that refer to age 59-1/2 are
changed to refer to age 59, and those that refer to age 70-1/2 are
changed to refer to age 70.

The provision applies to distributions in years beginning after
December 31, 1990.

Plans covering self-employed individuals
Prior to the Tax Equity and Fiscal Responsibility Act of 1982

(TEFRA) different rules applied to retirement plans maintained by
incorporated employers and unincorporated employers (such as
partnerships and sole proprietors). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. Most, but not
all, of this disparity was eliminated by TEFRA.

Under present law, certain special aggregation rules apply to
plans maintained by owner-employees that do not apply to other
qualified plans (sec. 401(dX1) and (2)). The bill eliminates these spe-
cial rules.

The provision applies to years beginning after December 31,
1990.

Full funding limitation of multiemployer plans
The bill provides that the 150 percent of current liability limita-

tion does not apply to multiemployer plans. In addition, the bill re-
peals the present-law annual valuation requirement for multiem-
ployer plans and applies the prior-law rule that valuations be per-
formed at least every 3 years.

The provision applies to years beginning after December 31,
1990.

Affiliation requirements for employers jointly maintaining a VEBA
The bill provides that otherwise unrelated employers are treated

as affiliated and, therefore, can maintain a tax-exempt VEBA if
the employers (1) are in the same line of business, (2) act jointly to
perform tasks which are integral to the activities of each of the em-
ployers, and (3) act jointly to such an extent that the joint mainte-
nance of a VEBA is not a major part of the joint activities.

Under the bill, employers are considered affiliated, for example,
under the following circumstances. The employers participating in
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the VEBA are in the same line of business and belong to an asso-
ciation that provides to its members a significant amount of each
of the following services: (1) research and development relating to
the members' primary activity; (2) education and training of mem-
bers' employees; and (3) public relations. In addition, the employers
are sufficiently similar (e.g., subject to similar regulatory require-
ments) that the association's services provide material assistance to
all of the employers. The employers also demonstrate the impor-
tance of their joint activities by having meetings at least annually
attended by substantially all of the employers. Finally, the employ-
ers maintain a common retirement plan.

On the other hand, it is not intended that the mere existence of
a trade association is a sufficient basis for the member-employers
to be considered affiliated, even if they are in the same line of busi-
ness. It is also not sufficient if the trade association publishes a
newsletter and provides significant public relations services, but
only provides nominal amounts, if any, of other services integral to
the employers' primary activity.

A-group of employers are also not considered affiliated under the
bill by virtue of the membership of their employees in a profession-
al association.

The bill is intended as a clarification of present law. However, it
is not intended to create any inference as to whether any part of
the Treasury regulations affecting VEBAs, other than the affiliated
employer rule, is or is not present law.

Treatment of certain governmental plans
The bill provides that (1) section 457 does not apply to excess

benefit plans maintained by a State or local government, (2) the
compensation limitation on benefits under a defined benefit pen-
sion plan does not apply to plans maintained by a State or local
government, and (3) the defined benefit pension plan limits do not
apply to certain disability and survivor benefits provided under
such plans. Excess plans maintained by a State or local govern-
ment are subject to the same tax rules applicable to such plans
maintained by private employers (e.g., sec. 83).

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Modifications to simplified employee pensions
The bill conforms the eligibility requirements for SEP participa-

tion to the rules applicable to pension plans generally by providing
that contributions to a SEP must be made with respect to each em-
ployee who has at least one year of service with the employer.

The bill modifies the rules relating to salary reduction SEPs by
providing that such SEPs may be established by employers _with
100 or fewer employees. The bill also repeals the requirement that
at least half of eligible employees actually participate in a salary
reduction SEP.

The bill also provides that an employer meets the requirements
of the 125 percent deferral percentage test for salary reduction con-
tributions if the employer makes a nonforfeitable contribution to
the plan of at least 3 percent of an employee's compensation on
behalf of each nonhighly compensated employee who is eligible to
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participate in the arrangement without regard to whether the em-
ployee makes an elective contribution under the arrangement.

The provision applies to years beginning after December 31,
1990.

Contributions on behalf of disabled employees
The bill provides that the special rule for contributions on behalf

of disabled employees is applicable without an employer election
and to highly compensated employees if the defined contribution
plan provides for the continuation of contributions on behalf of all
participants who are permanently and totally disabled.

The provision applies to years beginning after December 31,
. 1990.

Distributions from rural cooperative plans
The bill provides that distributions can be made from a rural co-

operative plan which includes a qualified cash or deferred arrange-
ment upon attainment of age 59, even if the plan is not a profit-
sharing or stock bonus plan.

The provision is effective as if included in the amendments made
by section 1011(kX9) of the Technical and Miscellaneous Revenue
Act of 1988.

Reporting of pension and annuity payments
The bill provides that the definition of "information return"

under section 6724(d) includes reports of pension and annuity pay-
ments required by section 6047(d), and any report required under
subsection (i) or (I) of section 408. Similarly, the definition of"payee statement" under section 6724(dX2) is amended to include
reports of pension and annuity payments required by section
6047(d) and any report required under subsection (i) or (1) of section
408. The bill provides that section 6652(e) is amended to delete re-
ports of designated distributions from the scope of its $25 per day
penalty.

The bill provides a $10 reporting threshold for designated distri-
butions.

The provision applies to returns and statements required to be
filed after December 31, 1990.

Date for adoption of plan amendments
The bill provides that any plan amendments required by the bill

are not required to be made before the first plan year beginning on
or after January 1, 1992, if the plan is operated in accordance with
the applicable provision and the amendment is retroactive to the
effective date of the applicable provision.



IV. ISSUES AND ANALYSIS RELATING TO THE SIMPLIFICA-
TION OF EMPLOYEE PENSION BENEFITS TAX LAWS

A. General Simplification Issues

There are three potential sources of income for an individual
after retirement-social security benefits, employer-provied pen-
sion plan benefits, and personal savings. These three sources of re-
tirement income have traditionally been referred to as the "three-
legged stool" providing retirement income security. Taken togeth-
er, these three sources of income ideally should provide an ade-
quate replacement for preretirement income.

An employer's decision to establish or continue a pension plan
for employ ees is voluntary. The Federal tax laws provide favorable
tax treat nent for amounts contributed to an employer-provided
pension ;-an to encourage the establishment and continuance of
such pla is.

The T ederal laws and regulations governing employer-provided
retirerent benefits are recognized as among the most complex set
of ruLes applicable to any area of the tax law. Some have argued
that his complexity has made it difficult, if not impossible, for em-
ploy rs, particularly small employers, to comply with the law. In
addi' ion, it is asserted that this complexity deters employers from
establishing pension plans or forces the termination of such plans.
If this assertion is accurate, then the complexity of the employee
benefits laws is reducing the number of employees covered under
employer-provided plans. Such a result then forces social security
and personal savings to assume more of the burden of replacing
preretirement income.

Others assert that the complexity of employee benefits laws and
regulations is a necessary byproduct of attempts (1) to ensure that
retirement benefits are delivered to more than-just the most highly
compensated employees of an employer, (2) to provide employers,
particularly large employers, with the flexibility needed to recog-
nize the differences in the way that employers do business; and (3)
to ensure that retirement benefits generally are used for retire-
ment purposes.

A brief discussion follows of the reasons for complexity in the
pension area.

Reasons for complexity in employee pension benefits laws

Volume and frequency of employee benefits legislation
Many employers and practitioners in the pension area have

argued that the volume of legislation affecting pension plans en-
acted since 1974 has contributed to complexity. In many cases, a
particular substantive area of pension law may be dealt with legis-
latively every year. For example, the rules relating to the form and

(30)
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taxation of distributions from qualified pension plans were signifi-
cantly changed by the Tax Equity and Fiscal Responsibility Act of
1982, the Deficit Reduction Act of 1984, and the Tax Reform Act of
1986. In many cases, changes in the rules are lobbied for by em-
ployers and practitioners.

This constant change of the law has not only contributed to com-
plexity for the employer, plan administrator, or practitioner who
must understand the rules, but has also created problems for the
IRS and Department of Labor. Regulations projects are so back-
logged at the IRS that employers may not know what they must do
to bring their pension plans into compliance with enacted legisla-
tive changes because the IRS has been unable to publish adequate
guidance for employers.

The amount of legislation in the pension area in recent years
hinders the ability of the IRS and the Department of Labor to mon-
itor compliance with the law. Significant amounts of resources are
required to be expended to educate government employees with re-
spect to changes in the law. Time that is spent reviewing pension
plan documents to determine whether they qualify under the tax
laws in form takes time away from the auditing of plans to ensure
that they qualify in operation.

The level of legislative and regulatory activity in the pension
area has also created problems because inadequate time is avail-
able to consider the possible interaction of various provisions. The
IRS may issue regulations that are immediately superseded by leg-
islation. Legislation is enacted that does not consider the potential
interaction problems created with other areas of employee benefits
law.

Some people argue that the rules relating to employer-provided
pension plans should not be significantly altered in the context of
an effort to simplify the rules. This argument assumes that addi-
tional changes in the employee benefits area will only contribute to
complexity by legislating again in an area that some say has been
overlegislated in the last 10 years.

On the other hand, legislative initiatives that merely repeal ex-
isting rules may not contribute to additional complexity of the
rules unless the repeal of such rules leaves uncertainty as to the
rule that applies in place of the repealed rule.

The structure of the workplace
Some argue that the complexity of the rules relating to pensions

stems from a problem that is not unique to the employee benefits
area-that is, the way in which the workplace has developed has
created inherent complexities in the way that legislation is en-
acted. The way in which employers do business affects the complex-
ity of pension legislation.

Large employers tend to have complex structures. Thjt complex
structures may include the division of cmpioyees among various
subsidiaries that r"- Ungaged in different types of businesses. Rules
are required to deal with the issues that arise because a business is
operated in many tiers. For example, questions arise as to which
employees are required to be taken into account in determining
whether an employer is providing pension benefits on a nondis-
criminatory basis. To what extent are employees of various subsidi-
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aries that are engaged in completely different activities required to
be aggregated? If these employees must be aggregated for testing
purposes, what kind of recordkeeping burdens are imposed on the
employer? How are headquarters employees treated and how does
the treatment of such employees differ from the treatment of sub-
sidiary employees? If an employer retains temporary workers, to
what extent are such workers required to be taken into account?
Should employees covered by collective bargaining agreements be
treated differently than other employees? Employers face these
issues every day because of the way in which their businesses are
operated, rather than simply because the laws governing pension
benefits are complex.

Flexibility and complexity
Employers and employees generally want to be able to tailor

their compensation arrangements, including pension benefits, to fit
their particular goals and circumstances. Present law accommo-
dates these desires by providing for various tax-favored retirement
savings vehicles, including qualified plans, individual retirement
arrangements (IRAs), simplified employee pensions (SEPs), and tax-
sheltered annuities. There are many different types of qualified
plans, different ways of funding such plans, and different ways of
providing benefits under such plans.

The number of different tax-favored retirement arrangements in-
creases complexity in the pension rules because different rules are
needed for each type of arrangement. A great deal of simplicity
could be achieved, for example, if employers were permitted to
c'ioose from only one or two model pension plans. However, this
would also greatly reduce the flexibility provided employers and
employees under present law.

To some extent, the complexity of present law is elective. For ex-
ample, employers who wish to reduce complexity can adopt a
master or prototype plan. Similarly, an employer may adopt a
simple profit-sharing plan for all his employees that involves a
minimum of administrative work. However, many employers
choose more complicated compensation arrangements.

Complexity and certainty
Although employers and practitioners often complain about the

complexity of the rules relating to employer-provided pension
plans, seine of thnt. complexity is, in fact, attributable to the desire
of employers or the Congress to hAVe certainty in the rules. For ex-
ample, the general nondiscrimination rule relating to qualified
pension plans merely requires that a plan not discrirminate in
either contributions or benefits in favor of highly compensated em-
ployees. This rule is easy to articulate; however, determining
whether or not the rule is satisfied is not a simple task. The most
obvious problem is determining what the word "discriminate"
means. I fit means that there can be no difference in contributions
or benefits between those provided to highly compensated employ-
ees and those provided to rank-and-file employees, then the rule
may be fairly straightforward. However, because the rules permit
employers some flexibility to provide more contributions or benefits
for highly compensated employees, then it is necessary to deter-
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mine how much of a difference in the contributions or benefits is
permitted.

On the other hand, rules that provide greater certainty for em-
ployers tend, on their face, to appear to be more complex. A case in
point are the nondiscrimination rules for employee benefits added
in the Tax Reform Act of 1986 (Code sec. 89). 1 Employers com-
plained vigorously about the calculations and recordkeeping re-
quirements imposed by section 89. However, these rules developed
during the legislative consideration of the 1986 Act in large meas-
ure in response to employer's complaints about the uncertainty of
a general rule prohibiting nondiscrimination in favor of highly
compensated employees.

A more mechanical rule will often appear to be more complex,
but will also provide more certainty to the employers, plan admin-
istrators, and practitioners who are required to comply with the
rule. Thus, any attempts to reduce complexity of the employee ben-
efits laws must balance the desire for simplicity Lgainst the per-
ceived need for certainty. In addition, it should be recognized that
simplicity in legislation does not preclude complexity in regulation.

Retirement policy vs. tax policy
A source of complexity in the development of pension laws and

regulations occurs because the Federal Government has chosen to
encourage the delivery of retirement benefits by employers through
the Federal income tax system. This decision tends to create con-
flicts between retirement income policy and tax policy.

Retirement income policy has as its goal the delivery of adequate
retirement benefits to the broadest possible class of workers. Be-
cause the decision to maintain a retirement plan for employees is
voluntary, retirement income policy would argue for laws and reg-
ulations that do not unduly hinder the ability or the willingness of
an employer to establish a retirement plan. Such a policy might
also encourage the delivery of more retirement benefits to rank-
and-file employees by adopting a rule that prohibits discrimination
in favor of highly compensated employees, but does not otherwise
limit the amount of benefits that can be provided to such employ-
ees. Thus, an employer whose principal objective was to provide
large retirement benefits to highly compensated employees (e.g.,
management) could do so as long as the employer also provided
benefits to rank-and-file employees.

On the other hand, tax policy will be concerned not only with
the amount of retirement benefits being delivered to rank-and-file
employees, but also with the extent to which the Federal Govern-
ment is subsidizing the delivery of such benefits. Thus, Federal tax
policy requires a balancing of the tax benefits provided to an em-
ployer who maintains a qualified plan in relation to all other tax
subsidies provided by the Federal tax laws. This balancing has led
the Congress (1) to limit the total amount of benefits that may be
provided to any one employee by a qualified plan and (2) to adopt
strict nondiscrimination rules to prevent highly compensated em-

I The rules of section 89 were repealed in 1989. (P.L. 101-140).

37-443 - 91 - 4
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ployees from receiving a disproportionate amount of the tax subsi-
dy provided with respect to qualified pension plans.

Jurisdiction of pension legislation
When ERISA was enacted in 1974, the Congress concluded that

Federal pension legislation should be developed in a manner that
limited the Federal tax subsidy of employer-provided retirement
benefits and that provided adequate safeguards for the rights of
employees whose employers maintained pension plans. According-
lv. the rules adopted in ERISA included changes in the tax laws
governing qualified plans (Title 11 of ERISA) and al,o included
labor law requirements applicable to employer-provided plans
(Title I of ERISA). In many cases, these labor law requirements
mirrored the requirements of the tax laws and created a civil right
of action for employees. Thus, ERISA ensured that compliance with
the Federal employee benefits laws could be monitored by the Fed-
eral Government (through the IRS and the Department of Labor)
and by employees (through their civil right of action under the
labor laws).

Although many of the pension laws enacted in ERISA had
mirror provisions in the labor laws and in the Internal Revenue
Code, subsequent legislation has not always followed the same
form. For example, the top-heavy rules that were enacted as part
of the Tax Equity and Fiscal Responsibility Act of 1982 were only
included in the Internal Revenue Code and did not contain a corre-
sponding provision in Title I of ERISA. Some have argued that
such a piecemeal approach to employee benefits legislation can
lead to inconsistencies between the Federal tax law and Federal
laboi law and can contribute to the overall complexity of the rules
governing pension plans.

In addition, the enforcement of rules relating to employer-provid-
ed pension plans is shared by the IRS and the Department of
Labor. Thus, there is no single agency of the Federal Government
that is charged with the development and implementation of regu-
lations and with the operational enforcement of the rules relating
to pension plans.

Although the authority of each applicable agency has been clari-
fied, complexity can occur because of the manner in which the
agencies interact. An employer must determine the agency with
which it must consult on an issue and may find that the goals of
each agency are different. For example, the Pension Benefit Guar-
anty Corporation (PBGC) views the funding of a defined benefit
pension plan from its goal of assuring solvency of the plan when
benefit payments are due. On the other hand, the IRS is concerned
that employers should not be permitted to overfund defined benefit
pension plans as a mechanism by which the employer "can shelter
income from taxation. Without careful coordination of the goals of
these 2 Federal agencies, employers may receive inconsistent direc-
tives.

Transition rules
When the Congress enacts tax legislation altering the tax treat-

ment of qualified pension plans or distributions from such plans,
transition relief is often provided to specific employers or individ-
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ual taxpayers or to a class of employers or taxpayers. Transition
relief generally delays temporarily or permanently the application
of the enacted rule to the applicable taxpayer. Sometimes, transi-
tion relief will apply a modified rule that is a compromise between
present law and the enacted rule.

The adoption of transition rules for a taxpayer or a class of tax-
payers contributes to the actual and perceived complexity of em-
ployee benefits laws.

B. Issues and Analysis Relating to S. 2901

1. Nondiscrimination provisions

Definition of highly compensated employee
Two primary issues are presented by the present-law definition

of a highly compensated employee: (1) the appropriate dollar or
other cut-off point for the class of highly compensated employees
and (2) the extent to which family members should be aggregated.

The development of a definition of a highly compensated employ-
ee must balance the administrative complexity for an employer in
identifying those employees who are highly compensated and the
need for a definition that does not create inappropriate results.
Some argue that the definition of a highly compensated employee
should probably be employer specific. Such a rule recognizes that
compensation patterns will be affected by such factors as geograph-
ic location, employer size, and industry. However, such a definition
can be unjustifiably complex to apply in the case of large employ-
ers with numerous operating divisions or lines of business.

The bill adopts a definition of highly compensated employee that
utilizes a dollar compensation threshold and an ownership interest
threshold to identify highly compensated employees. Under this
definition, the level of the compensation threshold becomes the key
issue-if the compensation threshold is set either too low or too
high, it may permit an employer to discriminate against rank-and-
file employees. However, no single compensation threshold will be
appropriate for every employer. Thus, a definition of highly com-
pensated employee that establishes a single compensation thresh-
old may sacrifice theoretically accurate results in favor of a more
administrable rule that achieves a rough justice in most cases.

On the other hand, present law permits employers to use a single
dollar level of compensation rather than determining who is in the
top-20 percent of employees. Thus, the bill can be viewed as
streamlining the definition of compensation to eliminate unneces-
sary categories of highly compensated employees. This streamlin-
ing is also evident in the elimination of officers-in most case offi-
cers will be either owners or highly compensated by virtue of their
salary level so that the officer category is not necessary.

Family member aggregation also lends complexity to the defini-
tion of highly compensated employee under present law. The treat-
ment of certain family members as a single highly compensated
employee is designed to prevent income splitting to circumvent (1)
the nondiscrimination rules or (2) the $200,000 limit on compensa-
tion taken into account. Theoretically, it might be argued that the
family aggregation rule should apply to all highly compensated em-
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ployees. However, the Congress has deemed family aggregation ap-
propriate only in tne case of employees who have sufficient control
of an employer to manipulate the way in which compensation is
paid. Some also argue that the present-law rules unduly restrict
the provision of pension benefits in family businesses.

The bill eliminates the application of the family aggregation rule
to the top 10 employees by compensation on the grounds that (1) in
virtually all cases the employees who should be aggregated are 5-
percent owners and (2) the additional administrative burden on em-
ployers to identify family members of the top 10 employees out-
weighs the small potential benefit of the rule.

Definition of compensation
Developing a definition of compensation involves a variety of fac-

tors, including the ability of the employer to administer the defini-
tion (e.g., to what extent is the definition consistent with employer
payroll practices and to what extent do numerous definitions
create the need to determine compensation in a variety of ways),
the purposes for which the definition is being applied and the rele-
vant policies, and the desires of employers and employees to retain
flexibility in benefit design.

The Tax Reform Act of 1986 attempted to simplify the definition
of compensation by creating a "uniform" definition for employee
benefit purposes. This goal was not achieved, however, because a
variety of definitions are used under the Code. The regulations in-
terpreting the uniform definition permit employers a great deal of
flexibility in defining compensation. This flexibility allows employ-
ers to tailor their compensation packages to suit their needs and
allows employers to choose a definition that is most suited to their
current administrative and payroll practices. On the other hand,
the regulations arguably create additional complexity through ad-
ditional options-employers will be forced to determine which
choice of compensation is best for them, and this decision may
change from year to year. It is particularly difficult for small em-
ployers to explore various options. In addition, the more options
are provided the greater the potential for manipulation of the rules
so as to undermine policy objectives.

The bill attempts to balance these factors by providing a defini-
tion of compensation that can be used for all purposes, not just
some, and by permitting variations on this definition to conform to
employer practices in appropriate cases. For example, the bill per-
mits employers generally to use base pay rather than total taxable
compensation. The basic definition of compensation (W-2 wages)
should be relatively easy for employers to administer because it is
a determination that employers are already required to make. In
some cases the compensation used will be the prior year's, with the
result that employers will know early in the plan year what com-
pensation is used for that year.

The bill eliminates some of the options employers have under the
temporary regulations in defining compensation for nondiscrimina-
tion testing purposes. Some employers mray perceive this as a tight-
ening of the rules and may prefer the flexibility, even if it means
performing additional calculations. On the other hand, the bill
takes a broader view than is possible under the regulations and
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permits greater flexibility in defining compensation for purposes of
the definition of highly compensated employee and the limits on
contributions and benefits. The bill also should ease administration
by providing comparable treatment for all these definitions, e.g., in
the treatment of salary reduction contributions. The reduction in
flexibility under the regulations should be balanced with the abili-
ty to use a definition of compensation for all purposes.

From a policy perspective, it is arguable that the definition of
compensation should be different for different purposes. For exam-
ple, for purposes of determining who is a highly compensated em-
ployee, salary reduction contributions arguably should be taken
into account; such contributions are real economic income and an
employee's status as a highly compensated employee should not be
affected by the employee's election to defer salary. On the other
hand, for purposes of the limitations on contributions and benefits,
salary reduction arguably should not be counted.

Some argue that the simplicity that could be achieved by adopt-
ing a truly uniform definition outweighs the policies underlying
different definitions of compensation. Moreover, the definition of
compensation in the bill (W-2 wages) has relevance outside the
benefits area and thus may be less susceptible of manipulation in a
way that undermines the nondiscrimination rules.

Minimum participation requirement
The minimum participation rule was adopted in the Tax Reform

Act of 1986 because the Congress believed that it was inappropriate
to permit an employer to maintain multiple plans, each of which
covered a very small number of employees. Although plans that
are aggregated for nondiscrimination purposes are required to sat-
isfy comparability requirements with respect to the amount of con-
tributions or benefits, such an arrangement may still discriminate
in favor of the highly compensated employees. The proposed Treas-
ury regulations address many of the concerns with the prior-law
comparability rules that led to the enactment of the minimum par-
ticipation rule. However, the potential for discrimination is always
greater if an employer maintains multiple plans; no set of rules
will be able to address all the possible differences between multiple
plans.

The minimum participation rule was also viewed as a means of
achieving the intent of the comparability requirements with less of
the inherent complexity and administrative burdens imposed by
the comparability rules. Any changes that limit the scope of the
minimum participation rule reintroduces some complexity for em-
ployers and imposes additional burdens on the IRS in monitoring
compliance.

The bill targets the application of the minimum participation
rule to the class of plans-defined benefit pension plans-in which,
some argue, the greatest potential for discrimination exists. This
targeting could be viewed as an appropriate attempt to balance the
effect of the minimum participation rule on employers with the in-
terests of employees who might be affected by the operation of the
rule. On the other hand, some might argue that the minimum par-
ticipation rule has the most significant effect on small employers
and that it is difficult to understand the justification for a small
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employer maintaining a multitude -of plans for its employees, re-
gardless of the type of plan.

In addition, the bill's provision may provide an incentive for em-
ployer's to maintain defined contribution plans because such plans
are not subject to the minimum participation rule. Some may
argue that this incentive is inappropriate at a time when fewer
new defined benefit plans are being established.
Nondiscrimination requirements for qualified cash or deferred ar-

rangements and matching contributions
The sources of complexity generally associated with the nondis-

crimination requirements for qualified cash or deferred arrange-
ments and matching contributions are the recordkeeping necessary
to monitor employee elections, the calculations involved in apply-
ing the tests, and the correction mechanism, i.e., what to do if the
plan fails the tests. None of these factors is new-some form of the
nondiscrimination test has been in the law since 1978. Changes to
these rules made by the Tax Reform Act of 1986 may have added
to the complexity of the rules in operation.

The Tax Reform Act narrowed the permitted disparity between
contributions by highly compensated employees and contributions
by nonhighly compensated employees. Plans which previously
passed the nondiscrimination tests may not meet the new rules,
thereby placing more focus on the nondiscrimination rules them-
selves, as well as on the procedures for correcting failures to satisfy
the rules. The Tax Reform Act also imposed a separate dollar limi-
tation on annual elective deferrals of employees ($7,979 for 1990);
some people believe that this dollar limitation obviates the need for
nondiscrimination tests or obviates the need for nondiscrimination
tests based on actual utilization of the cash or deferred arrange-
ment. However, the dollar cap on elective deferrals limits the de-
ferrals of highly compensated employees, but does not, by itself,
ensure that there is adequate participation in the arrangement by
rank-and-file employees.

The Tax Reform Act also added the special nondiscrimination
rules for employer matching contributions and after-tax employee
contributions. These rules added a new layer of testing and, there-
fore, of complexity for qualified cash or deferred arrangements
(called section 401(k) plans), because an employer match is typical-
ly a part of such arrangements.

The changes made in the Tax Reform Act of 1986 were enacted
because Congress was concerned that the rules relating to qualified
cash or deferred arrangements encouraged employers to shift too
large a portion of the share of the cost of retirement savings to em-
ployees. Congress was also concerned that the nondiscrimination
rules permitted significant contributions by highly compensated
employees without comparable participation by rank-and-file em-
ployees, a result which some believe is inconsistent with a basic
reason for extending favorable tax treatment to employer-provided
pension plans.

On the other hand, it is argued that the complexity of the non-
discrimination requirements, particularly after the Tax Reform Act
changes that impose a dollar cap ($7,979 for 1990) on elective defer-
rals, is not justified by the marginal additional participation of
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rank-and-file employees that might be achieved by the operation of
these requirements. Some argue that the rate of rank-and-file em-
ployee participation in cash or deferred arrangements is more di-
rectly related to the age of the employee than to the employee's
compensation and that the nondiscrimination rules do not take this
factor into account. They believe that the failure of young employ-
ees, who are more likely to be nonhighly compensated, to make
elective deferrals should not restrict the ability of older employees
to contribute to their retirement savings. Further, the definition of
a highly compensated employee may include some middle-income
taxpayers for whom adequate retirement sFvings is essential and
the operation of the nondiscrimination rules may prevent such an
employee from saving.

Some people believe that the Tax Reform Act unnecessarily re-
stricted the ability of highly compensated employees to save for re-
tirement. The fact that the Federal Government waived the appli-
cation of nondiscrimination requirements to the cash or deferred
arrangement maintained for Federal employees is often cited as a
justification for the repeal of the special nondiscrimination test for
all employers. In addition, they argue that the result that the non-
discrimination rules is intended to produce car also be achieved by
creating an incentive for employers to provide matching contribu-
tions on behalf of rank-and-file employees. Matching contributions,
it is argued, create a sufficient inducement to rank-and-file employ-
ee participation.

Some practitioners have suggested that the present-law nondis-
crimination tests should be eliminated or replaced with a design-
based test. Under a design-based test, a plan is nondiscriminatory
if it is designed in a certain way. Some people have serious tax and
retirement policy concerns with a test that is not based on actual
contributions and would argue that such a test permits cash or de-
ferred arrangements to operate essentially like an individual re-
tirement arrangement (IRA) with a much higher contribution limit
($7,979 for 1990). This type of IRA-equivalent arrangement is only
available to employees whose employers offer such a plan. Thus,
some would argue that the absence of nondiscrimination rules
based on actual utilization would cause the Federal -tax laws to
treat similarly situated taxpayers differently.

Some believe that a test based on actual participation is the best
way to prevent elective plans from disproportionately benefiting
high-paid employees and the only way to ensure that low-paid em-
ployees actually benefit under the plan. It is argued that special
nondiscrimination rules are necessary in the case of elective plans
because higher income employees naturally are in a position to
defer greater amounts of income than lower paid employees.
Indeed, if an elective plan is the employee's only retirement plan,
lower income employees may not have sufficient disposable income
to provide sufficient retirement income. For this reason, some be-
lieve that elective retirement plans do not operate as efficiently as
nonelective plans from a retirement policy perspective.

However, some argue that the adoption of a design-based nondis-
crimination test for cash or deferred arrangements and matching
contributions will promote expanded coverage for rank-and-file em-
ployees. The adoption of a nondiscrimination safe harbor that
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eliminates the testing of actual contributions to the plan removes a
significant administrative burden that may act as a deterrent to
employers who would not otherwise set up such a plan. Thus, the
adoption of a simpler nondiscrimination test may encourage more
employers, who do not now provide any tax-favored retirement
plan for their employees, to set up a plan. However, some argue
that thp rapid rate of establishment of cash or deferred arrange-
ments is inconsistent with arguments that the nondiscrimination
requirements act as a deterrent to employers to set up such plans.

The bill addresses concerns that rank-and-file employees may not
participate by requiring a certain level of employer contributions.
These contribution provide an incentive for lower-paid employees
to contribute. In addition, the bill assures that lower-paid employ-
ees will be aware of the plan by requiring employers to communi-
cate the plan to employees.

In addition, a design-based nondiscrimination test provides cer-
tainty to an employer that does not exist under present law. Under
such a test, an employer will know at the beginning of each plan
year whether the plan satisfies the nondiscrimination requirements
for the year. On the other hand, some point out that there are al-
ternative ways to achieve this result.

Under the bill, the design-based nojndiscr:..-- nation tests are pro-
vided as alternatives to the present-law non,,icrimination tests.
The addition of optional methods of satisfying the nondiscrimina-
tion requirements for cash or deferred arrangements may be per-
ceived by some employers as adding, rather than reducing, the
complexity of the requirements.

2. Distribution rules

In general
The pension distribution rules have been uniformly identified as

a primary candidate for simplification by employers, practitioners,
policy-makers, snd the IRS. These rules affect nearly 16 million in-
dividual taxpayers and often require complex calculations that are
difficult for the average taxpayer to perform. Many have suggested
that a major part of any pension simplification proposal should be
the distribution rules.

Rollovers
The present-law rules relating to rollovers of distributions from a

qualified plan to an IRA or to another qualified plan represent an
exception to the fundamental principle that income should be
taxed when it is actually or constructively received. The rollover
rules are intended to facilitate the retention of retirement savings
for retirement purposes when an individual either (1) separates
from service prior to retirement age or (2) receives a lump-sum dis-
tribution from a plan.

The rollover rules originally were available only in the case of
certain lump-sum distributions. Because the original rollover provi-
sions created harsh results in the case of inadvertent failures to re-
ceive a lump-sum distribution, the Congress has liberalized the roll-
over rules. However, the liberalizations, while eliminating most of
the harsh results, have complicated the rollover rules to the point
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that the average plan participant will be unable to- determine in
many cases whether a distribution can be rolled over. The restric-
tions on rollovers under present law lead to numerous inadvertent
failures to satisfy the rollover requirements and contribute signifi-
cantly to the complexity of the rules relating to the taxation of
pension distributions.

The bill addresses the complexity of the present-law rollover
rules by permitting any distribution (other than a minimum re-
quired distribution) to be rolled over to another qualified plan or
an IRA. The bill does not permit the rollover of after-tax employee
contributions-the concern with permitting rollovers of employee
contributions is primarily administrative rather than a policy con-
cern. Permitting the rollover of employee contributions is consist-
ent with retirement policy; individuals should be permitted to keep
all their retirement savings in a tax-favored arrangement until re-
tirement. However, the administrative problems of keeping track of
basis in an IRA should not be underestimated. Employers main-
taining qualified plans to which after-tax employee contributions
have been made often comment that they would like to eliminate
recordkeeping burdens by cashing out employee contributions. Per-
mitting such contributions to be rolled over to an IRA would
merely ,Lhift, rather than solve, the recordkeeping problems.
Indeed, such problems could be worse in an IRA because IRA funds
may be freely transferred between accounts.

Lump-sum distributions
The original intent of the income averaging rules for lump-sum

distributions was to prevent a bunching of taxable income because
a taxpayer received all of the benefits in a qualified plan in a
single taxable year. While the income averaging rules provide a
benefit to taxpayers, they also create complexity by requiring com-
plex calculations that the average taxpayer has difficulty under-
standlng. In addition, the existence of these rules has generated ad-
ditional complexities under present law in the definitions of those
distributions that qualify for the favorable treatment and-in the re-
strictions on rollovers between tax-favored retirement arrange-
ments that are needed to prevent taxpayers from shifting retire-
ment assets in order to elect income averaging with respect to
more assets.

rhe need fcr rules to prevent bunching of income has arguably
been significantly reduced. The reduction and compression of tax
rates in the Tax Reform Act of 1986 significantly reduces the ad-
verse tax effect for a taxpayer who receives a lump-sum distribu-
tion. Moreover, the bill's liberalization of the rollover rules in-
creases the flexibility of taxpayes in determining the timing of the
income inclusion of pension distributions.

Some also argue that averaging should be eliminated from a re-
tirement policy perspective. It can be argued that the Federal tax
laws should not create an incentive for taxpayers to take pension
distributions in lump sums. In fact, some studies have shown that
significant percentages of lump-sum distributions are used for non-
retirement purposes.

Some argue that the bill's retention of the present-law rules for
net unrealized appreciation on employer securities unnecessarily
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preserves some of the complexity of present law. Thus, for exam-
ple, the definition of what constitutes a lump-sum distribution
could be eliminated from the Code if the rule for net unrealized ap-
preciation were repealed. Some also argue that, like the averaging
rules, the need for the special unrealized appreciation rule is re-
duced by liberalizing the rollover rules.

The bill also does not eliminate the present-law transition rules
relating to the 1986 Act repeal of capital gains treatment for cer-
tain lump-sum distributions and the continued availability of 10-
year income averaging for certain individuals. The retention of
these transition rules undercuts much of the simplicity attained by
repeal of 5-year income averaging. On the other hand, the transi-
tion rules were added in the 1986 Act to reflect the reliance that
plan participants may have had on the availability of favorable tax
treatment for withdrawals and the elimination of these rules could
be viewed as unfair to those individuals who are eligible for the
transition rules. Of course, the reliance problem could be addressed
by providing a limited period of time (such as 1 year) after the en-
actment of the bill during which individuals could receive distribu-
tions that are eligible for the transition rules.
Transfers to IRAs or eligible transferee plans

The provision in the bill requiring a trustee-to-trustee transfer of
certain distributions from qualified plans to an IRA or a defined
contribution plan that accepts such distributions is intended to pro-
mote sound retirement policy. Such a transfer requirement elimi-
nates the adverse income tax effect that occurs when an employee
receives a distribution from a qualified plan but inadvertently fails
to roll the distribution over to an IRA or another qualified plan
within the permitted rollover period. Further, the bill provision re-
duces the likelihood that retirement savings will be spent for non-
retirement purposes by forcing the employee to take an affirnf'htive
action (withdrawal from the transferee plan) in order to have
access to the distribution. It can be argued that such a provision
may make it more likely that at least a portion of retirement sav-
ings will remain in a tax-favored arrangement and that the em-
ployee will have adequate sources of retirement income when it is
needed.

On the other hand, the provision may create an additional ad-
ministrative burden for the employer by requiring the plan trustee
to designate a transferee plan if the employee does not designate a
plan. Generally, this will mean that the plan, trustee will be re-
quired to set up an IRA on behalf of the employee if the employee
fails to designate an IRA. In addition, the bill requires the plan
trustee to notify employees of the requirements of the transfer pro-
vision and of the amount to be transferred. Thus, the provision im-
poses an additional reporting requirement on employers or plan
trustees. Some employers and trustees may also be concerned
about continuing fiduciary liability with respect to amounts trans-
ferred.

The benefits of the transfer provision (i.e., promoting additional
retirement savings) must be balanced against the administrative
burdens on employers.
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Required distributions from qualified plans
A uniform distribution rule for pension benefits was adopted be-

cause it reduces disparities in opportunities for tax deferral among
individuals covered by different types of plans and eases adminis-
trative burdens. The minimum distribution rules are designed to
ensure that plans are used to fulfill the purpose that justifies their
tax-favored status- replacement of a participant's preretirement
income at retirement -rather than for the indefinite deferral of
tax on a participant's accumulation under the plan.

Some will argue that the application of the required distribution
rules to all employees under present law is unnecessary because
the .vast majority of employees commence distributions prior to age
70. Only in the case of very highly compensated employees is the
potential for deferral of receipt of benefits a problem.

The required distribution rule under present law has the effect
of eliminating an incentive that employers use to get their employ-
ees to retire. Employers prefer to be able to induce employees to
retire, thereby creating jobs for younger employees, by refusing to
commence payments of retirement benefits. Under present law,
this option is not available to employers; however, the bill will
permit employers to utilize this incentive.

On the other hand, the bill also requires a plan administrator to
actuarially adjust the benefits payable to an employee under a de-
fined benefit pension plan to reflect the period during which bene-
fits could have been paid, but were not. This provision can also
serve as a disincentive to employees to retire because they will not
lose the actuarial value of the retirement benefits they could have
been receiving. This provision is necessary to prevent employees
from being disadvantaged because payment of their benefits is de-
layed; however, it also adds complexity.

The return to the pre-1986 Act rules relating to required distri-
butions also reintroduces some of the complexities the 1986 Act
sought to eliminate. Thus, for example, employers will have to
apply different sets of rules to two different groups of employees.
Also, it may be difficult to determine when someone has retired.
For example, is someone retired for purposes of the minimum dis-
tribution rules if they are working for the employer on a part-time
basis?

3. Miscellaneous provisions

Treatment of leased employees
The leased employee rules are designed to prevent circumvention

of the pension plan qualification rules. The coverage and nondis-
crimination rules operate by comparing an employer's highly com-
pensated employees and nonhighly compensated employees. The
possibility for discriminating in favor of highly compensated em-
ployees increases to the extent that an employer can reduce the
number of individuals required to be counted as nonhighly compen-
sated employees through arrangements sich as leasing. For exam-
ple, one obviously abusive type of transaction that Congress was
concerned about in enacting the leasing rules were cases in which
a doctor would fire his staff and then rehire the same people
thr Jugh a leasing organization. The former employees would no
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longer be considered employees of the doctor, enabling the doctor
to set up a generous qualified plan that covered only himself.

Avoidance of the qualification rules through employee leasing is
possible because the common-law rules for determining who is an
t-nployee are concerned primarily with who is the appropriate
party from whom to collect withholding taxes and, in some cases,
for determining whether or not an individual is an employee or an
independent contractor. The same factors that are relevant to such
.- determination are not necessarily those that are most relevant in

determining those situations which undermine the pension rules.
The primary concern articulated with respect to the present-law

rules is that the statute, as interpreted by proposed regulations, is
overly broad and counts as leased employees individuals who
should not be considered such. There is also some concern that it is
difficult to obtain the information necessary to determine who is a
leased employee because some of the information is obtainable only
from a third party and is not readily accessible by the employer.

Most would agree that the present-law rules as they now stand
are overly broad; however, there is debate about the appropriate
solution. Some argue that the "control" test of the bill is preferable
to present law because it relies solely on information within the
control of the employer. Thus, the employer may more easily make
a determination of who are considered leased employees. They also
argue that the "historically performed" test has no relation to the
economic relationship between the recipient and the individual,
and that it is the nature of that relationship that should be deter-
minative.

On the other hand, the control test of the bill may create some
confusion as employers and practitioners try to distinguish it from
the control test used to determined whether an individual is a
common law employee. Leased employees are by definition individ-
uals who, under the common law test, are not employees. Use of
similar terms without clarification of their meaning can create ad-
ministrative problems for employers and enforcement problems for
the IRS.

There is also some concern that the bill will be perceived as
merging the rule with the common-law test, with the result that
some individuals, such as doctor office technicians, who clearly
were intended to be covered by the rules are not. Thus, the more
the test appears to be like the common law test, the greater the
concern that the bill's rule will not be sufficient to prevent avoid-
ance of the nondiscrimination requirements.

Some also question whether true simplification of the rules can
be achieved statutorily. The determination of whether someone
should be a leased employee is inherently factual in nature. It de-
pends on the underlying economic relationship of the parties-a
factor which will vary case by case with each individual. Thus,
some argue that it is the case-by-case analysis that is relevant. This
case-by-case analysis approach could be implemented with minor
statutory changes to the employee leasing rules with direction to
the Secretary in the legislative history as to the kinds of circum-
stances that the Congress believes should and should not result in
someone being considered a leased employee.
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Elimination of half-year requirements
The change from ages 59-1/2 and 70-1/2 to 59 and 70, respective-

ly, should result in the use of ages that are easier to calculate.

Plans covering self-employed individuals
The repeal of the remaining special rules for plans maintained

by unincorporated employers should make the qualification stand-
ards easier to apply and should eliminate the need fbr special re-
strictions on rollovers between plans if one plan is a plan of an un-
incorporated employer.

Full funding limitation of multiemployer plans
It is argued that the application of the full funding limitation to

multiemployer pension plans creates significant complexity. It is
necessary to determine (1) whether the full funding limit applies
on a contributing employer-by-contributing employer basis and (2)
who bears the burden of the sanction if the rule is violated. In ad-
dition, given the intent of the full funding limitation, it is arguable
that this limitation need not apply to multiemployer plans because
the contributing employers to the plan have no interest in making
excess contributions to the plan. The nature of the collective bar-
gaining process and the fact that unrelated employers are contrib-
uting to the same pension plan should act as a sufficient deterrent
without the imposition of a separate funding restriction.

On the other hand, some argue that it is difficult to understand
why the arguments against the full funding limitation might not
also be relevant in the case of a collectively bargained plan that is
not a multiemployer plan or in the case of a multiple employer
plan.

affiliation requirements for employers jointly maintaining a VEBA
The rules relating to VEBAs under present law permit an em-

ployer and, in some cases, a group of employers to contribute to a
tax-exempt trust that is established to provide benefits to employ-
ees of the employer or group of employers. By generally providing
tax exemption for the earnings on amounts contributed to a VEBA,
present law reduces the cost to an employer or a group of employ-
ers of providing certain benefits.

To the extent that the VEBA rules provide more favorable
income tax treatment than is provided to an insurance company,
use of a VEBA may encourage an t -nployer or group of employers
to self insure benefits rather than purchasing insurance from a
commercial insurance company. Thus, any proposal that recom-
mends the liberalization of restrictions applicable to VEBAs should
be viewed in light of their potential interaction with the insurance
company tax rules. In fact, some people argue that the present-law
VEBA rules, which permit employers in the same line of business
operating within the same State to establish a VEBA, permits a
group of employers to establish what is, in effect, a tax-exempt in-
surance company for the flmding of health and life benefits for em-
ployees. Thus, it could be argued that the justification for permit-
ting unrelated employers to establish a VEBA should be reexam-
ined.
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However, some may conclude that the liberalization of the VEBA
rules is justified because VEBAs serve the public policy of ensuring
that employers have set aside sufficient funds to provide benefits to
their employees. In addition, it may be argued that it is inappropri-
ate to try to compare VEBAs with commercial insurance compa-
nies because there are inherent differences in the way that VEBAs
operate. For example, a VEBA is established by an employer or a
group of employers who have a significant nexus whereas an insur-
ance company will typically serve a diverse clientele. Similarly, a
VEBA exists for the funding of a statutorily limited class of bene-
fits; a commercial insurance company will typically have many di-
verse products for sale to the general public.

The bill provides that employers will be deemed to be affiliated if
certain requirements are satisfied. Although historically the notion
of affiliated employers has been linked to some kind of common
ownership, the bill permits unrelated employers to be treated as af-
filiated. In connection with this provision, it is appropriate to con-
sider whether the concept of affiliation adopted in the bill should
be extended to other areas in the tax laws, or at least to the em-
ployee benefits area. For example, such a concept could be ex-
tended to apply to the group of employers that is tested together
for nondiscrimination purposes under the qualification rules for
pension plans.

Distributions from rural cooper ive plans
In general, a qualified cash or deferred arrangement is required

to be a profit-sharing or stock bonus plan. Under either type of
plan, present law normally permits in-service withdrawals. In fact,
the withdrawal rules relating to a qualified cash or deferred ar-
rangement are generally more restrictive than the withdrawal
rules applicable to other profit-sharing or stock bonus plans.

Certain pre-ERISA money purchase pension plans and pension
plans maintained by rural cooperatives can also be qualified cash
or deferred arrangements. Because these plans are pension plans,
no in-service withdrawals are permitted, notwithstanding the fact
that certain in-service withdrawals are permitted from qualified
cash or deferred at-rangements. In the case of a plan maintained by
a rural cooperative, it can be argued that this is an unnecessary
restriction on withdrawals since a ru,al cooperative plan is struc-
tured as a pension plan only becaue rural cooperatives do not
have profits within the general meaiiing of the Code so that, at the
time the plans were established, they could not be profit-sharing
plans.

On the other hand, some might argue that the liberalization of
the withdrawal rules to permit in-service distributions is inconsist-
ent with sound retirement policy in that it creates an incentive for
plan participants to dissipate retirement savings for nonretirement
purposes. In addition, such a rule creates a class of pension plans
that are subject to more favorable withdrawal rules, which might
be perceived as unfair to other employers not eligible for the spe-
cial rules.
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Date for adoption of plan amendments
The provision that delays the time by which plan amendments

are required in order to bring the plan into compliance with the
changes made by the bill benefits the employer in 2 ways. First,
the provision gives the employer additional time to make the nec-
essary changes in the plan document. Second, it provides time
during which the IRS can issue additional guidance with respect to
the requirements and such guidance can then be incorporated into
the plan document, which will reduce the need for subsequent plan
amendments.

On the other hand, the operation of the provision means that
plan administrators and participants will not be able to rely on the
language of the plan document in determining wha.t their rights
might be under the plan. In addition, the plan document represents
the contract between the employer and its employees and such con-
tract should be kept as current as possible. The benefit of the addi-
tional time for employers should be balanced against the impor-
tance of employees being able to determine their rights and of plan
administrators being able to administer the plan properly.

0

SIMPLIFICATION OF TAX RULES RELATING TO EMPLOYEE
BENEFIT PROGRAMS MAINTAINED BY CHURCHES

sS 2:0e(2, The ('hurch Retirement BIenefits Simplification Act, Prepared by the Staff of the JOINT COMMIT'TEE
ON TAXATION, August 3, 1990, J'X-24-901

INTRODUCTION

The Subcommittee on Private Retirement Plans and Oversight of the Internal
Revenue Service of the Senate Committee on Finance has scheduled a public hear-
ing on August 3, 1990, to review the Internal Revenue Code rules relating to private
pension plans and possible options for simplification of on S. 2901,' the 50 plan
rules. The hearing will focus employee Benefits Simplification Act, introduced by
Senator Pryor and others on July 25, 1990, and S. 2902, the Church Retirement Ben-
efits Simplification Act, also introduced by Senator Pryor on July 25, 1990.

This document, 2 prepared by the staff of the Joint Committee on Taxation, pro-
vides a discussion of S. 2902 and the issues relating to modification of the Federal
income tax rules relating to church-maintained retirement and employee benefit
plans. Part I is a summary. This is followed by a discussion of the present-law Fed-
eral tax rules regarding tax-qualified plans, and, in particular, plans maintained by
churches (Part II), a description of S. 2902 (Part III), and a discussion of issues relat-
ing to church plans (Part IV).

I. SUMMARY

A plan of deferred compensation that meets the qualification standards of the In-
ternal Revenue Code (a qualified plant is accorded special tax treatment under
present law. Similar tax treatment is accorded to tax-sheltered annuity programs.

For a description of S. 2901, see Joint Committee on Taxation, Simplification of Present-Law
Tax Rules Relating to Qualified Pension Plans (S. 2901, the Employee Benefits Simplification
Act (JCS-24-90), August 3, 1990.

2 This document may be cited as follows: Joint Committee on Taxation, Simplification of Tax
Rules Relating to Employee Benefit Programs Maintained by Churches (S. 2902, the Church Re-
tirement Benefits Simplification (JCX-24-90), August .1, 1990.



106

The employer maintaining the plan is entitled to a deduction (within limits) for con-
tributions to a plan even though an employee is not required to include the benefit
in income until it is distributed.

The rules relating to qualified plans and tax-sheltered annuities are generally de-
signed to encourage employers to establish such plans particularlyy for their rank-
and-file employees) and to protect employees' rights under the plans.

Unless a church elects otherwise, plans maintained by churches or church-related
organizations are exempted from the coverage, vesting, funding, and certain other
requirements contained in the Employee Retirement Income Security Act of 1974
(ERISA). With respect to non-electing church plans, such rules in effect before the
enactment of ERISA apply. In addition, several special rules apply to such plans.
With respect to welfare benefit plans, church plans generally are subject to the
same rules that apply to plans maintained by other employers.

S. 2902 would consolidate and modify rules relating to church-maintained quali-
fied retirement plans, tax-sheltered annuity plans, and welfare benefit plans. In
general, the bill would expand the existing church plan exemption in the qualified
plan area. Issues exist with respect to whether the present-law exemption is war-
ranted and, if warranted, whether the exemption should be expanded in the manner
contemplated by the bill.

11. PRESENT-LAW TAX RULES 3

A. OVERVIEW OF QUALIFIED PLANS

A plan of deferred compensation that meets the qualification standards of the In-
ternal Revenue Code (a qualified plan), is accorded special tax treatment under
present law. Employees do not include qualified plan benefits in gross income until
the benefits are distributed even though the plan is funded and the benefits are
nonforfeitable. Tax dferral is provided under qualified plans from the time contri-
butions are made until the time benefits are received. The employer is entitled to a
current deduction (within limits) for contributions to a qualified plan even though
an employee's income inclusion is deferred. Contributions to a qualified plan are
held in a tax-exempt trust.

The qualification standards and related rules governing qualified plans are de-
signed to ensure that qualified plans benefit an employer's rank-and-file employees
as well as highly compensated employees. They also define the rights of plan partici-
pants and beneficiaries and provide some limit. on the tax benefits for qualified
plans.

Qualified plans are broadly classified into two categories, based on the nature of
the benefits provided: defined contribution plans and defined benefit pension plans.

Under a defined benefit pension plan, benefit levels are specified under a plan
formula. For example, a defined benefit pension plan might provide a monthly bene-
fit of $10 for each year of service completed by an employee. Benefits under a de-
fined benefit pension plan also may be specified as a flat or step-rate percentage of
the employee's average compensation or career compensation. Benefits under a de-
fined benefit pension plan are funded by the general assets of the trust established
under the plan; individual accounts are not maintained for employees participating
in the plan. 4

Benefits under defined contribution plans are based solely on the contributions
(and earnings thereon) allocated to separate accounts maintained for each plan par-
ticipant. There are several different types of defined contribution plans, including
money purchase pension plans, target benefit plans, profit-sharing plans, stock
bonus plans, and employee stock ownership plans (ESOPs).

B. TAX-SHELTERED ANNU:TY PROGRAMS

Certain eligible employers may maintain tax-deferred annuity plans (sec. 403(b)).
These plans provide tax-sheltered retirement savings for employees of public educa-
tion institutions and employees of certain tax-exempt organizations (including

3 This document generally is limited to a discussion of the Internal Revenue Code rules relat-
ing to tax-qualified retirement plans. In addition to the rules in the Internal Revenue Code, the
labor law provisions of the Employee Retirement Income Security Act of 1974 (ERISA) contain
extensive rules regarding employee benefit plans. For a more detailed discussion of the qualifi-
cation rules, see Joint Committee on Taxation, Present-Law Income Tax Rules Relating to Quali-
fied Pension Plans (JCS-9-90), March 22, 1990.

4 Individual accounts may be maintained for after-tax employee contributions made to a de-
fined benefit pension plan.
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churches and certain organizations associated with churches) that are described in
section 501(cX3). In addition to tax-deferred annuities, alternative funding mecha-
nisms under section 403(b) include custodial accounts invested in mutual fund
shares (sec. 40:3(bX7)) and church-maintained retirement income accounts (sec.
403(b)(9)).

Tax-sheltered annuity programs may be funded through either employer contribu-
tions or salary reduction amounts. Employer contributions are excluded from the
employee's income for the taxable year to the extent they do not exceed the employ-
ee's exclusion allowance. The amount of salary reduction is limited to an annual
maximum (sec. 402(g)). In addition, the total amount of contributions is subject to
the limitations on contributions generally applicable to defined contribution plans
(sec. 415(c)).

Tax-sheltered annuity programs must meet certain nondiscrimination rules (sec.
403(b)(12)). Plans with nonelective employer contributions must meet the minimum
participation requirements (sec. 401(aX26)), minimum coverage requirements (sec.
410), and the nondiscrimination requirements relating to contributions and benefits
secss. 401(a) (4) and (5)). In addition, if employer contributions are used to match em-
ployee contributions, the program must meet the requirements generally applicable
to matching plans (see. 401(m)). Tax-sheltered annuity programs must also meet the
requirements relating to the limitation on the amount of compensation upon which
contributions and benefits may be based (sec. 401(a017)).

A tax-sheltered annuity program is required to meet an eligibility test that is met
if all nonexcludable employees of the organization may elect to have the employer
make contributions of more than $200 pursuant to a salary reduction agreement if
any employee of the organization may elect to have the organization make contribu-
tions for such contracts pursuant to such agreement.

C. SANCTION FOR FAILURE iTo MEE.T QUALIFICATION RULES

If a plan fails to meet the qualification standards, then the special tax benefits for
qualified plans do not apply, and benefits and contributions are taxed under normal
income tax rules. Similar rules apply in the case of an employer who fails to meet
the rules relating to tax-sheltered annuities. In general, if a plan fails to meet the
qualification standards, then contributions to the plan are includable in employees'
gross income when such contributions are no longer subject to a substantial risk of
forfeiture secss. 402(b) and 83). Amounts actually distributed or made available to an
employee are generally includable in income in the year distributed or made avail-
able under the rules applicable to taxation of annuities (sec. 72). Special sanctions
apply in the case of failure to meet certain nondiscrimination rules (e.g., sec. 410).

An employer is generally not entitled to a deduction for contributions to a non-
qualified plan until the contributions are includable in an employee's gross income.

D. SPECIAL RULES APPLICABLE TO CHURCH PLANS

In general
A church plan is a plan established and maintained for employees (or their bene-

ficiaries) by the church or by a convention or association of churches that is exempt
from tax under section 501 (sec. 414(e)). Church plans include plans maintained by
an organization, whether a corporation or otherwise, that has as its principal pur-
pose or function the administration or funding of a plan or program for providing
retirement or welfare benefits for the employees of the church or convention or as-
sociation of churches (sec. 414(e)(3XA)).5

Certain church plans are exempt from the coverage, vesting, funding and fiduci-
ary requirements of ERISA. Church plans may waive this exemption by election
(sec. 410(d)). Electing plans become subject to all section 401(a) qualification require-
ments, Title I of ERISA, the excise tax on prohibited transactions (sec. 4975), and
participate in the termination insurance program administered by the Pension Ben-
efit Guaranty Corporation.

Qualification retirements
Minimum coverage and participation rules.-Church plans are subject to the mini-

mum participation rule that requires each plan to cover the lesser of 50 employees
or 40 percent of all employees. However, non-electing plans are not subject to the

5 With respect to certain provisions (e.g., the exemption for church plans from nondiscrimina-
tion rules applicable for tax-sheltered annuities), the more limited definition of church under
the employment-tax rules applies (secs. 3121(wX3) (A) and (B)).
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minimum participation and coverage requirements contained in section 410. Instead
these plans must meet pre-ERISA coverage requirements Isec 401(ax3) asthat sec-
tion was in effect on September 1, 19741.6

Nondiscrimination in contributions and benefits. -Church plans are subject to
rules that require that a plan not discriminate in favor of highly compensated em-
ployees (sec. 401(a) (4) and (5)). In addition, such plans are subject to the rules relat-
ing to the integration of benefits with social security (sec. 401d)) and to the rules
relating to top-heavy plans (sec. 416).

Vesting.--Non-electing church plans are not subject to the vesting rules of section
411. However, suci-i plans must meet pre-ERISA vesting rules (secs. 401(a) (4) and (7)
as in effect on September 1, 1974). In general, under pre-ERISA law, participants
must have become fully vested upon attainment of normal retirement age, or upon
the termination of the plan (to the extent funded) whether the termination was par-
tial or otherwise.

Maximum limitation on contributions and benefits.-The limitation on contribu-
tions and benefits that apply to qualified plans also apply to church plans (sec. 415).
However, the rules in effect prior to the Tax Reform Act of 1986 relating to early or
late commencement of benefits apply. In addition, church plans are subject to the
requirements relating to the limitation on the amount of compensation upon which
contributions and benefits may be based (sec. 401(a)17)).

Deductions.-The limitations on an employer's deduction for contributions to a
qualified plan are, in large part, irrelevant in the case of a church plan because
churches are tax-exempt organizations.

Funding.-Non-electing church plans are exempt from the minimum funding re-
quirements (sec. 412(hX4)). However, such plans must meet certain pre-ERISA re-
quirements (sec. 401(aX7) as in effect on September 1, 1974). These requirements do
not require a particular funding method.

Distributions. -In general, distributions from church plans are subject to the
present-law distribution rules applicable to plans maintained by nonchurch employ-
ers. However, an exception applies with respect to the definition of a qualified do-
mestic relations order (sec. 414(pX11U). In addition, certain church plans (described in
sec. 3121(wX3) (A) or (B)) are not required to begin benefits by April 1 of the year
following the year in which an employee attains 701/2, if the employee has not re-
tired.

Tax-sheltered annuities. -Tax-sheltered annuity programs maintained by church-
es generally are not subject to the nondiscrimination rules applicable to such pro-
grams (sec. 403(bX1XD)). For purposes of this exemption, a church is defined as a
church or church controlled organization as defined for certain employment tax pur-
poses. For these purposes, a church includes a convention or association of churches,
or an elementary or secondary school that is controlled, operated or principally sup-
ported by a church or by a convention or association of churches (sec. 3121(wX3XA)).
A church controlled organization is defined as a tax-exempt organization described
in section 501(cK3), other than one that (1) offers goods, services or facilities for sale
(except incidentally) to the general public, unless such sale is at a nominal charge
substantially less than- cost, and (2) normally receives more than 25 percent of its
support from either governmental sources or from receipts from admissions or sales
of goods, services or facilities (sec. 3121(wX3XB)).

Rules relating to welfare benefit plans
The exclusions from income related to employer-provided welfare benefits are

available to employees of churches (e.g., sec. 106). In addition, the requirements re-
lating to the particular exclusion (including applicable nondiscrimination require-
ments) generally apply to welfare benefit plans maintained by churches. Thus, for
example, a plan maintained by a church must meet the nondiscrimination rules re-
lating to self-insured medical plans (sec. 105(h)), group legal services plans (sec. 120),
cafeteria plans (sec. 125), education assistance plans (sec. 127), and dependent care
assistance programs (sec. 129). The nondiscrimination rules (sec. 505) that apply to

6 Prior to ERISA, section 401(aX3) required that a plan benefit either (1) 70 percent or more of
all employees, or 80 percent or more of all eligible employees if at least 70 percent or more of all
the employees were eligible for the plan, or (2) such employees as qualify under a reasonable
nondiscriminatory classification as determined by the Secretary. For purposes of this pre-ERISA
coverage test, the following employees could be excluded from consideration: (1) employees who
have not been employed for at least 5 years, (2) employees whose customary employment is not
more than 20 hours in any one week, and (3) employees whose customary employment is not
more than 5 months in any calendar year.
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voluntary employees' beneficiary associations (VEBAs) also apply to VEBAs main-
tained bv churches.

Church plans generally are not subject to the health care continuation rules (sec,
498013. In addition, certain church plans are not subject to the nondiscrimination
requirements applicable to group-term life insurance (sec. 79td)). For purposes of' the
group-term life insurance rules, a church plan is defined as a plan maintained by a
church organization described in section 501(c)(3) other than educational organiza-
tions above the secondary school level, hospitals, and other medical care related or-
ganizations.

Il1. DESCRIPTION OF S. 2902 7

S. 2902 provides a general revision of the rules relating to church-maintained
qualified retirement and welfare benefit plans. In addition, rules relating to employ-
ee annuity contracts and retirement income accounts maintained for the benefit of
church employees are modified.

A. CONSOLIDATION AND MODIFICATION OF RUIES RELATING TO CHURCH-MAINTAINED

QUALIFIED RETIREMENT PLANS

In general
The bill adds a new section 401A to the Code that defines a qualified church plan.

If the requirements of new section 401A are met then the qualified church plan is
treated as satisfying section 401(a) as well as all sections referred to therein.

Definition of qualified church plan

In general
In order to meet the requirements of section 401A, the plan must meet the defini-

tion of a church plan as set forth in section 414(e). In addition, the church that
maintains the plan may not have elected (pursuant to section 410(d)) to waive the
exemption from certain qualification requirements available to church plans (e.g.,
participation, vesting and funding rules).

Employee contributions and vesting

An employee's rights in his or her accrued benefit derived from his or her own
contributions must be nonforfeitable. In addition, the vesting schedule of a qualified
church p!an must meet either a 10-year vesting schedule or a 5- to 15-year vesting
schedule. A plan satisfies the 10-year vesting requirement if an employee who has
at least 10 years of service has a nonforfeitable right to 100 percent of his accrued
benefit derived from employer contributions. A plan meets the 5- to 15-yea, sched-
ule if the vesting schedule meets the following:

Years of sevce Nonforeiable percentage

5 ................................................................. ...... 25
6 ...... ... .............. ................... ................... ..... ... ... ........ ... 30
8 ............. ... ...... ....... ... .................... ............... ... ............... ..... ........... ...... .. ... ...... .... ... .... ... .. .. 4 07 ......... ..................................................................... ....... ..... .......... .............. .. ... ... ............ . . . . . . . . 3 58. 40

1 0 ................ .......... ................................................................................. .. ... ..... .. ......... . . . 5 0
1 1 .. .... ........... ................ ............................................................ ...... ... ....... ....... ...... ...... .. ........ .. 6 0

13... ... .................................................... ..... 80
14 ...................................................... 90
15 or more ..,. ................... .................................. 1 ... .. .. ............ ... .... ... ll.. .. ... ... 00

Funding requirements
As under present law, a qualified church plan must meet the requirements of sec-

tion 401(aX7) as that section-was in effect on September 1, 1974,

7 S. 2902, the Church Benefits Simplification Act of 1990, was introduced by Senator Pryor on
July 25, 1990.
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Additional requirements
A qualified church plan must meet the requirements of sections 401(a) (1), (2), (8),

(9), (16), (17), (25), (27) and (30). In addition, the requirements of sections 401(b),
401(c), and 401(h) apply to such plans.

If the plan includes employees of an organization that is not a church, then either
the plan or such organization (at the option of the plan) shall meet the require-
ments of sections 401 (aX3) and (a)(6) (as in effect on September 1, 1974), as well as
sections 401(aX4), 401(aX5) and 401(m).

Definitions and special rules
Definition of church.-For purposes of section 401A, a church is defined as a

church or a convention or association of churches, including organizations whose
principal function is to fund or maintain a plan for churches (as described in sec.
414(e)(3XAU). The definition of church also includes certain organizations described
in section 414(e)(3)(B)(ii) (relating to certain tax-exempt organizations) other than (1)
schools above the secondary level (other than those for religious training) or (2)
health care organizations (including hospitals) that provide community service for
inpatient care and where not more than 50 percent of total patient days are custom-
arily assignable to certain categories of medical treatment.

Satisfaction of trust requirements.-A plan does not fail to meet section 401A
merely because such plan is funded through an organization described in section
414(eX3XA) rather than through a trust.

Failure of one organization to qualify.-If one or more organizations maintaining
a church plan fails to satisfy the requirements of section 401A, the plan is not dis-
qualified with respect to the other organizations maintaining the plan that meet
such requirements.

Special rules relating to highly compensated and excludable employees.-For pur-
poses of section 401A, no employee is considered an officer, shareholder or person
whose principal duties consist of supervising the' work of other employees if such
employee during the year or the preceding year received compensation of less than
$50,000 (indexed). In addition, certain employees covered by collective bargaining
agreements (as described in section 410(bX3XA)) are excluded for purposes of section
401A.

Effective date
The provision of the bill that adds section 401A generally is effective for years

beginning after December 31, 1989. The vesting provision is effective for years be-
ginning after December 31, 1992.

No regulation or ruling under section 401(a) issued after December 31, 1989, shall
apply to a qualified church plan unless such regulation or ruling is specifically
made applicable to such plans.

A church plan (within the meaning of section 414(e)) shall not be deemed to have
failed to satisfy the applicable requirements of section 401(a) for any year beginning
prior to January 1, 1990.

B. RETIREMENT INCOME ACCOUNTS OF CHURCHES

Under present law, retirement income accounts (described in sec. 403(bX9))-main-
tained by certain churches are treated as tax-deferred annuities. The bill modifies
certain rules relating to such accounts. First, the bill allows certain controlled orga-
nizations (described -in sec. 414(e)(3X(BXii)) that are exempt under section 501 to
maintain such accounts. Second, the bill provides that certain ministers (including
self-employed ministers) are treated as employees for purposes of the rules relating
to retirement income accounts.

Effective date.-The provision is-generally effective for years beginning after De-
cember 31, 1989. A church plan (within the meaning of sec. 414(e)) shall not be
deemed to have failed to satisfy the applicable requirements of section 403(b) for any
year beginning prior to January 1, 1990.

C. TAX-SHELTERED CONTRACTS PURCHASED BY CHURCHES

The bill modifies several rules relating to tax-deferred annuity contracts pur-
chased by churches. The first modification relates to the nondiscrimination rules.
Under the bill, if a contract is purchased under a church plan by (1) schools above
the secondary level (other than those for religious training) or (2) health care orga-
nizations (including hospitals and medical research organizations) which provide
community service for inpatient care and not more than 50 percent of total patient
days are customarily assignable to certain categories of medical treatment, either
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the plan or such organization (at the option of the plan) must meet the require-
ments of sections 401 (aX3) and (a)(6) as in effect on September 1, 1974, 401(a) 14), (5),
'17) and 401(m).

The bill defines a contract purchased by a church to include an annuity (sec.
403(bX l), a custodial account (sec. 403(bX7)), and a retirement income account (sec.
403(bX9) as amended by the bill). A church is defined as a church or a convention or
association of churches, including certain organizations described in sections
414(eX3)(A) and 414(eX3xBXii).

The vesting requirements that apply for purposes of new section 401A apply for
purposes of church plans under section 403(b). Thus, the present-law vesting rules
relating to tax-sheltered annuities do not apply secss. 403(bXlXC) and 403(bX6)I. In
addition, salary reduction amounts must be nonforfeitable. The rules relating to the
failure of one organization to meet the requirements of section 403(b) and the rules
relating to highly compensated and excludable employees are similar to the rules
applicable under new section 401A.

The bill treats as an employee for section 403(b) purposes certain self-employed
(within the meaning of sec. 401(cX1XB)) ministers and any other duly ordained, com-
missioned or licensed minister that is employed by an organization other than an
organization described in section 501(cX3). Thus, these individuals may participate
in tax-sheltered annuity programs.

For purposes of applying the exclusion allowance (sec. 403(bX2)) and the limita-
tions on contributions and benefits (sec. 415), any nonvested contribution which is
forfeitable is treated as an amount contributed to the contract in the year for which
such contribution is made and not in the year the contribution becomes nonforfeit-
able.

Effective date.-The modifications relating to the purchase of contracts by church-
es generally are effective for years beginning after December 31, 1989. The vesting
standards are effective for years beginning after December 31, 1992.

No regulation or ruling under section 401(a) or 403(b) issued after December 31,
1989, shall apply to a contract purchased by a church unless such regulation or
ruling is specifically made applicable to such contracts.

D. MODIFICATION OF DISTRIBUTION REQUIREMENTS

Under present law, an annuity contract is not described in section 403(b) unless
distributions do not begin before age 591/2, separation from service, death, disability
(within the meaning of sec. 72(m)) or (with respect to principal under the contract)
ii. the case of hardship. The bill modifies the definition of disability for purposes of
retirement income accounts to conform to the definition used for purposes of the
rul,-,s relatingto cash or deferred arrangements (sec. 401(kX2)).

Ef"fective date.-The modification is effective for years beginning after December
31, 1988.

E. MODIFICATION OF REQUIRED BEGINNING DATE FOR DISTRIBUTIONS

Under present law, distributions are required for certain retirement programs no
later thvn April 1 of the year following the year in which a participant turns 70/2
(sec. 401(a)(9)). With respect to church plans, the required beginning date is the later
of the da-,e described in the preceding sentence and April 1 of the year after the
year in which the employee retires. Under the bill, the special rule for church plans
applies to all church plans described in section 414(e) instead of the present law rule
that allows relief only to those churches treated as such for employment tax pur-
poses secss. 3121(wX3) (A) and (B)).

Effective date.-The provision is effective as if included in the Tax Reform Act of
1986.

F. ExcItwSION OF MINISTERS FROM NONDISCRIMINATION REQUIREMENTS

The bill adds . new section 414(u) that excludes ministers from being considered
when an employer applies the following sections: 401(a) (3), (4) and (5) as those sec-
tions were in effect on September 1, 1974, 401(aX4), 401(a)5), 401(a)(26), 401(k)(3),
401(m), 403(bX1XD) 410, 79(d), 10,(h), 120(c) (1), (2), and (3), 125(b), 127(bX2), and
129(d) (2), (3), and (8).

The church plan i.- which such minister participates shall be treated as a plan or
contract meeting the requirements of section 401(a), 401A, or 403(b) with respect to
such minister's participation.

Effective date.-Thia provision is effective for years beginning before, on, or after
December 31, 1989.
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G. AGGREGATION RULES NOT TO APPLY TO CHURCHES

The bill adds a new section 414iv) that exempts churches from certain aggregation
rules (secs. 414(b), Ic), (m), (o) and (t); that must be-applied in order to determine
who is the employer for certain nond ,,crimination rules and for certain other pur-
poses (secs. 401(a) (3), (4), and (5) as those sections were in effect on September 1,
1974, 401(a)(4), (a)(5), (aX17, aY2C), 401(h), 401(m), 410(b), 411(dxl) and 416).

The exemption is available to church-related organizations except in the case of
such organizations that are not exempt from tax under section 501(a) and which
have a common, immediate parent.

A church-related organization may make an election to use this provision for
itself and other related organizations on or before the last day of the plan year be-
ginning on or after January 1, 1993.

Effective date.-The provision is effective as if included in the provision of P.L.
9:3-406, P.L. 98-369, or P.L. 99-514 to which the amendment relates.

H. QUALIFIED RETIREMENT CONTRIBUTIONS TO INCLUDE VOLUNTARY CONTRIBUTIONS
PURSUANT TO CHURCH PLANS

The bill amends the rules relating to individual retirement accounts (Sec. 219) to
allow ministers to make or to have made on their behalf qualified retirement contri-
butions in a manner similar to the rules relating to qualified voluntary employee
contributions that applied under prior law. Amendments are also made to the distri-
bution rules relating to such contributions.

Effective date.-The provision is effective for taxable years beginning after De-
cember 31, 1989.

I. SELF-EMPLOYED MINISTERS TREATED AS EMPLOYEES FOR PURPOSES OF CERTAIN
WELFARE BENEFIT PLANS

Under the bill, the special rule (sec. 7701(aX20)) treating certain life insurance
salesmen as employees for the purpose of certain welfare benefit and qualified plan
rules is expanded to include self-employed ministers.

Effective date.-The provision is effective for years beginning before, on, or after
December 31, 1989.

J. DEDUCTIONS FOR CONTRIBUTIOhS BY CERTAIN MINISTERS TO RETIREMENT INCOME
ACCOUNTS

Under the bill, if a minister (as defined below) makes a contribution to a retire-
ment income account, such contribution is treated as though it were made to a tax-
exempt pension trust and is deductible to the extent it does not exceed the exclusion
allowance applicable to tax-sheltered annuities (sec. 403(bX2)). Ministers for whom
this provision is available include self-employed ministers and certain ministers em-
ployed by an organization that is not described in section 501(cX3).

Effective date.-The provision is effective for years beginning after December 31,
1989.

K. MODIFICATION OF RULES FOR PLANS MAINTAINED BY MORE THAN ONE EMPLOYER

Under the bill, a church plan is not treated as a single plan merely because em-
ployers commingle assets solely for purposes of investment and pooling of mortality
experience.

L. EXPANSION OF DEFINITION OF CHURCH FOR PURPOSES OF RULES RELATING TO
CERTAIN DEFERRED COMPENSATION PLANS

Under present law, eligible deferred compensation plans under section 457 may
only be maintained by eligible employers. Churches (as defined in sec. 3121(wX3XA))
andcertain church-controlled organizations (as defined in sec. 3121(wX3XB)) are not
eligible employers. The bill expands the definition of churches under this rule to
include all churches as defined under new section 401A.

Effective date.-The provision is effective for years beginning after December 31,
1978.

M. MODIFICATION TO HEALTH BENEFITS ACCOUNTS IN CHURCH PLANS

Under present law, a pension or annuity plan may provide for the payment of
medical expenses through a segregated account (sec. 401(h)). In the case of a key
employee, a separate account must be maintained and any additions to the account
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with respect to such employee are treated as annual additions for purposes of the
rules relating to limitations on contributions and benefits (sec. 415). Under the bill,
with respect to a church plan maintained by more than one employer, a separate
account is not required for an employee who is a key employee solely by reason of
being an officer with annual compensation greater than $45,000. The bill also modi-
fies the amount of the annual addition under section 415 with respect to partici-
pants of church plans.

Effective date.-The provision is effective for years beginning after March 31,
1984.

N. MODIFICATION OF RULE RELATING TO INVESTMENT IN CONTRACT

The bill grants foreign missionaries the exception to the special riles for comput-
ing employees' contributions (sec. 72(f)) currently available only with respect to cer-
tain contributions relating to credits for service performed prior to January 1, 1963.

Effective date.-The provision is effective for taxable years beginning after De-
cember 31, 1989.

0. MODI'rICATIO OF RULE RELATING TO ELECTIVE DEFERRAL CATCH-UP LIMITATION
FOR RETIREMENT INCOME ACCOUNTS

The bill modifies the elective catch-up provisions relating to retirement income
accounts by repealing one of the limitations on the amount of such catch-up contri-
bution (sec. 402(gx8xAXiii)).

Effective date.-The provision is effective as if included in the Tax Reform Act of
1986.

P. CHURCH PLANS MAY ANNUITIZE BENEFITS

Under the bill, a retirement income account, a church plan, or an account com-
prised of qualified voluntary employee contributions does not fail to meet qualifica-
tion requirements merely because it pays benefits to participants and their benefici-
aries from a pool of assets administered or funded through an organization whose
principal purpose is to provide such benefits (described in sec. 414(eX3XA)), rather
than through the purchase of annuities from an insurance company.

Effective date.-The provision is effective for years beginning before, on, or after
December 31, 1989.

Q. CHURCH PLANS MAY INCREASE BENEFITS

Under the bill, a retirement income account, a church plan, or an account com-
prised of qualified voluntary employee contributions does not fail to meet applicable
qualification requirements merely because it increases benefit payments to partici-
pants and their beneficiaries pursuant to a method not described in section 401(ax9
or the accompanying regulations.

Effective date.-The provision is effective for years beginning before, on, or after
December 31, 1989.

R. EXEMPTION FOR CHURCH PLANS FROM NONDISCRIMINATION RULES APPLICABLE TO
SELF-INSURED MEDICAL ACCOUNTS

The bill exempts plans maintained by churches (as described in new sec. 401A)
from the nondiscrimination rules relating to self-insured medical plans (sec. 105(h)).

Effective date.--The provision is effective for years beginning before, on, or after
December 31, 1989.

TV. ISSUES RELATED TO S. 2902

IN GENERAL

S. 2902 generally consolidates and modifies rules relating to the regulation of re-
tirement and benefit programs maintained by churches and church-related organi-
zations. The bill may be characterized as generally expanding the present-law ex-
emption available to church plans with respect to these rules. The key issue is
whether such an expansion is warranted.

RATIONALE FOR PRESENT-LAW QUALIFICATION REQUIREMENTS

The qualification standards and related rules governing retirement and employee
benefit programs are designed to ensure that such programs benefit an employer's
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rank-and-file employees as well as highly compensated employees. They also define
the rights of plan participants and beneficiaries and limit the amount of tax bene-
fits accorded to the plan and its benefits. Several of the rules serve to ensure that
funds are in fact available at the time they are payable to participants (e.g., funding
requirements and fiduciary rulesL

Church plans generally are not subject to several qualification rules that were en-
acted under ERISA (e.g., the minimum coverage rules and the minimum funding
rules). However, this exemption generally has not been granted to churches in the
area of welfare benefit plans

Some argue that the rationale behind the present-law exemption is Congressional
deference to the First Amendment requirement of separation of church and state.
Arguably, this rationale would support the expansion of the existing exemption to
other church-related entities and to other areas (e.g., the rules relating to welfare
benefit plans).

Others argue that the need to protect participants exists without regard to wheth-
er the plan is maintained by a church or church-related entity.

These persons would also argue that in many instances church-related entities are
in direct competition with for-profit entities that must meet ERISA restrictions. In
such a case, there is a competitive advantage conferred on the church-related orga-
nization. The Congress ha, used this rationale in several areas to limit the exemp-
tion for church plans to certain types of church entities. For example, the exemp-
tion related to group-term life insurance (sec. 79) is available only with respect to
certain organizations (other than hospitals and colleges) described in section
501 (c)(3.

STATEMENT OF SECRETARY EI.IZABETH DOLE TO THE ASSOCIATION OF PRIVATE PENSION
AND WELFARE PLANS, MAY 16, 1990

Thank you all for that warm welcome, and thank you, Don, for your kind words
of introduction. It is always a pleasure to be introduced by a fellow Tar Heel.

It's a privilege to be able to launch this important two-day conference on health
care and retirement planning-issues of great interest and concern to me as Secre-
tary of Labor.

It was the passage of ERISA in 1974,,which gave the Labor Department the re-
sponsibility for ensuring the basic fairness and integrity of the private pension
system.

What is the state of this system sixteen years after ERISA? I believe that it is one
of the great success stories of our economy. Today, more than 55 million Americans
are participating in or receiving benefits from some type of pension plan. And the
assets in these plans have grown almost 600% since 1974, reaching approximately
two trillion dollars. And as the plans have grown, they have also become more
secure. In 1974, only 35%- of all defined benefit plans were fully funded. Today, that
number is over 80/ - .

And, as you know, private pension funds have become, far and away, one of the
most significant players in the financial market, controlling 18% of the equity and
27%- of the outstanding corporate bonds in the United States. They are also the
largest single component of national savings.

The increased importance of pensions in the financial future of millions of indi-
viduals and of America herself, means that we must take every step possible to
ensure the system remains healthy.'

That is why the PBGC, of which I am Chairman, released last week, for the first
time, a list of the 50 companies with the largest plan underfunding. Let me make it
absolutely clear that all of these plans may meet the minimum legal requirements
for funding. Indeed, there is no correlation between underfunded plans and illegal
activity. Of the 1,500 underfunded plan terminations handled by the PBGC in its 15
year history, there was evidence of fraud, embezzlement, or abuse in fewer than 10
plans.

Minimum requirements notwithstanding, and realizing as I do that corporate offi-
cers, such as yourselves, have to make tough resource allocation decisions, I believe
that protecting your workers' futures through fully funded pensions should be one
of your highest priorities.

Indeed, the challenge that the Department of Labor faces, and that you face as
pension professionals, is to build upon our record of success . . . and to continue to
ensure that investments in our pension and health care systems are not "risky busi-
ness.
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We aim to meet this challenge by following three principles: One: Pensions must
be relevant to the needs of a changing workforce. Two: They must be secure. Three:
They, must be voluntary.

PENSION PORTABILITY

The days of working for one employer for thirty to forty years are now the excep-
tion, and not the rule. Each year, one in five working Americans changes jobs, and
one in ten changes careers. Some experts predict that the average worker will soon
hold up to ten jobs during his career.

In light of that fact, last year, I indicated my intention to carefully study the
issue of pension portability. Since that time, we have pursued the issue in depth
with pension experts from government, business and labor.

Today, I would like to offer a status report on the Department's activities, sharing
with you what we have learned to date.

The single largest source of portability losses appears to be the simple fact that
people are spending their pensions before retirement. Our best preliminary esti-
mates, based on Department of Labor and U.S. Census Bureau data, indicate that
the current consumption of savings set aside for retirement may represent up to
two-thirds of the total portability loss. This occurs when workers who change jobs
take their retirement savings in a lump sum-and ruughly 80% of these lump-sum
distributions are being spent, rather than being saved through a new retirement
plan.

These savings have been granted tax-favored status on the condition that they be
used for retirement income. Adequate retirement income is an important national
objective and justifies the generous tax benefits that have been accorded private
pension plans. Spending these savings before retirement frustrates this objective. I
couldn't agree more with the concerns raised by Treasury Secretary Brady that we,
as a nation, consume too much and save too little.

Stated quite simply, portability, to the greatest extent possible, should ideally
allow a worker to maintain a single retirement account for all of his or her savings.

Therefore, we should encourage employees to keep retirement having in tax-fa-
vored retirement vehicles. One method, which I'm looking at closely, is facilitating:
the roll-over of pre-retirement lump sum distribution of benefits based on employer
contributions, into an IRA or a subsequent employer's defined contribution plan.

In addition, an effective portability policy should allow employees to direct the
transfer of their employee contributions, to an IhA or a defined contribution plan of
another employer.

Our discussions. have envisioned that unlike the current limits, these transfers
would also include employee contributions on which taxes had already been paid.
This change would ensure that. workers can continue to achieve tax-free buildup on
more of their retirement savings.

Enhanced portability is meaningless for the half of America's workforce which is
not covered by private pension plans. Accordingly, during our discussions, we have
considered ways to expand pension coverage.

One natural idea would be to increase the number of pensions offered by Ameri-
ca's small businesses, which will provide the most new job opportunities in the
future. Smaller businesses are often unable to institute complicated and expensive
pension plans, and, as a result, are at a disadvantage in recruiting and retaining-
quality workers.

Current law partially addresses these concerns with simplified employee pensions
(SEPs), for plans which cover twenty-five or fewer employees, allowing them to defer
up to nearly $8,000 of their salary by contributing it to IRA's.

Many believe that these plans are an ideal savings vehicle for smaller firms to
sponsor, because they are not subject to portability losses from plan design or de-
layed vesting, and because they are easier for employers to administer, as ERISA
provides simplified reporting and disclosure requirements.

Therefore, our discussions have included options such as making tax-deductible
contributions available to SEPS which cover up to fifty employees. Under this
change, SEPS would be available to nearly 95% of America's businesses, and would
allow an additional five and a half million workers to accumulate savings through
pre-tax payroll deductions.

We are also concerned about the discrepancy between single-employer and multi-
employer vesting. As you know, single-employer plans now generally require only
five years of' service before vesting, while multi-employer plans generally require
ten.

Extending the five-year vesting schedule to multi-employer plans, would immedi-
ately benefit an estimated 1.1 million participants who already have five or more
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vars o service, but who are not vested under existing rules. Such a proposal also
has the effect of simplifying the law by creating a uniform standard for all plans
and all workers.

That, ladies and gentlemen, is a sketch of our w .rk in progress-what the Depart-
ment of labor has under consideration. We have made considerable headway, but
there is still work to be done, and revenue effects to consider. Obviously, in the cur-
rent budget climate, any portability package we would propose would have to be
deficit neutral. I look forward to the active contributions of APPWP as I finalize a
pension policy which will take America into the next century.

ENFORCEMENT

While portability is an idea to meet the needs of a new and changing workforce,
our second principle in setting pension policy-security-is one that will never
change.

The pledge I have made on this issue is very straightforward: We will strive to
ensure that every participant receives the benefits to which he or she is entitled. I
believe this car only be accomplished by renewed commitment to vigorous enforce-
ment of our pension laws. And I have, indeed, made this commitment through sev-
eral initiatives.

The large increase in the number of pension plans and assets has occurred with-
out a significant increase in the number of employees who monitor them. Therefore,
I requested an additional 133 enforcement positions-100 in the Pension and Wel-
fare Benefits Administration, 33 in the Solicitor's office---in hopes of improving this
situation. These additions should allow us to pursue approximately 1,000 additional
enforcement cases, ,ad should result in approximately an additional $45-50 million
in restored pension assets.

I am also considering whether or not we have the appropriate mix of civil and
criminal enforcement cases. This is part of my department-wide review of all our
enforcement authority.

Within weeks, I will also send up to Congress a package of legislative proposals to
increase both the scope and quality of ERISA audits performed by outside public
accountants. This package includes eliminating the "limited scope" exemption, and
imposing a peer review requirement every three years for independent public ac-
countants who wish to remain qualified to conduct ERISA audits.

We have been working closely with the American Institute of Certified Public Ac-
countants on all audit related issues, including compliance testing. As you know,
compliance testing would require the plans' auditor to review transactions to ensure
they comply with ERISA's requirements.

As part of this procedure, if an accountant discovered a serious violation that
posed an immediate threat to the plan, the plan's sponsor would be required to
report it directly to the Department. I am pleased to report that our negotiations
with the AICPA on this matter are progressing constructively.

Our commitment to retirement security can also be seen in the proposals we have
made to increase the penalties for those who violate ERISA, and to enhance an indi-
vidual's ability to enforce their rights under the law. These proposals include: Re-
quiring the awarding of attorney and expert witness fees to successful plaintiffs in
private ERISA civil actions; Paying a "bounty" from recovered assets to those who
report significant ERISA fraud to the Department; and increasing the existing
excise tax penalty and civil penalties for prohibited transactions from 5% to 10%;
requiring de novo review in benefit claims cases where conflict of interest exists;
and requiring plan fiduciaries to disclose records regarding proxy voting of stock
they hold.

My enforcement provisions go beyond pension plans alone, to include Multiple
Employee Welfare Arrangements, or MEWA's as they are more commonly known.
Investigations conducted by the Department of Labor have disclosed that a signifi-
cant number of self-funded MEWAS are fraudulent schemes. These schemes create
tragic consequences for subscribing employers and participants by leaving them
liable for unpaid medical bills, and sometimes with pre-existing conditions for which
they will never be insured in the future.

The Texas State Board of Insurance has estimated that MEWA 9lan participants
in Texas have been left with known unpaid claims of over 19 million dollars, and
unpaid claims not yet reported, are estimated to total at least this much.

We cannot yet accurately determine the full extent of this problem, or the
number of fraudulent MEWA's in operation. However, interest in this area is grow-
ing. Representatives from 34 states recently attended a conference on this subject
sponsored by the Department of Labor and the U.S. Attorney in Atlanta.
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The Department of Labor believes that the states have an important role to plan
in MEWA enforcement, since state insurance laws contain reserve and capiLal re-
quirements for entities providing health insurance.

However, some promoters of MEWA's have attempted to raise Federal preemp-
tion under ERISA as a defense against state actions to enforce these requirements.
Any confusion in this area should have been cleared up in 1983, when Congress ex-
plicitly amended ERISA to grant states the authority to regulate MEWA's regard-
less of their status under ERISA.

To leave no doubt on this subject, I have written a personal letter to each state
insurance commissioner, detailing this program, emphasizing their authority to take
action against MEWA's, and underscoring our commitment to effective, coordinated
enforcement between the Department and the states.

We recognize, however, that if states can not easily locate the promoters of
MEWAs, then it is- extremely difficult to enforce their insurance laws. Therefore, we
have proposed legislation which would require MEWAs to file registration state-
ments with the Department of Labor. Willful failure to file such a statement would
be subject to the criminal sanctions of Section 501 of ERISA.

Also, as PWBA's outstanding Assistant Secretary David Ball, who has done veo-
man's work on these initiatives, testified yesterday ori Capitol Hill, we have devel-
oped a six-point program for aiding the states in their efforts with respect to
MEWAs. This program includes legal assistance, training sessions, cooperative in-
vestigative arrangements, and access to our computer data base.

And within the last year, PWBA and our Inspector General have opened up over
60 criminal and civil MEWA investigations. In January, indictments were handed
down in Atlanta, charging four individuals and two corporations with embezzlement
and with making and receiving kickbacks in a fraudulent MEWA operation, which
purported to provide health benefits to approximately 9,000 employees and depend-
ents of nearly 300 companies located in 16 states. We will continue to vigorously
enforce these laws and regulations, and we expect similar indictments in other
states in the near future.

PRESERVATION OF VOLUNTARY, MARKET-DRIVEN SYSTEM

Finally, let me turn to our third principle-the preservation of the voluntary
nature of our pension system. To encourage the continued growth of private pen-
sions, we must discourage the tendency to replace a system driven by the market to
one driven by mandates.

One example of this tendency is ihe "reversion" proposal currently in the Senate.
Government policy should encourage employers to fully fund pension plans. This
legislation, however, does precisely tile opposite, providing disincentives for creation
and full funding of plans, and resulting in less security and greater risk for millions
of Americans.

Another example is the "Visclosky Bill," currently pending in the House. There
are many compelling reasons why the President and I oppose mandating joint labor-
management trusteeship for single employer plans. Chief among them is the fact
that the primary goal of our voluntary employee benefit system is to encourage the
adoption and maintenance of employee benefit plans. Under this proposal, sponsors
would have a strong disincentive to maintain their plans because they would bear
the risk of plan investment performance without being able to determine invest-
ment strategies. I appreciated APPWP's help in defeating this proposal last year on
the floor of the House, and I look forward to your cont-rued support.

Our pension system has succeeded because it is drivt by the market, and not by
government mandates. I am committed to doing all I can to ensure that it stays that
way.

Finally, I couldn't leave a discussion about employee benefits without mentioning
this past December 31st-which became my most joyous New Year's Eve ever when
at 10:00 p.m., the Pittston Coal Company and the United Mine Workers reached an
agreement to end their bitter nine month labor dispute.

During the negotiations, it became quite clear that the overriding issue of conCern
was the long-term security of the pension and health benefits of the miners, retir-
ees, and their families. And when I announced the settlement, I also announced I
would be appointing a blue-ribbon commission to review the pension and health
care issues, and their impact on the coal industry as a whole.

The Commission, under the Chairmanship of former Secretary of Labor Bill Usery
was appointed in March, and is due to report back to me within six months. I hope
that the knowledge we gain through this Commission may shed some light on the
means of solving the broader problems of health plans and health care coverage-a
pivotal issue for the 1990's.
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It has been a pleasure to be with you today, and let me thank you again for allow-
ing me the opportunity to share our thoughts on meeting the needs of our changing
workforce.

America owes much to our working men and women. Their dreams and hard
work have built our nation, made her great, and kept her strong. And as they
worked for America's future, they also-took our word that the investments securing
their future would be safe. Our word must now be as good as their work. Let us
work together to ensure-that retirement income security is anything but a "risky
business."

Thank you and God bless you.

PREPARED STATEMENT OF ARTHUR M. RYAN

I. INTRODUCTION

The Church Alliance is a coalition of church pension board executives acting on
behalf of church pension and welfare benefit programs. These programs are among
the oldest employee benefit programs in our country. Several date from the 1700s,
with the median age of the retirement programs represented through the Church
Alliance being in excess of 50 years. These programs provide retirement and welfare
benefits for approximately 261,000 ministers and 114,000 lay workers employed by
thousands of churches and church ministry organizations. The 27 historic, mainline
denominations served by these pension boards minister to the spiritual needs of
over 66 million members of Protestant and Jewish faiths.

Since the enactment of the Tax Reform Act of 1986 (the "1986 Act") representa-
tives of the Church Alliance have met on a regular basis to identify and address the
problems, some new and some not so new, that church retirement and welfare bene-
fit-plans face under the Internal Revenue Code of 1986, as amended (the "Code")'.
These discussions led to the development of the Church Retirement Benefits Simpli-
fication Act of 1990 (S. 2902 and H.R. 5373) (the "Act"). The Act is designed to ac-
complish three primary goals:

1. As the cornerstone, to recodify the rules applicable to church retirement plans
and church retirement programs so that all such rules are identified, simplified and
brought together, separately, in the Code. Retirement plan issues unique to church-
es would thus be off-the-table and not inadvertently impacted when Congress is con-
sidering future Code changes which are applicable to secular employers but not ap-
propriate for churches, and vice versa;

2. To bring workable consistency to the coverage and related rules that apply to
church retirement programs; and

3. To resolve several other significant problems churches face in administering
their retirement and welfare benefit programs under current law.

II. CHURCH RETIREMENT EMPLOYEE BENEFIT PLANS-BACKGROUND

Church retirement benefit programs began in recognition of a religious denomina-
tion's mission to care for church workers in their advanced years. Several church
retirement and welfare benefit programs were initially formed to provide relief and
benefits for retired, disabled or impoverished ministers and families as particular
cases of need were identified. As time passed, these and other denominations began
to provide for the retirement needs of their ministers and lay workers on a current
and systematic basis. Today, church retirement and welfare benefit programs pro-
vide benefits for ministers and lay workers employed in all forms of pastoral, heal-
ing, teaching, preaching, and evangelistic ministries and missions, including, among
others, local churches, seminaries, old-age homes, orphanages, mission societies, hos-
pitals, universities, church camps and day care centers.

The provision of retirement and welfare benefits for ministers and many lay
workers in recognition of their denominational service is administered and funded
in most denominations through a denomination-wide church pension board. A
church pension board is an integral part of the denomination it serves, and is en-
gaged in the functions of the denomination, even though separately incorporated. A
church pension board is controlled by or associated with the denomination with
which it is affiliated. Retirement programs now maintained by church pension
boards generally involve a program of section 403(b) retirement income accounts,

I All section references herein are to the Internal Revenue Code of 1986, as amended, unless
otherwise indicated.
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pension plans, primarily of the defined benefit variety, that are described in section
101(a), or other arrangements that meet the unique needs of persons carrying out
the missions and ministries of the church.

Over the years, church denominations have organized themselves in a variety of
ways reflecting their own theological beliefs and forms of church polity. It is these
diverse sets of church polities that make compliance with some employee benefit re-
quirements of the Code most difficult. Some denominations are organized in a "hier-
archical" polity, in which a "parent" church organization sets tile policy for the
entire denomination. Other denominations have organized themselves in a "presby-
terian" structure under which policy-making is carried out primarily through local
presbyteries consisting of representatives drawn from the various churches within
the geographic area served by a particular presbytery. Several other denominations,
composed of autonomous churches, or conventions or associations of churches, coop-
erate in "congregational" or "connectional" forms of governance in which churches
and church ministry organizations are associated by voluntary and cooperative par-
ticipation.

To add to the variety and complexity of church polities, church denominations are
often national or, in many cases, international in scope. A single denomination may
consist of thousands of local churches and church ministry organizations, along with
foreign ministry organizations. Church pension boards thus typically provide retire-
ment and welfare benefits to thousands of ministers and lay workers.

The extent to which control is exercised over churches and church ministry orga-
nizations within a denomination depends in part on the form of church governance
the denomination has taken. In many churches, especially those that are congrega-
tional or connectional in nature, centralized control is minimal or nonexistent.
Churches and church ministry organizations in congregational and connectional de-
nominations, while sharing common, religious bonds and convictions, are autono-
mous units that have associated by voluntary and cooperative participation in
church conventions or annual conferences, rather than being controlled by a"parent" church organization.

The church community thus reflects several different forms of polity, with each of
the 27 denominations in the Church Alliance having its own unique methods and
traditions for relating to its individual churches, church ministry organizations and
the ministers and lay workers serving that particular denomination. Because of the
diversity in the tenets, beliefs, customs, polities and traditions of the churches and
church ministry organizations represented through the Church Alliance, it is diffi-
cult, and at times impossible, to apply rules crafted with a secular organizational
form in mind to the employee benefit programs they maintain. Surely there should
be no Procrustean bed indiscriminately imposed on these programs.

I1. OVERVIEW OF THE ACT

The Act will be discussed in two parts. Part One contains the cornerstone of the
Act, a recodification of the rules applicable to church retirement plans so that all
such rules are identified, simplified and brought together-separately,--it-the- -de so
that issues unique to churches will be off-the-table and not inadvertently impacted
when Congress is considering future changes to the Code which are applicable to
secular employers but not appropriate for churches, and vice versa.

Part One also describes modifications to and clarification of certain of the cover-
age and related rules that currently apply to church retirement programs. These
modifications and clarifications to these coverage and related rules are:

1. Modification of the provision in section 403(bXI)D (relieving section 403(b) an-
nuity plans of churches and certain church-controlled organizations from certain
coverage and related rules) by extending such relief to all churches and church-con-
trolled or associated organizations described in section 414(e) other then church hos-
pitals, colleges and universities, and, as so modified, extending such relief to church
retirement plans described in section 401(a).

2. Clarification that the coverage requirements of section 403(b(12) to be imposed
on certain section 403(b) church plans are pre-ERISA coverage requirements.

3. A provision that would exclude ministers engaged in the exercise of their minis-
try from being considered in testing their employer's plan or program, or the
church plan in which they participate, for compliance with certain coverage and re-
lated rules applicable to retirement plans described in section 401(a), annuity plans
described in section 403(b) (including section 403(b)9) retirement income account
programs), and certain welfare benefit plans or programs for which an income tax
exclusion is provided;
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4. A provision that would impose ten year "cliff" or "5 to 15" year vesting sched-
ules on church retirement plans (such plans are not now subject to specific sched-
ules) and permit such schedules to be incorporated into section 403(b) annuity pro-
grams;

5. Clarification that certain self-employed ministers and ministers employed in
the exercise of their ministry by government and secular employers may participate
in their denomination's section 403(b) annuity plans and certain welfare benefit
plans on the same tax-favored basis as other church common law employees;

6. Clarification that a church pension board that holds the assets of a retirement
plan described in section 401(a) will be treated as satisfying the trust requirement of
such subsection.

Part Two of the discussion of the Act presents proposed solutions to several other
significant problems church employee benefit programs face under current law.
Part Two considers the following provisions:

A. Restoration of the provision which permitted "qualified voluntary employee
contribution" accounts under church plans;

B. Clarification that the aggregation rules of sections 414 (b), (c), (m), (o) and t) do
not apply to churches and church ministry organizations for purposes of certain cov-
erage and related rules;

C. Clarification that a church retirement plan maintained by mere than one em-
ployer and which commingles assets solely for purposes of investment and pooling
mortality experience for participants in pay status will not be subject to section
413(c);

D. A modification of the rules applicable to section 401(h) accounts maintained by
multiple employer church retirement plans to replace the requirement to establish
separate accounts for post-retirement, medical, or life insurance benefits payable to
"key employees" under such plans with a requirement to take into account the ac-
tuarially-determined value of their pre-funded post-retirement medical coverage for
purposes of section 415(c).

E. A provision designed to enable foreign missionaries to secure an "investment in
the contract" for purposes of section 72 as a result of their employer's contribution
to a church retirement plan;

F. Modification of the provisions of section 401(a)(9) by relieving church plans de-
scribed in section 414(e) from the requirement of beginning plan distributions to
participants at age 701/2, by clarifying that such church plans can annuitize benefits
without the need for purchasing annuities from a commercial insurance company,
and by clarifying that such church plans can provide for increasing annuities for
their participants (even if such increases are not provided pursuant to a method de-
scribed in the regulations promulgated under section 401(aX9)).

G. Modification of the special catch-up contribution rules of section 402(gX8XA) to
make such rules workable for church section 403(b) programs;

H. Modification of the provision in section 457(aX 13) (added by the Technical and
Miscellaneous Revenue Act of 1988 and relieving certain deferred compensation
plans of churches and certain church-controlled organizations from the require-
ments of section 457) by extending such relief to all church-controlled or associated
organizations (other than church hospitals, colleges and universities); and

I. Modification of section 105(h) to extend what is basically the same relief from
coverage rules provided for church group-term life insurance plans under section 79
to church self-insured health care plans described in section 105(h).

An issue-by-issue examination of each of these provisions follows.

IV. PART ONE: RECODIFICATION OF CHURCH PLAN RULES AND MODIFICATIONS TO CERTAIN
COVERAGE AND OTHER RULES

A. Recodification of Church Plan Rules
Over the years, church pension boards administering employee benefit plans have

grappled with the complexity resulting from the many changes that have occurred
in the laws governing the provision of retirement and welfare benefits. Further-
m)re, church pension boards have had to administer their programs within an envi-
ronment that is, as described above, significantly different from the environment in
which secular employers operate. Unfortunately, retirement and employee benefit
tax laws have not always taken this difference into account, with the result that
churches have had to divert a significant amount of time and resources from their
religious missions and ministries in attempting to identify and comply with rules
that in many instances are unworkable or simply not needed for church retirement
plans.
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Over the last decade, staff members of the tax-writing committees of Congress and
aides of several concerned Members of Congress have discussed with representatives
of the Church Alliance the need for the rules that apply to church plans to take
into account the unique needs and characteristics of church retirement and welfare
benefit programs. The need for such a set of workable rules was discussed again
during deliberations on the 1986 Act.

Needed modifications to the rules that currently apply to church retirement and
welfare benefit plans are discussed in Section B of Part One and Part Two, below.
However, as has also been suggested by Congressional staff and others, establishing
workable rules for church retirement and welfare benefit plans is not enough. These
rules must also be recodified in a fashion that will both identify and simplify such
rules and separately locate them in the Code.

Recodification of church retirement plan rules in this manner will permit Con-
gress to address the rules applicable to secular employers without the need to focus
on the potential impact of such changes on church retirement plans, and vice versa.
In addition, recodification of church retirement plan rules will also make it easier
for unsophisticated church ministry organizations to identify and understand the
rules that apply to their retirement programs. The Act provides for this recodifica-
tion by creating a new section 401A and by modifying section 403(b). The Act also
provides that a determination as to whether a section 401A plan or a church section
403(b annuity program meets the requirements of such sections is to be made based
on the provisions of the Code in effect on the date of the legislation's enactment,
and that regulations or rulings issued by the Internal Revenue Service under sec-
tion 401(a) or 403(b) shall not apply to section 401A plans or church section 403(b)
annuity programs unless specifically made applicable thereto. Section 403(b), as
modified, clarifies that section 403(bX9) retirement income accounts can be designed
on either a defined contribution or defined benefit basis, and that the definition of
the term "disability" (as used for purposes of the section 403(b) distribution rules)
shall have the same meaning as that term is used in connection with the section
401(k) distribution rules.
B. Modifications to Certain Coverage and Related Rules

1. General Coverage and Related Requirements
Congress has from time to time made the determination for policy reasons that

churches and church ministry organizations should be treated differently under the
Code from secular organizations. For example, in the 1986 Act, Congress determined
it appropriate to exempt churches and qualified church-controlled organizations de-
scribed in section 3121(wX3) from the new coverage and related rules to be imposed
on section 403(b) annuity plans. In TAMRA, Congress exempted the accident or
health plans and group-term life insurance plans maintained by these same church
organizations from the coverage requirements of section 89 (now repealed) Most re-
cently, in the Omnibus Budget Reconciliation Act of 1989 (H.R. 3299), Congress ex-
panded the former section 89 exemption to relieve all church group-term life insur-
ance plans described in section 414(e) from the return to the requirements of section
79, other than group-term life insurance plans maintained by church hospitals, uni-
versities, colleges, or organizations whose basis for exemption is similar to that of
church hospitals. I- contrast, however, all churches and church ministry organiza-
tions that maintain retirement plans described in section 401(a) remain subject to
certain coverage and related rules.2

Consistent with its testimony filed with the Senate Finance Committee during de-
liberations on the 1986 Act, the Church Alliance continues to believe that it is ap-
propriate to relieve section 403(b) annuity plans maintained by churches and all
church-controlled or associated organizations described in section 414(e) (other than
church hospitals, colleges and universities) from the coverage and related rules of
section 403(bX12). Under current law, the exemption from section 403(bX12) coverage
and related rules only applies to churches and "qualified church-controlled organi-
zations." A qualified church-controlled organization is generally defined in section

2During the Senate Finance Committee's deliberations on the 1986 Act, the Church Alliance
filed testimony with that committee expressing its view that no nondiscrimination rules should
be imposed on any church section 403(b) annuity plan described in section 414(e). The Church
Alliance continues to hold this view. However, given the expenditure of time and resources that
would be required to develop comprehensive data to support its assertion, at this time the
Church Alliance has determined only to seek to broaden the exception from coverage testing
under section 403(bXIXD) in a manner similar to that adopted by the Senate in H.R. 3299, al-
though Church Alliance members continue to believe that a coverage testing exception based on
section 414(e) status is the correct approach.
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3121(wX3XB) (a Social Security provision) as a church-related organization which
offers goods and services to the general public but derives no more than 25% of its
funds from the provision of such services.

This approach to the section 403(bX12) exemption creates several difficulties.
First, basing the exemption on section 3121(wX3XB) status means that some church-
related organizations could fluctuate from year to year between being within and
without the exemption depending on varying levels of support. Second, because the
test is a complicated determination based on levels of support, many small church
organizations may inadvertently fall outside the exemption. Moreover, the defini-
tion of "qualified church-controlled organization" is far too complex for small
church organizations to understand. Third, under this approach to the exemption,
some church-related organizations, such as orphanages, day care centers, retirement
homes and old age homes, would not be qualified church-controlled organizations.
These organizations all maintain close ties to the church and receive substantial
support (financial, spiritual and otherwise) from the denomination with which they
are associated. In addition, the constituency served by these organizations is typical-
ly drawn from the denomination with which they share common religious bonds.

Church ministry organizations should be governed by the same rules that apply to
churches for the following reasons:

(a) Churches and church-related or associated organizations operate in an environ-
ment far different from corporate America. Churches rely to a very large extent on
contributions, including tithes and offerings, to support their operations, including
the compensation of their ministers and lay workers. Unlike secular business enti-
ties and government employers, churches cannot pass operating costs on to custom-
ers or meet such costs by raising taxes. This means, in short, that decisions must be
made as to priorities in allocating resources between the church's mission and chari-
table work, on the one hand, and other costs such as employee compensation and
benefits, on the other hand.

Churches are also much more loosely structured than most secular business orga-
nizations which have a centralized management that can impose restrictions on con-
stituent parts of the organization. In addition, many church employees view their
work primarily as serving the church in what could be termed a quasi-volunteer re-
lationship. Many of those employees have chosen their work out of a sense of mis-
sion and service for the church and do not look to the church for high salaries or
rich retirement and welfare benefits.

In addition, churches are tax-exempt and, unlike secular business organizations,
have no need for tax deductions. Churches and church ministry organizations there-
fore lack the incentive present in the case of secular employers to maximize either
the amount of the employer's tax deduction or the amount of income the highly-
compensated employees who control a secular business can shelter from current tax-
ation through plan contributions and tax-free fringe or welfare benefits. Thus, re-
tirement and welfare benefits provided to the ministers and lay workers of a de-
nomination are provided out of a sense of moral responsibility rather than as a way
to maximize tax benefits for both the employer and a highly-paid executive.

(b) The administrative burdens and related costs imposed on churches and church
ministry organizations, if coverage and related rules are applied, outweigh any pos-
sible gain from an employee benefit policy perspective. Ministers and lay workers
are relatively low paid, so that the highly compensated group (as such term is gen-
erally defined under the Code) is minimal among clergy and lay workers of denomi-
nations represented by the Church Alliance. In addition, most work units in the
church setting are relatively small or otherwise ill-equipped to understand and
apply complex rules because they do not have the resources (both in terms of per-
sonnel and finances) to redirect away from the churches' mission and ministries.

Compliance is further complicated by the fact that retirement and welfare bene-
fits have historically been provided for ministers through a denomination-wide plan.
This approach has en used historically because both the minister and the church
often view the ministry as service for the denomination itself, although any one
minister may serve many individual churches throughout his or her career. Lay
workers, however, do not generally move among denominational employers as fre-
quently as ministers and tend to view an individual church as their employer. Thus,
benefits for lay workers are more likely to be provided at a local level, with the
denomination itself having little control (particularly in the case of congregational
and connectional denominations) over the type or amount of benefits that are pro-
vided. Church denominational structures also involve complex relationships that
sometimes make identification of a minister's or lay worker's employer a difficult
task.
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(c) Church retirement and welfare benefit programs have been developed over the
years within the confines of the polity, theology and needs of the church denomina-
tion served. Denominational polities and theologies were developed, in many cases,
decades ago, and differ greatly among denominations. Moreover, most church poli-
ties prevent or do not permit ready adherence to the rules and regulations of the
Code which have been developed in the context of secular business organizations.
For example, the governing document of one major, mainline denomination re-
quires, as a condition of a minister's call to a congregation, that the minister par-
ticipate in the denomination-wide retirement and welfare benefit program. The de-
nomination in question, however, is not a strict hierarchical denomination, and thus
does not have sufficient control over any individual local church or church ministry
organization to require participation for lay workers in the denomination-wide pro-
gram or even to require comparable programs to be adopted at the local church
level. Both the denomination's control over the terms of call of its ordained minis-
ters, and the independence of the local churches and ministry organizations, are so
firmly rooted in the constitution and polity of the denomination that neither could
be easily changed. Both these factors, however, make it difficult, if not impossible,
to comply with the coverage and related requirements imposed by the Code which
were designed with secular, profit-motivated corporations and other business enti-
ties in mind. Other denominations face similar problems in attempting to balance
restrictions imposed by the church with those imposed by the Code. Given the diver-
sity of church polities, however, it is a difficult if not impossible task to design a set
of coverage and related rules that work uniformly for all denominations.

The Act modifies the current exemption in section 403(bX1XD) by expanding it to
include all churches and church-related organizations described in section 414(e)
(other than church hospitals, colleges and universities). 3 The Act would also extend
the exception from coverage and related rules provided in section 403(b)(1XD), as so
modified, to the coverage and related rules that now apply to retirement plans de-
scribed in section 401(a).

2. Uniform Application of Pre-ERISA Coverage Rules
Section 403(bY12) provides that a section 403(b) program must meet the require-

ments of section 410(b) "in the same manner as if such plan were described in sec-
tion 401(a)." By virtue of the provisions found in section 410(c02), the quoted lan-
guage should require compliance with section 401(aX3) as in effect on September 1,
1974, rather than section 410(b). It has been suggested, however, that the quoted
language in section 403(bX12) could be interpreted to mean that post-ERISA cover-
age rules apply to certain church section 403(b) retirement programs. 4 This inter-
pretation would give rise to an incongruous result-church retirement plans de-
scribed in sect:.-n 401(a) would be governed by the pre-ERISA coverage rules con-
tained in section 401(aX3) (as in effect on September 1, 1974), while other church
retirement plans described in section 403(b) maintained by the same types of church
employers would be governed by the post-ERISA coverage rules of section 410(b).

The Act clarifies that the coverage rules applicable to church section 403(b) annu-
ity plans are based on pre-ERISA law.

. Exclusion of Ministers from Coverage Testing
The provisions of Part One, Section B(1), would provide a uniform exemption from

coverage testing for churches and most church-controlled organizations. However,
some ministers exercise their ministry in ways other than as the minister of a local
church. For example, ministers serve as chaplains in secular, government or church
hospitals, universities, nursing homes, half-way houses, prisons, drug counseling
centers, and orphanages, or as instructors of religion in colleges. In some cases, the
governing rules of a denomination may require these ministers' participation in the
denomination's retirement and welfare benefit program. Even if such participation
is not required, in career terms chaplains and similarly situated ministers may con-
sider the denomination their employer, rather than the institution they serve. In
addition, these chaplains and ministers move in and out of specialized ministries of
the denomination, and the denomination's plan therefore offers consistency and
portability of plan benefits for these individuals.

3 This modification is more specifically described as follows: If employees of a hospital or uni-
versity do not participate in a section 414(e) church plan, then no coverage or related rules
would apply. If such employees do participate in such a plan, then either the plan as a whole or
the plan as maintained by the hospital or university must satisfy the requirements of section
401(aX3) as in effect on September 1, 1974, section 401(a) (4), (5), (17) and section 401(m).

4 This position is taken in the section 410(b) proposed regulations, promulgated by the Inter-
nal Revenue Service on May 18, 1989.

37-443 - 91 - 5
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Chaplains and ministers working for other organizations under similar employ-
ment arrangements typically are not "highly compensated employees," either as
that term is commonly understood or within the meaning of section 414(q). Howev-
er, it is unclear as to whether such individuals are to be treated as members of the"prohibited group" (as such term is defined under retirement plans subject to sec-
tion 401(aX4) and section 410(b) under current (i.e., post-ERISA) law, or under sec-
tion 401(aX3) as it existed on September 1, 1974). This uncertainty, coupled with the
minister's participation in the separate retirement and welfare benefit plan of his
or her denomination, complicates coverage testing for the institutional employer the
minister serves.

For example, a Lutheran chaplain may serve at a Catholic hospital. For tax pur-
poses, the chaplain would in all likelihood be treated as employed by the Catholic
hospital, but the chaplain typically would participate in the Lutheran denomina-
tion's retirement and welfare benefit programs. If the Catholic hospital has not
made the election available to it under section 410(d) to have post-ERISA law apply
to its retirement program, the chaplain might be considered to be a member of the
pre-ERISA prohibited group (if the chaplain had supervisory duties or was consid-
ered to be "highly compensated" under the subjective "facts and circumstances"
test used prior to the addition of section 414(q) to the Code in 1986). If the Catholic
hospital contributed a greater percentage of the chaplain's compensation to the Lu-
theran retirement program than to its separate retirement program in behalf of its
rank and file employees, the hospital's plan could perhaps be found to be discrimi-
natory and thus not qualified.

The Act provides that ministers employed in the exercise of their ministry are to
be excluded from consideration in testing the church plan in which they participate
and the retirement or welfare benefit plans of their employer for compliance with
certain coverage and related rules applicable to the following: retirement plans de-
scribed in section 401(a) annuity plans described in section 403(b) (including retire-
ment income accounts described in section 403(bX9)), or welfare benefit plans de-
scribed in sections 79, 105, 120, 125, 127 and 129.

4. Vesting Schedules Under Church Retirement Plans
Although section 403(bXIXC) requires that the rights of employees under an annu-

ity contract described in that subsection be nonforfeitable, section 403(bX6) recog-
nizes that sponsors of section 403(b) annuity plans will often associate a vesting fea-
ture with their plans with respect to nonelective employer contributions. In this
manner, employees can be required to complete some minimum period of service
before they become fully vested in their right to receive promised retirement benefit
payments. Section 403(bX6) effectively states that if an annuity contract is forfeit-
able, it is not described in section 403(b) until it becomes nonforfeitable, at which
time the full amount that becomes nonforfeitable is treated as an amount contribut-
ed by the employer in that year for such annuity contract.

The interpretation placed on the relationship between section 403(bX6) and section
415(c) can significantly affect the utility of section 403(bX6). As interpreted by the
Internal Revenue Service, section 415(c) limits the "annual addition" (as defined in
section 415(cX2)) to an employee's section 403(b) retirement income account general-
ly to the lesser of $30,000 or 25% of the employee's compensation. Because section
403(bX6) suggests that an employer's contribution under a section 403(b) annuity
plan containing a vesting feature does not occur until the amount subject to forfeit-
ure becomes nonforfeitable, it is possible that even under a fairly liberal vesting
schedule, the section 415(c) annual addition limits would be exceeded in the year
when the forfeitable-to-nonforfeitable change occurs (if a similar interpretation is
carried over to section 415).

The operation of section 403(bX6) also raises questions in carrying out the exclu-
sion allowance computation under section 403(bX2) and in applying the new cover-
age and related rules of section 403(bX12). Although the exclusion allowance compu-
tation of section 403(bX2) contains a prior service concept, under which greater con-
tributions can be made for participants in whose behalf contributions have not been
made in prior years, this prior service contribution inflator is tied to what is essen-
tially the participant's compensation at the time prior nonelective contributions
change from being forfeitable to nonforfeitable. If the participant's compensation
has decreased at that time, when compared to compensation paid during the period
when nonelective contributions were forfeitable, the exclusion allowance computa-
tion could result in some portion of the contributions being treated as taxable
income. This same result could occur if forfeitures (and income allocated to forfeit-
able contributions) are taken into account at the time the forfeitable-to-nonforfeit-
able change occurs. These same factors (Le., decreasing compensation and allocation
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of forfeitures and income) could also bring about disparities in contribution levels
that could run afoul of the new coverage requirements of section 403(bx12).

The legislative history surrounding the introduction of section 403(b)(6) into the
Code in 1958 indicates that section 403(b)(6) was added to help rather than hinder
section 4031b) program participants. A 1958 change in the law that was intended to
help section 403ib) annuity plan participants should not cause benefits to become
taxable to participants through the operation of other rules added in later years
(specifically, section 415 and section 403(b)(12)).

Under current law, church reti-ement plans described in section 401(a) and which
have not made a section 410(d) election are subject to the vesting requirements of
section 401(a)(4) and section 401(X7) as in effect on September 1, 1974 (i.e., pre-
ERISA vesting requirements) The Act would change that rule and impose a ten year
"cliff" or "5 to 15" year vesting schedule on church plans described in proposed sec-
tion 401A and would permit such schedules to be incorporated into church secflion
4031b) annuity programs. In connection with this change, the Act would also, it6 the
case of church section 403(b) annuity plans, eliminate the nonforfeitability require-
ment of section 403(bX1)(C) and the application of section 403(b)(6).

5. Self-Emplovd Ministers and Vinisters Employed Outside Their Denomina-
tion Treated as EmploVees

Many ministers consider themselves to be self-employed individuals for income
tax purposes, and the ministers' tax returns (and their churches' tax information
returns) are prepared accordingly. This treatment may be due to individual or de-
nominational theological belief, or due to the function served (i.e.. a family counsel-
or) and perhaps in many instances stem.; from the fact that the Code specifically
treats ministers as self-employed individuals for purposes of FICA taxes.

The legal standards used to determine whether a minister is to be treated as self-
employed or as an employee for income tax purposes are based on a consideration of
a number of factors to be applied to the particular "facts and circumstances" of a
minister's employment relationship with his or her denomination. While no one
factor is said to be determinative in this analysis, the question as to whether a
church or church ministry organization "controls" the minister with respect to both
the "means" and "end" of the employment relationship is one of the more signifi-
cant factors to be taken into consideration. Tie difficulty of applying this standard
to a particular minister in view of the many different forms of church government,
polity, beliefs, and traditions is a rationale that supports the treatment of a minister
as a self-employed individual for purposes of FICA taxes.

Retirement plans described in section 401(a) permit self-employed individuals to
participate in such plans. However, there is a question as to whether participation
is available for a self-employed minister whosf denomination or church provides
retirement benefits in the form of a section 403()) annuity plan. 5

Questions also exist concerning whether some ministers; although not self-em-
ployed, are prevented from participating in ther denomination's retirement pro-
grams because they technically may not be considered to be employed by a church
employer that participates in such programs. Chaplains employed by state or Feder-
al prisons or hospitals, by secular hospitals, or hospitals related to other denomina-
tions face this problem.

The Act would clarify the status of these ministers and permit self-employed min-
isters and ministers employed by secular or government employers to be treated as
employees of a participating church employer for ptirposes of contributions to a de-
nominational section 403(b) retirement program and to welfare benefit plans de-
scribed in sections 79, 104, 105, 106, and 125.

6. Satisfaction of Section 401(a) Trust Requirement by Certain Retirement
Plans

Section 401(a) requires that assets of a retirement plan described in that section
be held in trust. As interpreted by the Internal Revenue Service, this trust require-
ment contemplates a valid, existing trust, evidenced by a written document setting
forth the terms of the trust, and recognized as such under local law. As noted above,
some church pension boards maintain retirement plans described in section 401(a),
and these plans are typically operated through a separately incorporated, tax-
exempt church pension board without the intervention )f any separate trust docu-
ment naming the church pension board as trustee. In some jurisdictions, these sepa-

l Letter Ruling 8950086 dated September 24, 1989, the Internal Revenue Service determined
that a self-employed minister is eligible to participate in a section 403(b) annuity plan.
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rately incorporated pension boards may be treated as establishing a trust arrange-
ment; in other jurisdictions, this result may not be as clear.

Although church pension boards may be considered to be holding assets in trust
under local law, and might qualify as "custodial account" arrangements described
in section 401(f) (if they vent to the time and expense involved in such a determina-
tion), it is appropriate, far simpler and will promote uniformity to provide in new
section 401 A that the trust requirement of section 401(a) is satisfied in the case of a
church pension board that holds the assets of a retirement plan described in such
subsection.

V. PART TWO: OTHER ISSUES RELATING TO CHURCH EMPLOYEE BENEFIT PLANS

A. Qualified Voluntary Employee Contributions
The 1986 Act repealed the provision in section 219 that allowed deductible em-

ployee contributions to be made to certain employer retirement arrangements in
lieu of deductible contributions to individual retirement accounts ("IRAs"). The ra-
tionale behind this repeal was apparently the fact that if an employee is an "active
participant" in an employer's retirement plan, deductible IRA contributions may
not be available.

Church retirement programs made extensive use of "qualified voluntary employee
contributions" ("QVECs") under prior law. However, the Church Alliance is not
aware of other large employer groups that made extensive use of QVECs in the past
or that continue to want to use them.

Due to employee confidence in and familiarity with church retirement plans and
church pension board administration, along with the ease of making contributions
to such plans, many ministers and lay workers would prefer to supplement their

-retirement savings through the use of QVECs, rather than through contributions to
IRAs. The availability of a vehicle through which such individuals will supplement
retirement savings is of great importance in the church environment because sala-
ries and pensions of ministers and lay workers are historically low.

The restoration of QVECs would restore to churches a useful retirement planning
technique that is already available in another form. The Church Alliance is aware
that there may be concerns that the QVEC rules were so complicated that compli-
ance was always in issue. If this concern is present, the Church Alliance believes
that the QVEC rules should be simplified rather than eliminating a useful retire-
ment planning tool.

The Act provides for the restoration of QVECs (that are subject to post-1986 tax
rules that govern IRAs) to the Code for purposes of contributions to church retire-
ment programs.

B. Special Rule Relating to Aggregation of Employees
Sections 414 (b) and (c) provide rules under which all employees of all entities that

are members of a controlled group of corporations or under common control are to
be treated as employed by a single employer for purposes of certain rules applicable
to retirement plans. Similar concepts apply under sections 414 (m), (n) and (o), and
in the welfare plan area, under section 414(t). Until 1986, practitioners generally be-
lieved that sections 414 (b) and (c) do not require aggregation of tax-exempt organi-
zations that have no stock ownership or control (as defined in sections 414 (b) and
(c). However, in 1986 the Internal Revenue Service indicated that it believes that a
concept of control does exist for the tax-exempt sector under sections 414 (b) and
(c).6 These aggregation rules were also said to be applicable to tax-exempt employers
in the legislative history surrounding the addition of new coverage and related rules
to section 403(b). These pronouncements have caused a great deal of confusion and
concern within the church retirement and welfare benefit plan community, particu-
larly when a control concept is applied to different church denominational struc-
tures and arrangements and organizations within it.

The group of organizations related to a particular denomination tends to be ex-
tremely large, often consisting of thousands of employers located not only around
the nation, but around the world. However, due to differences in focus, function, lo-
cation, or other factors, the level of benefits provided may not be the same from
employer to employer. If the aggregation rules identified above require all church
organizations within a given denomination to be aggregated, it will be virtually im-

ssible for church pension boards and other church organizations to administer
nefit programs and determine the impact of Code requirements on such programs.

6 See Letter Ruling 8702063 (October 16, 1986) and reiated General Counsel Memorandum
("GCM") 39616 (June 27, 1986).
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Imposition of these aggregation rules under a control concept could also result in
aggregatio, requirements for some denominations and none for others-aggregation
could be required in a hierarchically structured denomination but not required-in a
congregationally organized faith.

An additional problem will result if aggregation results in a controlled group con-
taining churches and church-related organizations which are not subject to coverage
and related rules and church-related organizations which are subject to such rules.
How do the organizations which are exempt from such rules enter into testing? If
an organization which is subject to such rules fails to comply with one or more of
them, what are the consequences to the other churches and organizations? Aggrega-
tion simply does not work well in this situation.

Another similar type of aggregation problem results if the rules of section
401(a)(26) and sections 414 (b), (c), (m), or (o) are applied to a group of church related
organizations Containing both tax-exempt and taxable employers. As currently ap-
plicable, section 401(a)(26) would require that a qualified plan benefit the lesser of (i)
50 employees of the employer, or (ii) 40 percent or more of the employees of the
employer. If an organization with less than 50 employees is under common control
with organizations having more than 1 /2 times the number of employees of the first
organization, it is impossible for that organization to maintain a plan solely for its
own employees. When the group under common control is composed of both tax-
exempt and taxable employers, other Code sections make it impossible to cover all
employees of the group under common control in a single plan permitting elective
deferrals. On the one hand, section 401tkX4)B) prohibits tax-exempt organizations
from maintaining plans with section 401(k) cash or deferred arrangements. On the
other hand, section 403(bXlXA) permits section 403(b) salary reduction contributions
only on behalf of employees of certain tax-exempt organizations. As a consequence,
section 401(aX26) precludes the small employer in such a group under common con-
trol from offering its employees an elective deferral arrangement. This result is in-
equitable and apparently unintentional.

The Act would give church organizations described in section 414(e) an irrevocable
election not to apply the aggregation rules of sections 414 (b), (c), (m), (o) and (t) to a
church or a convention or association of churches, including an organization de-
scribed in section 414(eX3)(A) or an organization described in section 414(eX3)B), for
purposes of the following coverage and related rules: sections 401(aX3), 401(a)(4) and
401(aX5) as in effect on September 1, 1974, sections 401(aX4), 401(aX5), 401(aX17),
401(aX26), 401(h), 401(m), 410(b), 411(dX1), 416 and the various welfare benefit cover-
age rules described in the sections listed in section 414(t). The Act further provides
that for purposes of such rules such organizations shall not be considered as control-
ling or controlled by any other organization. However, the Act would require aggre-
gating for-profit subsidiaries controlled by the same non-profit corporation. The elec-
tion not to have the aggregation rules apply must be made by the last day of the
plan year commencing or after January 1, 1993, and once made is irrevocable.

C. Issues Concerning Section 413(c)
Section 413(c) addresses the manner in which certain rules will be applied to a

plan maintained by more than one employer. Treasury Regulations $1.413-2(aX3Xiv)
states that the qualification of a section 413(c) plan under sections 401(a) or 403(a),
as modified by section 413(c), is determined with respect to all employers maintain-
ing the section 413(c) plan. This regulation also states that the failure by one em-
ployer maintaining the plan (or by the plan itself) to satisfy an applicable qualifica-
tion requirement will result in the disqualification of the section 413(c) plan for all
employers maintaining the plan. The legislative history of TAMRA indicates that
the principles of section 413(c) are to be applicable to section 403(b) annuity plans.

Treasury Regulations §1.413-2(aX2) defines a "section 413(c) plan" as a plan that
is a "single plan" (within the meaning of section 413(a) and Treasury Regulations
§1.413-1(aX2)) and which is maintained by more than one employer. Treasury Regu-
lations §1.413-2(aX2) states that the mere fact that a plan utilizes a common trust
fund or otherwise pools plan assets for investment purposes does not, by itself,
result in a particular plan being treated as a section 413(c) plan. However, Treasury
Regulations §1.413-1(aX2) cross references the definition of a "single plan" under
section 414(1) and Treasury Regulations §1.414(1)-1(bX)1. The definition of the term
"single plan" in the regulations under section 414(1) states that a single plan exists
if and only if all of the plan assets are available, on an ongoing basis, to pay bene-
fits to employees who are covered by the plan and their beneficiaries. The regula-
tions state that if this situation exists, the plan will be a "single plan" regardless of
whether the plan has different benefit structures, whether it is structured with sev-
eral plan documents, whether several employers contribute to the plan, whether the
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assets of the plan are invested in several trusts or annuity contracts, or whether
separate accounting is maintained for purposes of cost allocation but not for pur-
poses of providing benefits under the plan.

The general structure of the retirement plans maintained by a number of denomi-
nations represented through the Church Alliance provides for separate account bal-
ances on behalf of' different employees, with each employer making contributions to
the olan for its own employees. However, at the point in time when pension pay-
ments will be made from th~e plan, the plan "self-annuitizes" and provides its own
stream of annuity payments by pooling all of the assets of the retired individuals for
mortality purposes. Self-annuitizing benefits enables church pension boards to avoid
the costs associated with the purchase of commercial insurance contracts and per-
mits the church pension boards to control the types of investments that are made
with church plan funds. Thus, while separate accounts and separate contributions
are made to the plan, when it is time for benefit payments to be made, all of the'annuitized" assets of the plan are available to pay benefits to each individual cov-
ered under the plan Thus, such arrangement could perhaps be treated as a single
plan for purposes of section -113(c).

As noted above, one of the consequences of th, applicability of section 413(c) is
that the failure of one contributing employer to meet the applicable coverage re-
quirements could disqualify the entire plan. Because the plans maintained by
church denominations often involve thousands of employers, there is n') practical
means for a denomination to ensure that each employer has satisfied the coverage
requirements. In addition, as noted above, churches and most church-controlled or-
ganizations will be exempt under the proposed legislation from coverage and related
rules, but the rules will continue to apply to certain father church ministry organiza-
tions (e.g., hospitals, colleges and universities). Historically, some denominations
have maintained a single plan for all of the various church-affiliated employers.
Thus, the question also arises here as to whether the failure of one church-con-
trolled organization to meet applicable coverage requirements could-cause the dis-
qualification of the plan for the churches and church-controlled organizations which
have been specifically exempted from these requirements.

The Act amends section 413(c) to provide that such subsection shall not apply to a
church retirement plan maintained by more than one church employer which com-
mingles assets for purposes of investment and pooling mortality for participants in
pay status. 7

D. The Separate Account Requirement of Section 401(hX6)
Section 401(h) permits pension and annuity plans to pay sickness, accident, hospi-

talization, and medical expenses of retired employees, their spouses and their de-
pendents only if certain conditions are satisfied. One of these conditions, set forth in
section 401(hX6), is that separate accounts must be maintained for such benefits pay-
able to each key employee and his or her spouse and dependents. Further, such ben-
efits (to the extent attributable to plan years beginning after March 31, 1984 for
which the employee is a key employee) can only be payable to such employee (and
the employee's spouse and dependents) from such separate account. In addition, sec-
tion 415(1) provides that contributions allocated to any such separate account shall
be treated as an annual addition to a defined contribution plan for purposes of the
dollar limit prescribed by section 415(c) on contributions to such plans.

The clear purpose of the Code sections cited above was to curb tax-motivated, ex-
cessive ire-funding of certain types of post-retirement benefits to increase an em-
ployer's current tax deductions. The Senate and House Reports, as well as the Joint
Committee on Taxation's "Blue Book" on the revenue provisions of the Deficit Re-
duction Act of 1984 ("DEFA"), state that these provisions were enacted because Con-
gress "believed that the favorable tax treatment accorded these contributions may
be subject to abuse unless they are taken into account under the limits on contribu-
tions and benefits." S. Rep. No. 169 (Vol. 1), 98th Cong., 2d Sess. 327 (Comm. Print
1984); H.R. Rep. No. 432 (Part 2) 98th Cong., 2d Sess. 1295 (1984); Staff of the Joint
Comm. on Taxation, 98th Cong., 2d Sess., General Explanation of the Revenue Pro-
visions of the Deficit Reduction Act of 1984, 833 (Comm. Print 1984).

Application of these provisions to a multiple employer church plan is inappropri-
ate. Apart from the fact that church plans are maintained by tax-exempt organiza-
tions that do not engage in tax-motivated pre-funding, the combination of lack of

7 A church pension board whose chief executive officer is a member of the Church Alliance
pursued an administrative remedy to the section 413(c) issue with the Internal Revenue Service.
The Internal Revenue Service has indicated informally that the requested administrative relief
cannot be granted.



129

centralized control over denominational employers and the sheer number of employ-
ers and employees participating in church retirement plans makes it difficult for
the administrators of multiple employer church arrangements to obtain and keep
current information on the identity of the relatively few key employees among all of
the employees participating in such arrangements. In such plans, it is probable that
administrators, due to incomplete or out-of-date data, will make mistakes in deter-
mining which employees are subject to the separate account requirement. This
could lead to disqualification of the retirement plan.

In addition, if separate accounts must be set up to provide post-retirement medi-
cal benefits for key employees, and if benefits for such employees can be paid only
from such accounts, church plans may be forced to commercially insure the benefits
of key employees. Otherwise, plans may be prevented from paying the medical ex-
penses of a key employee who, because of serious injury or illness, incurs expenses
in excess of the amount allocated to his or her account. In the multiple employer
context, it is often not feasible to provide retiree health care bn a pay-as-you-go
basis. To require churches to commercially insure these benefits would increase the
cost of providing them.

In addition, in the case of a tax-exempt employer, the term "key employee" can
only refer to an officer having annual compensation greater than $45,000 for any
plan year. very few employees are highly compensated in the church setting, and
benefits provided under church plans tend to be quite modest. Accordingly, even if a
multiple employer church plan administrator could easily identify all key employees
of all participating employers and allocate their benefits to separate accounts, only
a small percentage of the plan participants would be key employees, and it is ex-
tremely unlikely that many of these employees would have benefits that, when com-
bined with amounts allocated to such separate accounts, would exceed the section
415 annual addition limits.

A particularly onerous and unfair aspect of the section 401(h) separate account
requirement results from the effective date of a technical correction made in the
1986 Act. As enacted in 1984, these provisions applied only to five percent owners
and were effective for years beginning after March 31, 1984. DEFRA §528(b). Be-
cause employers contributing to church plans typically have no owners, the provi-
sions had no effect on church plans. However, a technical correction made in 1986
extended the application of these provisions to all "key employees," effective for
years beginning after March 31, 1984. As noted above, church plan participants may
include a few officers who are "key employees." Thus, in 1986, church plans sudden-
ly became subject to the section 401(h) separate account rules, retroactive to as
early as 1984. It is impossible for such plans to maintain separate accounts, and
make payments only from such separate accounts, retroactively, for years during
which no such separate accounts were in fact maintained or required.

The Act would replace the separate account requirement, in the case of a multiple
employer church plan, as described in section 414(e), with a requirement to take
into account the actuarially-determined value of pre-funded post-retirement medical
coverage of a key employee for purposes of the section-415(cX1XA) dollar limitation
on annual additions to a defined contribution plan. This change will allow a multi-
ple employer church plan to avoid identifying its key employees and testing with
respect to them if: (1) none of the employees covered by the section 401(h) arrange-
ment are also covered by another defined contribution plan; and (2) the maximum
actuarially-determined amount that is set aside each year over the working life of
an employee covered under the section 401(h) arrangement would not exceed $7,500
(twenty-five percent of the section 415(c) limit), as adjusted for changes in the cost of
living. As discussed above, for this purpose, the definition of "employer" should be
applied without regard to sections 414 (b), (c), (m), (n) or (o).
E. Special Rule for Foreign Missionaries Participating in Church Provided Annuity

Plans
Most denominations represented through the Church Alliance have ministers and

lay workers serving their respective denomination abroad as missionaries. Under
current law, foreign denominational employers can contribute to the denomination's
section 403(b) retirement program or to the denomination's retirement plan de-
scribed in section 401(a) in behalf of these foreign missionaries.

However, some denominations are having difficulty in encouraging foreign church
organizations (e.g., foreign missionary societies and boards and foreign churches) to
contribute to the denominational retirement program. This is due to the fact that
the employer's contribution does not create any "investment in the contract," or
basis, within the meaning of section 72(cXl) due to the operation of a special rule set
out in section 72(f).
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Stated very generally, section 72f) provides that for purposes of determining an
employee's "investment in the contract" amounts contributed by the employer shall
be included in the investment in the contract, but only to the extent that such
amounts were includable in the gross income of the employee, or, if such amounts
had been paid directly to the employee at the time they were contributed, they
would not have been includable in the gross income of the employee under the law
applicable at the time of such contribution. However, amounts distributed by an em-
ployer and which, if they had been paid directly to the employee, would have been
excludable from income under section 911 (i.e., foreign source income) are specifical-
ly excepted from creating basis under section 72(f).

Foreign mission boards or missionary societies are generally aware of the fact
that, from a tax planning perspective, it is preferable to pay the foreign service min-
ister or lay worker their entire compensation in cash and encourage the minister or
lay worker to purchase a retirement annuity, rather than contribute to the denomi-
national retirement plan on their behalf. This is because individual contributions by
foreign missionaries will create basis for purposes of section 72-employer contribu-
tions in their behalf will not. However, in practice these missionaries often do not
make a contribution on their own to build adequate retirement savings, and when
they eventually return to live out their retirement years in the United States, their
inadequate retirement income may need to be supplemented, either through the
form of additional denominational contributions or through application for govern-
ment assistance.

Section 72(f) was amended in 1962 to provide that income that is excluded from
tax by virtue of the exclusion provided in section 911 would not create any "invest-
ment in the contract" for purposes of section 72. However, the operation of the rule
hinders, rather than furthers, the provision of retirement savings for employees by
employers.

The Act therefore would amend section 72(f) to enable foreign missionaries to be
credited with an "investment in the contract" under section 72 for their employer's
contribution to their denomination's retirement program. A similar change would
also seem to be appropriate for other foreign service workers and their employers.

F Modifications to Section 401(a (29)
Section 401(a)(9)(C) provides that distributions from section 401(a) and section

403(b) retirement plans must begin by April 1 of the calendar year following the
calendar year in which an employee-participant attains age 70s. However, there is
an exception from this distribution requirement for governmental plans or church
plans maintained by churches and qualified church-controlled organizations (as de-
fined in section 3121(wX3)). For these plans, distributions must begin by the later of
the date just described or April 1 of the calendar year following the calendar year in
which the employee-participant retires.

The limited exception provided for church plans is in many cases unworkable. As
noted, it is common for ministers to move from church employer to church employer
during denominational service, and some of these employers may not be organiza-
tions described in section 3121(wX3). For example, a minister may work for a period
of time serving a local congregation, then may transfer to work as a chaplain at a
church hospital, and then return to serving another local congregation. If the minis-
ter attains age 70/2 while the minister is working for the church hospital, presum-
ably distributions from the denominational church retirement plan would need to
begin at that time. However, if the minister is working for the local congregation
upon attaining age 70 /, presumably plan distributions would not be required to
begin at age 701/2.

The current section 401(aX9) distribution exception thus creates obvious adminis-
trative problems for church pension boards. In addition, because ministers view
their services on a denomination-wide basis within the denomination rather than on
an employer-by-employer basis, it makes more sense for the distribution exception
to be worded in terms of a denomination-wide church plan.

The Act therefore amends section 401(aX9XC) to provide that distributions for a
participant in a church plan (as defined in section 414(e)) are not required to begin
until the later of the date determined under the general rule of section 401(aX9XC)
or April 1 of the calendar year following the calendar year in which the participant
retires. This is essentially the same rule granted to governmental plans.

The Act also would deal with two problems created by the proposed regulations
under section 401(aX9). These proposed regulations suggest that in a situation in
which a defined contribution plan provides an annuity for a participant, such annu-
ity must be purchased from a commercial insurance company. Church pension
boards typically are organized in a manner that permits the pension board to pro-
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vide funding of retirement benefits as well as plan administration. Thus, when an
individual participates in a defined contribution retirement plan sponsored by a
church pension board, the participant typically is assigned an account balance to
which contributions and earnings thereon are credited during the individual's active
working life. At the time of the individual's retirement, the benefits in the account
are typically transferred to a pool of assets which is used to fund benefits for par-
ticipants who are in pay status. This pooling arrangement takes certain mortality
risks into account and is otherwise maintained on a sound atuarial basis. The re-
quirement of the proposed regulations that a defined contribution plan purchase an
annuity from a commercial insurance company would eliminate the ability of
church pension boards to carry out their traditional functions and duties, and would
also create potential problems for denominations concerned with the manner in
which plan assets are invested. The Act therefore would provide that this require-
ment of the proposed section 401(a)(9) regulations would not be applicable to a
church retirement plan described in section 414e.

The proposed regulations also contain a number of exclusive options for paying
out plan benefits over time. Church pension boards in some instances have devel
oped a tradition of providing annuitants with an additional benefit at year-end
based on favorable administrative and investment experience of the plan. However,
this additional benefit, commonly known in the church community as a "13th
check," would not be permitted under the proposed section 401(a)(9) regulations. The
Act also provides that church pension boards would be permitted to preserve this
"13th check" option.8

G. Modification to Section .4(b) "Catch-lUp" Contribution Rule
Section 402(g)(8) provides for a limited increase in the $9,500 limit on elective con-

tributions to section 403(b) retirement plans. This increase is only available to an
employee who has completed 15 years of service with an employer that is an educa-
tional organization, hospital, home health service agency, health and welfare service
agency, or church or convention or association of churches (including church minis-
try organizations described in section 414(e)(3)(BXii)).

The increased "catch-up" contribution amount is determined under section
402(gX8XA) by increasing the $9,500 limit by the least of the following amounts:

(1) $3,000 (the "First Cumulative Test"),
(2) $15,000 reduced by amounts not included in gross income for prior taxable

years by virtue of making a special "catch-up" contribution (the "Second Cumu-
lative Test"), and

(3) The excess of $5,000 multiplied by the number of years of service of the
employee with the qualified organization over the total amount of salary reduc-
tion contributions made on behalf of such employee for prior taxable years (the
"Third Cumulative Test").

Church pension boards are capable of administering the First and Second Cumu-
lative Tests, but the Third Cumulative Test will be impossible to.administer. This is
true because the Third Cumulative Test assumes that records have been maintained
by church pension boards in prior taxable years that differentiate between salary
reduction contributions and nonelective employer contributions. Such records were
not required to be kept prior to the 1986 Act. Thus, these records are often not
available or could only be cr ated through an enormous expenditure of employee
hours.

Section 1011(c)'5XA) of TAMRA, and the description of such act prepared by the
Joint Committee on Taxation, indicates that the Secretary of the Treasury is to pro-
mulgate, by regulation, "administrable methods" for dealing with this problem.

The Church Alliance believes the Third Cumulative Test is simply unnecessary.
The special "catch-up" contribution amount of section 402(gX8) is subject to (and not
in addition to) the section 415 contribution limits, and the amount of additional elec-
tive deferrals cannot exceed $3,000 in any one year, with a lifetime limit of an addi-
tional $15,000 in contributions. The Act eliminates the Third Cumulative Test from
section 402(gX8XA) for church section 403(b) annuity programs.

H. Modification to Section 457
As noted above, one of the primary goals of the proposed legislation is to bring

workable consistency to the rules that govern church retirement benefit plans. The
Act would modify the relief granted the retirement benefit plates of churches and

8 The Church Alliance has filed comments with the Internal Revenue Service concerning both
problems raised by the section 401(aX9) proposed regulations.
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certain church-controlled organizations under various employee benefit rules by ex-
tending such relief to church-controlled organizations described in section 414(e)
(other than church hospitals, colleges and universities). To promote desired consist-
ency, the Act would extend the section 457 relief provided under current law to
these same organizations. 9

I. Modification to section 105(h)
Prior to the repeal of section 89, group-term life insurance plans and accident or

health plans (whether insured or self-insured) maintained by churches and qualified
church controlled organizations were not subject to the coverage requirements of
section 89. When Congress repealed sectin 89 in 1989, the coverage requirements
that applied prior to the enactment of section 89 were restored for group-term life
insurance plans and self-insured accident or health plans, except that Congress re-
lieved the group-term life insurance plans of basically all church organizations
other than church hospitals and universities from the application of the coverage
requirements of section 79(d). However, similar relief was not provided under sec-
tion 105(h) for self-insured church accident or health plans.

As a result of the failure to include relief for church accident or health plans
under section 105(h), chuich employers became the only group of employers in
America that were worse off as a result of the repeal of section 89. This is true be-
cause the coverage requirements of section 105(h) present problems for many
churches and church related ministry organizations. For example, in the case of one
denomination which maintains a self-insured accident or health plan, the denomina-
tion is able to control the provision of health care benefits for its ministers. Howev-
er, under the form of government taken by this denomination, the denomination
cannot control the provision of health care benefits to lay workers, and the local
church is thus free to establish a different health care plan for these other church
employees. In some cases, the plan may be as good as or better than the plan pro-
vided for the minister. However, if it is not, the coverage rules of section 105(h) may
be violated, and as a result the minister will in all likelihood be required to include
the reimbursements received under the health care plan in his or her income.

The Act would modify section 105(h) to provide that the coverage rules of such
subsection do not apply to accident or health plans maintained by churches and
church-controlled organizations described in section 414(e) (other than church hospi-
tals, colleges and universities).

VI. REVENUE IMPACr AND RETROACTIVE EFFECT OF PROPOSAL IN PARTS ONE AND TWO

The Church Alliance is aware that any legislation that is introduced in the Con-
gress in our country's economic environment must address the issue of cost.--Al-
though the Church Alliance does not have the revenue estimating capabilities avail-
able to Congress, the Church Alliance is strongly of the view that the Act involves
virtually no revenue loss, while at the same time reflecting sound employee benefit
policy as applied to churches.

The Act contains proposed effective dates for each change. In some cases, certain
of these provisions are to be made retroactively effective on a "before, on, or after"
basis. In addition, the Act contains a provision which states that what are now
church retirement plans described in section 401(a) and church section 403(b) plans
are deemed to satisfy the requirements of current law for years prior to January 1,
1990. Church pension boards have attempted to operate their retirement-and wel-
fare benefit programs in compliance with applicable Code requirements over the
years. However, given the large number of church employers and employees in-
volved in these programs, the complexity of many of these requirements (particular-
ly as applied to diverse theological polities), and the lack of sophistication and re-
sources of many if not most church employers, there has been a concern over the
years that some church organizations may have inadvertently failed to comply with
some aspect of these rules as they apply to churches. Giving certain provisions ret-
roactive effect, and giving church retirement plans a "fresh start" under new, sim-
pler rules, will eliminate this concern.

VII. CONCLUSION

The Church Alliance believes that the provisions in the Act strike a balance be-
tween the perspective and needs of the church retirement and welfare benefits com-

9 The Church Alliance continues to believe that any exception to section 457 should be ex-
tended to all church organizations described in section 414(e), and that section 457 should not be
applied to the noriplective deferred compensation plans of any tax-exempt organization.
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munity and the interests of government in a sound pension policy. The Act's all im-
portant cornerstone is a recodification of church retirement plan rules so that all
such rules are identified, simplified and brought together separately in the Code.
Issues which are unique to churches will thus be off-the-table and not inadvertently
impacted when Congress is considering future changes which are applicable to secu-
lar employers but not appropriate for churches, and vice versa. This recodification,
along with the other modifications and clarifications described herein, is of vital im-
portance to churches and church ministry organizations and will be of benefit to
legislative and regulatory bodies in providing workable, uniform rules applicable in
the church setting.

PREPARED STATEMENT OF JIAROLD A. SCHAITBERGER

Good morning, Mr. Chairman. My name is NH "old A. Schaitberger, Executive As-
sistant to the President, International Association of Fire Fighters,-AFL-CIO, a
union representing over 180,000 professional fire fighters.

I am here this morning representing the views of public sector unions and em-
ployer organizations concerned about and affected by laws impacting pension funds
of state and local government employees. The following organizations support the
statement that follows regarding provisions in your bill affecting state and local
pension funds: American Federation of State, County and Municipal Employees;
International Association of Fire Fighters; National League of Cities; National Con-
ference of State Legislatures; National Association of Counties; Government Fi-
nance Officers Association; National Association of State Retirement Administra-
tors; National Association of Government Deferred Compensation Administrators;
National Conference on Public Employee Retirement Systems; and National Council
on Teacher Retirement.

Mr. Chairman, on behalf of these 10 organizations, we would like to personally
thank you for introducing S. 2901, the Employee Benefits Simplification Act. We
would especially like to thank you for including in this comprehensive bill provi-
sions addressing the problems of state and local government pension plans caused
by the Internal Revenue Code section 415 limitations.

Public Pension Plans and Concerns. As you know, state and local government pen-
sion plans differ from private sector pensi n plans in several ways. Because of these
differences, the application of the IRC section 41o pension limits adversely affects
the pensions of government employees. The greatest problem facing the plans is the
fact that if just one retiree's pension benefit exceeds the section 415 limits, the
entire pension plan is exposed to disqualification, thus placing an unfair burden on
both plan participants and the plan itself. Such action would result in both current
and future employees being taxed annually on the vale of benefits earned each
year and the earnings of the trust would be subject to Feeral taxation.

Government plans are also different from private sector plans in that most plans
are contributory on the part of employees. Historically, government workers have
had more generous plans than the private sector because of low pay of government
employees and the fact they contribute to their plans. Government plans also pro-
vide for some type of regular cost-of-living adjustments distinguishing them from
their private sector counterparts. Many government employees are not covered by
social security and thus rely solely on their state and local government pensions for
retirement income. Another practice common to public plans, but not the private
sector, is that disability and survivor benefits are paid out of the retirement system
thereby making them subject to Sec. 415 limitations. Because of these unique char-
acteristics, state and local government pension plans need some adjustments in the
application of the IRC section 415 limits in order-to avoid exposure to disqualifica-
tion.

The proposed changes in your bill to the existing section 415 requirements will
simplify compliance for state and local government pension plans and enable them
to pay the level of benefits promised without jeopardizing the tax status of the trust.

State and local governments employ over 14 million full-time workers. These em-
ployers offer comprehensive employee benefit packages which include retirement
benefits. Most of those covered are participants in a. defined benefit plan. Defined
benefit plans provide a specific benefit to vested individuals, without regard to in-
vestment earnings experience. Therefore, the employee bears little risk but the em-
ployer is bound, often through constitutional guarantees or local statutes, to meet
its pension benefit obligations. Over the years, maintaining a defined benefit plan
has become increasingly complex and administratively burdensome for employers.
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Federal regulation of state and local government pension benefits is an area of
continuing change and concern to state and local governments as well as organiza-
tions representing those employees. Although public plans are exempt from ERISA,
most plans operate as "qualified" plans under the Internal Revenue Code for the
purpose of maintaining preferred tax treatment of the pension trust and employee
contributions. As a result, the maximum benefit and contribution limits of IRC sec-
tion 415 present special problems for these plans.

Impact of Section 415 on Public Pension Plans. Section 415 limits the annual pen-
sion contribution or benefit level a public (and private) employer may fund. The
maximum annual benefit payable from a governmental defined benefit plan is the
less of (1) 100 percent of the participant's average compensation for the highest
three consecutive years, or (2) $90,000. If the $90,000 limit is employed, the limit
must be reduced actuarially if benefit payments commence prior to age 62; may not
go below $75,000 if benefit payments commence at or after age 55; and may not go
below $50,000 for police officers and fire fighters credited with at least 15 years of
service. The $90,000 and $50,000 limits are indexed for inflation. The limits for 1990
are $102,582 and $56,990 respectively. The $75,000 limit is not indexed.

The 415 limits were enacted to cap the Federal revenue loss associated with the
employers' tax-deductible contributions to the employees' pensions funds. Since
state and local governments are tax-exempt entities and do not take such deduc-
tions, an exemption from the 415 limits does not affect Federal revenues.

Many public pension plans are constitutionally or statutorily required to pay ben-
efits in excess of the section 415 limits. The major problem is cause by the "100 per-
cent rule" because public employers calculate benefit levels on the basis of total
compensation, whereas the section 415 limits are based on income as reported on
W-2 forms, which does not include certain salary reductions. Therefore, the allow-
able benefits under the 100 percent limit is lower than the benefit provided under
state and local government pension benefit formulas. he result is that employees are
denied pension benefits under Federal legislation that they are legally entitled to
receive under state and local law. Similar problems arise when 415 limits are ap-
plied to disability retirements and survivor benefits.

To clarify this point further, I would like to give a simple example of how a typi-
cal fire fighter, with 35 years of se-vice, could be entitled to a pension benefit that
currently exceeds the section 415 pension limits.

SECTION 415 RETIREMENT EXAMPLE

Captain: 35 years service; 56 years of age
Retirement: 2.5% times number of years of service based on average highest three

consecutive years

Year 33 1 Year 34 Year 35

iry . . ..... . .... . ........................................................... .......... ........ $ 4 8 ,0 00 $ 52 ,00 0 $ 5 6 ,0 0 0
[ml:lover pickup of employee contributions (11%) ...... .......... . 5,280 -5,720 -6,160
457 deferred com pensation ................ ......... ................................ ...... .... -4 ,500 - 6,000 7,500

Taxable W-2 Earnings ........... ............ ....... ..... .... $28220 $40,280 1 $42,340

Retirement Benefit Formula:
2.5% x years of service x average of highest three consecutive years

$48.000 +$52,000 + $56,000
.025x35x . . . . . . .

3

$156.000
.025x35x - -.

3
.025x35x$52,000= $45,500 annual pension

Section 415 Limit test: Lesser of
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*100% of average highest three consecutive years of taxable earn-
ings=$40,280

OR
*Dollar limit at age 56=$75,000

**Benefit provided under plan exceeds Section 415 limit by $5,220.**

RETIREMENT EXAMPLE

This example demonstrates what happens with a captain who has 35 years service
and has elected to take advantage of deferring salary through 457 deferred compen-
sation plan. Because of the employer pickup and the 457 plan, this captain's taxable
W-2 earnings have been reduced in each of the last three years of employment.
From a tax advantage, this is good. However, will have an impact on the Section
415 limits. W

In this example, the captain's plan retirement benefit before the limit is tested
will be 2.5% times 35 years of service times the average of the highest three consec-
utive years salary: ($48,000 + $52,000 + $56,000 divided by 3) = $45,5000 annual
pension benefit.

For the pension to comply with IRC 415 limits, it must not exceed the lesser of
the dollar limit or percentage limit.

The dollar limit is based---the-retiree's age. In this example, the dollar limit at
age 56 is $75,000.

The percentage limit is 100% of the average highest three consecutive years of
taxable earnings. In this example, 100% would be $38,220 + $40,280 + $42,340 di-
vided by 3 = $40,280.

Since the actual pension benefit ($45,500) exceeds the lesser of the percentage
limit ($40,280) or the dollar limit ($75,000), the pension of the captain exceeds the
IRC Section 415 limits on pension benefits by $5,220 and would therefore expose
the entire pension plan to disqualification.

Likewise, if the pension benefit had been based on the highest year's salary or
final year's salary, this pension benefit would have exceeded the Section 415 limits
by $8,720 (2.5% times 35 times $56,000 = $49,000).

Section 415 RemedY: Mr. Chairman, because of your efforts and that of other
members of this Committee, the problems associated with the 415 limits and state
and local government pension plans have been successfully addressed in your legis-
lation. I would like to discuss each in turn.

First, under section 102, you have addressed the problem of a standardized defini-
tion of compensation for 415 purposes. Your bill modifies the employer election to
take salary reduction contributions into account by permitting deferrals under sec-
tions 457 and 414(hX2) to be taken into account and providing that an election to
take salary reduction into account is to apply for all purposes, to all employees, and
to all salar-y reductions. This provision alone will correct many of the problems asso-
ciated with applying the 415 limits to government pension plans. It will certainly
correct the previously cited example.

Second, under section 306, the compensation limitation under 415 on benefits
under a defined benefit pension plan does not apply to plans maintained by a state
or local government. This provision will be especially helpful to many low income
employees who find themselves receiving a very small pension that actually exceeds
the 100 percent compensation limits. As discussed earlier, this will also be helpful to
the many long-tenured employees who are eligible to receive benefits in excess of
their average compensation as a result of regular cost-of-living adjustments.

Third, under this same section, the defined benefit pension plan limits do not
apply to disability and survivor benefits provided under such plans. This point is
critical because so many of the state and local government employees are engaged
in dangerous and hazardous professions and disability retirement benefits are more
likely to be provided than workers compensation. This is especially true of fire fight-
ers and law enforcement officers.

Fourth, under this same section, excess plans maintained by state or local govern-
ments to provide benefits in excess of the compensation limitationon benefits under
a defined benefit pension plan will be subject to the same tax rules applicable to
such plans maintained by private employers. The section 457 limitations on unfund-
ed deferred compensations plans will not apply to these excess plans.

Mr. Chairman, these provision will certainly simplify the administration of state
and local government pension plans. Most importantly, these changes will allow
plans to pay benefits to retirees-benefits that have been promised to them-and
not cause any adverse impact on the tax status qualification of the plans. These
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technical changes will ensure that state and local government employees' pensions,
and disability and survivor benefits will be protected for those who have served the
public and earned these benefits.

The organizations listed above enthusiastically endorse these provisions and hope
that you can expedite their passage to prevent any further confusion or problems in
this area.

I would be happy to answer any questions you or other members of the Commit-
tee might have.

PREPARED STATEMENT OF KENNETH D. SIMONSON

INTRODUCTION AND SUMMARY

My name is Kenneth D. Simonson. I am vice president and chief economist of the
American Trucking Associations, the national trade association of the trucking in-
dustry. ATA's membership includes more than 4000 carriers and suppliers of all
sizes and types. ATA is a federation; membership in our 51 state associations and 10
conferences representing different industry segments, combined with ATA's direct
membership, totals roughly 30,000 businesses. To transport shipments, the carriers
engage approximately 100-150 million owner-operators who have the financial re-
sponsibility for providing hauling equipment and incurring other substantial operat-
ing expenses. Employee leasing tax rules are a significant concern to many of them.

Senator David Pryor (D-Ark.) has performed a valuable service by introducing and
holding a prompt hearing on S. 2901, the "Employee Benefits Simplification A-t."
Many of its provisions are of broad applicability and will be the subject of comment
by benefits specialists and general business groups. Thus, the comments that follow
concentrate on one aspect of benefit simplification that has particular ramifications
for trucking: employee leasing.
S. 2901 helps simplify and clarify the intended scope of employee leasing by sub-

stituting a control test for "historically performed" language. We would not be con-
cerned about an "historically performed' test if the language were reasonably inter-
preted as applied to our industry. Historically, there has always been a distinct dif-
ference between the services of an employed driver and those of an owner-operator
who, at risk of fain or opportunity for profit, provides valuable equipment, bears sig-
nificant expenses and also drives or provides drivers. Doing no more than driving an
employee's truck for pay has historically been provided by employees, but this is
only a part of the total obligation of the owner-operator.

We are satisfied that historically an employed truck driver and an owner-operator
perform two distinctly different functions. However, we fear that an excessively
broad construction of "historically performed" could Introduce much confusion into
the contractual relationship of carriers and owner-operators. Clarifying language in
the statute or a clear exclusion in the Committee reports of the carrier and owner-
operator relationship would be helpful. In addition, we recommend adoption of sev-
eral other pieces of statutory or report language. More fundamentally, we believe
Congress should reconsider whether the concept of employee leasing prevents abuse
or discourages employers from offering benefits.

BACKGROUND

Congress added employee leasing tax rules to the Internal Revenue Code in 1982
after learning of professionals in private practice who pretended to fire their staffs
and then "leased them back from companies that paid their wages. This ruse en-
abled them to claim they had no employees in their own practice other than them-
selves and they could thus pay retirement benefits to themselves without running
afoul of the existing rules on pension discrimination.

Code section 414(n) was added to stop this abuse by requiring "recipients" of serv-
ices to count individuals performing those services ("leased employees") along with
the recipient's actual employees in determining whether the recipient met certain
pension rules. In 1986, the list of provisions for which leased employees had to be
considered was broadened to cover other types of benefits, so that now the term ap-
plies to 22 provisions of the tax code.

Under section 414(nX2),

- . .the term "leased employee" means any person who is not an employee of
the recipient and who provides services to the recipient if-

(A) such services are provided pursuant to an agreement between the re-
cipient and any other person (in this subsection referred to as the "leasing
organization"),
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(B) such person has performed such services for the recipient (or for the
recipient and related persons) on a substantially full-time basis for a period
of at least 1 year (6 months in the case of core health benefits), and

(C) such services are of a type historically performed, in the business field
of the recipient, by employees.

This definition appeared to be reasonably straightforward. Nothing in the law or
the legislative history suggests that this definition would generally apply to inde-
pendent small businesses that happen to perform the bulk of their services for one
recipient. For instance, an independent owner-operator of a tractor or tractor-semi-
trailer, who has the opportunity for profit and the risk of loss on equipment, operat-
ing expenses and services, is not an employee for employment tax purposes and
should not logically be a leased employee for benefits purposes.

However, proposed IRS regulations issued in August 1987 ignored the seemingly
plain Congressional intent in several respects (discussed below). We feared that, if
adopted, the rules could have made thousands of owner-operators into leased em-
ployees, even though they are independent contractors providing a service requiring
the Utilization of substantial operating equipment and bearing substantial operating
expenses. Thousands of trucking company employees could also have become leased
employees of shippers. We do not believe that Congress intended either of these re-
sults when it enacted the employee leasing standards in Internal Revenue Code sec-
tion 414(n).

Even though Treasury and IRS officials have since said that they recognize the
proposed rules were too sweeping, they have given no hint as to how they would
narrow the scope of the rules. Therefore, we think further legislation to specify Con-
gressional intent is in order.

Last year, the Senate Finance Committee reported out a bill and accompanying
report language that significantly clarified Congressional intent. The bill is now in
conference as part of the Senate version of H.R. 3, which deals mainly with child
care. If the employee leasing language is stripped from H.R. 3, we believe it should
be added to a benefits simplification bill.

At the moment, only one piece of that language is in S. 2901: a replacement for
the troublesome "historically performed" test of section 414(nX2XC). The substitute,
requiring that a person perform services under the control of' the recipient, should
remove some, but n6itall, of the uncertainty regarding the treatment of truck driv-
ers who are not employees of the carrier or shipper receiving their services. Fair-
ness, simplicity and certainty could be enhanced by adding some language to the
statute or at least the committee report. Here are some specific suggestions.

SUGGESTED CLARIFICATIONS

Control
The concept of "control" is fairly well understood with reference to owner-opera-

tors in the context of employment tax classifications. Owner-operators either own or
have financial responsibility for substantial operating assets (often costing $50,000
or more) and significant operating expenses for which they bear a real risk of loss
and opportunity for profit. They control their own businesses, whether they contract
(directly or indirectly) with a single carrier (or shipper) or several over the course of
a year. If the IRS interprets "control" for employee leasing purposes in the same
way that, it does for employment tax audits, I believe most trucking companies and
shippers will be able to tell if an owner-operator is a leased employee or not.

However, the House Ways and Means Committee staff has recently suggested that
an individual would be a leased employee if he or she is "directly or indirectly
under the direction or control of the recipient." Because this language has no recog-
nized meaning in tax law, it would add greatly to uncertainty and could give rise to
many inequitable situations in which an independent contractor would be sufficient-
ly beyond a recipient's control to be an independent contractor for tax purposes and
yet, because of indirect controls or directions, might be claimed to be a leased em-
ployee for benefits purposes. For example, almost every shipper or carrier necessari-
ly gives some directions in arranging for services by an owner-operator.

It would be helpful to have the bill (or Committee report) specify that "control" is
not meant to apply more broadly for employee leasing purposes than for employ-
ment tax purposes and provide examples of what is and is not indirect control or
direction. In particular, an owner-operator may offer services directly to a shipper,
to a carrier that assigns him or her to a single shipper or various shippers, or to a
fleet operator or broker who contracts with one carrier (or shipper) or several. In all
of these arrangements, the owner-operator meets the employment tax standards for
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being an independent contractor to the same degree. The result should be identical
in all such cases for employee leasing purposes as well.

Incidental services
The Senate version of HR. 3 includes meritorious clarifying language that serv-

ices "incidental to the sale of goods or equipment" do not constitute employee leas-
ing. We believe this language should be retained and strengthened by adding the
words "or transportation" following "sale."

Under the proposed regulations, either an independent or an employee driver of a
trucking company who is assigned to haul freight from a particular shipper for
more than a minimum number of hours could be claimed to be the leased employee
of the shipper. The language passed by the Senate should preclude that unintended
result where the shipper is sending goods to an unrelated customer, since the ship-
ment is incidental to a sale. Adding the words "or transportation' makes it clear
that neither owner-operators nor trucking company employees would be leased em-
ployees of shippers merely because they regularly haul freight between two facilities
of the same shipper, for instance a factory and a warehouse.
Third-party requirement

The proposed regulations ignored what appeared to be clear statutory language by
stating that a self-employed individual could be both a leasing organization and a
leased employee. We believe the only possible correct interpretation of Code section
414(nX2X(A), "such services are performed pursuant to an agreement between the re-
cipient and any other person (in this subsection referred to as the 'leasing organiza-
tion')," is that a leasing organization is separate from both the recipient and the
service provider. Nevertheless, either report language or statutory language should
clarify that this is what the law means. An independent owner-operator providing
his or her own services directly to a recipient should not be considered a leasing
organization selling his own services.

.At least 1 Year
The proposed regulations also distorted seemingly clear language in Code section

414(nX2XB), "such person has performed such services for the recipient (or for the
recipient and related persons) on a substantially full-time basis for a period of at
least 1 year (6 months in the case of core health benefits)," by using a standard of
1500 "hours of service" (or less in some cases). A long-haul truck driver who sleeps
in his or her rig (and thereby guards a recipient's freight or equipment) may be ac-
cumulating 24 hours of service per day; even if only "on-duty" hours are counted,
the 1500-hour limit can be reached in well under a year. It would be useful to have
report language restating that "at least 1 year" means service extending over 12
calendar months or more.
6 months in the case of core hec.lth benefits

This phrase was added in 1986, when employee leasing requirements were ex-
panded to include the infamous section 89, which used (but did not define) the term"core health benefits." A 6-month standard vastly expands the number of workers
who may inadvertently become leased employees. Also, having workers who are
leased employees for one purpose but not for another will make already difficult
rules virtually unadministrable. Deleting "(6 months in the case of core health bene-
fits)" from section 414(nX2XB) would be a valuable operational simplification. In any
case, now that section 89-has been repealed, there is no justifi-ation (if there ever
was one) for a 6-month rule for this limited purpose.

Record-keeping
Section 414(nX3) lists over 20 parts of the Internal Revenue Code for which leased

employees must be taken into account. The data-gathering and record-keeping re-
quirements of these provisions are extremely broad and often very intrusive: service
providers or leasing organizations must provide customers confidential information
about pay, benefits '-.ours, length of service, age and other details, depending on the
applicable benefit. To the extent possible, these burdens should be limited.

The difficulty, as well as the unfairness, of requiring independent contractor driv-
ers to provide confidential financial information to fleet operators, carriers or ship-
pers with whom they have an arm's-length relationship cannot be overstated. Con-
versely, it is unreasonable to expect carriers to divulge to their customers informa-
tion on driver pay and benefits when the customers can use that information to bar-
gain with competitors, to deal with owner-operators directly, or to set up their own
private trucking operations.
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Furthermore, this record-keeping by and large serves no purpose. Few nonem-
ployee truck drivers perform services for one company long enough to qualify for
pensions. And even ones who do generally have chosen to be independent owner-
operators rather than employees precisely because they wanted to make decisions
themselves over what to do with their gross compensation. At the IRS hearing on its
proposed regulations in February 1988, several owner-operators took time off to tes-
tify that they do not want to be considered employees for anY purpose, be it employ-
ment taxes or benefits.

Related provisions
We urge the adoption of more reasonable requirements for employee leasing, for"affiliated service groups" defined in section 414(mX5) and for "other arrange-

ments" covered under section 414(o). As it stands, workers or organizations that do
not fall under the ambit of 414(n) can still be caught up in the broad net of proposed
regulations covering 414(mX5) and (o). Yet none of these Code sections should inter-
fere with long-standing, arm's-length business relationships such as those in the
trucking and moving industries that have long existed for reasons having nothing to
do with benefits evasion.

On the contrary, the existence of these rules will deter firms from offering bene-
fits to their actual employees for fear they will have to extend coverage, or at least
extensive recordkeeping, to a multitude of nonemployees.

CONCLUSION

We applaud Senator Pryor and his cosponsors for bringing some much-needed
simplification and clarity to employee benefits tax provisions. S. 2901 makes a good
start on the employee leasing portion of this task by substituting a potentially clear-
er control test for the murky "historically performed" language. We have recom-
mended several other specific changes to make the law or Congressional intent
clearer.

We remain troubled by the prospect that even with a tighter definition of who is
a leased employee, companies will be forced to ask for information from service pro-
viders that historically has been confidential. Although the intent behind section
414(n) was to prevent abuse, the reality is likely to be that companies will either (1)
drop benefits they would otherwise provide to actual employees so they do not have
to cover nonemployees or (2) collect sensitive data from firms and individuals with
which they should maintain an arm's-length relationship. Either of these outcomes
would be the opposite of what Congress hoped for in 1982, when it enacted section
414(n), and of what S. 2901 is meant to achieve.

We support enactment of S. 2901 along with other changes listed above to encour-
age the spread of employee benefits without unduly burdening companies, independ-
ent contractors, or employees.

PREPARED STATEMENT OF ALEXANDER D. STEWART

What a privilege to testify on behalf of the Church Retirement Benefits Simplifi-
cation Act of 1990. As Executive Vice President of The Church Pension Fund, since
1917 a pioneer in church plans, I assure you that this landmark legislation is whole
heartedly endorsed by 27 major Christian communions and groups of Jewish Rabbis
representing 66 million church and synagogue members.

This legislation eliminates for Church pension plans requirements particularly ap-
propriate for corporate conglomerates. To conform to existing rules requires of us
additional accounting personnel each year, legal expertise, and in-house auditors to
make certain that every section of every statute i' fulfilled. In all but 3 years since
ERISA was enacted there have been changes in the regulations imposed on pension
funds. This places a heavy burden financially and administratively on all church
pension funds and churches, with their simple, straight-forward record systems. Our
accounts have always had a certified public audit; our books are open to all commu-
nicants-try to close them. Full disclosure has always been required; we have noth-
ing to hide or evade.

Excellent but expensive law firms whom we and other church pension funds have
engaged have oft times concluded that the particular section did not even apply to
us, but we could riot take that chance. Perhaps a section applied generally to a secu-
lar rollover plan for highly compensated employees. Frankly, the rules for pensions
over $200,000 have not presented any problem for churches. The CEO of a Fortune
500 corporation is not a Methodist minister! Nor is his wife likely to qualify for an
Episcopal clergy widow's pension.
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At this very moment, we here at Church Pension Fund are encouraging our
churches to make pensions available for those clergy and lay employees who serve
1,000 hours a year or more. However, increasing technical complications lead some
congregations to say, "Oh, let's give a generous Christmas Bonus in place of a pen-
sion-it's simpler." You know, I know, that money doesn't end up in an IRA or an
annuity. In contrast, our clergy and lay pensions are provided through defined bene-
fit plans. The money cannot be withdrawn. The retirement pension is assured.

We are not revenue estimators, but it is our view that this legislation is tax neu-
tral, and no income would be lost to the Federal budget. It may even free up tax
auditors to hunt for big game with the hope of significant recovery.

The Act provides a CORNERSTONE-I trust using that truly biblical word does
not violate separation of church and state-a CORNERSTONE, that for plans such
as ours carves out a special niche in the Code, especially the proposed new section
401A, with simple rules for qualified church retirement plans so that if and when
Congress enacts legislation peculiarly appropriate for the retirement plans of secu-
lar employers it will not necessarily apply the same rules to church retirement
plans. This Act, and 401A, are of great importance to us here. The Act also provides
a level playing field with consistency for all the pension plans of all churches re-
gardless of when they started. Currently, the coverage rules applicable under
403(bX9) to retirement income accounts are significantly different from the rules ap-
plicable under 401(a) to plans such as our Clergy Plan. For some church bodies, this
means present law is a PROCRUSTEAN bed. For example, clergy may not be tech-
nically eligible for the pension plan of their denomination and in which they have
been a participant and to which they will later return if they are serving full-time
as a chaplain in a hospital, university or prison that is not 'church controlled'. And
we have no desire to control the prisons.

As I see it, this legislation will benefit as many as 260,000 clergy-that's enough
air power to turn several windmills and solve the energy crisis. And 114,000 dedicat-
ed church or synagogue lay workers will likewise praise your name. Would you be-
lieve? If one of our own churches in a certain urban blighted area receives more
than 1/4 of its income from non-church sources for feeding the homeless, providing
child care, teen-age drop in centers and family counseling, it could, under tight in-
terpretation, be declared a non-church organization, and therefore its clergy not eli-
gible for our church clergy pension plans.

Yet another church of ours down the street with substantial endowment funds
carrying out the same identical programs, would have no trouble with its staff,
clergy and laity being covered under our plan. This Act, implementing 401A, ad-
dresses a major concern of my church.

For simplification, the pension funds will thank you, for simplification, the volun-
teer church treasurers will certainly thank you; for simplification, the beneficiaries
will thank you. Each month over 6,000 Episcopal beneficiaries receive their pension
from us-675 are over the age of 85. Would you believe it? One widow has been a
recipient since 1917, for 73 years! She must have a boyfriend named Ponce de Leon!
Senator Pryor, your initiative in sponsoring this Church Retirement Benefits Sim-
plification Act will not merely simplify the administrative machinery of The
Church's Pensions Funds, the act will result in savings which benefit the retirees,
who now are living longer, their widows and their dependent children. God Bless
You for your efforts! And He will!

PREPARED STATEMENT OF THOMAS D. TERRY

Mr. Chairman and Members of the Subcommittee: I am pleased to be here today
to present the views of the Administration on S. 2901, the Employee Benefits Sim-
plification Act and on S. 2902, the Church Retirement Benefits Simplification Act.

At the outset, I must note that in the current budgetary environment, simplifica-
tion proposals are constrained by the realities of the Federal budget. We believe,
however, that simplification of the employee benefit provisions of the Internal Reve-
nue Code is needed-and that significant simplification is possible within budgetary
constraints. We commend the Chairman and Representative Chandler for making a
promising beginning by the introduction of S. 2901 and H.R. 5362, respectively.

We anticipate that S. 2901 in its current form could lose significant revenue, al-
though we have not completed a comprehensive revenue estimate of its provisions.
Accordingly, the Administration cannot support the bill in its current form. Some
provisions of the bill will both achieve desirable simplification of the law and raise
revenue, however. It should, therefore, be possible to fashion a revenue-neutral
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package of simplifying provisions. We will be pleased to work with the Subcommit-
tee to achieve meaningful and affordable simplification.

The Internal Revenue Code provisions relating to employee benefits have become
increasingly complex in recent years. This complexity reflects both the wide variety
of plans and their increasing sophistication. Given this environment, the tax laws
relating to employee benefits in general, and the tax qualification requirements of
section 401 of the Internal Revenue Code in particular, will never be. "simple." But
they ck, arly can be simpler than they are now; many provisions of existing law are
more complex than they need be. Eliminating such unneeded complexity will bene-
fit both the taxpayer and the tax administrator and offers the prospect of improved
compliance.

The remainder of my written statement consists of our substantive comments on
the provisions of S. 2901 and a brief discussion of S. 2902.

S. 2901 "EMPLOYEE BENEFITS SIMPLIFICATION ACT"

TITLE I-NONDISCRIMINATION PROVISIONS

Section 101. Definition of Highly Compensated Employees

Current Law
The Internal Revenue Code (the "Code") defines the term "highly compensated

employee" to include any employee who during the current or preceding year (1)
was a 5-percent owner, (2) earned over $75,000 (indexed) in compensation, (3) earned
over $50,000 (indexed) in compensation and was in the top 20 percent of the employ-
er's workforce by compensation, or (4) was an officer earning compensation over
$45,000 (indexed) or was the highest paid officer, if no officer earned more than the
stated amount. For purposes of defining highly compensated employees, the term"compensation" generally has the same meaning as for purposes of the limits on
contributions and benefits under qualified plans (section 415), except that salary re-
duction amounts are taken into account. Current law permits certain employers to
treat, on an elective basis, all employees earning over $50,000 (indexed) as highly
compensated employees regardless of whether they are in the top 20 percent of the
employer's workforce by compensation. In addition, certain family aggregation rules
apply in the case of 5-percent owners and other highly compensated employees who
are among the top 10 employees by compensation.

Proposal
The proposal would redefine the term highly compensated employee to include

only 5-percent owners and employees who earn over $50,000 (indexed) in compensa-
tion. If an employer had no highly compensated employees under this definition,
then the one employee with the highest compensation would be treated as highly
compensated (the "one-employee rule"). The one-employee rule would not apply,
however, for purposes of sections 401 (k) and (m) of the Code (relating to elective
deferrals, matching contributions and employee contributions). As under current
law, 5-percent ownership would be determined as of any time in the current or pre-
ceding year. For purposes of the $50,000 rule, however, an employee's compensation
generally would be determined under the new uniform definition of compensation
under the proposal described below for the preceding calendar year, except that the
election to use base pay could not be made. Application of the family aggregation
rules would be limited to 5-percent owners.

Administration Position
We generally support the proposal to simplify the definition of highly compensat-

ed employees. The elimination of the rules regarding officers and the top 20 percent
of employees by compensation simplifies current law without sacrificing important
policy objectives.

An important adjunct to this simplified definition, however, is the general rule
that an employer is always deemed to have at least one highly compensated employ-
ee. Thus, we oppose the exception contained in the proposal to the one-employee
rule for purposes of sections 401 (k) and (m).

We generally support the proposal to determine compensation based on prior peri-
ods for purposes of applying the $50,000 rule. This rule would enable an employer to
know at the beginning of the year who its highly compensated employees are. We
are concerned, however, that a rule looking only at prior period compensation will
result in unintended gaps in the highly compensated group, primarily in the case of
new hires and employees with substantial pay increases. Accordingly, the proposal
should be modified to address these gaps.
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We oppose the use of the proposal's new uniform definition of compensation
under section 414(s) for purposes of determining an employer's highly compensated
employees. As a general proposition, we believe the definition of compensation for
this purpose should be defined as closely as possible to total taxable compensation
plus salary reduction amounts. In particular, we believe the proposal should re-
quire, and not merely permit, the add-back of salary reduction amounts, as provided
under current law. It is inappropriate for the determination of an employer's highly
compensated employees to be influenced by individual employee decisions to make
salary reduction contributions or, for that matter, by the employer's own decision
whether to offer salary reduction arrangements of one type or another to its em-
ployees.

Section 102. Definition of Compensation

Current Law
Current law contains several definitions of compensation for purposes of applying

the employee benefit provisions of the Code. One definition applies for purposes of
determining the limits on contributions and benefits under qualified plans; a second
definition applies for purposes of determining whether employees are highly com-
perisated; a third definition applies generally for purposes of applying the nondis-
crimination rules to qualified retirement arrangements.
The basic definition of compensation under current law is used to determine the

limits on contributions and benefits under qualified plans (section 415). Compensa-
tion for this purpose is defined to conform as closely as possible to total taxable
income received from the employer. Thus, salary reduction amounts excluded from
an employee's gross income are not taken into account in determining compensation
for this purpose: Recently issued temporary and proposed Treasury regulations pro-
vide employers with two alternative safe harbor definitions of compensation for pur-
poses of section 415. These definitions are wages subject to income tax withholding
and wages subject to social security taxes (determined without regard to the wage
base limitation).

A different definition of compensation applies under current law for purposes of
determining which employees of an employer are highly compensated (section
414(q)). The definition of compensation used for this purpose is identical to that used
to determine the limits on contributions and benefits under qualified plans (includ-
ing the safe harbor alternatives), except that salary reduction amounts are added
back into an employee's otherwise taxable compensation.

A third definition of compensation is provided under current law for the principal
purpose of applying the nondiscrimination rules applicable to qualified retirement
arrangements (section 414(s)). Like the definition of compensation used to determine
an employer's highly- compensated employees, this definition specifically incorpo-
rates by reference the definition of compensation used to determine the limits on
contributions and benefits under qualified plans (including the safe harbor alterna-
tives). However, because the definition is crucial to determining satisfaction of the
nondiscrimination rules with respect to a wide variety of qualified retirement ar-
rangements, considerably more flexibility is provided than under either of the other
two definitions of compensation discussed above. Thus, the current statute permits
an employer to elect to include in compensation for this purpose all salary reduction
amounts under certain enumerated provisions of the Code. The recently issued
Treasury regulations implement this portion of the statute and, in addition, permit
employers to include salary reduction amounts under certain other provisions of the
Code. The current statute also grants the Secretary authority to prescribe alterna-
tive definitions of compensation under section 414(s) as long as such alternative defi-
nitions do not result in discrimination in favor of highly compensated employees.
The regulations implement this authority in two ways, most significantly by permit-
ting employers to elect to use any other reasonable definition of compensation sub-
ject to satisfaction of a nondiscrimination test.

Proposal
The proposal would amend all three definitions of compensation under -current

law. For purposes of determining the limits on contributions and benefits under
qualified plans, the proposal would define compensation as wages shown on the W-2
form (defined for this purpose as wages subject to income tax withholding). Alterna-
tively, an employer could elect to define compensation solely by reference to the
base pay of employees. Under either alternative, an employer could elect to include
certain salary reduction amounts in compensation. Either of the foregoing elections
would have to be made on a consistent basis for all plans, with respect to all em-
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ployees, and for all purposes (except as noted below). Neither election could be re-
voked without the Commissioner's consent.

The same definition of compensation would apply for purposes of determining the
employer's highly compensated employees. Two exceptions would apply, however.
First, as mentioned earlier, compensation for this purpose generally would be deter-
mined on the basis of the prior year rather than the current year. And, second, an
employer could not elect to define compensation by reference to base pays even if
such election were made for purposes other than determining the employer's highly
compensated employees.

The same definition of compensation would apply under section 414(s) as applies
for purposes of determining the limits on contributions and benefits under qualified
plans. In addition, the proposal specifically repeals the Secretary's authority under
that section to prescribe alternative definitions of compensation.

Administration Position
We oppose the proposal to amend the current law definitions of compensation. We

believe that the current definitions are more consistent than the proposal with the
policies underlying each of the affected provisions of the Code. In addition, we be-
lieve the temporary and proposed regulations issued last May under sections 414(s)
and 415 of the Code are more workable than the proposal. Legislation in this area is
unnecessary.

In particular, we oppose the election permitted under the proposal to include
salary reduction amounts in compensation for purposes of determining the limits on
contributions and benefits under qualified plans. The election is inconsistent with
the general policy that amounts excluded from gross income not be taken into ac-
count for this purpose.

We also oppose the proposal's failure to require that salary reduction amounts be
added back to an employee's otherwise taxable compensation for purposes of deter-
mining the employer's highly compensated employees for the reasons explained ear-
lier in our testimony.

In addition, we believe the reduction in the number of options- employers have
under the proposal to define compensation for purposes of section 414(s) is unwar-
ranted. In developing the regulations, the IRS surveyed large numbers of employers
in order to tailor the section 414(s) definition of compensation to existing payroll
and compensation practices as well as to the needs of widely-used plan designs.
Based on the survey, the IRS found little consistency in payroll and compensation
practices. Accordingly, we do not believe the proposal provides the necessary flexi-
bility to make it workable. Moreover, that flexibility could no longer be provided
through regulations as the proposal would repeal the Secretaiy's authority to pre-
scribe alternative definitions of compensation.

Finally, we oppose the proposal's failure to impose a statutory requirement that
any definition of compensation elected by an employer by reference to base pay
must be nondiscriminatory.
Section 103. Modifications of Cost-of-Living Adjustments

Current Law
Cost-of-living adjustments to various dollar limitations are currently made under

adjustment procedures similar to those used for adjusting benefits under the Social
Security Act, generally using the last calendar quarter of a year and a base period
of the last calendar quarter of 1986. Under the Social Security Act procedures, cost-
of-living adjustments to benefits are announced after the beginning of the year in
which they are effective.

Proposal
The proposal would require the cost-of-living adjustments to be based on increases

in the applicable index as of the close of the calendar quarter ending September 30
of the preceding calendar year. The proposal would also require that dollar
amounts, as adjusted, be rounded to the nearest $1,000 (or to the nearest $100 in the
case of the limitations on elective deferrals and in the case of the minimum and
maximum compensation amounts applicable to simplified employee pensions
("SEPs")).

Administration Position
We believe this provision would be simplifying and is worth further investigation.

Use of an earlier calendar quarter would permit cost-of-living adjustments to be an-
nounced before the beginning of a calendar year, and the use of rounding would
ease administration and employee communications.
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Section 104. Modification of Additional Participation Requirements

Current Law
Qualified plans, including both defined benefit and defined contribution plans' are

generally required to benefit the lesser of 50 employees or 40 percent of the employ-
er's workforce. New proposed regulations issued in May of this year substantially
simplified the application of the minimum participation requirements.

Proposal
The proposal would exempt defined contribution plans from the minimum partici-

pation requirements. In addition, the proposal generally would reduce the numeri-
cal thresholds under the minimum participation requirements to require a defined
benefit plan to cover only the lesser of 25 employees or 40 percent of the employer's
workforce (but in no case less than 2 employees unless the employer had only one
employee). The proposal would also permit employers to elect to have the new rules
apply as if they had been included in the Tax Reform Act of 1986.

Administration Position
We are willing to investigate with the Congress the merits of modifying the cur-

rent law minimum participation requirements along the lines set forth in the pro-
posal. Because the proposal would permit employers to maintain a greater number
of qualified plans with a smaller number of participants in each plan, a full assess-
ment is needed of the additional administrative burden the proposal would place on
the Internal Revenue Service.

We also question the desirability of an exemption for defined contribution plans
from the minimum participation requirements. By providing that exemption, the
proposal draws a fundamental distinction between defined benefit and defined con-
tribution plans when, in practice, hybrid plans such as target benefit plans share
characteristics of both types of plans. We believe more study is needed of this issue
before a major category of plans is exempted from the minimum participation re-
quirements altogether.

We oppose the portion of the proposal that permits employers to elect a retroac-
tive effective date.
Section 105. Nondiscrimination Rules for Qualified Cash or Deferred Arrangements

and Matching Contributions

Current Law
Elective salary deferral contributions to a qualified cash or deferred arrangement

are generally required to meet a special average deferral percentage ADP test. To
satisfy the ADP test, the average of the deferral rates (expressed as a percentage of
compensation) for each highly compensated employee eligible to participate in the
plan generally may not exceed the greater of (1) 125 percent of the average of the
deferral rates of all nonhighly compensated employees eligible to participate in the
plan or (2) the lesser of (a) 200 percent of the average of the deferral rates of all
nonhighly compensated employees eligible to participate in the plan, or (b) such av-
erage plus 2 percentage points. If a plan does not satisfy the ADP test for a year,
excess deferrals by highly compensated employees must be either redistributed to
them or recharacterized as after-tax contributions in order to retain the qualified
status of the cash or deferred arrangement. The distributions are made on the basis
of the respective portions of excess contributions attributable to each highly com-
pensated employee.

If a plan permits after-tax employee contributions, or provides for employer con-
tributions that are contingent on a participant's elective deferrals or after-tax em-
ployee contributions ("matching contributions"), the amount of such contributions
generally must satisfy a special average contribution percentage ACP test. The ACP
test is generally the same as the ADP test described above, except that it applies to
matching and after-tax employee contributions rather than to elective deferrals.
Rules analogous to the distribution rules under the ADP test must also be followed
if the ACP test is not satisfied.

Proposal
The proposal would create certain safe harbors that would, in effect, deem either

the ADP test or the ACP test, or both, to have been satisfied with respect to elective
deferrals and matching contributions if the plan meets certain design and notice cri-
teria. The ADP test would be deemed to have been satisfied if (1) the plan either (a)
provided matching contributions with respect to all nonhighly compensated employ-
ees equal to 100 percent of elective deferrals up to 3 percent of compensation, and
50 percent of elective deferrals between 3 and 5 percent of compensation, or (b) pro-
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vided nonelective contributions equal to at least 3 percent of compensation to all
nonhighly compensated employees eligible to participate in the plan, and (2) provid-
ed notice within a reasonable period before the beginning of a year to all employees
eligible to participate of their rights and obligations under the plan. Certain alter-
native matching formulas would be allowed, subject to nondiscrimination require-
ments.

The ACP test would be deemed to have been satisfied with respect to matching
contributions if the design and notice criteria relating to the ADP test were met
and, in addition, (1) matching contributions were not made with respect employee
contributions or elective deferrals in excess of 6 percent of an employee's compensa-
tion, (2) the level of matching contributions did not increase with the level of em-
ployee or matching contributions, and (3) the rate of matching contributions at each
level of compensation was no higher for highly compensated than nonhighly com-
pensated employees.

Employer matching and nonelective contributions used to meet the safe harbor
requirements would be required to be nonforfeitable and subject to restrictions on
withdrawals.

The proposal would also modify the standards for determining which excess defer-
rals and matching contributions to distribute first in the event the ADP or ACP
tests are not passed and require any distributions. to be made to highly compensated
employees on the basis of the respective amount of contributions made on their
behalf.

Administration Position
We oppose the proposed modifications to the nondiscrimination tests under sec-

tions 401(k) and 401(m) which would eliminate current law testing based on actual
contributions. The proposals represent a significant change in policy, not merely a
simplification. We believe they would seriously erode current policies against dis-
crimination in retirement plans. We believe that the principal sources of complexity
in this area are not the basic ADP and ACP tests but rather the rules applicable to
the distribution and recharacterization of excess deferrals and contributions. Thus,
we believe that simplification of these rules-not abandonment of the fundamental
policy underlying these nondiscrimination rules-should be the simplification objec-
tive in this area.

In the case of plans which -permit employees to elect the amount to be contributed
on their behalf, existing law takes into account the fact that higher-paid employees
will normally choose to defer a higher percentage of their income than lower-paid
employees. Thus, the ADP and ACP tests permit deferral percentages for the high-
paid and low-paid employees to be separately averaged and build in a disparity in
favor of the higher-paid. In effect, the elective deferrals on behalf of highly compen-
sated employees are leveraged off of the contributions which lower-paid employees
actually-make to the plan.

Cash or deferred plans are extremely popular today. In fact, as illustrated in
Table I below, IRS data indicates that an increasingly large number of employers
continue to establish and maintain these plans even though ADP and ACP testing is
required, and even though the Tax Reform Act of 1986 substantially tightened the
statutory requirements.

Table I.-NUMBER OF 401 (K) PLANS

IBase on Form 5500 ringV]

1995 1986 1987 1998

Form 5500 ................................................................. . 6.942 8,842 10,486 10,645
Form 5500-C ............................................................. 17,499 17,228 22,088 26,341
Form 5500-R (Estimated) .................. 22,203 21,859 21,947 26,756

Total ........................... 46,644 47,929 54,521 63,742

SOURCE: Interul Revenue Serce, t. mO' V Ras & Em( (tgaizations, July 31, 1990

It is not at all clear what effect substituting a design-based qualification system
for the ADP and ACP tests will have on the participation of nonhighly compensated
employees in cash or deferred arrangements. The present-law ADP and ACP tests
provide an clear incentive for employers to design a plan that is attractive to rank-
and-file employees and to make every effort to communicate the plan to those em-
ployees, since the actual level of participation by those employees directly affects
the permitted level of deferrals by highly compensated employees. By contrast,
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while the proposal does require notice of the plan to be given to eligible employees,
a design-based test provides no incentive to provide benefits in excess of the statuto-
ry minimum. In fact, such a test discourages employers from encouraging rank-and-
file employees to participate since, once the design-based criteria have been met,
any additional participation by the nonhighly compensated generally increases the
cost of a plan.

Of the various sources of complaint about the ADP and ACP tests, we believe that
the rules for correcting excess contributions are the most significant. Ways to sim-
plify those rules while retaining the present-law ADP and ACP tests should be ex-
plored.

We also believe that one way to simplify the current rules would be to base the
ADP and ACP tests on the prior year s average deferral and average contribution
percentages for nonhighly compensated employees. This approach woulr make the
results of the tests more predictable and would significantly reduce the ,ikelihood of
excess contributions because an employer would need to monitor currently only the
elections of highly compensated employees. Indeed, excess contributions might be
avoided altogether under such an approach if each highly compensated employee
were permitted to defer no more than the prior year's average deferral percentage
for nonhighly compensated employees plus the-disparity otherwise permitted under
those tests. This rule would be similar to the present-law rule for elective deferrals
under simplified employee pensions.

TITLE I-DISTRIBUTIONS

Section 201. Taxability of Beneficiary of Employees' Trust

Present Law
Distributions from qualified plans and other tax-preferred retirement programs

are generally subject to income tax upon receipt. Premature distributions, generally
those made before age 591/2, may also be subject to a 10-percent additional tax. A
number of special rules may alter the general rule if applicable.

Rollot'ers
Current income tax and, if applicable, the additional tax on a distribution can be

avoided if the taxable portion of an eligible distribution is "rolled over" to another
qualified plan or Individual Retirement Account ("IRA"). Only certain distributions
(generally distributions that are either "qualified total distributions" or "partial dis-
tributions) are eligible for rollover treatment. As only the taxable portion of a distri-
bution is eligible for rollover treatment, after-tax employee contributions may not
be rolled over.

Lump Sum Distributions

Capital Gains and Foru'ard Averaging
Certain lump sum distributions are eligible to be taxed under special rules. Gen-

erally, these rules result in a lower rate of tax than would otherwise apply to a dis-
tribution, but may only be used with respect to one distribution in an employee's
lifetime.

A participant or beneficiary may be able to elect to use the 5-year forward averag-
ing rules with respect to a lump sum distribution if certain requirements are met. If
a lump sum distribution is received before 1992, the recipient may also be able to
elect to have the portion of the distribution attributable to pre-1974 plan participa-
tion taxed at capital gains rates.

Participants who attained age 50 before January 1, 1986, have three additional
options which may reduce the rate of tax on a distribution. First, instead of using
the 5-year forward averaging rules, they may continue to use the 10-year forward
averaging rules available before the Tax Reform Act of 1986. Second, they may use
the 5-year and 10-year forward averaging rules even if they are younger than the
currently prescribed age requirement when they receive a distribution, if all of the
other requirements for using those rules are met. Finally, they may elect to have
the entire portion of a lump sum distribution attributable to pre-1974 participation
tax d at a 20 percent rate.

Net Unrealized Appreciation
If a lump sum distribution includes securities of the employer corporation, the

"net unrealized appreciation" ("NUA") in the employer securities is generally not
subject to tax until the securities are sold, unless the recipient elects to have the
normal distribution rules apply. When the securities are sold, the NUA is treated as
long-term capital gain. If a distribution is not a lump-suni distribution, only the
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NUA attributable to the employee's own contributions may be excluded from
income under these special rules.

Proposal
The proposal would eliminate most of the restrictions on the types of distributions

eligible for rollover treatment, and would eliminate 5-year forward averaging for
lump sum distributions. It would, however, continue to prohibit the rollover of em-
ployee contributions. It would also retain the current law treatment of NUA, and
the special capital gains and forward averaging rules available to participants who
attained age 50 before Jar.aary 1, 1986.

Administration Position
We believe that the qualified plan distribution rules are an excellent candidate

for simplification. The tax treatment of qualified plan distributions is unnecessarily
complex. The statutory rules for determining when a distribution can be -',lted over
into another qualified plan or IRA run well over 200 words, and present innumera-
ble interpretive issues. The steady accumulation of special rules and tax preferences
over time has resulted in a statutory scheme withpJQ clear structure or underlying
rationale. Moreover, the burden of this complexit?. falls primarily on plan partici-
pants and beneficiaries, who must understand the rules (or hire an attorney or ac-
countant to help them) to make use of them. By way of example, the forward aver-
aging and other tax preferences applicable to lump sum distributions were added at
a time when marginal tax rates were much higher than they are today and taxpay-
ers faced a multitierd r ructure. Given the 1986 changes in the basic structure
of the individual rat and brackets, these highly complex provisions are no longer
needed. This w7fild be particularly true if rollovers were liberalized as contemplated
by the bill.

We could support this portion of the bill if the proposal were modified in several
ways. First, no true simplification of the tax treatment of distributions is possible
without eliminating the NUA exclusion. Retention of the exclusion requires the re-
tention of the concept of a lump sum distribution, which is one qf the principal
sources of complexity under current law. The exclusion is no longer necessary to
protect participants from possible inability to pay tax on a distribution, because,
under the proposal, lump sum distributions would always be able to be rolled over
into a qualified plan or IRA. Also, the computation of NUA on employer securities
needed to apply to apply existing law creates significant recordkeeping and basis de-
termination requirements for taxpayers. The determination of the qualified trust's
cost basis for employer securities purchased at various times and for various prices
is a burden even for computerized recordkeepers.

Second, we believe that the special transition rules making certain preferential
treatment available to taxpayers who attained age 50 before January 1, 1986, should
be eliminated. Most taxpayers who are now currently eligible to use 5-year forward
averaging are also eligible to use these grandfather rules (because any individual
who is now over 591/2 was also 50 years or older in 1986). Furthermore, the 10-year
forward averaging rules are generally more advantageous for them unless the size
of their lump sum distribution is very large. For most taxpayers, then, the repeal of
5-year forward averaging alone will have little effect in short-term, and will not ap-
preciably simplify the determination of their tax liabilities.
Section 202. Qualified Plans Must Provide for Transfers of Certain Distributions to

Other Plans

Current Law - _
Current law places various restrictions on pre-retirement distributions of benefits

from qualified plans. When a permissible distribution is made from a plan, it gener-
ally is made directly to the participant or beneficiary andis subject to income tax
and, in the case of a premature distribution, a 10-percent additional tax. Under cer-
tain circumstances, the recipient of a qualified plan distribution can avoid current
income taxation and any 10-percent additional tax by rolling the distribution over
into another qualified plan or IRA. Similar rules apply to tax-sheltered annuities.
The circumstances under which such rollovers artrpermitted under current law are
limited, however, and the rules applicable to then"Aire very complex.

Proposal
The proposal would require qualified plans to make "applicable distributions" in

the form of direct trustee-to-trustee transfers to "eligible transferee plans." ipplica-
ble distributions would generally include any distributions over $500 permited to be
made by a plan that would have been subject to the 10 percent additional tax on
early distributions if they had been distributed directly to the participant or benefi-
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ciary. Exceptions to the required transfer provisions would be provided for certain
distributions, including any distribution after the employee attains age 55, and dis-
tributions of employee contributions.

Eligible transferee plans would include IRAs and qualified defined contribution
plans that accepted such transfers. Under the proposal, however, qualified plans
would not be required to accept such transfers.

Administration Position
The Administration is continuing to study the issues which are addressed in the

proposal. Figures indicate employees are spending a significant portion of their re-
tirement savings before re'.irement by virtue of failing to roll over distributions re-
ceived on change of employment. The Department of Labor has serious concerns
about the implications of the losses of retirement savings. Finding an effective and
affordable way to reduce those losses is clearly important. We have been working
with the Department in evaluating possible solutions, we will continue to cooperate
with efforts to address this important concern. However, we do not endorse the pro-
posal today because of tax -'icy concerns, not the least of which is revenue.

Section 203. Required Distributions

Current Law
Under current law, distributions under most tax-favored retirement arrangements

must begin by no later than April 1st of the calendar year following the calendar
year in which the participant attains age 701/2, regardless of when the participant
retires. This requirement generally applies to all qualified plans, IRAs, tax-sheltered
retirement annuities and custodial 'accounts, and eligible deferred compensation
plans of certain governmental and tax-exempt employers.

Proposal
The proposal would amend current law to return to the law in effect prior to the

changes made by the Tax Reform Act of 1986. Thus, distributions would generally
be required to begin by no later than April 1st of the calendar year following the
later of (1) the calendar year in which the participant attains age 70, or (2), except
in the case of distributions from an IRA or to a 5-percent owner of the employer,
the calendar year in which the participant retires. In the case of an employee who
is permitted to-delay required distributions until after retirement, the proposal
would require the employee's accrued benefit to be actuarially increased to take
into account the period after age 70 during which the employee does not receive dis-
tributions under the plan.

Adminisiration Position
We do not oppose allowing a delay in required distributions until actual retire-

ment except with respect to 5-percent owners, provided that the actuarial adjust-
ment required in the case of delayed distributions is fair and realistic.

TITLE 111-MISCELLANEOUS

Section 301. Treatment of Leased Employees

Current Law
Section 414(n) of the Code provides that, for purposes of certain retirement and

welfare benefit provisions of the Code, a leased employee is treated as an employee
of the recipient of the leased employee's services. In order to be treated as a leased
employee, a person must not be a common-law employee of the recipient and, in
addition, must meet three requirements. First, the person must provide services to
the recipient pursuant to an agreement between the recipient and a third-party
leasing organization. Second, the person must provide the services to the recipient
on a substantially full-time basis for at least one year. And, third, the services must
be of a type historically performed by common-law employees in the business field
of the recipient.

Proposal
The proposal would eliminate the third requirement that the services be of a type

historically performed by common-law employees in the business field of the recipi-
ent. In place of the "historically performed" standard, the proposal would substitute
a new requirement that the services be performed under the control of the recipi-
ent.
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Administration Position
We do not oppose the proposal because we understand its intent is to limit section

414(n) to the abuses Congress originally sought to target when it enacted the section
in 1983. The proposal aims to overturn the expansive reading of the "historically
performed" standard adopted in proposed regulations issued under that section in
August 1987. From an administrative perspective, we intend to withdraw those por-
tions of the proposed regulations relating to the "historically performed" standard
under section 414(n) and to reissue them in substantially modified form in order to

-achieve much the same objective as the proposal. Future administrative guidance, of
course, will be influenced by the proposal now under consideration.

We believe that any new standard adopted by Congress should be clear in its ap-
plication to specific cases. In this regard, we suggest that detailed examples be pro-
vided to demonstrate the intended application of the standard. In particular, it
should be made clear that the term "control" in this context is not to be determined
by reference to employment tax concepts. Furthermore, control should be deter-
mined based on the substance and not merely the form of the arrangement adopted
by the parties. The new standard should also be crafted so that it unambiguously
covers cases of abuse without at the same time burdening employers with unneces-
sary testing under the statute. We are willing to work with the Congress to develop
the proposal further along the lines we have suggested.
Section J02. Elimination of Half Year Requirements

Current Law
A number of employee benefit provisions, such as those relating to permissible

and required distributions from tax-qualified retirement plans, are based on the at-
tainment of age 59 or age 701/2.

Proposal
Under the proposal, the half-year requirements would be eliminated so that each

reference to age 59 would become one to age 59 and each reference to age 701/2
would become one to age 70.

Administration Position
We do not support this proposal. We do not believe it appreciably simplifies cur-

rent law.
Section 303. Plans Covering Self Employed Individuals

Current Law
Special employer aggregation rules apply to certain self-employed owner-employ-

ees participating in a tax-qualified retirement plan and controlling more than one
business. The control group rules applicable to all employers under section 414 (b)
and (c) also apply to businesses controlled by self-employed owner-employees.

Proposal
The proposal would eliminate the special employer aggregation rules for self-em-

ployed owner-employees and would leave the generally applicable control group
rules in place.

- Administration Position
We do not oppose the proposal. The generally applicable control group rules

should be sufficient to ensure against possible abuses with respect to plans main-
tained by businesses controlled by self-employed owner-employees.

Section 304. Full-Funding Limitation-of Multiemployer Plans

Current Law
Deductible contributions may not be made to a tax-qualified pension plan that is

fully funded. The full funding limitation is defined generally to mean the excess, if
any, of the lesser of (i) 150 percent of current liability or (ii) the accrued liability
(including normal cost) under the plan over the lesser of (i) the fair market value of
the plan's assets or (ii) the value of the plan's assets determined under section
412(cX2). Valuations of plan assets are required at least annually.

Proposal
The proposal would eliminate the 150-percent-of-current-liability prong in the cal-

culation of the numerator of the full funding definition with respect to multiemploy-
er plans. The proposal would also require valuations of multiemployer plans only
every three years.
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Administration Position
We oppose the proposal. It would provide a narrow exception to the generally ap-

plicable funding rules for one type of plan.
Section 305. Affiliation Requirements for Employers Jointly Maintaining a Volun-

tary Employees'Beneficiary Association

Current Law
Under Treasury regulations, a voluntary employees' beneficiary association

("VEBA") is not tax-exempt under section 501(c)X9) of the Code if it benefits employ-
ees who do not share an employment-related common bond. An employment-related
common bond generally exists only among employees of the same employer (or af-
filiated employers), employees covered by a collective bargaining agreement, mem-
bers of a labor union, or employees of unaffiliated employers doing business in the
same line of business in the same geographic locale. The IRS has interpreted the
same geographic locale requirement as prohibiting a VEBA from covering nonunion
employees of unaffiliated employers located in more than one state or metropolitan
area. The same geographic locale requirement was held to be invalid by the 7th Cir-
cuit in Water Quality Ass'n Employees' Benefit Corp. v. Unted States, 795 F.2d 1303
(1986).

Proposal
The proposal would exempt VEBAs maintained by unaffiliated employers from

the same geographic locale requirement if they (1) are in the same line of business,
(21 act jointly to perform tasks which are integral to the activities of each of the
employers, and (3) act jointly to such an extent that the joint maintenance of a vol-
untary employees' beneficiary association is not a major part of the employers' joint
activities.

Administration Position
We oppose the proposal. The same geographic locale requirement helps target the

tax benefits available under section 501(cX9) to organizations with the greatest need
for support. The VEJ3A tax exemption was initially intended to benefit associations
formed and managed by employees of a single employer or of small local groups of
employers, to provide certain welfare benefits to their members in situations where
much benefits would not otherwise have been available. Congress was concerned
that such associations might not be viable without a tax exemption. By contrast,
larger associations covering employees of unrelated employers in different geograph-
ic areas are more likely to be viable even without a tax exemption, and the benefits
they provide are more likely to be able to be provided through commercial insur-
ance.

The fact that unaffiliated employers would be required under the proposal to con-
duct certain ioint activities does not address these concerns. Moreover, we are con-
cerned that the nature and required level of joint activities under the proposal is so
unclear that the exemption will apply to a large group of employers. This would
have serious revenue consequences and, in addition, would undermine those provi-
sions of the Code that prescribe the treatment of insurance companies.

Although we oppose the proposed exemption from the geographic locale require-
ment for the reasons state above, we understand that the one-state or metropolitan
area rule may be too restrictive in states or metropolitan areas with too few employ-
ees in the same indLstry to form an economical multinl,-employer VEBA. A better
alternative to the -proposal in the bill that would be i,- re consistent with the pur-
pose of section 501(cX9) would be to limit VEBAs to a three-contiguous-state area, or
a larger area if the Secretary determined that the employer group in the three-state
area was too small to make self-insurance economical.
Section 306. Treatment of Certain Governmental Plans

Current Law
Excess benefit plans of governmental and tax-exempt employers providing bene-

fits for certain employees in excess of the section 415 limitations on benefits and
contributions under qualified plans are subject to the provisions of section 457,
which include an annual cap on benefits of $7,500 (or, if less, 331/3 percent of com-
pensation).

Benefits payable under qualified defined benefit plans generally are limited to the
lesser of $90,000 (indexed) or 100 percent of compensation. A number of circum-
stances may give rise to required adjustments to these limitations, including situa-
tions where benefits commence before age 62, in the case of a governmental plan, or
where there is less than ten years of service or participation in the plan.
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Proposal
The proposal would exempt governmental excess benefit plans from the provisions

of section 457. The proposal would also exempt benefits under governmental plans
from the 100 percent of compensation limitation. Finally, the proposal would
exempt certain survivor and disability benefits under governmental plans from the
100 percent of compensation limitation, from the adjustment for pre-age 62 com-
mencement, and from the participation and service adjustments generally required
to be made to the section 415 limitations on benefits. The proposal would be effec-
tive for taxable years beginning after 1986.

Administration Position
We oppose the retroactive excess benefit plan proposal. The scope of the proposal

is narrowly drafted to cover only excess benefit plans maintained by one limited
group of those employers subject to section 457.

We oppose the proposal creating a retroactive exception to the 100 percent of com-
pensation limitation. The proposal would violate the long-standing policy against
permitting benefits payable under qualified defined benefit plans to exceed 100 per-
cent of compensation, and does not present an appropriate case for making an ex-
ception to that policy.

We also oppose the survivor and disability benefits proposal. The proposal is retro-
active and narrowly drafted to apply only to a limited group of employers.
Section 307. Modifications of Simplified Employee Pensions

Current Law
Under current law, an employer may establish a SEP that accepts elective salary

reduction contributions. In order for such an arrangement to qualify, the employer
generally may have no more than 25 nonexcludible employees, at least 50 percent of
all nonexcludible employees must elect to make such contributions, and the deferral
percentage of each eligible highly compensated employee must not exceed 125 per-
cent of the average deferral percentage of all eligible nonhighly compensated em-
ployees. If an employer maintains a SEP (with or without a salary reduction fea-
ture), the plan generally must be provided to all employees who have performed
service for the employer in at least 3 out of the last 5 years.

Proposal
The proposal would permit employers with up to 100 nonexcludible employees to

set up salary reduction SEPs and would eliminate the 50-percent participation re-
quirement. In addition, the proposal would exempt a salary reduction SEP from the
otherwise applicable ADP test if a 3-percent nonelective employer contribution were
made on behalf of all eligible nonhighly compensated employees. Finally, the pro-
posal generally would require SEPs of all types to cover every employee with at
least one year of service with the employer rather than 3 years of service out of the
last 5.

Administration Position
We oppose the proposal to increase to 100 the maximum number of nonexcludible

employees an employer may have in order to adopt a salary reduction SEP. We be-
lieve that the general rules applicable to elective deferrals are more appropriate for
larger employers.

We also oppose the proposal to eliminate the 50-percent participation test and the
roposal to create an exemption from the ADP test applicable to salary reduction
EPs. Our reasons for so doing are largely the same as those set forth earlier in this

statement relating to section 105 of the bill. As a way of simplifying the administra-
tion of salary reduction SEPs, consideration could be given to modifying the average
deferral percentage test applicable to such plans to operate based on the average
deferral percentage for eligible nonhighly compensated employees as of the preced-
ing year (or on a statutorily predetermined percentage for the first plan year of a
salary reduction SEF in the case of an employer that has not previously maintained
one.

We do not oppose the proposal to expand coverage under SEPs by generally in-
cluding all employees with at least one year of service.
Section 308. Contributions on Behalf of Disabled Employees

Current Law
An employer may make certain nonforfeitable contributions to a tax qualified de-

fined contribution plan on behalf of any disabled participant who is not highly com-
pensated if an election is made.
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Proposal
The proposal would permit nonforfeitable contributions to be made on behalf of

highly compensated disabled participants and would waive the election requirement,
if contributions were made on behalf of all disabled participants.

Administration Position
We would not oppose the proposal if it were modified to insure that the provision

does not operate in a manner that discriminates in favor of highly compensated em-
ployees. We are concerned that, as presently drafted, contributions during disability
could be provided for under a plan during years when the only disabled participants
are highly compensated and such provisions could then be deleted in subsequent
years when the only disabled participants were nonhighly compensated.
Section .109. Distributions Under Rural Cooperative Plans

Current Law
Distributions from cash or deferred arrangements may be made upon attainment

of age 591/2., and distributions from profit-sharing plans may be made in certain
events, including attainment of a stated age. Distributions from pension plans (in-
cluding money purchase pension plans) generally must not commence until retire-
ment.

Proposa I
The proposal would permit distributions after attainment of age 59 from a rural

cooperative plan which includes a cash or deferred arrangement. Such distributions
would not be limited to the cash or deferred portion of the plan. The proposal would
be effective as if included in the Technical and Miscellaneous Revenue Act of 1988.

Administration Position
We oppose this proposal because it creates a retroactive special exception for a

limited group of tax qualified plans. We believe the current law restrictions on pre-
retirement distributions from pension plans are appropriate.
Section 310. Reports of Pension and Annuity Payments

Current Lau
Persons maintaining or administering certain tax-favored retirement arrange-

ments are required to file reports in the nature of information returns regarding
the arrangements with the IRS and with the participants, owners, or beneficiaries
under the arrangements. Under current law, failure to file the reports is subject to
specific penalties rather than the generally applicable penalty for failure to file in-
formation returns.

Proposal
Under the proposal, failure to file reports regarding tax-favored retirement ar-

rangements that are in the nature of information reports would be subject to the
generally applicable penalty for failure to file information returns.

Administration Position
We do not oppose the proposal.

S. 2902 "CHURCH RETIREMENT BENEFITS SIMPLIFICATION ACT OF 1990"

Current Law
Church retirement and welfare benefit plans are subject to a number of special

rules that are generally easier to satisfy than comparable rules applicable to plans
maintained by other private employers. In some cases, church plans are exempt
from those rules altogether.

For example, qualified church retirement plans are generally subject to pre-
ERISA rather than current-law participation, coverage, vesting and funding require-
ments. They are also exempt from the accrual requirements, qualified joint and sur-
vivor annuity and qualified pre-retirement survivor annuity requirements, anti-
alienation requirements, and a number of other requirements applicable to most
qualified plans.

Similarly, church tax-sheltered annuities are exempt from all of the coverage,
-nondiscrimination and related requirements generally applicable to such annuities,
and the limitations applicable to contributions under such annuities are higher than
for comparable plans maintained by many other tax-exempt organizations. Church
nonqualified deferred compensation plans are exempt from the deferral limits and
other qualification requirements of section 457 of the Code. Finally, church group-
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term life insurance plans are exempt from the nondiscrimination requirements gen-
erally applicable to such plans.

The definition of a church for purposes of these and other special rules varies,
depending on the particular rule involved. For purposes of the special rules applica-
ble to church qualified retirement plans, churches generally include churches and
conventions or associations of churches, as well as certain organizations controlled
by or associated with churches. The definition is generally the same for purposes of
the rules applicable to church group-term life insurance plans, except that church
universities, colleges, hospitals, and-organizations whose basis for exemption is simi-
lar to that for church hospitals are excluded. The definition is significantly narrow-
er, however, for purposes of the special rules applicable to tax-sheltered annuities
and nonqualified deferred compensation plans, generally covering only churches
and conventions or associations of churches, and certain qualified church-controlled
organizations ("QCCOs") that do not derive a significant part of their income from
the government or commercial activities.

Proposal
The proposal would change current law in three significant respects. First, it

would consolidate the rules applicable to qualified church retirement plans in one
new section of the Code. Second, it would eliminate differences among the defini-
tions of churches for purposes of these and other special rules by generally adopting
the definition used for purposes of group-term life insurance under current law. Fi-
nally, it would add a number of new special rules for church plans, as so defined, to
the Code.

The proposed rules would exempt church plans from the trust requirement gener-
ally applicable to qualified retirement plans, and exempt qualified church retire-
ment plans, tax-sheltered annuities, and self-insured medical plans from the nondis-
crimination requirements applicable to such plans under current law. They would
also narrow the definition of highly compensated employee for purposes of qualified
church retirement plans (in some cases eliminating the one-highly compensated em-
ployee minimum under current law), eliminate ministers from consideration in test-
ing retirement and welfare plans (including non-church plans) for compliance with
applicable minimum coverage, nondiscrimination and similar rules, exempt church
plans from the minimum participation requirements of section 401(aX26), modify the
vesting and coverage rules applicable to tax-sheltered annuities, limit the applica-
tion of the aggregation rules to church organizations, and allow qualified voluntary
employee contributions ("QVECs") for church plans.

Many of the changes discussed above would apply retroactively with respect to
violations of the requirements of sections 401(a) and 403(b) and other rules for years
beginning before January 1, 1990.

The proposal would also make a number of technical changes largely designed to
clarify current law or make it easier to apply. These changes would include rules
clarifying the ability of self-employed ministers to participate in chL. C; plans, and
addressing a number of other issues.
Administration Position

The Administration opposes the proposal, except for certain technical changes
that clarify current law or make it simpler to apply to church plans. Specifically,

1. We believe the proposed exemption from the trust and nondiscrimination re-
quirements for most qualified church retirement plans and tax-sheltered annuities
is not justified by differences in church organizational structures or polity, or other
unique attributes of churches or church plans. Church employees are entitled to the
same safeguards as employees of other organizations, regardless of their employer s
internal administration. We have similar reservations about most of the other new
special rules for church plans in the proposal. The proposed amnesty for such plans
for plan years beginning prior to January 1, 1990, is contrary to our general policy
against retroactive relief from prior compliance obligations.

2. We oppose the extension of the special rules currently applicable only to
QCCOs to all church-controlled or affiliated organizations (other than hospitals and
universities) to which the special qualified church retirement plan rules now -apply,
because it is inappropriate to provide special treatment reserved generally for
churches to organizations that function more as secular charities or commercial en-
terprises. We are, however, sensitive to problems that exist in applying the QCCO
definition, particularly the source-of-income rules, and would be willing to work
with the staff to develop a simpiified definition.

3. We oppose the consolidation of the special rulbs applicable to qualified church
retirement plans in one section of the Code. We believe that the current statutory
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approach of exempting church plans from certain provisions that are difficult to
apply or inappropriate in the church plan context is the right approach, because it
applies to the extent possible the same retirement policy for all employersand em-
ployees, and does not tend to perpetuate and enhance differences between the treat-
ment of church and other plans.4. Some of the technical items in the proposal, e.g., the clarification of the ability
of self-employed ministers to participate in a church plan, and the rules dealing
with asset pooling and self-annuitization, have the potential for clarifying or simpli-
fying the application of certain provisions applicable to church plans, and we are
willing to work with the staff to develop these more fully.

CONCLUSION

We welcome the opportunity to work with the Subcommittee to achieve meaning-
ful simplification of the employee benefit provisions of the Code. S. 2901 contains a
number of provisions which merit careful consideration in achieving this goal. I
must end where I began, however-the Administration's final judgment on these
proposals must be postponed until the revenue effects of the proposal are evaluated
in the context of a final legislative package.

PREPARED STATEMENT OF ANTHONY C. WILLIAMS

INTRODUCTION

Mr. Chairman, my name is Anthony C. Williams and I am the Director of the
Retirement, Safety, and Insurance Department for the National Rural Electric Co-
operative Association ("NRECA"). I am here to express in the strongest possible
terms NRECA's support for S. 2901, the "Employee Benefits Simplification Act." We
believe that enactment of this bill would provide historic simplification of the rules
regarding qualified retirement plans. Such simplification would, in turn,.provide a
major stimulus to the establishment and enhancement of retirement plans.

NRECA also wholeheartedly supports the provision of the bill that clarifies the
laW with respect to voluntary employees' beneficiary associations ("VEBAs"). This
provision clarifies the extent to which different employers may maintain a common
VEBA and thus achieve the significant health care cost savings that are crucial to
expanding access to health care in this country.

NRECA

NRECA is the national service organization of the upproximately 1,000 rural elec-
tric service systems operating in 46 states. These systems serve over 25 million farm
and rural individuals in 2,600 of our nation's 3,100 counties. Various programs ad-
ministered by NRECA provide pension and welfare benefits to over 125,000 rural
electric employees, dependents, directors, and consumer-members in those localities.

NRECA has for many years been deeply interested in retirement and health care
policy. In this regard, NRECA has sponsored studies of both areas, such as "Retire-
ment Coverage in Smaller Firms: Evidence and Policy Implications," "Retirement
Coverage in Smaller Firms: Toward a Solution," "Health Care Needs, Resources,
and Access in Rurai America," "The NRECA Survey of Health Coverage in Smaller
Firms," and "The NRECA Plans and the Minimum Health Benefit." NRECA has
made these studies available to Members of Congress and their staffs, as well as to
officials within the Administration.

NRECA remains committed to the study of retirement and health care policy-and
to finding solutions to the vexing problems in these challenging areas.

THE NEED FOR SIMPLIFICATION OF THE RETIREMENT PLAN RULES

We believe that it is essential that the rules affecting qualified retirement plans
be simplified. Before discussing why this need exists, it is important to clarify what
we mean by simplification. Stated briefly, we view simplification as the elimination
or modification of rules that impose ad ministrative burdens on employers or em-
ployees that are not justified by tax policy or retirement policy. The rules in need of
simplification have arisen not as the result of any one Act of Congress, but rather
through the cumulative effect of years of layering one set of requirements on an-
other. Under this view, the end result of simplification is not simply shorter statutes
and regulations, nor does the end result include any fundamental change in tax
policy or retirement policy. The end result is a very significant reduction in the
time and money devoted to administering retirement plans.
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We believe that this type of simplification will stimulate the establishment and
enhancement of qualified retirement plans by lowering the major hurdle to such
growth, which is the ever growing cost of plans. At the same time, this type of sim-
plification will not undermine the important tax policy and retirement policy objec-
tives of current law.

The need for this type of simplification exists with respect to both large and small
employers, but is particularly acute with respect to the latter. Retirement plan cov-
erage among employees of small employers is dismally low; NRECA's 1987 survey of
employers in rural areas with 60 or fewer full-time employees revealed that less
than 19 percent of the employers surveyed maintained a retirement plan. The
survey also found that the primary reason for the lack of coverage was the cost of
retirement plans. A simplification bill that would reduce this cost would have a
major effect in raising the number of employees of small employers who can retire
with dignity and security.

NRECA SUPPORT FOR S. 2901

S. 2901, if enacted, would achieve precisely the type of simplification that is de-
scribed above and that we at NRECA believe is so desperately needed. The bill
modifies burdensome rules that contribute little to tax policy or retirement policy.

This bill would not only stimulate the growth of the private retirement plan
system, but would also play an important role in restoring the confidence of the
business community in the tax system. Over the years, frequent changes in the tax
law, as well as the creation of layers of burdensome requirements, have undermined
businesses' respect for the tax system. This bill would not alone restore businesses'
confidence and respect but it would certainly be an important step in the right di-
rection and could serve as a signal to the business community that the lawmakers
hear their concerns and want to address them.

Very simply, we at NRECA could not be more supportive of this bill.

SPECIFIC ISSUES

We would like to comment more specifically on certain provisions of the bill.
However, we do not by any means intend to imply that we do not support the provi-
sions not discussed or that we view such provisions as unimportant.

Section 401(k) plans. -In our view, the centerpiece of the bill's simplification pro-
visions is the modification of the nondiscrimination rules applicable to section 401(k)
plans. In general, section 401(k) plans are plans under which each employee decides
how much to contribute to the plan and under which employee contributions are
made on a pre-tax basis. Section 401(k) plans are probably the fastest growing type
of retirement plan because of the flexibility they provide to each participant to plan
for his or her own retirement needs. However, if any item has slowed the growth of
section 401(k) plans, particularly among smaller employers, it is the application of
complex nondiscrimination rules that require calculations based on the contribu-
tions made by each employee eligible to participate.

NRECA supports the policy objectives of the nondiscrimination rules. NRECA be-
lieves that the law should prevent qualified retirement plans from operating pri-
marily for the benefit of highly compensated employees. However, we believe that
the policy objectives can be achieved without the administrative burdens of present
law.

Under present law, if an employer simply allows employees to make their own
contributions under a section 401(k) plan, there is a significant likelihood that
highly compensated employees will make much larger contributions than nonhighly
compensated employees, even as a percentage of compensation, because highly com-
pensated employees have more income not needed for current consumption. Thus,
such types of plans often have problems under the nondiscrimination rules. In order
to solve those problems, employers use various techniques. Two common and effec-
tive techniques include the use of "matching contributions" and "nonelective contri-
butions." Matching contributions are contributions made by the employer on behalf
of an employee based on the amount the employee himself or herself contributes.
Matching contributions thus provide nonhighly compensated employees with a fi-
nancial incentive to make their own contributions.

Nonelective contributions are contributions made by the employer on behalf of
employees without regard to whether the employees made their own contributions.
Nonelective contributions thus provide nonhighly compensated employees with a
significant benefit even if they do not have sufficient disposable income to make
their own contributions.

37-443 - 91 - 6
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As the level of matching or nonelective- contributions is increased in a section
401(k) plan, it becomes increasingly likely that the plan will satisfy the nondiscrim-
ination rules. Accordingly, when the matching or nonelective contributions reach a
certain level, it seems unnecessary to require the employer to apply the burdensome
nondiscrimination rules based on the actual contribution made by each eligible em-
ployee. In such circumstances, the nondiscrimination rules should be deemed satis-
fied without regard to the actual amount contributed by each eligible employee.

This is precisely what S. 2901 does. In general, under S. 2901, the nondiscrimina-
tion rules are deemed satisfied if the employer makes a matching contribution of a
dollar for every dollar contributed by a nonhighly compensated employee, up to
three percent of the employee's compensation, and a matching contribution of 50¢
for every dollar contributed by the employee between three and five percent of the
employee's compensation. Alternatively, the bill provides that the nondiscrimina-
tion rules are generally deemed satisfied if the employer makes a nonelective contri-
bution on behalf of each eligible nonhighly compensated employee of at least three
percent of the employee's compensation.

There is no numerical formula that can demonstrate definitively that the levels of
matching contribution and nonelective contribution chosen in S. 2901 are the cor-
rect ones. (For example, S. 2901 chooses a three-percent nonelective contribution as
opposed to two percent or four percent.) It is rather a matter of judgment and line-
drawing. Based on our own judgment and experience, however, we believe that the
levels chosen by S. 2901 are fair and appropriate. If lower levels were permitted,
more employers' plans would be deemed to satisfy the nondiscrimination rules, thus
broadening the group relieved of a significant administrative burden- However, we
are concerned that if the levels were lowered too significantly, the result would be a
relaxation of the effect of the nondiscrimination rules that is not justified by the
administrative relief.

On the other hand, if higher levels were required, the number of employers' plans
that would enjoy relief from the burdensome application of the nondiscrimination
rules would be dramatically reduced. We believe that any possible beneficial effect
of such higher levels would be far outweighed by the increased administrative bur-
dens that would result.

OTHER ISSUES RELATED TO SECTION 401 (K) PLANS

We have focused our detailed comments on the section 401(k) rule described
above. However, we would also like to emphasize our equally enthusiastic support of
(1) the similar rule applicable to matching contributions under section 401(m) plans,
(2) the new definition of highly compensated employees, and (3) the modified rules
with respect to distributions from section 401(k) plans.

VEBAS

In general.-S. 2901 not only provides extensive simplification of the retirement
plan rules but also provides a major advance in terms of health policy by clarifying
the law with respect to VEBAs.

In general, VEBAs are trusts through which employers provide welfare benefits,
such as health insurance, to their employees. The most important advantage of a
VEBA is not found in the tax laws but rather in the fact that VEBAs provide small
employers with a means of pooling their buying power and thereby reducing their
health insurance costs. The reduction of the cost of health insurance is crucial to
expanding the health insurance coverage of employees of small employers.

VEBAs also have certain tax advantages. These tax advantages were significantly
curtailed by the Deficit Reduction Act of 1984 ("DEFRA"). The provision of the bill
relating to VEBAs would not modify any rule imposed by DEFRA. On the contrary,
the bill would enable small employers to maintain a VEBA, subject to the DEFRA
restrictions.

In general, the current IRS position is that in order for different employers to
maintain a common VEBA, the employers must either be (1) affiliated, or (2) in the
same line of business and in the same geographic locale (such as within a single
state). It is unclear under present law whether employers that are not subject to
common ownership or common control may be considered "affiliated."

A narrow interpretation of affiliation, limiting it to the common ownership or
control situations, would be inconsistent with sound health policy because such an
interpretation would significantly reduce the ability of closely related small employ-
ers to band together to reduce their health costs. This result would also be inequita-
ble because large employers, by virtue of their size, have access to such reduced
costs.
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Accordingly, NRECA wholeheartedly supports the provision of the bill that clari-
fies that employers are considered affiliated if they are in the same line of business
and are closely related as measured by their joint activities. NRECA believes that
this provision would serve important health policy objectives.

Multiple employer trusts.-We would like to emphasize that a VEBA maintained
by such affiliated employers does not in any way resemble the abusive type of multi-
ple employer trust that has caused concern among Congress, the Department of
Labor, and state regulators. That concern relates to trusts that are marketed to un-
related small employers by third party entrepreneurs whose practices result in
large gains for themselves and large losses for the small employers. A VEBA of the
sort described in S. 2901 is almost invariably maintained by the affiliated employers
themselves through a wholly controlled association that provides a broad array of
ongoing services to the member employers. There is no third-party entrepreneur in-
volved and thus no opportunity for the type of abusive practices causing the con-
cerns.

In addition, we believe that Federal and state laws provide sufficient tools for reg-
ulators to prevent the abusive trusts. The current problem lies not in the laws, but
in the enforcement of those laws. It would hardly seem appropriate for this prob-
lem, under which small employers are being victimized, to prevent legislation ena-
bling small employers to use VEBAs to reduce their health care costs. The better
answer would be for the laws to be enforced and to allow small employers the bene-
fits of VEBAs.

The Administration's tax concerns.-The Administration has previously expressed
tax-related concerns with a broader VEBA proposal, under which the "geographic
locale rule" would not apply, so that unaffiliated employers could maintain a
common VEBA solely on the basis of being in the same line of business. The Admin-
istration objected to this proposal on the grounds that it "would permit a VEBA to
perform many of the functions of a nationwide insurance company, on a tax-exempt
basis." We believe that the narrower rule set forth in S. 2901 addresses the concerns
previously articulated by the Administration.

Even under a view of the law most favorable to the Administration, the basic dis-
tinction between an insurance company and a VEBA is that an insurance company
provides insurance coverage to policyholders who typically have no relationship to
each other. A VEBA, on the other hand, must provide coverage to employees who
share an "employment-related common bond." In general, the IRS position is that
employees share such a bond if their employers meet the tests described previously,
i.e., that the employers are either (1) affiliated, or (2) in the same line of business
and in the same geographic locale. Accordingly, for example, under the IRS position,
100 employers with 100,000 employees in the same state could maintain a common
VEBA even though the employers and employees have no relationship to each other
other than being in the same line of business. If such employees share an employ-
ment-related common bond, there can be little doubt that employees of a national
group of employers share an employment-related common bond in the circum-
stances described in S. 2901, i.e., where their employers are not only in the same
line of business but are integrally related to each other in ways that affect the em-
ployers' day-to-day operations.

Revenue effect.-We believe that the VEBA provision in S. 2901 should have little
or no effect o;; Federal tax revenues. We believe that the provision is simply a clari-
fication of the meaning of "affiliation" under present law.

Moreover, in the only court case to address the issue, the IRS position that em-
ployers in the same line of business must be in the same geographic locale was held
to be invalid and thus not part of present law. In the absence of any court case up-
holding the IRS position, we submit that the geographic locale rule is not applica-
ble. Without the geographic locale rule, the VEBA provision in S. 2901 does not
permit any VEBA not permitted under present law and thus should not affect Fed-
eral tax revenues.

Three-state proposal.-Finally, we would like to mention one VEBA proposal that
has been discussed in the past. The proposal, as most recently articulated by the
Administration, would be "to limit VEBAs to a three contiguous-state area, or possi-
bly larger area if the Secretary determined that the employer-group in the thre-
state area was too small to make self-insurance economical." Very briefly, we view
this proposal as significantly more restrictive than present law, because, as noted,
the geographic locale rule has been held invalid and thus not part of present law.
Moreover, if this proposal were adopted in lieu of the provision in S. 2901, it would
have a very adverse effect on health care policy as it would significantly limit small
employers' ability to band together to obtain health insurance at a lower cost.
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SEPS

Simplified employee pensions ("SEPs") were designed to be simple to establish
and maintain. It was intended that SEPs would thus be an attractive option for em-
ployers, primarily small employers, that had failed to adopt a retirement plan due
to the complex requirements. However, the attractiveness of SEPs to small employ-
ers has been undermined by the application of rules that are more restrictive than
those applicable to other qualified retirement plans.

A 1989 report sponsored by NRECA entitled "Retirement Coverage in Smaller
Firms: Toward a Solution" recommended that SEPs be "revised to increase their
flexibility and encourage greater use while retaining their administrative advvn-
tages." This is precisely what S. 2901 does. For example, the bill significantly en-
larges the group of small employers that may permit pre-tax employee contributions
to SEPs by raising the maximum permissible number of employees from 25 to 100.
The bill also provides that the special nondiscrimination rule applicable to such pre-
tax employee contributions is deemed satisfied if the employer makes a nonelective
contribution to the SEP on behalf of each eligible nonhighly compensated employee
equal to at least three percent of the employee's compensation. In addition, the bill
modifies the provision that currently requires SEPs to cover part-time employees
that are not required to be covered by any other qualified retirement plan.

NRECA believes that the bill's SEP provisions, combined with the other retire-
ment plan proposals discussed previously, could usher in a new era of broader re-
tirement plan coverage among small employers.
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PREPARED STATEMENT OF LARRY ZIMPLEMAN

The Principal Financial Group is a- family of insurance and financial services
companies with assets of more than $28 billion. Its largest member company,
Principal Mutual Life Insurance Company (The Principal), is currently the sixth
largest life insurance company in the nation ranked by premiua income..

The Principal has 886,000 individual policy owners, 61,000 group employer
customers, 21,000 pension contractholders, and 43,000 mutual fund share-holder
accounts, In all, 6 to 9 million individuals and their families are served by
thi companies of The Principal.

Our main purpose in being here today is to discuss the effect of the Employee
Benefits Simplification Act on smaller qualified plans, We will define *smaller
plans" as plans involving the under 1,000 oployee market.

The smaller end of the retirement plan market has beon a main point of emphasis
for us for many yoara. That is why The Principal traditionally sells more plans
and group annuity contracts each year than anyone alse. During 1989, for
example, we sold over 3,500 contracts t9 funo pension and profit sharing plans,

These plan sponsors generally do not have the financial resources or the staff
to assist them in designing and updating their pension plane. Our own
representatives usually wovk In c€njunction with the plan .ponsor's agent or
broker to try to design a plan that will work for them. We feel that all too
often, input from these small plan sponsors is not gotten, or at least is not
heard. That is why we appreciate the opportunity to be here today.

The Principal strongly supports the proposed Employee Benefits Simplification
Act. In general, we are very encouraged by the proposed changes and feel they
will help to ease the burden of pension and profit sharing plan sponsors
nationwide. We applaud the proposed changes that allow partial rollovers and
encourage terminated employees to make plan-to-plan transfers. Some will argue
that the proposed bill doesn't go far enough to simplify pension benofiti
legislation, While other changes could (and should) be made, The Principal feels
very strong that this bill is an excellent start to overall simplification. It
offers badly needed relief to many overwhelmed plan sponsors throughout the
nation. We heartily recommend its passage,

This bill deserves special attention because of what it intends to do-.to
simplify compliance for plan sponsors so they can concentrate more on what they
do best--running their own businesses. The bill should allow sponsors to spend
less time and money on administering their plans.

As this Committee is well aware, pension plani sponsors have been subject to many
new laws since the passage of the Employee Retirement Income Security Act of 1974
(ERISA). Since its passage in 1974, an average of g ne=XJlAw .t yA has been
passed that directly and significantly affects pension plans. None of chose
bills purported to simplify existing legislation and, in fact. did just the
opposite. Unfortunately, there has been no consistent or comprehensive plan or
policy behind these laws. Sponsors have been forced to spend more and more money
on ad inistrative, recordkoeping, and compliance issues. Many of these bills
have been actual technical corrections to prior bills that wore poorly conceived
or drafted incorrectly. As sponsors spend more time (and money) on
administrative matters, this leaves less resources for new or increased benefits
for existing participants or to expand coverage to more employees. This bill
rightly starts the pendulum swinging the other way.

SPECIFICS OF THE BILL

1. The proposed change to the definition of "Highly Compensated Employee" is
a very positive ono. The current definition in IRC $414(q) is unduly
complicated and the proposed revision to (1) 5% owner, or (ii) more than
$50,000 pay (indexed) will make it easer to identify highly compensated
employees. We especially welcome the deletion of the "family aggregation
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rule" which currently requires that family member of non-owners who are
highly compensated employoos are-also considered As members of the highly-
paid group.

2. The Principal also strongly supports the proposed change to use W-2
earnings as compensation under IRC S41 4(s). This change will provide one
uniform definition of compensation for use throughout tho plan--for
testing for nondiscrimination, limits on contributions and benefits, and
determination of highly compensated employees. The bill also allows
flexibility to those sponsors who may wish to use some type of pay other
than W-2 earnings.

3. The Principal supports the proposed change to the "Minimum Participation
Rule" in IRC $401(a)(26). This change is the next best thing to total
repeal of 5401(a)(26), as it applies the 25 employee (formerly 50
employee)/40X rule to only defined benefit plans, where the potential for
abuse in favor of an owner or highly paid employee is somewhat greater
than under a defined contribution plan.

4. the addition of the safa harbors for qualified cash or deferred
arrangements and matching contributions (i.e., 401(k) plans with an
employer matching contribution) are also positive changes. We've found
that many plan sponsors have great difficulty in understanding, let alone
applying, the current average deferral and/or average contribution
percentage test(s). Theso safe harbors are within a reasonable range and
offer sponsors a great deal of potential rzltef from the hassles of
constantly monitoring employee deferral percentages.

The notice requirement should not be a burden on sponsors and, hopefully,
it will encourapomore employees to make contributions. Also, the change
to refund deferrals in excess of the limits based on the actual amount
deferred is a positive one.

The Principal feels the ultimate goal would be the complete elimination of
the tests as long as the employer contributions are made in the same
percentage for all employees.

5. The Principal lsoe supports the proposed changes to the "Distribution
Rules., We feel the changes to encourage rollover. of partial
distributions to an IRA or that encourage plan-to-plan transfers are also
positive changes. Those changes should encourage and make it much easier
for terminated enployeos to save more for retirement. We also support the
repeal of the five-year forward averaging rule, The changes to the
rollover rules make special five-year averaging unnecessary. This change
will encourage plan payees to conserve their savings for retirement.

The Principal feels that, in the interest of preserving plan dollars for
retirement, consideration should be given to expanding the bill to further
provide that no cash benefits above a certain threshold (say $5,000) be
made available upon termination of employment. A plan need only to allow
a vested plan participant to (i) roll over his or her money to an IRA or
another qualified plan, (Li) have it transferred to another plan,
(iii) have a deferred annuity purchased on his or her behalf, or
(iv) require that the prior employer keep the assets in the original plan
(there are funding vehicles available that would allow the employer to
pass along the administrative costs ,.of retaining those assets to the
terminated participants).

As a way of emphasizing the fact that a good portion of plan assets aren't
being saved for the retirement years, in 1989 alone The Principal paid
over $468 million in cash benefits to plan participants at termination of
employment while paying just over $452 million in retirement annuities in
that same year, (Wo paid another $80 million in cash retirement benefits
in 1989.) These figures show that of a universe of 20,000 plans,
collectively these plans paid nearly as many pre-retirement benefits as
.hcy did retirement benefits, Indeed, we've found many employers do
little to discourage their former employees from taking cash. While some
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of these former participants may save, roll over, or transfer to another
plan all or part of these assets, our experience has shown that most
participants spend this money well before retirement.

As an additional comment, we feel some consideration should be given to
the total elimination of a cash retirement option as well, Consideration
should be given to requiring plans to make only periodic pa:.ments or to
roll over to an IRA.

Or, as a further disincentive to cash options at either termination or
retirement, The Principal recommends that consideration be given to an
increase in the excise tax undor IRC S72(t) on early distributions from
lZ to perhaps 251.

The Principal also supports the change to the required distribution
beginning date to the pro-Tax Rofors Act of 1986 rules that allowed
employees who wore past age 70 to defer receiving their income until they
actually retired.

6. The Principal also fools that the "Elimination of the Ono-Half Year"
definition will help sponsors. Certainly, it is much simpler to tie a
date to the ycar in which the employee's birthday occurs, not the 6 months
after (or before) the birthday. Also, the rounding of cost-of-livin&
chanCes to the nearest $1,000 will help, as will the rounding of the limit
on employee deferrals to the nearest $100.

7. We are impressed that the bill's sponsors understand the administrative
impact of this bill and have provided sponsors one year's relief in
amending their plans to comply with the changes. This kind of foresight
has been lacking in prior bills. As a result, sponsors are still digging
out from the Tax Reform Act of 1986 and the flurry of pcnsion-related
bills passed in each of the next three year. as well.

Those are our specific comments on tho major highlights of the bill. As
mentioned, we strongly urge that this bill be passed.

Beyond commenting specifically on the bill, w.9 would offer the following comments
on our notion'% voluntary retirement system;

Employor.sponsored pension and profit sharing plans have long been considered one
leg in the so called "three.legged stool* providing for the post.retirement-neods
of employees, along with Social Security and private savings. Several recent
studies show that the number of new plans being started has decreased. Coverage
within the active work force is shrinking. One study showed that smaller
employers (under 50 employees) especially were reluctant to provide a plan for
their employees.

Ono common reason for the decline in pension plan startups is administrative
"complexity.' Indeed, according to official IRS estimates, it takes an average
plan sponsor with less than 100 employees over 72 person hours just to prepare
the Form 5500C annual report for the plan. This estimate does not include the
time needed to administer the plan on a day-to-day basis; it's merely an estimate
as to how much time is needed to prepare the "average" annual report. If the
trend continues, the three-logged stool could become wobbly. This could create
heavier demands for Social Security benefits, especially since our national
savings rate is currently low. This bill helps reduce much of that complexity.
We feel more must be done to help ease the administrative burden on plan sponsors
without increasing the potential for discrimination in favor of the highly paid
group.
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The Principal realizes how easy it is to #it back and criticize the current state
of pension legislation. We aren't offering this statement because we believe our
current system is bad. On the contrary, The Principal feels our nation's
voluntary private retirement system is sound. Indeed, nearly 76 million
AmerLcans are currently covered under more than 900,000 pension and profit
sharing plans. All told, these plans hold $1.8 trillion in plan asseta--assets
which will be available Co help today's American workers enjoy their retirement
years. Because our voluntary system is strong, we urge Congress to use caution
and restraint when studying new proposals that would negatively affect retirement
plans. Bills such as this are a definite step in the right direction, however.
We might add that we feel that our private pension system is sound not because
of the current: sot of complex laws but iLn s21i. 2-f their complexity.

We strongly feel a national coalition on pension policy should be formed. The
coalition should be a public group and should be charged with formulating a
national pension policy to be used as a guideline or standard for all to follow:
Congress, regulatory agencies and the private sector, The pension policy should
set clear goals for our nation's private pension system and include concrete
strategies for reaching those goals. In addition, a thorough analysis of the
legislative impact and its subsequent regulatory burden as imposed by DOL or IRS
guidelines shoul-d be required before any pension legislation is passed. We urge
Congress to taho action to create such a coalition,

Questions or comments may be directed to any of the following employees of
The Principal:

Stuart Brahe, Vice President -- Federal Government Regulations: (202) 737-5930

Larry Zimplcman, Second Vice President -- Pension Operations: (515) 247-5651

Jack Stewart, Manager -- Pension Development Services: (515) 247-6389



PROPOSED PENSION SIMPLFICATION BILL
COMMENTS BY THE PRINCIPAL FINANCIAL GROUP

The Principal Financial Group strongly supports Senator Pryor's proposed employee benefit plans simiplification bill. In
general. we are very encouraged by the proposed changes and feel they ilii simplify the lives of pension plan sponsors
nationwide. ge pplaud the proposed changes that allow partial rollovers and encourage terminated employees to make
plan to plan transfers. These steps will help ensure plan assets are available at retirement. We feel the proposed
bill could be further strengthened to assure that assets are indeed avalable to pay retirement benefits. and that plans
are not used as intrmediary savings accounts." In the spirit of helping devise a national retirement policy that
encourages the .retention of plan assets until retirement age, we offer these comments on the following points of the
proposed bill:

CODE M ON PROPQ QSE L CHARGE SUGfiONSICOh

Highly Cmensated
Employee Definition
tIC §414(q)

Compensation
IRC §414(s)

Kinimm Participation
tIC 01 (a) (26)

5% over or more than
$50.000 pay (indexed)

Use V-2 earnings: provides
uniform compensation
definition throughout plan
for 415 limits, non-
discrimination rules and
determination of highly
compensated employees.

Only defined benefit plans
subject to.- these mast
benefit lesser of 25
employees/4 O of total
employees.

STR0NCLY SUPPORT.
This change ls
definitely needed
and rill "e sponsors,
admini trative burdens
without Increasing
potential discrimination.

"flRONG SUPPORT.
This would be a
tremendous impro t
over the current
"Wbodgpodgew of
compensation definitions
and how they're used in
plans. Vast Majority of
of plan sponsors will
like.

SUPPORT.
Proposal to drop defined
contribution plans is
good. Smaller defined
benefit plans won't be
hurt by this if they
are set up for bona fide
employee groups.

Positive change.

If the bale pay alternative
is used, may need to provide
a definition to follow.

Next best thing to complete
repeal of 5401(a)(26).

BEST AVAILABLE COPY



Average Deferral
Percentage Teat
IRC fO4l(k/=)

Distributions
IC 5402

Miscellaneous

Offers several safe
habor alternatives that
would eliminate the need
for average deferral or
average contribution
percentage tests.

Allows partial rollovers.
Encourages plan to plan
transfers.

Elimina-cion of 1/2 years.
Rounding of various dollar
liuts to nearest $1,000.

SUPPMT.
These safe harbors vill
encraga nvany sponsors
to contribute more for
the non-hgly
compensated group so as
to avoid the ongoing
tasting hassle.

SUPPMT.
gill encourage continuedd
having of plan assets.
(See further counts

belom.)

SMhONCLY SUI'IUM.

A good first ste,. Eventual
goal should be cpVieta
eliinaion of the deferral
percentage test(s). as long asany matching or discretionary
contributions are =ada in the
se percentages for all

employees.

Kala sure the designated
transferee plan (the receiving
plan) is required to accept any
designated transfer.

Excellent ideas.

MVISM -ON PLA DIMTRIMONS:.
The Principal feels that, in the interest of preserving plan dollars for retirement, consideration should be given toexpanding the bill to further provide that no cash benefits above a certain chreaold (say $5,000) be made availableupon termination of employment. A plan Deed only to Allow A vasted plan participant to (i) roll over his or her meyto an IRA or another qualified plan. (ii) have it transferred to another plan, (iii) have a deferred amdty purchasedon his or her behalf, or (iv) require that the prior employer -keep" the assets in the original plan (there are fmdigvehicles available that would allow the employer to pass along the administrative costs of retaUiig t &se assets to theterminated participants).

As a Vay of emphasizing the fact that a good portion of plan assets a aren't being saved for the retirement yers. in 1989alone The Principal (which provides full services to nearly 20,000 pension plans nationwide) paid over $48 million incash benefits to plan participants at terminatio1 of employment wLle paying Jst over $452 million in retiementarmaities in that same year. (We paid another $80 million in cash retirement benefits in 1989.) These fiLgtues shothat of a universe of 20,000 plans, collectively these plans paid nearly as -my pre-retLrement benefits as they didretremMt benefits. Indeed we've found many eployers encourage their forer employees to take cash (most likely toreduce the sponsors' reporting burdens). Uhle so" of these former participants may save, rollover, or transfer toanother plan all or part of these assets, our experience has shown that mose participants spend this money well beforeretirement.
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COMMUNICATIONS

STATEMENT OF THE AMERICAN ACADEMY OF ACTUARIES

The American Academy of Actuaries is the organization designated by the
actuarial profession to represent its views on public issues in the United
States. The Academy's 25-member Pension Committee is made up of repre-
sentatives from all areas of pension practice. The committee includes actu-
aries who work with small as well as large plans, defined benefit plans and
all types of defined contribution plans, union and nonunion plans, single-
employer and multiemployer plans, and public as well as private plans. The
Academy's membership, from which members of the Pension Committee
are drawn, includes more than 3500 of the 4150 professional actuaries that
are enrolled to practice under the Employee Retirement Income Security
Act of 1974 (ERISA). As in other professions, individual actuaries may take
exception to the positions adopted by the committee.

The purpose of this testimony is to state the strong support of the American
Academy of Actuaries Pension Committee for S. 2901, The Employee Benefits Sim-
plification Act, and its companion House bill, H.R. 5362. The Academy committee
recognizes that the bills do not go nearly far enough in achieving the degree of sim-
plification possible without undermining, the objectives of the current tax code pro-
visions relating to qualified plans. Nonetheless, the changes proposed are in the
right direction. They begin the process of strengthening private-sector, employer-
sponsored retirement programs through greater simplification of the rules govern-
ing qualified plans. The bills are a first step, though perhaps a small one, toward
enhancing qualified plan benefits for their intended, tax-favored purpose.

With regard to the specifics of the bill, the Academy Pension Committee strongly
supports the proposed change to the minimum participation rules in Code Section
401(aX26). This change would apply the 25 employee/40% rule only to defined bene-
fit plans, where the potential for abuse in favor of highly compensated employees is'
greater than under a defined contribution plan.

In addition, the Academy committee agrees with the authors of the bills that
there is unnecessary complexity in determining and applying the current average
deferral percentage and the average contribution test for qualified cash and de-
ferred arrangements and matching contributions under 401(k) plans. The committee
supports the proposed safe harbors and believes that they are within a reasonable
range. The committee does note, however, that, although the 401(k) tests very much
need to be simplified, utilization rules do serve a beneficial social function. Numer-
ous studies have shown that employees generally are uninformed about their retire-
ment benefits. Employers appear to make little effort to explain these benefit. to
workers and workers appear not to ask. The exception to this general situation is
401(k) plans, where the utilization rules make good employer/employee communica-
tion necessary to assure that appropriate numbers of rank and file workers partici-
pate in the plan.

The Pension Committee supports the proposed changes to the distribution rules
under Code Section 402. These changes would encourage workers whc change jobs to
retain their pension savings for retirement. The Academy committee does not agree
with others who assert that these rules would be ineffective in preserving benefits
for retirement. As practioners, members of the committee observed that the provi-
sion of annuities for spouses increased when plans were mandated to include joint
and survivor options. Similarly, the committee believes the proposed changes to en-
courage rollovers of partial distributions to an IRA and plan-to-plan transfers will
encourage terminated employees to save more for retirement.

(165)
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The committee strongly supports the proposed change to the definition of highly
compensated employee. The current definition in Code Section 414(q) is unduly com-
plicated and the proposed revision to (1) 5% owner or (2) more than $50,000 pay (in-
dexed) will make it easier to identify highly compensated employees. Further, the
committee applauds the deletion of the family aggregation rule which currently re-
quires that family members of non-owners who are highly compensated employees
are also considered as members of the highly-paid group. The family aggregation
rules unfairly penalize family members who are highly compensated and make a
significant economic contribution to the employer, especially in small firms. The
committee also notes that 414(q) is an area where even further simplification could
be achieved. A single test of highly compensated based only on compensation would
seem sufficient to achieve the original intent of the Congress. The current compen-
sation threshold of $50,000 (indexed) might also be raised. The top-heavy rules could
also be removed from the Internal Revenue Code since their objectives are now met
by provisions implemented as part of the Tax Reform Act of 1986.

The committee agrees with the proposed change to use W-2 earnings as compen-
sation under Code Section 414(s), providing a uniform definition of compensation for
use throughout the plan, for testing nondiscrimination, limits on contributions and
benefits, and determination of highly compensated employees. The bill also allows
flexibility to those sponsors who may wish to use some type of pay other than W-2
earnings.

Finally, the Pension Committee supports the provisions in S. 2901, that clarifies
current law with respect to Voluntary Employees' Beneficiary Associations
(VEBAs). Code Section 501(cX9) describes VEBAs in rather broad terms, with certain
additional requirements to satisfy tax exempt status specified in regulations. VEBAs
are especially important in the provision of health insurance because they provide
smaller employers with a means of pooling their buying power and their risks. The
subsequent reduction in the cost of health insurance is important to expanding the
access to health insurance for employees of smaller employers. Moreover, even
medium-sized employers can obtain savings in health insurance costs through
VEBAs. Such reductions in the cost of health insurance are beneficial to employees,
and, further, they reduce the Federal tax expenditures required to support the cur-
rent level of health insurance. Under current law it is unclear whether employers
that are not subject to common ownership or common control may be considered"affiliated." Accordingly, the Pension Committee regards the broader interpretation
of "affiliated employers" as a significant guaranty that will enable closely related
small employers, as measured by their joint activities, to band together to reduce
their health insurance costs.

As stated above, although this legislation is a good beginning, S. 2901 and the
companion House bill, H.R. 5362, do not go nearly far enough. The additional provi-
sions under the tax code for integrating benefits under qualified plans could be
greatly simplified and still maintain their congressional intent. For example, in
most cases, the "two-for-one" rule alone achieves Congress6 primary objective in re-
vising the integration rules as part of the Tax Reform Act of 1986. The "two-for-
one" rule, then, could be made the primary test with secondary limits for defined
contribution plans at the current 5.7%, excess plans at 25% with at least 20 years of
service, and offset plans at 40% with at least 20 years of service. Age 65, rather
than the Social Security normal retirement age, could be used for all purposes.

There are also other areas where the committee believes substantial simplifica-
tion is possible. Each area will require careful thought and analysis to ensure that
the original intentions elf Congress are maintained and that potential abuses are
clearly understood and curtailed.

CONCLUSION

The members of the American Academy of Actuaries Pension Committee believe
that it is very important to the efficient administration of the tax law and to tax-
payers' confidence in the tax system for Congress to strive to make the language of
the law understandable and clear. To the extent that complexity exist in the law
and clarifications are necessary to make statutory provisions more understandable,
we believe that Congress should address these situations as quickly as possible so
that taxpayers can plan business affairs with certainty knowing that they are in
compliance with existing law.

Whether it is willful or unintentional, most often, it is the complex rules that are
the easiest to abuse, and given that they are subject to misinterpretation, they
become more costly to administer. Subsequently, it becomes more difficult to ensure
that these rules are fairly enforced. An example of this complexity can be examined
in the approach taken to the recently proposed regulations under 401(aX4). The In-
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ternal Revenue Service has relied heavily on the development of safe harbors in
these regulations as a means to ensure reasonable compliance. We applaud IRS's
efforts to develop workable, practical rules under Section 401(aX4) and their willing-
ness to work with practioners in developing final regulations. However, the Acade-
my Pension Committee notes that the extensive use of safe harbors is required to
assure reasonable compliance because the tax code's complexity in this area makes
"facts and circumstances" tests extremely difficult to perform and difficult to moni-
tor.

The Academy Pension Committee applauds the sponsors of The Employee Bene-
fits Simplification Act for their -fforts to begin the process of tax simplification, in
one of the most complex areas of the Internal Revenue Code, and we enthusiastical-
ly endorse this proposed legislation.

AARP,
Washington DC, August 3, 1990.

Hon. DAVID PRYOR, Chairman,
Subcommittee on Private Retirement Plans and Oversight of the IRS,
Washington, DC.

Dear Senator Pryor: The American Association of Retired Persons commends you
for your efforts to simplify the pension laws. Your bill, S. 2109, the Employee Bene-
fits Simplification Act, provides a starting point for discussions on changes to sim-
plify and improve the current pension system. The Association wishes to highlight
some of the bill's important improvements, as wall as our concerns with some of the
bill's proposed changes.

The bi 1 proposes a number of changes In the currant distribution rules which
would substantially improve this difficult area of pension law. In particular, the As-
sociation believes that the general requirement that most distributions greater than
$500 be transferred directly to an Individual Retirement Account or other retire-
ment vehicle is an important step. This effort to promote pension preservation will
help retain pension money until it is needed in retirement, thus fulfilling the basic
purpose of a retirement plan. One of the major problems with currant distribution
rules is the encouragement of direct cash-outs to employees, who most often imme-
diately spend money that had been initially set aside for retirement. This change
will better preserve pension money and serve aa a necessary incremental step
toward greater portability of pension benefits. The bill should ensure, however, that
the current joint and survivor annuity requirements, which are of particular impoi-
tance to older women, are maintained.

The bill also modifies the current definition of highly compensated employees and
the definition of compensation. The new streamlined definitions simplify an impor-
tant component of a number of applicable pension tests generally intended to pre-
vent discrimination in favor of higher-paid employees. The Association strongly be-
lieves that the proposed definition of a higher-paid employee as one who earns
nearly $60,000 (indexed) in 1991 (not including certain forms of compensation) can
be reduced. In addition, any attempts to further increase the proposed level of com-
pensation would undermine the nondiscrimination rules.

The bill also proposes to facilitate the establishment of 401(k) plans by providing a
safe harbor from the current nondiscrimination teaits. The safe harbor is satisfied if
the employer provides a matching contribution of 100 percent of the first percent an
employee contributes, and 50 percent of the next 2 percent contributed. This match
is similar to the one provided by the Federal Employees Retirement system (FERs).
While this safe harbor will provide administrative ease, the Association is very con-
cerned that the proposal will have the unintended effect of eroding protection for
lower-income employees.

Under current 401(k) tests, the employer must have participation by a certain per-
centage of lower-paid employees in order to qualify. These requirements insure that
any tax benefit for employee benefit plans equitably reaches the greatest number of
employees, particularly lower-income employees. Under current law, the incentive is
for the employer to encourage participation by rank ar.d file employees in order to
qualify the plan. Under the proposed safe harbor, the employer need not have par-
ticipation by lower-income employees. The offer of a match is deemed sufficient, re-
gardless of whether any lower-income employees actually contribute to the plan. In
fact, because the employer must match any contribution, the employer has a finan-
cial incentive to exclude employees from the plan.

While the proposed notice requirement to employees for the 401(k) safe harbor is
essential (andshould be readable and understandable by the average employee), it is
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clear that matching contributions alone are insufficient to draw many employees
into the plan. Individuals who cannot afford contributions, often those most in need,
are therefore left without any plan benefits. In order to ensure that lower-paid em-
ployees receive some plan benefits, the Association strongly recommends that the
safe harbor be modified to include a mandatory 1 percent contribution for all non-
highly compensated employees. This addition, which the model FERS plan already
contains in order to ensure that all employees get some plan benefits, is essential to
ensure the continued fairness of 401(k) plans.
• In addition, the bill proposes lowering the current minimum participation rule

from the current 50 employees (or 40 percent of all employees) to 25 employees, and
would not apply even this standard to defined contribution plans. The Association
believes this change does not simplify current law, but merely relaxes an important
rule, and should be deleted from the bill.

The bill also addresses the promising area of Simplified Employee Pensions
(SEPs). The maximum number of employees eligible for salary reduction SEPs is ex-
panded, but the bill needs to also include benefit protections such as minimum par-
ticipation standards and joint and survivor annuity requirements. The bill should
also improve non-salary reduction SEPs in an effort to expand pension coverage,
particularly among small employers. In addition, the bill should prohibit integration
of SEP plans for reasons of equity and simplicity.

Again, AARP commends you for putting forth a proposal to advance progress to-
wards pension simplification. The Association believes that the bill addresses a
number of complex and confusing areas of pension law with important proposals for
improvement and simplification. A number of areas discussed above, however, merit
additional consideration and modification. The Association looks forward to working
with you and the Committee to address these concerns and to advance legislation to
improve our nation's pension laws.

Sincerely,
JOHN ROTHER, Director, Legislation and

Public Policy.

STATEMENT OF ADAPSO, THE COMPUTER SOFTWARE AND SERVICES INDUSTRY
ASSOCIATION

ADAPSO is the trade association of this nations leading computer software and
services firms. Its almost 600 corporate members supply the public with information
technology services, systems and business application software for mainframe, mini-,
and personal computers, integrated hardware/software systems and network-based
information services.

Given the breadth of the Employee Benefits Simplification Act, S. 2901, ADAPSO
has a significant interest, particularly with respect to those provisions pertaining to
the treatment of leased employees. Specifically, ADAPSO is concerned that the cn-
actment of the Section 301(a) 'control test" without properly defining the terms or
including examples will inadvertently cause the misclassification of information
technology service workers as leased employees.

WHAT ARE INFORMATION TECHNOLOGY SERVICE WORKERS AND COMPANIES

ADAPSO represents a large number of information technology service (ITS) com-
panies, ranging in size from 10 to 25,000 employees and independent contractors.
ITS workers are highly skilled and very well compensated, often changing employ-
ers every few years. ITS companies supply businesses with consulting, systems anal-
sis, design, programming, and facilities management services. Clients are both
large and small businesses which do not have sufficient or appropriate internal ca-

pabilities to meet their information technology objectives. Technical services are
often provided at the client site, and assignments can be long as a few years or as
short as a few hours.

IMPACT OF LEASED EMPLOYEE PROVISIONS ON INFORMATION TECHNOLOGY SERVICE FIRMS

Internal Revenue Code Section 414(n) leased employee rules were intended to cor-
rect the narrow abuses of privately-owned professional corporations which were
"leasing" substantially all of their otherwise regular permanent employees in an at-
tempt to evade the coverage requirements of the pension laws. Because of the uncer-
tainties as to how these rules a pply to ITS workers, potential clients are discouraged
from retaining third- party ITS firms to fill their technical needs. Existing clients
are burdened with additional and unnecessary record keeping requirements. Fur-
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thermore, because of the uncertainties of 414(n), ITS workers are being terminated
or transferred in the middle of a project thereby causing unnecessary disruptions
and delays. Finally, ITS companies are being asked by their clients to provide confi-
dential salary and benefit information on workers on assignment to them for pur-
poses of qualifying a client's pension or benefit plan.

COMMENTS ON THE CONTROL TEST

How "control" in Section 301(a) is ultimately defined in C( mmittee Report lan-
guage will be the determinative factor as to whether the Employee Benefits Simpli-
fication Act is an improvement over the present-law "historically performed" test.
ADAPSO urges adoption of a simplified and predictable control test which will
permit the exclusion of highly-skilled information technology service workers from
Section 414(n) while including only those individuals that Congress intended to pro-
tect. The control test set forth in S. 1129, if properly defined and applied, would
narrow the class of leased employees to those truly under the control of the recipi-
ent. ADAPSO requests that the factors included within the S. 2901, as modified and
explained below be adopted. To avoid an illogical application of this test, ADAPSO
suggests that a firm which satisfies three of the four criteria is deemed compliant.
The factors are
(1) Does the Service Recipient Prescribe the Individual's Work Methods?

For purposes of Section 301, prescription of the individual's work methods should
mean whether the recipient prescribes the technical details, means and sequences
as to how the work should be performed. The control test should include an inquiry
as to whether the ITS worker exercises discretion and independent judgment. Due
to the technical nature of the information technology industry, ITS workers do exer-
cise such discretion and independent judgment. In contrast, the mere requirement
that an ITS worker is to follow generally accepted quality assurance techniques or
finish tasks by a certain date is not sufficient to be considered control.
(2) Does The Service Recipient Supervise The Individual?

For purposes of Section 301, supervision should include the final authority to
review the performance of an individual, hire and fire, or assign an individual to
another client. Supervision should also include the prescription of technical work
methods as described above.

(3) Does The Service Recipient Set The Individual's Working Hours?
For purposes of Section 301, setting the working hours should mean that the re-

cipient must require most of the following: that the ITS worker begin and end his or
her work day at a specified time, work a set number of hours per day or days per
week (unrelated to the hours of operation of the recipient's facilities), or take breaks
at either specific times or for a certain length of time.
(4) Does The Service Recipient Sets The Individual's Compensation Level?

For purposes of Section 301, setting the individual's compensation level should be
defined to mean that the service recipient has a direct and unilateral right to estab-
lish and/or change a ITS worker's compensation or benefit level. Furthermore, if
the service recipient is able to veto a change by the ITS company, the recipient is
deemed to be able to set the compensation levei.

EXAMPLE OF A NON-LEASED INFORMATION TECHNOLOGY SERVICE WORKER

ADAPSO believes that it is critical that the Committee Report includes examples
of situations where an individual is and is not a leased employee. For purposes of
Section 301, ADAPSO respectfully requests that the following example be included
in the Committee Report.

A programmer/analyst is an employee of or independent contractor for an in-
formation technology services company, and pursuant to a contract between the
company and its corporate client, renders consulting, systems design, program-
ming, facilities management or training services for its customer. In order to
access the customer's computer or employees, the programmer/analyst works
for an extended periods of time at the client's location, often conferring with
the client's employees. If three of the following must be present: the program-
mer/analyst's work methods are prescribed by the ITS company; the program-
mer/analyst is supervised by the ITS company; the programmer/analyst's hours
are not set by the customer; or the programmer/analyst's salary is not set by
the customer, the programmer/analyst is not a leased employee.
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CONCLUSION

ADAPSO and its member companies truly seek pension reform and sirn'plifice.t;,n.
S. 2901 is a step in the right direction, however, it does not go far enough in cor,'-ct-
ing the problems associated with Section 414(n). ADAPSO looks forward to a speedy
and permanent solution to this issue and would welcome an opportunity to work
with the Committee toward that goal.

STATEMENT OF THE AIR LINE POTS ASSOCIATION

The Air Line Pilots Association (ALPA), representing its 42,000 pilot members
who fly for 50 commercial airlines, is appreciative of the opportunity.to present this
statement in support of S. 2901, the Employee Benefits Simplification Act. S. 2901 is
a positive step toward simplifying the nation's overly complex private pension
system. The positive components of S. 2901 include simplification of the rollover
rules, modification of the minimum participation requirements, and imposition of
required rollovers for pre-retirement distributions.

ALPA strongly supports the bill's provisions concerning rollovers of pension plan
distributions. The bill expands the circumstances in which a distribution may be
rolled over, by generally permitting rollovers for all distributions from qualified
pension plans, regardless of the type of distribution or percentage.

The current pension distribution rules are extremely complex and unwieldy, and
thus, should be a prime target for pension simplification. The simplification of the
rollover rules in S. 2901 will have a positive effect on the pension system. These
changes will increase pension portability by allowing plan distributions to be kept
in the pension form. This in turn, increases retirement savings, an important goal
of pension policy.

ALPA also supports the provision requiring certain pension distributions be trans-
ferred to an individual retirement account or another qualified pension plan. The
bill contains sufficient exceptions to this requirement to protect the interests of re-
tired employees, while at the same time satisfying thegoal of increased retirement
savings. These exceptions generally parallel the exceptions to the excise tax impose
on premature distributions. The proposed transfer requirement ensures that pre-re-
tirement distributions will be kept in a pension form and will not be spent prior to
retirement.

ALPA also supports elimination of the minimum participation requirement for
defined contribution plans, as well as the reduction of the minimum participation
requirements for defined benefit plans. This change targets defined benefit plans for
application of the minimum participation rules, which is the area which has the
greatest potential for discrimination.

It should be noted that S. 2901 does not go far enough in its attempt to simplify
the nondiscrimination rules for qualified cash or deferred arrangements, or 401(k)
plans. In the interest of pension simplification, the bill should eliminate the special
non-discrimination test for 401(k) plans (referred to as the actual deferral percent-
age or ADP test) The $7, 000 annual limitation on contributions to 401(k) plans (in-
dexed at $7,979 for 1990) under current law, already achieves the goal of limiting
the contributions of highly compensated employees.

In conclusion, ALPA strongly supports S. 2901 as a positive effort to simplify the
complex world )f private pension plans. We agree with Senator Pryor that this bill
is not "pro-business" or "pro-labor." S. 2901 is a positive and good step toward sim-
plification of the pension system.

AMERICAN BAPTIST CHURCHES,
THE MINISTERS AND MISSIONARIES BENEFIT BOARD,

New York, NY, August 1, 1990.
Hon. DAVID H. PRYOR, Chairman,
Senate Subcommittee on Private Retirement Plans and Oversight of the Internal Rev-

enue Service,
Washington, DC,
Statement in support of S. 2902, The Chu;-ch Retirement Benefits Simplification Act

of 1990

Dear Senator Pryor: In connection with the hearings regarding S. 2902 on August
3, 1990 before the Subcommittee on Private Retirement Plans and Oversight of the.
Internal Revenue Service, we are writing to set forth our views as to the crucial
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importance of this bill to the American Baptist Churches in the U.S.A. In our de-
nomination, pension and other benefit. are provided by The Ministers and Mission-
aries Benefit Board (the "Board"), which was established in 1913 as a separate cor-
poration expressly for this purpose. The pension benefits are provided through
church retirement income accounts under 'Section 403(b) of the Interaal Revenue
Code (the "Code"). We have very serious problems with the rules currently applica-
Hbe to our benefit programs under Code. Many of these problems would be alleviated
by the enactment of S. 2902.

The legislation has two general purposes. First, it recodifies the rules applicable
to church retirement plans so that such rules are more easily identified and church-
es will not be inadvertently affected by future legislation or administrative rulings
and regulations. Second, it simplifies the rules relating to church benefit programs
and makes such rules more workable in their application to the unique organiza-
tional structures of religious denominations.

The bill serves these purpomses through a number of technical changes to the In-
ternal Revenue Code, including the following:

(1) The bill expands the definition of church-related organizations that are eligible
for relief from the Code's coverage and related rules when such organizations are
included in a church plan. However, as under present law, church-related hospitals,
colleges and universities are excluded from such relief. The bill clarifies that such
hospitals, colleges and universities are subject to pre-ERISA coverage rules and to
other nondiscrimination rules of present law.

(2) The Internal Revenue Service has recently indicated that employees of affili-
ated tax-exempt organizations may be required to be aggregated under Section 414
(b and (c) of the Code and treated as employed by one employer for purposes of the
pension rules. Such mandatory aggregation would create very serious difficulties for
American Baptist Churches. Our denomination consists of approximately 5,800 local
churches and church ministry and missionary organizations with approximately
8,500 clergy and lay employees across the United States. The Ministers and Mission-
aries Benefit Board is currently paying pension benefits to several thousand retired
ministers and lay persons and their beneficiaries. Since the American Baptist de-
nomination has a congregational structure, the relationships among the autonomous
units are voluntary and associational. The' e is no "parent" church body that exer-
cises control over them. In such a situation, the legal criteria to be applied for pur-
poses of the aggregation rules are very unclear. Accordingly, any requirement that
all of these units be aggregated and treated as a single employer will be unworkable
as applied to our denomination. The bill would solve these problems by permitting
church organizations to elect not to apply the aggregation rules.

(3) The bilf clarifies that if one organization participating in our Section 403(b)
church plan were to fail the applicable requirements, the other organizations par-
ticipating in the plan will not be adversely affected.

(4) Many ministers engaged in their ministry are self-employed or are employed
by secular or governmental employers (such as chaplains in a hospital or universi-
ty). The bill would clarify that such ministers could participate in our denomina-
tional pension and welfare plans. Also, ministers who participate in our pension
plan while they are employed by non-church employers will not need to be taken
into account under the plans of such employers for purposes of the coverage and
related tests.

(5) The bill will clarify that a church plan maintained by a number of different
employers will not be treated as a single plan under Section 413(c) merely because
the plan pools all of the assets of participants' accounts for investment and mortali-
ty purposes.

(6) The bill will correct certain technical problems in the way the Section 401(a)(9)
minimum distribution rules apply to church plans. One problem relates to the ex-
ception for ministers from the requirement that distributions begin by April 1 of the
year after the year of attaining age 70V2. This exception will be modified so that a
minister engaged in his or her ministry as an employee of an organization that is
not a church (such as a hospital chaplain) will also be covered by the exception. The
bill also clarifies that church plans need not purchase commercial annuities to satis-
fy Section 401(9X9).

(7) The Tax Reform Act of 1986 provided that the $9,500 limit on elective contri-
butions to Section 403(b) plans can be increased subject to three limits, one of which
depends upon salary reduction contributions in all prior years. It may be impossible
to apply this limit in some cases since records separating salary reduction and em-
ployer contributions may not have been maintained for all prior years for some indi-
viduals. The bill remedies this problem by deleting such limit for church plans. The
remaining limits should be sufficient to prevent any excessive contributions.
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(8) Prior to the repeal of Section 89, church medical plans were excluded from the
nondiscrimination requirements of such section. With the repeal of Section 89, how-
ever, the rules applicable to self-insured medical plans under Section 105(h) have
been reinstated. Because of the technical language of Section 105(h) and the regula-
tions thereunder, a question arises as to whether church medical plans are subject
to Section 105(h). The bill would eliminate this question by providing that Section
105(h) shall not apply to church medical plans (other than those of hospitals and
universities).

(9) Prior to the repeal of Qualified Voluntary Employer Contributions ("QVECs")
in the 1986 Act, American Baptist ministers and lay employees were able to make
deductible contributions to QVEC accounts administered by the Ministers and Mis-
sionaries Benefit Board as a supplement to their Section 403(bX9) retirement income
accounts. Many ministers and lay employees would prefer to make deductible con-
tributions to a church sponsored QVEC account than to a commercial IRA. The bill
would restore their ability to do so by making QVEC contributions available to par-
ticipants in church retirement programs.

The enactment of S. 2902 will clarify and resolve many questions that arise under
the present provisions of the Code with respect to church sponsored benefit plans. S.
2902 will also relieve churches of many burdens and restrictions that were enacted
without recognition of the crucial differences that exist between churches and the
business sector. This legislation is of major importance to the American Baptist
Churches in the U.S.A., and we respectfully urge that it be enacted.

Respectfully submitted,
HUGH D. PICKETT, Associate Executive

Director.

STATEMENT OF THE AMERICAN SOCIETY OF PENSION ACTUARIES

The American Society of Pension Actuaries (ASPA) commends the efforts made
by Senator Pryor to simplify the laws relating to employee benefit plans by the in-
troduction of S. 2901. (We note that a similar Bill [H.R. 5362] has been introduced in
the House of Representatives by Congressman Rod Chandler.) In recent years, there
has been a tremendous increase in the complexity of the pension laws. This expan-
sion has had the effect of substantially diminishing the number of employers estab-
lishing new pension plans, and substantially increasing the number of pension plan
terminations. From 1986 to 1989, for example, new retirement plan formation has
declined by about 63 percent and defined benefit plan formation has declined nearly
80 percent. For 1989, there were about three times as many terminations of defined
benefit plans as there were startups. Simplification of the pension laws is essential
to reversing these negative trends.

S. 2901 provides relief in a number of areas where simplification is critical. These
areas includee the Average Deferral Percentage (ADP) and Average Compensation
Percentage (ACP) tests for Section 401(k) plans, the Section 401(aX9) distribution
rules, the "leased employee" rules, the minimum participation rules under Section
401(aX26) and the rules relating to rollovers of pension distributions. However, there
are a number of areas not covered by S. 2901 which we believe should be included in
the Bill. Appearing below is a discussion of these areas, as well as an analysis of
how improvements might be made in some of the Bill's provisions.

I. ITEMS WHICH SHOULD BE INCLUDED

* Repeal of Section 415(e)
The Tax Reform Act of 1986 imposes a 15 percent excise tax on annual distribu-

tions from all tax-advantaged plans to any individual in excess of $112,500, indexed
or $150,000. When this excise tax was initially suggested, the President proposed
that it be coupled with the elimination of the Section 415(e) restrictions. These are
the combined plan 1.40/1.25/1.00 limits which are unbelievably complex. We feel it
was foolish to have enacted the excise tax without eliminating Section 415(e) and
that this Section should now be abolished.
* Repeal of the Top Heavy Provisions under Section 416

These provisions have outlived their usefulness given the vesting changes and
compensation limitations applied to all plans under the Tax Reform Act of 1986.
There is no longer any difference in the compensation limits applicable to top-heavy
and non-top heavy plans. There is a limited difference between the vesting sched-
ules applicable to each type of plan. The minimum accrual and contribution require-
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ments are almost irrelevant as a result of the permitted disparity requirements of
Section 401(0). Yet, the law still requires annual testing to determine whether or
not a plan is top-heavy. The cost and complexity are not worth any benefit derived
from these provisions.

* Elimination of the Sum/nary Annual Report Requirement
This document provides little information useful to plan participants, and thus

generates unnecessary paperwork.

II. ITEMS WHICH SHOULD BE MODIFIED

* Elimination of Section 401(aX26)
The Bill limits the application of Section 401(aX26) to defined benefit plans and

lowers the number of employees that must benefit from a plan from 40 to 25. While
these provisions are very useful in narrowing the scope of this Section, we believe
total elimination is appropriate. The abuse which Section 401(a)(26) is designed to
avoid can be precluded in a simpler fashion by modifications to the comparability
provisions of Revenue Ruling 81-202.

* Repeal of the Full Funding Limitation for Single Employer Plans
The OBRA 1987 Full Funding Limitation is repealed for multi-employer plans,

but not for single employer plans. Clearly this limitation is a significant obstacle to
sound funding of pension plans and should be repealed for all plans.
* Operational Compliance and Compliance Dates Should Be Coincidental

The Bill delays the deadline for plan amendments required to reflect the changes
in the law, but does not delay the deadline for operational compliance. This timing
difference can and does lead to major problems in the administration of pension
plans for two reasons:

1. A conflict between the terms of the plan and its operation is an invitation
to litigation. A plan document is a contract which is enforceable by partici-
pants. When the terms of the contract differ from the manner in which the
plan is operated, the participants do have certain legal rights which can be en-
forced. If the operational compliance results in a difference in treatment of an
employee, that employee has a right to sue to enforce the plan as written.

2. The delay between the passage of the law, the date it is effective, and the
long lead-time the IRS requires to issue even proposed regulations, has, in the
past, resulted in a significant degree of confusion and uncertainty. The history
of compliance with the Tax Reform Act of 1986 (TRA '86) is a classic example.
TRA '86 was passed in 1986; the current deadline for document compliance is
1991; the operational compliance dates range from 1987 to 1989. Regulations for
this law have only recently been issued in proposed form on one of the most
significant areas affecting these programs, resulting in continued uncertainty as
to what benefits are actually being provided. The IRS has permitted plans to
freeze all benefits at the beginning of the 1989 plan year, and continue that
freeze until the end of the 1991 plan year, primarily because operational compli-
ance is not possible without a clearer understanding of the law and regulations.
As a result, many employers are not now certain what benefit structure has
been in place in 1989 and 1990 for their employees, and many employees are
being told that the benefits they are earning in 1989 and 1990 will first be de-
scribed to them, perhaps, in 1991.

All of this confusion could be avoided if operational compliance were coincidental
with document compliance, and both were tied to the issuance of regulations by the
Internal Revenue Service.

We would suggest hat both operational and document compliance be required for
the first plan year beginning 11 months after final regulations are issued by the
IRS. We would also suggest that an employer be permitted, should it desire to avail
itself of the effect of the changes, to make amendments earlier than that date, and
have those amendments effective during the plan year in which the amendment is
made.

* Elimination of the ADP and ACP Tests
While we would have preferred total elimination of the ADP and ACP tests, we

nevertheless believe that the safe harbors provided under the Bill will furnish sub-
stantial relief for many employers from these onerous tests. Of course, many em-
ployers will be financially unable to make the level of contributions required under
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the safe harbors. We still believe that total elimination of these tests, as was done
for government plans, is the blst course of action.

Repeal of the Family Aggregation Rule
Section 414(qX6) [Family Aggregation Rule) requires that certain employees who

are related be considered a single individual for benefit purposes. Among other
things, the effect of this provision is that the total compensation of family members
that can be considered for benefit purposes is limited to $200,000. This limit dis-
criminates against family members, who are effectively prevented from receiving
pension benefits on their earnings simply because of their status as family mem-
bers. The law presumes that there is something reprehensible about a business
which employs family members of certain highly compensated employees, apparent-
ly because somebody assumed the compensation, would, of necessity, be excessive.
The Internal Revenue Service already has in its arsenal procedures to prevent the
abuse against which the family attribution rules are directed through its ability to
disallow deductions for unreasonable compensation. The family aggregation rule
should be repealed in its entirety, rather than limited to five percent owners as the
Bill currently provides.
° Provide Relief For Five Percent Owners [Section 4 0(a)(9)]

The Bill softens the rules for mandatory distributions after age 70 under Section
401(aX9) for everyone except five percent owners. The failure to provide relief for
five percent owners is highly inequitable. It is simply a penalty on ownership of a
business, which essentially harms the small businessman. It is rare that an individ-
ual will own five percent of a large corporation.
* Non-discrimination Against the Small Business Owner

The definition of highly compensated employee is related to annual earnings of
$50,000, with the exception of five percent owners. In other words, a five percent
owner who earns $45,000 is considered highly compensated. This is another instance
of discrimination against small business owners. Five percent owners should not be
treated differently than other employees. We also suggest increasing the threshold
amount in Section 414(qX1XB) to a level which more realistically reflects pay scales
in today's economy.

ASPA, again, wishes to commend Senator Pryor on the introduction of S. 2901.
We feel that this Bill is a significant step in the right direction. We believe that the
incorporation of the above suggestions will greatly improve the proposed legislation
and make this an even better Bill.

BUCK CONSULTANTS, INC.,
New York, NY, August 24, 1990.

Ms. LAURA WiLcox, Hearing Administrator,
Senate Finance Committee,
Washington, DC.

Dear Ms. Wilcox: Buck Consultants, Inc., a leading employee benefits consulting
firm, would like to submit the following written comments on the proposed "Em-
ployee Benefits Simplification Act (S. 2901)," which was recently introduced by Sen-
ator David Pryor (D.-Ark.) and others. Also, enclosed are copies of the results of
Buck's recent pension simplification survey and Buck's recent For Your Benefit pub-
lication about pension simplification.

GENERAL COMMENTS

Buck joins with many other members of the employee benefits community in com-
mending Senator David Pryor (D.-Ark.) for proposing a significant first step toward
simplifying the laws governing the U.S. pension system. S. 2901 is an important step
in the right direction although, in its present form, it would leave in place a
number of intricate Federal requirements that continue to complicate the operation
of pension programs. In addition, S. 2901 would also require plan changes that
would further complicate the administration of pension plans.

Many crucial regulatory issues still need to be addressed. A bill (or even bills)
need to be enacted to truly simplify regulation of our retirement benefit delivery
system. However, as the employee benefits community knows from the experiences
of recent years, the proposed legislation needs to be well-thought out and all of its
implications adequately assessed before enactment.



175

SPECIFIC COMMENTS ON S. 2901

The following are Buck's specific comments on S. 2901.

High ly-Componsa ted Employees
S. 2901 would cut the number of highly-compensated categories from the current

four to two. Thus, under the bill, highly-compensated employees for a plan year
would include only 5% owners in the-current or preceding plan year and employees
earning over $50,000 (as indexed) during the calendar year preceding the plan year
being tested. While this proposed change in the definition of highly-compensated
employees would reduce the number of categories, it does not provide any real relief
for those administering these plans and in some circumstances will be adding ad-
ministrative burdens.

The bill, as originally presented, does not limit the overall number of potenti'-1
highly-compensated employees in the $50,000 (as indexed) category-as is currently
the case. Buck believes that the more than $50,000 (as indexed) category should be
limited to the top 10% of employees ranked by pay in the calendar year preceding
the plan year being tested with, if necessary to meet IRS concerns, a minimum
number of highly-compensated employees for employers with relatively few employ-
ees. Thus, the limit on the $50,000 (as indexed) category along with the inclusion of
5% owners would be a more accurate definition of a highly-compensated group of
employees and an easier and much simplified provision to administer.

401(k) Nondiscrimination Tests
S. 2901 proposes design-based alternatives to passing the mechanical Average De-

ferral Percentage (ADP) and Average Contribution Percentage (ACP) nondiscrimina-
tion tests. However, the alternatives could prove to be quite expensive for employers
not currently contributing the specified contribution levels. Also, the alternatives
could prove unpopular for employers that currently meet the required levels of con-
tributions because of the conditions attached to these contributions.

Thus, we believe the design-based alternatives would be much more acceptable to
plan sponsors if the required employer contributions were not required to be fully
vested but, instead, could be subject to a plan's regular vesting schedule and could
be withdrawn under the current defined contribution rules governing plan with-
drawals.

Also, as concerns the design-based alternatives, the written notice requirement
should be eliminated. This requirement would be a needless duplication and an un-
necessary administrative burden.

However, we further believe that the current annual limit on elective deferrals is
safeguard enough against potcrjial discrimination in favor of highly-compensated
employees and, thus, the mecha,ical ADP test should be eliminated altogether.

Similar rules should provide Aiiat if employers place a reasonable limit on the
amount of after-tax contributions that participants may contribute (e.g., 8% and
limit the level to which employer matching contributions would be made to the first
3%-4% of compensation, then the ACP test could be eliminated as well.

Thes. would be truly significant steps toward simplifying the administration of
401(k) and after-tax savings plans.

Plan Distributions
Buck strongly urges that the provisions in S. 2901 that would generally require

the transfer of most distributions before age 55 to an IRA or another qualified plan,
should not be included in any simplification bill. These provisions are not truly pen-
sion simplification and relate more to pension portability. In addition, the mandato-
ry transfer provision would not do much to actually achieve pension portability be-
cause employees always could withdraw the transferred funds from their IRAs-al-
though with the imposition of a 10% additional tax. However, these new require-
ments certainly would impose more administrative burdens on those sponsoring
plans.

The implications and issues concerning pension portability must be carefully stud-
ied and pension portability should never be hastily enacted.

Taxation of Distributions
S. 2901 proposes to eliminate 5-year averagingfor qualified lump sum distribu-

tions. Buck opposes the outright elimination of 5-year averaging and suggests in-
stead that the availability of 5-year averaging be replaced with 10-year averaging
for all participants who terminate with five or more years of service-not just
grandfathered employees as a means of simplifying plan administration and record-
keeping.
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Governmental Plans
Buck supports the provisions that would make Internal Revenue Code Section 457

inapplicable to amounts accrued under an unfunded Section 415 excess benefit plan
with respect to governmental plans. However, this provision should be extended to
nonprofit organizations

In the absence of this amendment, governmental and nonprofit employers are at
a distinct disadvantage in comparison with the private sector when it comes to at-
tracting and retaining highly-talented, high-paid employees.
Minimum Required Distributions

Buck commends the inclusion in S. 2901 of the provision to return generally to
pre-Tax Reform Act of 1986 (TRA'86) minimum required distribution rules thereby
eliminating the need to make pension payouts to active employees other than 5%
owners.

Minimum Participation Rules
The further amendments to Code Section 401(aX26) as proposed in S. 2901 are

commendable.
Leased Employees

The S. 2901 provision that would replace the historical test with a control test for
purposes of determining if leased employees are to be treated as employees of the
employer that hires leased employees through a leasing organization is another
commendable provision.

ADDITIONAL SUGGESTED PROVISIONS

Social Security Offset Plans
Buck believes that there should be a design-based safe harbor for PIA offset plans

in the Internal Revenue Code and suggests that CA. Section 401(aX4) be amended
to provide the safe harbor provision. For the safe harbor to be operative under a
PIA offset plan, the offset should never be more than one-half of the gross benefit. A
reasonable safe harbor for PIA offset plans would substantially cut plan administra-
tive costs and, thus, would go a long way toward meaningful pension simplification.
Maximum Combined Plan Limits

In its current form, S. 2901 does not address the Section 415(e) combined plan
limits. Prior to the enactment of TRA'86, the 15% excise tax on excess distributions
from all tax-favored retirement plans (e.g., qualified plans, IRAs) was discussed as a
replacement for the combined maximum plan limits. Although TRA'86 was enacted,
Code Section 415(e) was not simultaneously deleted. Thus, in keeping with the inten-
tion behind the creation of the 15% excise tax, Buck believes the combined maxi-
mum plan limits should now be eliminated. This would eliminate t~ie need for cer-
tain calculations and, thus, would ease plan administration.
Minimum Funding

We at Buck believe that any pension simplification legislation should include
amendments to the Section 412 minimum funding provisions of the Code. The
amendments should eliminate the complicated deficit reduction calculation. Also,
the amendments should provide an alternative to the present 150% of current li-
ability funding limit that would permit employers to fund their plans soundly to
meet expected future benefit obligations.

We suggest an alternate limit that would permit employers to fund their plans
based on projected liability taking into account salary increases.

CONCLUSION

Buck commends many of the provisions of S. 2901, identified above, that would
foster the goal of pension simplification. However, there are some provisions that
logically should not be part of a simplification effort. We also strongly believe that
pension simplification is needed and warranted. Pension simplification -would go a
long way toward shoring up the U.S. pension system.

Again, we believe S. 2901 is a step in the right direction, and we offer any assist-
ance to the Senate Finance Subcommittee on Private Retirement Plans and Over-
sight of the IRS in its work toward pension simplification.

Very truly yours,
FREDERICK W. RUMACK, Director of Tax

and Legal Services.
Attachment.
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Report on a Survey
of Business and Benefit Executives

July 1990

BU sULTANTS
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There is increasing concern about the complexity of the government-imposed
rules regulating the private pension system.

This led Buck Consultants to survey business and benefit executives to determine
their views on the rules, their practices and what correctivelneasurus they would
recommend. 681 executives kfom 610 organizations responded. This is a report
of the findings. (Respondents answered before they had an opportunity to study
the Section 401 (a)(4) regulation package.)

J Respondents report the suspension of benefit accruals for an es-
timated 37,000 employees and retirees as a result of IRS delay in
issuing regulations.

J Over four-fifths of the respondents welcome the move to simplify
private pension regulations, but over half indicate that simplifica-
tion may bring additional problems.

J Two-thirds of the respondents say that there appears to be little or
no coordination among government agencies in regulating the
private pension system. Virtually none of the respondents indi-
cate that government agencies work in harmony.

U Almost nine out of ten respondents indicate that current regula-
tion discourages sponsorship of qualified defined benefit plans
and just over half of the respondents say that regulation discour-
ages sponsorship of qualified defined contribution plans.

U Only 5% believe that the rules succeed at encouraging employers
toprovide overall retirement benefits. 59% of the respondents in-
dicated that the rules succeed at generating revenue for the federal
government.

U The average and median estimated cost of regulatory compliance
is 7.2% and 5.0% respectively as a percent of total benefit cost.
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Re spoxndents were given a list of possible goals of government-imposed regulation and were
asked which goals are being met. Significantly, 59% of the respondents see regulation as
effective in generating revenue for the government, but only 6% see regulation as strength-
ening pnvate pension programs and only 5% see regulation as encouraging employers to
provide retirement benefits. Here is a more complete summary of the responses.

1F _ e- - _____ e------ --- -______--- -i~he Rules .

Succed Al
Generating Revenue for the Federal Govcmnment 59%
Irohibting Employer Abuse of Pension Deductions or Design 34%
Promoting Retirement Equity 19%
Providing a Framework for Retirement Secunty i9 /,
Strengthening the Private Pension System 6%
Encouraging Employers to Provide Retirement Benefits 5%

A significant finding of the survey is that almost nine out of ten respondents conclude that
government-imposed regulation discourages employers from sponsoring qualified defined
benefit pension plans.

y~~ousrarag spSNhP

N-) Efteci Enoourages Sponsoship
97% 2%

Just over half of the respondents say that sponsorship of defined contribution plans is
discouraged by government regulation.

Almost a quarter of the respondents believe that regulation encourages employer sponsor-
ship of defined contribution plans. Presumably because respondents believe that defined
benefit plans are discouraged by regulation, many respondents reason that regulation
encourages defined contribution plans - even though over half of the respondents believe
defined contribu, ., - plans themselves are subject to excessive regulation.

For example, over three-quarters of the respondents say that the ADP and ACP nondiscrimi-
nation tests for 401(k) defined contribution plans should be eliminated or simplified
making this the most popular change advocated by the respondents.

Page 2
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Three-quarters of the respondents say that government-imposed laws and regulations are
extremely complex. This is consistent with the view already discussed that current
regulation discourages employers from sponsoring retirement plans.

Extreme
76

No Opkn4
A 4%

Nor*
.7%

22.3%

Respondents most often cite the following reasons for saying that compliance is extremely
difficult:

J extremely high level of difficulty in understanding and implementing the rules,
J arduous task of consolidating employee census, compensation and benefit data for

compliance testing, and
J unreasonable effective dates under the Code and regulations.

Respondents point to several other problems they have encountered in complying with gov-
ernment-imposed regulation. These included the failure of regulatory agencies to clarify
gray areas, conflicting rules and the unacceptable frequency with which rules change.

Two out of five respondents consider it extremely difficult to obtain employee data to
comply with the government-imposed rules. Slightly more than half of the respondents
believe that obtaining data is moderately difficult.

Noopo None
1.5% 6.1%

E xtreme
40.2%

Modra

522%

Page 3
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Some claim that obtaining employee data to satisfy regulations is easier for large employers.
However, the following breakdown of organizations indicates otherwise.

No I)flficulty
MoIkdrately )Difficult
-xtrcrmely Difficull

No Opinion
Total

70% of the respondents
".uireme."

1,000 or Less 1,001 to 5,000 Oer 5,000
E mp lo) ees Employees Emplo)ecs

10% 6% 3%
57% 53% 45%
28% 41% 52%

4% 1% I%
100% 100% 100%

say that the cost of compliance is "moderate" while 15% find it

Cos of Complying

*t Goenmn Regulatio

Moderate*
70.1%

~E~ame' 15%

No OpunionNo n
3.% 11.7%3.2%

'RSPOnderw w~e IoWd tha e rI*" mod~We =1 woui be wdu 10%

Of the 610 organizations covered in the survey, 317 provided estimated cost data. The
median estimated cost for regulatory compliance is 5% of total benefit cost and the average
estimated cost is 7.2%.

Page 4
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Virtually everyone who responded believes that there is at least some lack of coordination
among the various agencies that administer the government-imposed employee benefit rules.
This lack of coordination also makes compliance with the government regulation more
difficult.

Work i Harmoy No Opion

I.3 8.9%

Some Coo'dinaloon
24.7%

Litte or No Coofdiation
66.2%

Over 80% of the respondents say they would welcome simplification. However, there is
concern that so-called simplification can lead to more problems for the private pension
system. Thus, overone-halfof the respondents express concern that "simplfi cation" might
bring with it additional problems.

9.1% 97%

Weknorne
812%

Page 5
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Respondents were asked what changes they would find desirable to simplify government-
imposed regulation. Clearly burdensome discrimination tests are prime candidates for
change.

No change
No opinion

Eliminate or simplify the ADP and ACP nondiscrimination tests for 401(k) plans
Eliminate or simplify minimum participation rules*
Create a standard definition of highly compensated employees
Simplify the definition of highly compensated employees
Allow "o::e-time" testing for general nondiscrimination subject to certain conditions
E!,rinte or modify top-heavy rules
Simplify the rules governing affiliated service groups and leased employees
Allow offsets based on the Social Security Primary Insurance Amount in certain cases
Allow KSOPs to be treated as a single plan for ADP & ACP nondiscrimination testing**

Eliminate or simplify taxation of distributions
Eliminate or simplify excise tax on excess distributions (including lump sum)

Simplify hardship rules for 401 (k) plans
Delay effective dates of many of the TRA '86 changes
Eliminate or simplify the full funding limitation
Simplify REA consent requirements

*Survey conducted before the IRS issued revised minimum participation rules.
**Of the employers (4% of the respondents) with KSOPs, 86% want this change.

2%
19%

78%
72%
72%
71%
63%
48%
46%
36%
19%

63%
55%

52%
47%
45%
34%

Over 30% of the surveyed organizations are
making their views about pension simplifica-
tion known to Congress or to special interest
groups. However, almost 60% of the organi-
zations surveyed are not communicating their
position. The survey statistics reveal a greater
tendency for large organizations (over 5,000
employees) to communicate their position to
Congress or special interest groups than their
smaller counterparts.

Don't Know To Congress
10,3% 8.5%

S To Speciat
14.5

We Intend To
79%

589%

Page 6

Groups

Emoloyer Ctfort to Communicate

Position on Pension Simplification

k
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The IRS delay in issuing general nondiscrimination regulations and Social Security
integration regulations has made it necessary for many employers to suspend benefit accruals
for certain employees and retirees. 561 employers responded to a question on suspending
benefit accruals. Almost a third of the responding organizations (179 employers) say that
they suspended benefit accruals for certain employees and retirees pending the issuance of
final regulations. Based on the responses. we estimate that for these employers the
suspensions have affected about 37,0) employees and retirees.

. . S*OOY

Suspended Seneor Accruals
6 No Employees/Retirees Affected

Suspended Seneri Accruals
I 26% Some Employ.ees/Retwees Affected

No Suspension of Sen.t1 Accruals
30%

a4% Nol Integiated with Social Secufiy

0% 20% 40% 60%

The respondents overwhelmingly would welcome simplification of the government-im-
posed rules regulating the private pension system. However, many express concern that what
might be imposed by the government as simplification could, in fact, result in additional
complications. There is talk of simplification in Washington. Whether true simplification
will occur remains to be seen.

Page 7
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Individuals responding to this survey varied widely and included those holding the positions
of CEO, CFO, president, vice president, director and manager of benefits. Likewise, the
organizations are as diverse as the individuals who represent them. Although organizations
varied by numberof employees, location and business line, many of the organizations are the
largest and most influential in the United States.

The following series of tables show the type and size cf the organizations represented in this
survey report.

Number of U.S. Employees
or Responding Organizations

Number of Employees
1,000 or Less
1,001 to 5.000
5,001 or More
Total

Number Percent
184 34%
177 32%
186 34%
547 100%

Geographic Location of

Responding Organizations

This table generally represents the state with the largest concentration of employees.

Geographic Location
Northeast
South
Midwest
WC st
Total

Number
234
150
107
103
594

Percent
39%
25%
18%
17%

100%

Page 8

Industrial Classification
of Responding Organizations

Industrial
Classification Number Percent
Manufacturing 289 47%
Service 165 27%
Non-profit 50 8%
Governcnts 24 4%
Other 81 13%
Total 609 100%
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Tspes of Retirement Plans
of Responding Organizations

Type of Plan Number Percent
Noncontributory Defined Benefit 475 79%
Contributory Defined Benefit 84 14%
Thrift/Profit Sharing with 401 rk) Component 269 45%
ibrift/Pr/fit Shanng ,it-hout 401(k) Compencnt 79 13%
Separate 40 1 (k) 226 37%
Money Purchase 59 10%
ESOP 73 12%
KSOP 23 4%
403(b) 24 4%
Other 25 4%
Number of Resrondents 603

In May 1990, Buck Consultants mailed Pension Simplification Survey questionnaires to
approximately 6,000 business and benefit executives nationwide. This survey report
summarizes the observations of 681 business and benefit executives from 610 organizations
nationwide on the issues concerning the simplification of federal government: rules on the
private pension system.

For organizations from which there were multiple responses, special techniques were used
in some instances to estimate the cost of compliance and number of employees and retirees
affected by the suspension of benefit accruals.

Where answers to questi'jrs were mutually exclusive (e.g., a question answered by a "yes"
or "no"), the total number of responses was used as the denominator in determining the
percent of total. For questions where more than one answer was possible (e.g., types of plans
sponsored), the total number of respondents answering the question was the denominator in
determining the percent of total. Because of rounding, percentages do not always sum to
100%.

As would be expected with a survey of this type and size, not every respondent answered all
of the questions. Consequently, the statistical analyses throughout the report are represen-
tative of the number of respondents in proportion to the number of responses received for
each response choice within a question.

All response data was tabulated in aggregate. Additionally, for comparison purposes, the
response data was stratified question-by-question by various demographic characteristics.
The data was also stratified question-by-question by selected opinion responses.

Page 9
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STATEMENT OF THE CALIFORNIA STATE TEACHERS RETIREMENT SYSTEM

I wish to thank the Subcommittee for the opportunity to express the views of the
California State Teachers' Retirement System (STRSJ on S. 2901, the "Employee
Benefits Simplification Act" and to extend the System's support to Senator Pryor
and the co-sponsors of S. 2901 in their efforts to simplify the rules governing pen-
sion plans, particularly as they apply to governmental plans. The ability of public
pension plans like the California STRS to maintain compliance with the tax code
provisions governing qualified plans has been made extremely difficult by the nu-
merous law changes in recent years and the almost overwhelming complexity of the
existing rules. Senator Pryor, the co-sponsors of the bill and the members of this
subcommittee should be commended for taking positive steps to begin the process of
simplifying this difficult area. They deserve the wholehearted support of all plan
sponsors and administrators, including those in the public sector, in their efforts.

We are focusing our comments cn the provisions of the bill (Section 306) that deal
specifically with governmental plans. We have also attached an Appendix that sets
out technical comments on certain other provisions of the bill.

STRS strongly supports the provisions of Section 306 of S. 2901 that are designed
to simplify the application of the section 415 limitations to public plans and to
permit governmental employers to establish nonqualified excess benefit plans on the
same basis that is now available to private sector employers.

Of greatest significance to STRS are the provisions of S. 2901 that would modify
the section 415 limitations. The application to governmental plans of these complex
limitations, which were designed primarily to prevent abuses in the private sector,
has been an almost constant source of problems for public plans, and STRS has been
no exception. We applaud the efforts of the co-sponsors and this subcommittee to
alleviate the difficulties we have encountered in complying with the existing section
415 limitations.

We believe that strong policy reasons support exempting governmental plans,
many of which cover thousands of relatively low paid public servants, from certain
of the provisions of section 415 that are applicable to plans maintained by corpora-
tions and other taxable business entities.

First, subjecting governmental plans to the full range of section 415 limitations is
not warranted by the underlying rationale behind section 415. Section 415 was de-
signed to prevent wealthy, highly compensated individuals from building up huge
tax sheltered and tax deferred balances in retirement plans, beyond their reasona-
ble needs for retirement. At its heart, section 415 is an anti-abuse provision.

The kinds of abuses that the section 415 limitations were designed to prevent are,
for the most part, not present in governmental plans:

* There is little opportunity in most governmental plans for the relatively few
highly compensated employees to accumulate a benefit wholly disproportionate to
their reasonable retirement-needs (that is, to misuse the system for tax avoidance
purposes). Governmental plans, by definition, are sponsored and maintained by a
state or local government, having its own constitutional prerequisites, regulatory
apparatus and voter accountability. Given such constraints, there is little chance
that the abuses at which section 415 is aimed can develop.

s In the case of STRS, benefits are prescribed by statutes enacted by the state
legislature. The ability of the plan to provide disproportionate benefits is obviously
constrained by the political realities inherent in having to raise state and local
taxes to pay for the benefits.

0 STU is subject to a constitutional prohibition against reducing benefits and
therefore has much less flexibility to change its benefit structure to comply with
changes in the section 415 limits than does a private plan.

• Governmental employers, including those that make contributions to STRS, re-
ceive no tax benefit from deductibility of contributions, unlike private employers
who enjoy a significant tax subsidy for retirement plan contributions. Thus, revenue
considerations underlying recent changes to section .415 are of less significance in
the public plan arena.

* Unlike private sector employees, STRS members do not receive social security
benefits, by virtue of their employment as public school employees, as a supplement
to their pensions and personal savings. Thus, a reduction in the level of benefits as
a result of the section 415 limitations places an even greater burden on STRS retir-
ees and disabilitants than would be true of private sector employees.

In summary, STRS, like other public plans, is subject to considerable scrutiny by
other state agencies and, ultimately, the voters, in fixing the level of benefits that
will be paid. The tax benefits provided to private plans are far less significant in the

37-443 - 91 - 7
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case of a public plan like STRS. Accordingly, the potential for abuse that section 415
was designed to eliminate is largely nonexistent in governmental plans, and applica-
tion of the full range of section 415 limitations to such plans is unjustified.

Second, the existing limitations on defined benefit plans under section 415 have
caused considerable problems for governmental plans and for STRS in particular.
STRS has made substantial efforts to comply with section 415. STRS sought and ob-
tained state legislative action to amend the plan to comply with 1986 tax law
changes and to elect the special grandfather provision of section 415(bX10). As a con-
sequence, STRS is not eligible to make use of the special governmental plan provi-
sions in section 415(b)82XF) (preserving pre-1986 rules on reducing the dollar limita-
tion for early commencement of benefits) with respect to participants joining the
plan after 1989. Even after this action, however, compliance with the existing sec-
tion 415 rules continues to create significant problems for STRS, in areas that do
not involve the abusive situations that section 415 was enacted to prevent.

Two specific problems exist for STRS under current section 415, both of which are
centered on the combination of (i the 100% of compensation limitation, (ii) the defi-
nition of compensation for section .15 purposes (that excludes certain nontaxable
compensation), iii, the actuarial reduction in the S90,000 limitation on account of
early payment of benefits, and (iv) the ten-year phase-in of the limitations for new
employees.

First, the application of the 100% limitation, without including income deferrals
under sections 402(a)(8), 403(b) and 457, elective cafeteria plan benefits under section
125 and employer pickups under section 414(h), can significantly reduce even rela-
tively small pensions payable to members with long periods of public service.

By way of example, STRS has about 300,000 active members. Last year, about
6,800 of those members retired, at an average final compensation of about $31,500.
Over 800 of those members (12%) had in excess of 35 years of service with STRS,
which would qualify them for a retirement allowance of 70% or greater. Given the
high degree of likelihood that man), of those individuals either had a second source
of income (from a spouse's earnings) or had reached a stage in life where family
financial obligations are reduced, it is quite likely that many of them were in a posi-
tion to defer compensation as a means of saving for retirement, or to elect nontax-
able forms of benefits, under the various provibions of the Code that apply to such
elections.

Given the existing exclusion of the nontaxable amounts from the definition of
compensation for section 415 purposes (but not for general benefit computation pur-
poses under the plan) and the leveling effect of the three-year high average compen-
sation used for purposes of section 415(b), it is easily seen that many of these rela-
tively low-paid, high service retirees would be adversely affected by the existing
100% of compensation limitation. Yet, this action would be taken to reduce benefits
to those who, in 1989, would otherwise have received an average retirement allow-
ance of about $31,500 under the terms of the plan. This clearly is not the abusive
situation that section 415 was intended to prevent.

Amending the limitations as proposed in S. 2901 would eliminate this problem,
because the 100% of compensation limit would no longer apply. Therefore, we
strongly support this provision of the bill.

Second, the existing limitations can cause serious reductions and create substan-
tial hardship on employees and their beneficiaries in reducing disability and death
benefits that would otherwise be payable under the plan. Because these benefits are
payable well before an individual reaches normal retirement age, the reduction in
the dollar limitation when the benefit begins early can cause a substantial reduc-
tion in the amounts that would otherwise be payable to a disabled employee, or to
the beneficiaries of a deceased employee.

Governmental plans, like STRS, are somewhat unique in providing substantial
disability and death benefits as a part of a qualified retirement plan. In many cases,
this serves to replace some of the workers compensation, social security disability
and long term disability benefits that are available to private sector employees. As a
consequence, the STR benefits are subject to the section 415 limitations, whereas
comparable benefits provided to employees in the private sector are not. Again, this
appears to be an unintended effect of the section 415 limits and clearly does not
involve an abusive situation.

Amending the section 415 limitations applicable to disability and death benefits,
as proposed in the bill, would eliminate this problem and would put STRS and other
governmental plans on an even footing with private sector employers (which provide
analogous benefits outside their qualified plans, on a tax-deferred basis).

Accordingly, STRS strongly supports the provisions of S. 2901 that simplify and
rationalize the section 415 limitations on governmental plan benefits.



One technical! revision that S'IS would present for the subcom'mittee's further
consideration is the issue of the continued effect of the section 4157bH It grandfa-
ther election under the bill As was mentioned above, the California legislature
amended the STRS plan and adopted the grandfather rule. with the effect that
STRS is subject to the private plan rules on reduction (if the dollar limitation for
e arlv comrenceintnt of benefits The subcommittee should consider including a pro-
vision in the bill that wuld permit governmental plans to revoke existing section
415(bt 1l elections. so thnt such plans would be treated the same as other govern.
mental plans after enactment of the bill Againi, STRS feels that it has made sub-
stantial, good faith efforts to comply with existing section 11. and that its members
should not be disadvantaged, "is compared with other governmental employees, as i
result of those efforts.

STRS also supports the provisions of the bill that would permit governmental en-
tities to provide nonqualified excess benefit plans on the same basis that such plans
are provided in the private sector. Such plans would provide staie and local govern
ments with needed flexibilityv to provide benefits In excess of the s,:ction 11-7 limits,
to the extent necessary to attract and retain highly qualified employees

In conclusion, STRS strongly supports the provisions of the bill that are applica-
ble to governmental plans. In the Appendix, we have also made a number of techni-
cal comments on certain other provisions of the bill, for the subcommittee's consid-
eration.

STATEMENT OF ENMIoYERS ('OUNCE I. ON FIxEiii.E CoNiiENSATION

Mr. Chairman, my name is John N. Erlenborn and I am testifying on behalf of
the Employers Council on Flexible Compensation iECFC) in support of S. 2901, the
"Employee Benefits Simplification Act."

The ECFC is a non-profit membership association founded in 1981. The over 400
members of ECFC are plan sponsors of cafeteria and 401ki plans and the leading
actuarial, insurance and accounting firms which design and administer flexible
plans.

Mr. Chairman, I am a partner in the Washington, D.C. office of Seyfarth, Shaw,
Fairweather & Geraidson, a national law firm, and I specialize in employee benefit
matters. During my 20 yeais in Congress, I served on the House of Representatives
Committee on Education and Labor. I helped draft the Employee Retirement
Income Security Act of 1974 (ERISA) and managed the bill creating ERISA in the
House and in the Senate-House Conference Committee.

Mr. Chairman, in the years since the enactment of ERISA, many changes have
been made in the law applicable to employee benefit plans. All too many of these
measures have introduced additional complexity in the tax Code. The frequency of
this legislation and the resulting complexity have proven to be a deterrent to the
establishment and maintenance of pension plans. We applaud you and your cospon-
sors for recognizing this fact and proposing S. 2901 in an attempt to remove unnec-
essary layers of rules. The result will be a significant reduction in time and money
spent in administering pension plans and an increase in the availability of these
plans to America's workers.

Plans sponsored by both large and small employers will benefit from this simplifi-
cation, but the need is most acute among small employers. Approximately one half
of the private workforce now enjoys participation in an employer sponsored, tax
qualified pension plan. The uncovered portion of the workforce is highly concent;ut-
ed among those employed by small businesses. These employers are discouraged
from adopting tax favored pension plans by the complexity of the tax Code and the
frequent changes requiring expenditures for professional services. Peeling away
layers of complexity will encourage more employers to provide tax qualified pension
plans to their employees, thus enlarging the percentage of employees who will have
enhanced security in their post employment years.

Although ECFC is in support of the various aspects of simplification incorporated
in S. 2901, we would like to focus our remarks today on the proposed changes in the
nondiscrimination tests contained in §401(k) of the tax code. This section, providing
for cash or deferred arrangements (CODAs), was enacted in 1978 and was not the
subject of much attention for the next few years. Upon the publication of the regu-
lations implementing §401(k), the advantages of funding plans with employee elec-
tive salary deferrals and employer matching contributions became apparent and
within a short time §401(k) plans were adopted by a significant number of employ-
ers.
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Employees welcomed the opportunity to participate in these plans for many rea-
sons, among them the advantages afforded by investing pretax contributions in a
plan that provided tax free compounding of investment earnings. Many plans allow
a choice of investment vehicles which provides an opportunity for self directed in-
vestment by participants. Finally, these plans with separate accounts for partici-
pants provide the portability that is not available in defined benefit plans.

The rapid growth of §401(k) plans and the resultant tax revenue deferral prompt-
ed the Administration to recommend, and the Congress to enact, rectraints on the
future use of these plans in the Tax Reform Act of 1986 (TRA '86). The additional
complexities introduced in this section by TRA '86 have proven to be especially dis-
ruptive. TRA '86 reduced the permitted disparity between contributions by highly
and nonhighly comperisated employees. TRA '86 also placed a separate dollar limita-
tion on annual elective deferrals of $7,000, indexed ($7,979 for 1990). The prior limi-
tation was the Section 415 defined contribution limitation of $30,000. This new
annual elective deferral limitation obviates to a great degree the need for nondis-
crimination tests based upon actual utilization of the 401(k) cash or deferred ar-
rangement (CODA) since the CODA represents only a small percentage of the over-
all defined contribution limit.

TRA '86 also added §401(m) with a new set of rules (and, therefore, an additional
layer of testing and increased complexity) for matching contributions and after tax
employee contributions. The principal source of administrative difficulty and ex-
pense is the need to monitor elective deferrals throughout the plan year and apply a
formula to determine the allowable salary deferral for highly compensated employ-
ees based upon the deferrals elected by the nonhighly compensated. It is not until
the close of the plan year that the plan administrator knows with certainty which
employees are classified as highly compensated and what the salary deferrals for
each class have been. At this point many plans fail the so-called "nondiscrimina-
tion" test and deferrals of the highly compensated may have to be refunded or re-
classified as after tax contributions.

This collecting of data and repeated testing is reminiscent of the infamous §89
wl- ich wa- repealed by Congress last year. The lesson to be learned from that expe-
rience is that employee benefit plans that are designed to be available and fair to
both highly and nonhighly compensated employees should not be branded as dis-
criminatory. It has been recognized in our past experience with §401(k) plans that a
fairly generous employer matching contribution and communicating the terms of
the plan tend to get nonhighly compensated employees to participate and salary
defer.

S. 2901 recognizes the realities and provides alternative safe harbors based upon
either a minimum matching contribution, or a 3 percent of compensation non-
matching conti ibution, together with a requirement for communicating the terms of
the plan. Plans with these generous matching provisions should not be considered
discriminatory regardless of the actual participation by employees.

Often the average age of the workforce, employee turnover and other factors
beyond the control of the sponsoring employer have more impact on the actual par-
ticipation of nonhighly compensated employees than anything the employer may be
able to do to make the plan attractive to them. I have been told of an instance
where two employers in the same line of business, with almost identical plans and
the same benefits consultant designing the communications, have had diverse re-
sults in participation. In the case of the employer who had been in business longer
and had an older more stable workforce, the plan had a high degree of participation
by the nonhighly compensated. The younger business with a younger workforce did
not. This kind of result is illustrative of why participation should not be the criteria
upon which the law bases the test for discrimination.

The §401(k) and §401(m) rules as enacted in TRA '86 applied to the then author-
ized but not then operating Federal Thrift Savings Plan (TSP), a cash or deferred
arrangement. As Federal employees began to make decisions relative to participa-
tion and salary deferral, it became apparent that the nondiscrimination provisions
of §401(k) would severely limit the deferrals allowed to be made by highly compen-
sated Federal employees. Congress, in its wisdom, exempted the TSP from the non-
discrimination rules, observing that the plan by design was not discriminatory rela-
tive to the nonhighly compensated.

Mr. Chairman, we agree that a plan, such as the Federal TSP, which is designed
to be available to all nonhighly as well as highly compensated employees on the
same basis, is not and should not be treated as discriminatory. Therefore, the inclu-
sion in S. 2901-of alternative, safe harbor, design based tests under §§401(k) and
401(m) is justified and will provide equality of treatment between private Fector
plans and the Federal plan.
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The bill (S. 2901) would simplify the definition of highly compensated and provide
a new definition of compensation,. These changes together with the new safe harbor
provisions will allow employers to design a qualified plan that will not require the
administrative expense and uncertainty of participation testing. For other plans
which will be subject to testing, the other provisions of the bill will provide greater
certainty and ease of administration which will be most helpful to them.

S. 2901 does not provide a solution to all of the problems of complexity with which
employers and plan administrators are confronted. It is a giant step in that direc-
tion and its enactment will help to extend qualified pension plan benefits to a larger
segment of the workforce in years to come. Senator David Pryor and Representative
Rod Chandler, his counterpart as principal sponsor in the House of Representatives,
and all of the cosponsors of these bills are to be commended. We look forward to
working with you in efforts to see that the bill's provisions are enacted at the earl;-
est possible time.
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7he !k-L.i.able David H. Pryor
267 SRM
Washington, D.C. 20510-0402 RE: The :Ni' ietir(rvnt Bnefits

Sirplificatlcn Act of 1990 (S. 2902)

Dear Senator Pryor:

Retirement penslens and benefits for the tpiscqal .ijch's clergy, lay employees, ared their
fairales are provided for in plans of The Church Perzicn Pund and Affiliates, the Church's Officia.
Agencies for pensions and benefits. COir Clery Plan (retix-15-unt pensicsis only) is a lcng-
established §401(a) church plan; -ur several other plans aLso are duly qualified church planis.-

The Episcopal churchh and The Church Pension Funo strongly support The Church etarement Benefits
Simplification Act of 1990. This Js lan~rark legislation for us. It brings much needed, long
overdue sirplification and iruxtant clarificaticn to present church retirement pension law; it
resolves other aspects of that law which are giving many churches great conceni.

Its cornerstone, for plans such as ours, is that it carves out a special niche in the code, the
proposed new -401A ("Qualified Church Plan") with simple rules for qualified church retirrernt
plans. Specific code provisions will spell cut the retirement pension rules for churches
(especially 9401A) and smTplify many of these rules. Future legislation peculiarly appropriate
for retirement plans of secular employers will not i pact church retirement plans. This Act, and
§401A, are of great importance to us here. Our Bishop A.D. Stewart plans to so testify on A. 3rd.

The Act's other major result is bringing workable consistency to coverage and related rules that
presently apply to church retirement plans. Believe it or not, rules now applicable to retirement
income account plans under §403(b) (9) are sigruficantly different fron rules applicable to §401(a)
plans such as cur Clergy Plan. S. 2902 applies the same rules to all plans. Otherwise, present
law is a Procrustean Bed for some dencminaticms, due to the extensive variety and complexities of
church polities, naticmwide. The Act it-s all church plans on a level playing field in that regard

This proposed legislation is a consensus arrived at in acer three years of delLbrerations by the
Church Alliance - all the mainline Jewish and Protestant denamunations. It is, in their view and
my own, revenue neutral. We here have worked long and closely with the Church Alliance. We here
believe the Act has the support of the Catholic Oaurch. Respectfully, it is what the churches
find is necessary in the tax code as to church retirement plans. The Episccpal Church and other
denasinaticns will be able to stop worrying about the many campl . ities we all now face. This,
at least indirectly, benefits same 261,000 clergy and 114,000 lay workers of the Jewish and
Protestant faiths - denominaticns cxmprising some 66,000,000 churchmren, nation-, at a minzum.

Your understanding and intiative in introducing the Act are very much appreciated here at 7be
Fund and by the Church we ser.te. T have such appreciated, also, the invaluable help received from
Jeff Trinca of your staff in this comnection. If there is any way in which I or any of us can be
of further assistance to you you have but to call uo me. I am, believe me,

Ve t s" K
RAR:m3k 101 /7 A n
cc: 1. The Most Rev. Edmond lee Brtmsng, D.D., The Presiding Bishop

2. Mr. Pobeft ds (dwairran, cPF), 3. The Rt. Rev. William A. Beckham, D
pscopal Church (Vice Chairman, CPFJ
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STATEMENT OF
THE ERISA INDUSTRY COMMITTEE

ERtc

The ERISA Industry Committee (ERIC) is an association of over 125 major corporations. ERIC
represents a broad cross-section of major American employers that collectively maintain comprehensive
benefit plans for over 25 miifion employees and dependents, Thus, ERIC has a vital interest in legislation
affecting the maintenance and operation of voluntary employer-provided benefit plans.

We appreciate the opportunity to present our views on S.2901, The Employee Benefits
Simplification Act, and we appreciate the support of Chairman Pryor and the Subcommittee for
er~ployer-sponsored plans We look forward to continuing to work with you,

The comments that follow are based on a Dreliminary review of S.2901 by our members. Our
members' preliminary efforts have seen to evaluate the bill In light of the guidelines for simplification that
we presented in our testimony before the Subcommittee on March 23, 1990, and that are summarized in
the General Comments below; to assess the Impact of the bill on their current plans; and to determine
the bill's impact on changes in plan structures now being made to conform plans to the Tax Reform Act
of 1986 and other recent amendments to benefits law.

GENERAL COMMENT,

We have strong reservations about broad-based pension simplification at this time. Our
reservations are based on the constant changes In plans required by the overwhelming volume of
pension legislation in recent years, on the condition that any benefits legislation be crafted so that it
does not Increase revenue expenditures, and on the frequent Inclusion In simplification proposals of
theoretically simple amendments that impose rigid constraints on plan design. Experience has shown
that simplistic design requirements often lead to complex, Impractical, and unpopular results in the
workplace. Moreover, we are concerned that many recent amendments requiring substantive changes
have provided little or no lead time for employers to comply or employees to adjust.

The laws governing pension plans have been changed on an almost annual basis over the past
decade. Additional change, even ff It seems to simplify the Internal Revenue Code, often Is complex In
application. New legislation likely will require employers once again to revise their record keeping and
data collection systems and to re-test their plans for compliance with new legal standards More
troubling, *simplification' can require employers again to redesign their plans.

These problems are more than mere Inconveniences. Providing a stable reirement Income to
employees requires long-term planning Constant change exacerbates the gridlock that has brought
defined benefit plan growth to a halt and threatens the expansion 0A coverage under all forms of
retirement Dans. In many cases, employers and employees may actually be better off with current law,
even if current law appears more complex.

Constant change is costly. Each revision required In computer systems, administrative
-procedures, or plan design costs money that would be better spent on benefits Small and medium-
sized employers often drop their plans rather than pay attorneys' and consultants' fees for yet another
round of changes.

We realize that our concerns might appear to be Inconsistent with your goals. They are not.
Instead our concerns are based more on the question of whether this Is the right time to move forward,
on a desire to look carefully at the precise impact of each specific proposal to determine whether the
proposal truly simplifies compliance with the law, and on the possibility that revenue-raising proposals
and other non-simplification proposals might be Included In a final package approved by Congress.

Any proposed change in benefits law should be subject first to a careful analysis to determine
whether the proposal Is likely to enhance or diminish the benefits system. That analysis must Include
whether employers who provide benefits to their employees can comply with the proposed change
without disrupting the administration of their established benefit plans and whether they are given
sufficient time to put the change into effect.

We believe that, If Congress determines to reduce the burden on emDlovers and the confusion
amona employees In the benefits area. Congress should follow these guidelines:

* identify discrete areas (such as the leased employee rules) where simplification would
reduce the administrative and compliance burdens on plan sponsors, the Internal
Revenue Service, and the public wIthout Imposing rigid constraints on plan design;

* carefully consider the costs, Including the compliance costs, of Imposing any new rules
on employee benefit plans;

* reject proposals that would upset the retirement planning of employees, retirees, and
their families;
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reject proposals that are likely to curtail existing plans or discourage the formation of
new plans;

select more realistic effective dates for any new rules that aire enacted, and insist that the
Internal Revenue Service allow taxpayers to act on the bas' of a reasonable good faith
Interpretation of the law until a reasonable period of time after a complete set of final
regulations Is issued; and

insist that the Internal Revenue Service comply with the Administrative Procedure Act
when Issuing legislative regulations.

We believe that adherence to these guidelines will dramatically reduce the confusion,
uncertainty, and complexity that now envelope the administration of employee benefit plans and that
discourage employers from establishing plans for their employees. In our view, some of the provisions
of S.2901 meet these guidelines; others do not.

Our specific comments on the provisl.)ns of the bill follow. However, our comments are
preliminary and are made without the benefi'L of revenue estimates In our view, a worthwhile proposal
may no longer be supportable if It becomes clear during th6 legislative process that the provision will be
coupled with restrictive, revenue-raising amendments.

SPECIFIC COMMENTS ON S.2901

SECT1ON 101 - DERNITiON OF HIGHLY ",OMPENSA'IED: Section 101 eliminates the $75,000 test, the
20% test, the officers test, and the family member aggregation rules that apply to the 10 most highly
compensated employees.

A. Elimination of the $75,000 test and the officers test and the restriction of the family
member aggregation rules to 5% owners will simplify plan administration for major plan sponsors. We
support these revisions.

B. On the other hand, we believe that eliminat'bn of the provision of current law that
generally limits the highly compensated group to employees in the top 20% of the payroll typifies the
type of arbitrary change that has caused confusion and consternation In recent years.

Employers that now use the 20% rule to define their highly compensated employees will
not know whether their plans will meet the Internal Revenue Code's qualification standards under the
revised definition. Depending on the characteristics of the employer's workforce and its benefit plans,
the elimination of the 20% rule can cause an employer's plans that now qualify un4d,_,.he Internal
Revenue Code's nondiscrimination and coverage rules to fail these tests.

Employers already are revising their data collection systems and testing their plans this
year In accordance with the 380 pages of newly proposed nondiscrimination regulations under I.R.C.
1404(a)(4) and related provisions. Since further clarifications regarding these regulations are expected
from the Internal Revenue Service this year and final regulations will not be issued for some time, this
process dearly will continue Into next year and perhaps Into 1992. Under the bill, plans using the 20%
rule either must change In midstream or start the process all over again in 1992. If the results are
unfavorable, radical plan changes could be required.

We se no reason to subject plans to this possibility.

C. In addition, elimination of the 20% rule In favor of a single $50,000 threshold means that
an employer with high average wages will have an unreasonably large percentage of its workforce
classified as highly compensated employees. For example, one ERIC member with over 100,000
employees reports that nearly 50% of its workforce will be treated as highly compensated under the bill.
For employees eeming over $50,000 but not In the top 20% of the payroll, contributions to savings plans
could be cut back. These employees will view the change as arbitrary and unfair.

A simpler aftemative might be to Increase the $50,000 threshold to a level that is more
realistic In today's economy (e.g., at least $75,000). Given the current budgetary constraints, however, it
would be preferable to retain the 20% rule (and the companion excludable employee rule In I.R.C.
§414(q)(8)) until such time as a more realistic compensation threshold for highly compensated
employees can be established.

D. Current law already permits employers with geographically dispersed operations to elect
to use a single $50,000 threshold to identify their highly compensated employees. M I.R.C.
1414(q)(12). Thus, for many employers, the bill does not provide a rule that Is any simpler than what is
already available under current law.
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A preferable and less disrupllve alternative to the bill's provisions would be to allow any
employer to elect to use the single $50,000 threshold to Identify Its highly compensated employees,
without regard to the geographic dispersion requirement of current law.

E. Under the proposed amendment, It also is undeK vether the Indexing of the $50,000
amount that already has occurred under current law would be preserved. The explanation
accompanying the bill Indicates that the drafters Intended to preserve the previous Indexing; however,
similar statutory language In I.RC. 401(a)(17) did not result In Indexation of the $200,000 limit In that
section until 1990 (one year after section 401(a)(17) became effective). Je Prop. Treas Reg
11.401 (a) (17)-1 (a).

F. If amendments to the defnition of highly compensated employees are enacted, the
Jaruay 1, 1992, effective date of the pro.ion simply does not prvkvie s.'ccient time for plans to adjust
to yet another change

ETON 10? - DEFINION OF (COMPFNSATION Under Section 102, the general definitions of
compensation under I R.Ct.414(s) and 415(c) are changed to 'wages shown on the W-2 form' or 'base
pay'.

A ERIC strongly opposes this change. Regulations Issued by the Internal Revenue Service
in May of this year have been favorably received and have provided much-needed stability In this area
By contrast, S.2901 would compel many employers to after their plans' definitions of compensation to
conform to the provisions of the bill. Many employers again wal be faced with changing their plans'
benefit formulas; communicating to employees changes In long-standing plan provisions; revising their
data collection systems; and restructuring their plans.

B. The provisions of the bilt apparently apply retroactively with respect to former employees
who are classified as highly compensated former employees under I.R.C. 1414(q)(9). This will require
employers to reconstruct compensation data for all former employees In order to determine if they are
classified as highly compensated using the new definition of compensation. In many cases this will have
to be done manually, since the data no longer will be available on computer. In other cases it will be
Impossible, since the necessary data no longer exist.

C. The option under the bil to use *base pay" Instead of W-2 compensation Is confusing
The explanation of the bill defines base pay by referring to the regulations under I.R.C. 1414(s) recently
Issued by the Internal Revenue Service. These regulations, however, do not define base pay. Moreover,
although the statement accompanying the bill Indicates that the use of base pay Is subject to an
undefined nondiscrimination standard, the bill Itself does not Impose a nondiscrimination standard.

l the Intent of the provision regarding base pay Is to authorize the use of alternative
definitions of compensation as is currently permitted under I.R.C. 1414(s)(3), then the reason for the
amendment made by the bill Is unclear. If base pay Is intended to mean something different from the
options provided under current law, then employers wil be left completely In the dark as to the actual
Impact of the amendment until new regulations are promulgated. New regulations are not likely to be
available by the effective date In the bill, exacerbating the gridlock already choking the system.

D. In summary, we believe the change Is unwarranted and will cause more complexity In
application than current law.

SECTION 103 - MODIFICATIONS OF CT-OIF-IING ADJUSTMENTS: Section 103 provides that
cost-of-living adjustments in the I.R.C. J415 limitations on contributions and benefits will be based on
third quarter (September 30) data rather than on fourth quarter (December 31) data and provides that
the resulting dollar limits will be rounded to the nearest $1,000.

A. Basing the cost-of-liMng adjustments on third quarter data and rounding the dollar limits
to the nearest $1,000 will simplify both plan administration and communications with employees. We
support this provision as It Is presented In S.2901.

SECTION 104 - MODIFICATION OF MINIMUM PARTICIPATION REQUIREMENTS: Section 104 limits the
application of the minimum participation rule In I.R.C. QI401(a)(26) to defined benefit plans and reduces
the 50-employee requirement to 25 employees.

A. The newly proposed I.RS. regulations Issued under $01(a)(26) appear to solve most of
the problems that the previously proposed regulations had created. However, S.2901 would further
simplify compliance with 1401(a)(26).



195

SECTION 105 - NONDISCRIMINATION RULES FOR QUALUFIED CASH OR DEFERRED

ARRANGEMENTS AND MATCHING CONTRIBUTIONS Section 105 of the bill provides design-based
safe-harbors whereby plans may satisfy the actual deferral percentage (ADP) test and the actual
contribution percentage (ACP) test of IR.C. 401(k) and (m) without reliance on annual testing The bill
also changes the order In which excess deferrals and excess contributions are distributed from first
distributing funds to employees with the highest deferral and contribution percentage to first distributing
funds to employees with the highcst dollar amounts of deferrals or contributions.

A. The proposed legislation correctly identifies the ADP and ACP rules as one of the more
complex testing procedures required under current law. The safe harbor In the legislation is Itself
complex, and we have not, therefore, been able to evaluate It fully as of this date. We have the following
initial comments:

B The provisions In the bill limiting the rate of matching contributions for highly
compensated employees appear to be technically flawed. For example, the language In the bill requires
matching contributions for each individual highly compensated employee to be compared with matching
contributions for each Individual nonhighly compensated employee. Se i40! (k)(11)(B)(ii) and
1401(m)(10)(B)(iii). This is an operational test, not a safe-harbor based on plan design. As drafted,
these provisions preclude any matching contributions for highly compensated employees If a single
nonhighly compensated employee chooses not to contribute to the plan. In addition, the bill Incorrectly
refers to the level or amount of the employer's matching contributions instead of the rat at which the
employer makes matching contributions.

C. Changing the order of distributions of excess deferrals and contributions from the
highest percentage of deferrals and contributions to the highest dollar amounts may be a worthwhile
change, but is not simplification It substitutes one complex rule for another and will require yet another
round of changes In employers' data processing systems and re-education of employees. Moreover,
unlike the safe harbors discussed above, this provision Is not optional. It will apply to all 401 (k) and
401 (m) plans. Thus, the proposed January 1, 1991, effective date Is completely unrealistic.

D. Although the bill does not reduce the $7,000 (indexed) limit on 401(k) deferrals, we are
concerned that amendments to the ADP test could result, during further consideration of the bill, In a
revenue-driven reduction in the $7.000 limit. We decidedly prefer the current rules to a reduction in the
$7,000 limit and would oppose any reduction in this limit.

SECTION 201 - TAXABIUTY OF BENEFCIARY OF EMPLOYEES' TRUST: Section 201 of the bill
liberalizes rollover rules for distributions from qualified plans and eliminates 5-year averaging beginning
January 1, 1991. The section also preserves 10-year averaging, as under the Tax Reform Act of 1986,
for Individuals who attained age 50 before January 1, 1986, and retains current law treatment for net
unrealized appreciation on employer securities.

A. While we support liberalization of the complex rollover riles, we do not support the
concurrent and precipitous elimination of 5-year averaging. We recognize that some practitioners and
policy makers argue that averaging has less value under the current tax rate structure than It did under
the pre-1986 Act structure and that many employees already rol over their distributions to Individual
Retirement Accounts instead of utilizing 5-year averaging. For an Indivdual who Intends to retire within
the next few years, however, and who has planned his or her retirement savings with the Intent of taking
a lump-sum distribution, this amendment will be disruptive and could result In the loss of thousands of
dollars of retirement savings. This is the type of precipitous change that has drastically reduced
employee confidence in the pension system and employer Interest in providing pension plans. If this
amendment Is enacted, we believe it is Imperative that a long lead time, similar to that provided for 10-
year averaging under the 1986 Act, be provided.

B. For similar reasons, we also strongly support the bill's maintenance of the 1986 Act
provisions for 10-year averaging and the current treatment of net unrealized appreciation on employer
securities. Emlovees have a right tO expect the government to provide stable rules for their long-term
savings arrancement*.

C. While the Intent of the legislation is to retain the 1986 Act provisions for 10-year
averaging and current treatment of net unrealized appreciation, 1201(b)(43) of the bill repeals the "5-
times" rule for lump sum distributions. Under the '5-times' rule, the $150,000 (Indexed) threshold for the
15% excise tax on large distributions Is multiplied by 5. The 5.t1rnes rule should be retained.

SECTION 202 - QUALIFIED PLANS MUST PROVIDE TRANSFERS OF CERTAIN DISTRIU1ONS TO
OTER PLAN, Section 202 requires a distribution exceeding $500 and made before age 55 to be
rolled over to an IRA or other qualified plan unless it qualifies for ot~e of a limited number of exceptions.

A. We oppose this provision. The provision does not simplify pension law. Instead it
Imposes a new policy that may result in complex regulation and certainly will require massive re-
education of employees. Much of the recent complexity In pension law stems from the fact that every



196

year Congress has passed legislation Imposing a new vision of what the pension system ought to look
like. This provision clearly helps to create the problem that the bill seeks to solve.

B We are concerned that the mandatory transfer provision will expose employers to the
risk of substantial additional litigation. Employees who are disappointed with the IRA's Investment
performance might Institute litigation against the employer for choosing a transferee IRA that has not
performed as well as the employees believe t should have.

SECTION 203 - REQUIRED DISTRIBUlTONS FROM QUAIFIED PLANS Section 203 changes the agp
at which mandatory distributions are required under I.R.C. 1401(a)(9) from age 70, to age 70. In
addition, section 203 requires a plan to begin making distribution to a 70-year-old employee " - has
not yet retired only if the employee is a 5% owner. For employees who are not 5% owners, the
provision requires an actuarial increase In an employee's accrued benefit if the employee works beyond
age 70.

A. The limitations on the application of the mandatory distribution rules would help to
reduce administrative complexity while targeting the provision to the circumstances that Congress was
concerned about when It amended the mandatory distribution rules. The current distribution rules make
little sense to employees, and this amendrnt wi make more sense to them.

B. The bill should clarify the relationship between the new actuarial Increase requirement
and the post-age-65 accrual requirement In I.R.C. *411(b)(1)(H) to assure that an employee who works
beyond age 70 Is not entitled to receive both an actuarial Increase and additional benefit accruals.

SECTION 301 - TREATMENT OF LEASED EMPLOYEES: Section 301 replaces the historically
performed' test of current law with a control test. The amendment Is similar to an amendiment that the
Senate approved In 1989,

A. ERIC strongly supports passage of legislation to modify the current law leased employee
rules by replacing the historically performed test with a control test. Current law is both overreaching In
scope and incomprehensible in practice. We emphatically believe that this change should be enacted at
the earliest possible time.

SECTION 302 - EUMINATION OF HALF-YEAR REQU.REMENTS: Section 302 changes age 591 to age
59 and age 70w to age 70 wherever they appear.

A. The amendment requires changes In plan administration and notification of employees
The proposed January 1, 1991, effective dale does not provide the necessary lead time for compliance.

SECTION 3T. - VOUNTARY EMPLOYEES' DENEFICLARY ASSOCIATIONS: Section 305 provides that
employers will be treated as though they are affiliated, for purposes of the regulations under I.R.C.
S501 (c)(9), if they (1) are In the same line of business, (2) act jointly to perform tasks that are Integral to
the activities of each of the employers, and (3) act jointly to such extent that the maintenance of a
voluntary employees' beneficiary association Is not a major part of the employers' joint activities.

A. The amendment should be clarified to make clear that employers that are considered
affiliated under existing law wilt not be subject to the bill's new requirements. For example, the members
of a controlled group of corporations or other related entities should not fail to be treated as affiliated
simply because they do not meet the requirements Imposed by the bill.

SECTION 311 - DATE FOR ADOPTION OF PLAN AMENDMENTS: Section 310 provides that plan
amendments required under the bill need not be made before January 1. 1992, if the plan Is operated In
accordance with changes required by the bl.

A. While this provision Is welcome. t underscores the fact that the bill requires plan
amendments almost Immediately after most employers have just finished amending their plans to
conform to previous changes In the law. In order to make the changes In their plans and plan
administration that the bill requires, major employers will be required to spend money that otherwise
could have been spent In providing benefits to employees. Many small and medium-sized employers
may simply terminate their plans rather than pay for yet another round of plan amendments. Rejecting
unnecessary amendments and, where amendments are needed, providing more realistic effective dates
would be a far better solution.

B. The provision should also be amended to provide delayed effective dates for collectively
bargained plans until the expiration of the last-to-expIre of the bargaining agreements In effect when the
bill is enacted. Of course, the effective date for colectivey bargained plans should not be earlier than the
effective date for nonbargained plans.
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STATEMENT OF THE ESOP ASSOCIATION

The ESOP Association expresses support for Senator Pryor's and his colleagues
efforts to simplify the general ERISA tax code provisions with the proposed bill S.
2901. The ESOP Association is a national non-profit association of nearly 2000 mem-
bers. It is headquartered at Suite 1207, 1100 17th Street, N.W., Washington, D.C.

Although there are many special rules in ERISA pertaining only to employee
stock ownership plans (ESOPs), ESOPs are ERISA plans. Thus, the complexity of
ERISA tax law provisions bedevil the ESOP company as much as any qualified plan
sponsor. Furthermore, evidence shws ESOP companies frequently sponsor other
ERISA plans, such as defined ben fit plans and Section 401(k) plans. We can all
rally behind Senator Pryor's legislation.

As to specifics, we note the following:

(1) The ESOP Association expresses support for his and his cosponsors' decision to
maintain, in essence, the current law treatment of the net unrealized appreciation
of employer securities distributed to plan participants or their beneficiaries.

We note with extreme dismay that the Treasury Department has taken the posi-
tion that the net unrealized appreciation (NUA) should be taxed at distribution.
Treasury glibly dismisses the potential unfairness of its position by stating the secu-
rities may be rolled over tax free. One, many qualified plans and IRA arrangement
will not accept employer securities in a rollover. Two, this Treasury statement does
not address the hardship of taxing a retired participant for income not realized.

The ESOP Association strongly believes that making an individual liquidate
assets to pay taxes is patently unfair.

We urge Senator Pryor and his committee colleagues not to follow the recommen-
dation of Treasury to tax the NUA gain of distributed employer securities distribut-
ed in a lump sum;

(2) We also comment that S. 2901's provision for mandatory trustee-to-trustee
transfers of plan distribution may create a difficult administration problem for
ESOPs and other plans that hold and distribute employer securities. Many IRA's
and plans will not accept employer securities. While we do not have a specific sug-
gestion for exempting ESOP distributions from the trustee-to-trustee transfer provi-
sions, this relief may be reasonable. It may also be possible to address the problem
by leaving the decision as a permissive one by the participant or beneficiary. In
other words, the trustee-to-trustee transfer would be subject to the participant's au-
thorization and thus permit a direct distribution to the participant in those situa-
tions where no plan is available to accept the employer securities;

Also, the trustee-to-trustee transfer has to be molded to the unique ESOP and
stock bonus "put" rules for distribution of employer securities that are not readily
tradable on a sto(k market. (Code Section 409(h). Note that the recipient of the em-
ployer securities that are not readily tradable, can "put" the securities back to the
plan sponsor, who has to buy, or repurchase" the stock at fair market value. This
, put" decision is usually exercised quickly, shortly after distribution; but the partic-

ipant may delay the "put" decision for just over one year from date of distribution.
A trustee-to-trustee transfer that overrides the employee's "put" power would be a
very negative blow to ensuring that the ESOP participant receives protection as to
his or her plan assets upon distribution of non-tradable stock; and

(3) We believe that the $50,000 per year of threshold definition of highly compen-
sated employees (HCE) is too low an amount. We would recommend a higher thresh-
old, perhaps as high as $80,000.

A very important ESOP provision is the ability to contribute 25% of payroll plus
interest under Code section 415(cX6), if no more than one-third of the employer con-
tribution iE allocated to HCE's.

In many regions of our nation, the pay of $50,000 is lower than that of skilled and
senior production line personnel, and low level management jobs. Certainly $50,000
is lower than many mid-level management personnel.

If the HCE definition is changed to a $50,000 threshold, it could adversely impact
the payment of ESOP debt of certain established ESOP companies because of a pre-
enactment debt retirement scheme utilizing the 415(cX6) provisions.

Once again, we salute your and your colleagues introduction of S. 2901, and look
forward to its enactment with minor modifications.

EVANGEUCAL LUTHERAN CHURCH IN AMERICA, BOARD OF PENSIONS,

Minneapolis, MN, Augus 1, 1990.

Hon. DAVID H. PRYOR,



198

U.S. Senate,
Washington, DC.

Re: The Church Benefits Simplification Act of 19.90

Dear Senator Pryor: I am writing to you for the purpose of expressing full support
for the Church Benefits simplification Act of 1990 (S. 2902) which you introduced
into the senate er July 25, 1990. I am pleased-that you have agreed to sponsor this
bill which will be of significant benefit to the Board of Pensions and the many
clergy and lay workers serving the Evangelical Lutheran Church in America.

I am President of the Board of Pensions of the Evangelical Lutheran Church in
America (ELCA). The Board of Pensions is a unit of the ELCA which manages the
pension, medical/dental, survivor and disability plans for the Church. The benefits
are provided to pastors, associates in ministry, and lay employees of the ELCA. The
Board of Pensions provides benefits to over 42,000 active or retired members and
beneficiaries through its various plans with assets totaling approximately two bil-
lion dollars.

The ELCA is the largest Lutheran church body in the United States, having been
formed in 1988 as the result of a merger between The American Lutheran Church
(ALC), the Association of Evangelical Lutheran Churches (AELC) and the Lutheran
Church in America (LCA). Approximately 11,000 congregations serve over 5.2 mil-
lion members through the pastoral services of 16,500 clergy members.

The Board of Pensions, as an active participant in the Church Alliance, whole-
heartedly supports the Church Benefits simplification Act of 1990. The Act makes
significant strides in modifying and simplifying the procedures which the Board of
Pensions must follow in administering a benefit program for this Church. While the
Board of Pensions recognizes the importance of al' of the provisions in the Church
Benefits Simplification Act, the following provisions are of particular importance to
the Board of Pensions:

1. Coveraae Rules. This provision will bring all of the ELCA-controlled or as-
sociated organizations (other than church hospitals, colleges and universities)
under the sare coverage and related rules that have historically applied to our
congregations and synods. This standardization of rules relating to pensions fa-
cilitates the provision of pension and other benefits to the employees of the
many camps, orphanages, nursing homes and other social service agencies that
make up a vital part of the overall ministry of our Church.

2. Ministers Participating in church Plans and Self-Employed and Other Min-
isters. A second significant improvement contained in the Act relates to provi-
sions that allow for ministers engaged in the exercise of their ministry to be
disregarded in testing the church plans in which they actually participate, as
well as the retirement and welfare plans of their employer, for compliance with
the coverage and related rules. Additionally, the legislation makes it clear that
self-employed ministers and other ministers who are employed in the exercise
of their ministry by secular employers will be permitted to participate in the
retirement and welfare benefit programs maintained by the Board of Pensions.
These provisions are particularly important to our clergy serving in specialized
ministries.' They facilitate the portability of pension and other benefit plans as
our ministers move from service in a congregation to other ministries such as a
hospital or prison chaplaincy. While the vast majority of our ministers serve in
the typical congregational setting, hundreds of them also serve in specialized
ministries throughout the world. This legislation will be significant in enabling
the Board of Pensions to continue to provide a comprehensive pension and
other benefit package for our chaplains, no matter where they are serving the
church.

- 3. Church Plans that Self-Annuitize Benefits in Pay Status. The Board of Pen-
sions of the ELCA like many other denominational church pension plans, self-
annuitize pension assets in order to provide a stream of annuity payments by
pooling all of the assets of retired individuals for mortality purposes. The Act
will allow the church pension boards to continue this practice.

In conclusion, Senator, on behalf of all of the many clergy, associates in ministry,
-and lay workers serving the Evangelical Lutheran Church in America throughout
the United States, I would like to thank you for your continuing effort and support
in sponsoring this important legislation.

Sincerely,
JOHN G. KAPANKE, President.
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STATEMENT OF GALLOP, JOHNSON & NEWMAN

We represent a number of organizations that contract with hospitals throughout
the United States to provide emergency medical coverage at the hospitals' emergen-
cy departments. This statement sets forth our concerns over the potential applica-
tion of existing and proposed employee leasing rules to the emergency medicine
physician practice.

Emergency Medicine Practice. Emergency medicine is a medical specialty that
has been recognized since the early 1970s. Many hospitals find it necessary to con-
tract for emergency medicine coverage with outside independent emergency medi-
cine physicians. The hospitals generally contract with independent organizations
who provide for the emergency medical coverage. This coverage may be for week-
ends, night shifts (6:00 p.m. to 6:00 a.m.) or on a full 24-hour-'-days a week basis.
This specialized practice is particularly beneficial to rural hospitals that many
times are other wiOe unable to obtain qualified emergency department coverage.
Greater usage is also occurring in urban hospitals. Most of these hospitals are Sec-
tion 501(c)(3) organizations, although some are for profit. In many instances, the
hospitals' cost of retaining 24-iiour emergency medical coverage through outside
emergency medicine physicians, including standby costs, is reimbursable through
Medicare.

After a contract with a hospital is obtained, the emergency medicine physician
provider organizations will contract with qualified emergency physicians to provide
the hospital with the emergency medical coverage. Many of these independent phy-
sicians provide emergency medical coverage through these organizations on a part-
time basis for multiple hospitals and their availability to provide such coverage may
be concentrated over a period of months, sporadically during the year, certain days
during the year, etc. These physicians typically have other medical practices inde-
pendent of their contractual obligations with the organization contracting with tne
hospital to provide emergency medical coverage. A much smaller group of independ-
ent emergency medicine physicians contract with these organizations on a full-time
basis, generally providing emergency medical coverage only at one hospital.

In contracting with an emergency medicine physician provider organization, the
independent emergency physicians are generally free to choose and change the
number of hours they want to work and what periods of time they want to work
within the times specified in the hospital contract. Emergency medicine physicians,
are usually paid a fee on an hourly basis because the nature of emergency medicine
rests upon having qualified physicians available, rather than the number of patients
seen or the amount of billings.

It is important to note that many of the organizations contracting with the hospi-
tal are not licensed to practice medicine and do not control how an emergency medi-
cine physician practices emergency medicine at a particular hospital. The contract-
ing hospital also does not control these physicians. At the hospitals, the physicians
are subject only to the rules and regulations required of all physicians, whether hos-
pital physicians or outside physicians providing medical services on the hospital
premises. These physicians are not entitled to participate in any of the hospital em-
ployee bnefit plans.

Emergency medicine physicians generally provide emergency medical. coverage 12
hours at a time. On an annual basis, most of these physicians would be classified as
highly compensated individuals under the tests for determining such status under
the Internal Revenue Code.

Impact of Employee Leasing Rules. Because of the nature of the emergency med-
icine practice, the employee leasing tax rules are of concern to the hospitals, the
contracting organizations, and the independent emergency medicine physicians.

Currently, Section 414(n) of the Code provides that an individual will be treated
as a leased employee of the service recipient for qualified plan purposes if (1) the
services are provided pursuant to an agreement between the recipient and "the leas-
ing organization," (2) such person has performed such services on a "substantially
full-time basis" for a period of at least one year, and (3) such services are of a type
historically performed, in the business field of the recipient, by employees.

The potential applicatior of the "substantially full-time basis" test and the "his-
torica)ly performed' test to emergency physicians is of concern. As a result of possi-
ble interpretations of these two tests, there is potentially significant uncertainty as
to the treatment of emergency medicine physicians vis-a-vis the hospitals (and the
organizations that contract with the hospitals to provide emergency medical cover-
age'. -

With respect to the substantially full-time basis test, given the unique nature of
the emergency medicine practice and its coverage requirements, it is possible that
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part-time independent emergency medicine physicians will sometimes provide suffi-
cient hours of coverage at a particular hospital to satisfy the hourly threshold set
forth in Treasury's proposed regulations, and thus come within the substantially
full-time basis test, although this generally can never be determined in advance. For
example, an independent emergency physician who provides just three 12-hour
shifts (6:00 p.m. to 6:00 a.m.) of coverage per week at a single hospital for each week
during a particular year would provide 1872 hours of coverage during the year (3 x
12 x 52). We think that all would agree that these physicians on an aggregate an-
nualized basis are highly compensated. However, because a physician may not be
within the class of highly compensated at a particular hospital under the existing
Code rules, we respectfully urge that this situation be addressed.

To clarify the part-time physician situation, the definition of highly compensated
should include an alternative hourly compensation test. This hourly compensation
test would include in the definition of highly compensated those individuals who
earn in excess of a specified amount per hour. Such a test would address part-time
situations that may exceed the hours of coverage threshold during a particular year.
For example, if the highly compensated annual threshold is $50,000, we would pro-
pose an hourly threshold of $25 per hour 1$50,000 divided by 2,000 hours). Thus, an
emergency physician who provides coverage at a fee of $25 or more per hour would
be highly compensated.

In addition to our concern over the "substantially full-time" component of Section
414(n;, we are also concerned about the "historically performed by employees" com-
ponent. While many hospitals historically have used independent contractors to pro-
vide emergency medical coverage, a small percentage of hospitals have used hospital
employee physicians and the "historically performed by employees" component of
Section 414(n) could be viewed as being satisfied.

The physician provider organizations, like other groups commenting on the leased
employee proposal, were not initially concerned about the "historically performed"
test in Section 414(n) because of the historic practice of treating emergency depart-
ment physicians as independent contractors. However, in August 1987, the Internal
Revenue Service issued proposed regulations providing very broad rules that go far
beyond the scope and intent of Section 414(n). We understand that at the August 3,
1990, hearings on Senate Bill 2901, the Department of Treasury acknowledged that
these regulations were too broad, that they would be withdrawn, and that more
narrow regulations would be issued in the future specifically addressing the abusive
transactions that prompted the enactment of Section 414(n).

Section 301 of Senate Bill 2901 is intended to simplify and clarify the intended
scope of the employee leasing rules by substituting a 'control" test (a service provid-
er would be deemed to be a leased employee if the service provider performed serv-
ices under the control of the service recipient, assuming the other requirements of
Section 414(n) were satisfied) for the "historically performed by employees" test in
Section 414(n) of the Code. Given the Internal Revenue Service's interpretation of
the "historically performed" test set forth in its proposed regulations, the proposed
control test would appear to be an improvement over the existing "historically per-
formed" test. We are, however, concerned that the proposed "control" test is still
somewhat subjective and subject to varying interpretations.

To prevent the unintended application of these rules to particular categories of
service providers, we would suggest for consideration that the Internal Revenue
Service be given specific regulatory authority to exclude specific categories of tax-
payers from the application of Section 414(n) and that the committee report reflect
a Congressional intention not to have these rules apply to emergency medicine phy-
sicians.

In addition, clarification of the control test would be helpful. In this regard, we
would request consideration of statutory or committee report language along the
lines of the following:

A person should not be deemed to be under the control of the service re-
cipient solely because the person is subject to the recipient's rules and regu-
lations which are applicable to all service providers providing similar serv-
ices, such as safety and health standards, confidentiality standards or pro-
fessional practice standards. Professional practice standards would include
professional standards imposed by a service recipient applicable to all pro-
fessional service providers. For example, this would include hospital rules
and regulations governing medical practice applicable to all physicians pro-
viding medical services on hospital premises (regardless of the identity of
the person or entity responsible for enforcing such rules). As a result, a
physician providing medical services at the emergency facilities of a hospi-
tal would ri,)t be treated as a leased employee solely because the physician
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is subject to the hospital's rules and regulations governing medical practice
at the facilities.

CONCLUSION Although the intent behind Section 414(n) was to prevent abuse, we
are concerned that the purpose has been lost over time and that the rules are being
interpreted to encompass situations not intended by Congress or in need of being
addressed. While we believe the proposed "control" test set forth n Senate Bill 2901
represents an improvement in this complicated area, we continue to be concerned
that such a test will be subject to varying interpretations. We believe our suggested
clarifications would go a long way in addressing these concerns.

STATEMENT OF THE INVESTMENT COMPANY INSTITUTE

The Investment Company Institute, the national association of the American
mutual fund industry, welcomes the opportunity to comment on S. 2901, the Em-
ployee Benefits Simplification Act.

INTRODUCTION

The Institute's membership includes 3,026 open-end investment companies
("mutual funds"), their investment advisers and principal underwriters. Its mutual
fund members have assets of about $967 billion, accounting for approximately 90%
of total industry assets, and have over 30 million shareholders.

Mutual funds have traditionally served as vehicles through which investors of
modest means may channel their investment dollars into the nation's economy
through a diversified, professionally managed pool of investments. Mutual funds are
increasingly providing the investment medium for retirement income programs, in-
cluding both qualified defined contribution and defined benefit plans, IRAs and Sim-
plified Employee Pensions (SEPs) In addition, many mutual funds sponsor prototype
retirement programs for employers seeking to adopt a qualified plan or SEP.

SUPPORT FOR SIMPUFICATION

The Employee Benefits Simplification Act has as its goals and objectives the sim-
plification of the tax laws with respect to employee benefit plans. The Institute en-
dorses these objectives, and supports legislative efforts to simplify the many com-
plex and often burdensome laws applicable to the operation of employee benefit
plans and the distributions from such plans and IRAs. In this regard, the Institute
and its members would also support further legislation which will substantively
simplify these laws. For example, simplification of the "top-heavy" rules now con-
tained in Code section 416 and the distribution rules under Code section 401(aX9)
would do much to alleviate the complexity and confusion which currently exists in
employee retirement benefit law and which would remain even after enactment of
this legislation.

The Institute has several comments regarding specific provisions of the legislation
which are discussed below.

REVISION OF CODE SECTION 402

Section 201 of S. 2901 would amend Code section 402 to allow an employee or the
surviving spouse of the employee to rollover or transfer any distribution to an indi-
vidual retirement account (IRA) or another qualified plan. Current law restricts
rollovers depending on whether (i) the amount equals 50 percent of the balance to
the credit of the employee, (ii) the distribution is part of a series of periodic pay-
ment., or (iii) the employee separated from service. These rollover complexities
under current law deter savings without regard to retirement policy objectives.

The Institute supports the legislation's simplification of the rollover rules under
Code section 402. The Institute also endorses revising the current law restriction on
rollover of employee contributions so that these amounts may be transferred or
rolled over to further increase the amount of savings available to an employee at
retirement.

TRANSFERS OF PRE-RETIREMENT DISTRIBUTIONS

Section 202 of S. 2901 would add new Code sections 401(aX30) and 417A to-require
transfer of pre-retirement distributions in excess of $500 to an eligible transferee
plan. The legislation defines an eligible transferee plan as an "individual retirement
plan designated by the employee in such form, and at such time, as the transferor
plan may prescribe." The eligible transferee plan may also include a successor em-
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ployer's defined contribution plan which provides for acceptance or plan-to-plan
transfers.

The Institute supports the approach of the legislation in promoting the IRA as the
portability vehicle. However, we are concerned that the term "individual retirement
plan" is not defined in the legislation and could allow for the creation of a new,
more complex portability vehicle. The legislation should clarify that the current law
IRA as defined in Code section 408(a) is the eligible transferee plan when no succes-
sor employer's defined contribution plan provides for acceptance of transfers.

The IRA represents an existing, simple portability vehicle to accomplish the objec-
tives of promoting pension plan portability and preserving plan assets for the pay-
ment of retirement benefits. It would do !itfle to assure the use of pension benefits
for retirement to create a new or more complex portability vehicle or to encumber
the transferee IRA with additional requirements. For these reasons, it is important
that transfers to IRAs occur after other rules relating to distributions are applied,
such as spousal consent requirements under Code section 417.

In light of the above, the Institute recommends that the legislation be clarified to
change references to "individual retirement plan" in proposed Code section 417A to
"individual retirement account as defined in section 408(a)."

We also recognize that the legislation creates additional complexity by establish-
ing $500 as the minimum required amount for transfers of pre-retirement distribu-
tions. Code section 417 currently requires plan administrators to obtain written con-
sents for distributions in excess of $3,500. As a result, the legislation's $500 mini-
mum for pre-retirement transfers would create three types of retirement plan distri-
butions: (1) Amounts of $500 or less which may be distributed to the employee, (2)
amounts between $500 and $3,500 which will be transferred directly to an eligible
transferee plan and (3) amounts in excess of $3,500 which will require written con-
sent under Code section 417 before the amount is transferred to an eligible transfer-
ee plan. The Institute recommends that the minimum amounts in Code section 417
and proposed Code section 417A be made uniform in the interests of employee bene-
fits simplification. We recommend the proposed $500 minimum transfer amount be
increased to $3,500.

SEP SIMPLIFICATION

Section 307 of S. 2901 would expand the availability of salary reduction options in
SEPs to employers with 100 or fewer employees, agree that SEPs can be the
vehicle by which employers not currently maintaining pension plans could be en-
couraged to provide retirement income for their employees. For this reason we sup-
port the legislation's expansion of the availability of these arrangements. Simplifica-
tion or modification of the "top-heavy" provisions of Code section 416 would also en-
hance the attractiveness of these arrangements to employers.

We thank the subcommittee for the opportunity to present these comments.

STATEMENT OF LEVI STRAUSS ASSOCIATES, INC.

Chairman Pryor and members of the Subcommittee, my name is George James
and I am the Chi3f Financial Officer and Senior Vice President of Lel, Strauss As-v
sociates, Inc. ("LSAI"). On behalf of LSAI, I would like to thank the Subcommittee
for the opportunity to address the leased employee provision of the Employee Bene-
fits Simplification Act, S. 2901. I also believe that I speak for virtually everyone who
is involved in employee benefits planning and administration in saying that the ef-
forts of Senator Pryor in developing his simplification bill are much appreciated and
LSAI looks forward to working with you and others in developing a proposal that
promotes both the equity and simplicity of the private pension system.

LSAI is the world s leading manufacturer of apparel. The apparel industry is a
labor intensive business. Last fiscal year, we employed approximately 23,500 persons
in this country to make over 100 million pairs of pants. The apparel industry is sub-
ject to extreme fluctuations in market demand for individual products. For example,
in our third quarter of 1989 we experienced sharp upward demand for our products.
This caused us to increase the number of domestic contractors in use from an origi-
nal forecasted number of 60 to over 135 independent contractors who were actually
engaged in 10 states in a short three-month period.

The primary purposes of using independent contractors are: (1) to address periodic
capacity constrairts in LSAI's own facilities, (2) to address sporadic peak product
demand, (3) to service a demand that, from LSAI's perspective, is relatively small or
that is not expected to last indefinitely, and (4) to utilize the specialized expertise of
particular contractors. It is easy to see that, if LSAI were forced to address these
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problems with its own employees and facilities, it would have to open and close
plants at a rate that would be disruptive to the employees and their communities,
which LSAI considers unacceptable.

THE LEASED EMPLOYEE PROBLEM OF CURRENT LAW

Under the Internal Revenue Code of 1986 (the "Code"), an employer must treat
leased employees as regular employees for purposes of the various qualification
rules for pension plans, notably the minimum participation, minimum coverage,
and nondiscrimination rules. Section 414(n) of the Code provides a three-pronged
test for determining whether a person is a leased employee:
(1) he or she performs substantially full-time services for the recipient of those

services;
(21 such services are provided pursuant to an agreement iwith a leasing organiza-

tion; and
8( such services are historically performed by employees of persons in the busi-

ness field of the recipient.
The latter requirement is often referred to as the "historical performance" test.

Thus, under the current rules, many employees of LSAI's contractors may be con-
sidered the employees of LSAI. I use the word "may" because we have no practical
way of knowing how long other companies' employees spend during any year
making products for I1SAI. The contracting companies themselves probably do not
keep accurate records as to how long each of its employees spends working on
LSAI's products and how long those workers spend working on other companies'
products.

LSAI has no control over the individual workers' work methods, hours, or wages,
nor does the company directly or indirectly provide a work place or equipment for
these workers. To be sure, the contractors must produce products that meet LSAI's
standards of design and quality, and LSAI inspects the manufacturing process in
the contractors' plants in order to prevent product defects or delays as early in the
production process as possible. LSAI does not, however, have direct or indirect con-
trol over the work of any of the contractors' employees. Each of the contractors
holds itself out to other clothing manufacturers for contract work, and the contrac-
tors normally service other manufacturers in addition to LSAI. In fact, it is virtual.
ly certain that, under the current rules, some contractors have employees who were
LSAI's leased employees and other employees who were leased employees of a com-
petitor of LSAI.

THE OVERBREADTH OF THE CURRENT STATUTE

Congress first enacted rules to restrict the use of leased employees by plan spon-
sors in 1982 as part of Tax Equity and Fiscal Responsibility Act (TEFRA). Congress
was concerned about employers (largely professionals) attempting to elude the tax
qualification rules by transferring their staffs to outside organizations and leasing
them back. In this way they were able to provide tax-preferred benefits only to
highly compensated individuals without violating the various plan qualification
rules. The historical performance test appeared to eliminate such abuse.

The historical perform' ace test caused new problems, however, especially as it
was expansively interpreted in Treasury's proposed regulations. The term "leasing
organization'! is not well defined and could easily include any third party, including
a regular contractor. Thus, an employee of a contractor who provides services for a
recipient could be considered an employee of the recipient for plan testing purposes,
even though the recipient does not supervise that worker, does not set that worker's
hours, has nothing to do with setting that worker's wages, and, in fact, has no prac-
tical way of knowing who that worker is.

THE SOLUTION IN THE EMPLOYEE BENEFITS SIMPLIFICATION ACT

Section 301 of the Employee Benefits Simplification Act provides a simple, equita-
ble solution to the problems involved in the historical performance test. That provi-
sion would replace the historical performance test with a control test. In other
words, a worker would not be considered a leased employee of a service recipient
unless that worker was under the control of the recipient.

Much has been said in recent months about the lack of clarity in the control test.
However, any lack of clarity could easily be resolved by further statutory or report
language that included specific criteria that would be used by plan sponsors and the
Treasury in determining whether a worker was under the control of the service re-
cipient. For example, a similar proposal approved by the Finance Committee last
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year clarified that relevant factors in determining whether an individual is under
the control of a service recipient would include whether the service recipient (1) pre-
scribes the individual's work methods, (2) supervises the individual, (3) sets the indi-
vidual's working hours, and (4) sets the individual's level of compensation.

The most important improvement in the control test is its ease of application. It is
much easier to determine whether workers under a plan sponsor's control are per-
forming substantially full-time services for that plan sponsor than it is to determine
whether workers under another party's control are performing services for that
plan sponsor.

Finally, I would like to address the concerns that many may have about the
danger that the control test may cause a return to the abuses of the pre-TEFRA
rules. With proper guidance about the meaning of "control," these abuses can be
prevented.

Prior to TEFRA, a plan sponsor only had to include common-law employees in
testing its pension plans under the various qualification rules. "Control" was a large
element of the common-law definition of "employee." If committee report language
were adopted that was similar to that which accompanied last years Finance Com-
mittee leased employee proposal, however, the definition of "control" for purposes of
determining whether an individual was a leased employee would be stricter than
the definition of "control" under the common-law. For example, if an individual was
under the direction of a recipient but the leasing organization retained the right to
replace the individual, that individual would be the common-law employee of the
leasing organization but the leased employee of the service recipient. This difference
between the common-law control test and the narrower control test as proposed for
leased employees has been recognized in a similar provision recommended by the
majority tax staff of the House Ways and Meors Committee.

CONCLUSION

LSAI strongly supports the adoption of the leased employee provision of S. 2901.
We believe that it represents a simpler alternative to the historical performance
test while preserving the safeguards of the leased employee rules. Nevertheless, we
would welcome the opportunity to work with you or your staffs in working out any
problems you believe may result from the new control test.

Los ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION,

Los Angeles. CA, August, 23, 1990.

Ms. LAURA WiL,Cox, Hearing Administrator.
Committee on Finance,
U.S. Senate,
Washington, DC.
Re: In support of S. 2901

Dear Ms. Wilcox: This letter is a statement for the record for the hearings on S.
2901, the Employee Benefits Simplification Act.

SUMMARY

The Los Angeles County Employees Retirement Association (LACERA) strongly
supports S. 2901 and tht-uffbts fSenator Pryor, and all of the other sponsors of S.
2901, to simplify the Federal tax laws that concern employee retirement plans.
LACERA particularly supports the enactment of Section 306 of the bill, which will
greatly simplify the administration of retirement plans for public sector employees
and eliminate unintended adverse consequences for lower paid employees.

DISCUSSION

Established by California statute, LACERA provides retirement benefits to over
95% of the employees of the County of Los Angeles. LACED provides retirement
benefits to over 35,000 retired members and their beneficiaries, and over 68,000
active members. It holds assets of over $10.3 billion. LACERA is a qualified retire-
ment plan under the Internal Revenue Code.

LACERA strongly supports the goals of S. 2901 to simplify the Federal tax laws
concerning retirement plans. As Senator Pryor has said, the pension system has
become increasingly difficult to work with as layer upon layer of legislative and reg-
ulatory complexity have been added over recent years. Public sector plans have
been spared some of these changes, but increasingly we must devote time and re-
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sources to dealing with technical rules that put hurdles in the way of our primary
mission--to provide a secure level of benefits to Los Angeles County employees.

We support S. 2091 as the first step toward simplification of the Federal tax laws
and toward a rational and cohesive Federal policy for retirement income. With Sen-
ator Pryor, we hope that S. 2901 is the first in a series of actions to rationalize and
simplify the existing pension rules.

LACERA especially supports enactment of Section 306 of S. 2901. Section 306 will
change the rules under Section 415 of the Code for public sector retirement systems
in ways that will significantly reduce administrative costs and also eliminate poten-
tial adverse impacts on lower paid employees. Section 306 recognizes that the cur-
rent Code Section 415 "limitations" rules adversely affect lower paid public sector
employees, and therefore should be changed.

We would be please to work with Senator Pryor and other sponsors of S. 2901 to
ensure its enactment.

Very truly yours,
CHARLES F. CONRAD, Retirement

Adm inistrator.

MARYLAND TEACHERS AND STATE EMPLOYEE SUPPLEMENTAL
RETIREMENT PLANS,

Baltimore, AID, August 28, 1990.

Ms. LAURA WILCOX. hearing Administrator,
Senate Finance Committee,
Washington. DC.

Re: S. 2901-Employee Benefits Simplification Act
Dear Ms. Wilcox: I wvant to register support for the passage of this legislation. En-

actment will help a large number of Maryland citizens.
Employees of the State of Maryland and school teachers within the state covered

by the now closed Employees Retirement System and the Teachers Retirement
System have been eligible to transfer to the new Maryland Pension System pro-
grams since 1980. But the Tax Act of 1986 put severe restrictions on rolling over
refunds of employee's after tax contributions and interest into IRA's at the time of
transfer.

Maryland enacted legislation believing that it was in the best interest of its tax-
payers to permit and encourage its employees to transfer between Systems if they
wished to do so. Many did between 1980 and 1987. Since 1987, the effect of the cur-
rent income tax scheme has been to restrict individual's freedom to choose how best
to manage the funds accumulated for retirement by effectively removing the option
'o save the funds in question within an IRA. In so doing, Federal tax policy has
muted tho beneficial effects of the 1980 state legislation on both individuals and the
taxpayers of Maryland.

The Employee Benefits Simplification Act will clarify what has been a confusing
arrangement of eligibility standards for rolling over distributions from qualified
pension plans into IRA accounts thus providing a vehicle for continued-and in-
creased savings which everyone knows our U.S. Leadership has been advocating.
Thank you for doing whatever you can to assure the passage of this needed legisla-
tive rtmedy.

Sincerely,
ARTHUR N. CAPLE, JR., Executive

Director.

MORRIS, GARLOVE, WATERMAN & JOHNSON,
Louisville, KY, August 20, 1990.

Ms. LAURA Wiwcox, Hearing Administrator,
Senate Finance Committee,
Washington, DC.

Re: Employee Benefits Simplification Bill (S. 2901)
Dear Ms. Wilcox: I am writing in support of the Employee Benefits Simplification

Bill (S. 2901). The amendment to Internal Revenue Code Section 401(aX26) is espe-
cially needed because it will alleviate unnecessary complexity for defined contribu-
tion plans. Protection for employees is provided under Section 401(aX4). If Section
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401(aX26) is not amended, many employers will terminate their defined contribution
plans, a result contrary to the intent of the legislation.

I urge the Committee to support the amendment of Internal Revenue Code Sec-
tion 401(aX26) under the Employee Benefits Simplification Bill (S. 2901). Thank you:
for your consideration.

Sincerely yours,
MICHAEL T. HYMSON.
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STATEMENT OF THE NATIONAL ASSOCIATION OF COMPUTER

CONSULTANT BUSINESSES

I. Introduction: The Technical Services Industry

There has been a great deal of concern about the complexity and fairness of

various pension laws. The National Aesociaticn of Computer Consultant Businesses

('NACCB) is particularly concerned about harm caused to its technical services firm

members, their service recipient clients, and technical workers as the result of IRS
enforcement of the existing 'leased employee, provisions in S 414(n) of the Internal
Revenue Code. We support the general principles behind S. 2901, i.e., the pension laws
must be simplified. However, we believe that there must be some changes to S. 2901 if
the harm caused by S 414(n) is to be eiminated. Before addressing the details of our
position, a short description of the technical services industry is necessary.

Technical services firms send their workers to their service recipient clients who
need non-permanent, highly-skilled computer and engineering experts for specialized
projects. These workers -- who are either employees of the technical services firms or
are independent contractors -- are very well compensated, whether they are paid on an
hourly, daiiy, weekly or some other basis; for example, hourly rates typically exceed
$25 per hour. Because a client's software or hardware project often encompasses
several stages of development until a final product emerges, the worker may spend as
long as two or three years providing services to the client. Continued involvement by
the worker throughout all phases of the project helps assure quality control, high
efficiency, timely completion, and lower costs. But after a particular project has
been completed, many highly-skilled experts will leave both the client project and the
technical services firm. These workers either want to maintain independence and find
work elsewhere, or the technical services firm did not have other service recipient

clients with immediate needs for persons with these experts' unique skills. Because
these highly-skilled experts are so highly compensated and because long-term employment
by the technical services firm is not contemplated in many instances, technical
services firms often do not fund any retirement plans for these workers. This
arrangement is entirely satisfactory to the all parties -- the workers, the technical
services firm, and the firm's clients.

Unfortunately, however, S 414(n) is severely disrupting these natural
relationships among a technical services firm, its workers, and its clients. Because
of S 414(n), workers are being terminated from their projects in mid-stream, clients
are facing project delays and quality concerns, and technical services firms are left
confronted with an unnatural turnover of personnel. Simplification and reform of
S 414(n) can eliminate most of these problems in the technical services industry.

II. Background of S 
4
14jni

Section 414(n) was adopted because pre-existing pension laws were inadequate to
protect against certain abuses in industries other than the technical services

industry. For example, pre-existing pension laws allowed medical doctors to provide
themselves substantial retirement benefits and yet refuse to provide similar benefits
to their non-highly compensated employees likq receptionists and nursing assistants.
Such discrimination against non-highly compensated employees was possible because these
workers were literally fired as employees of the doctors' firms, and then *leased back
to the doctors as employees of an outside company which specialized in providing such
support staff workers to its clients. Section 414(n) was intended to end these abuses
by requiring such leased employees to be judged as if they were direct employees of the
firms which actually use their services, e.g., the doctors' firms.

Although the technical services industry has been hard hit by S 414(n), situations

involving technical workers have never been considered as being even remotely akin to
the abuses which triggered S 414(n). Major service recipient users of highly-skilled
technical experts typically seek the support of technical services firms to meet
special short-term (i.e., not indefinite) project requirements of a non-routine basis
and because such technical services firms are better at locating and screening the
expert workers required for these short-term project needs.

III. Legislative Reforms That Should Be Included in S. 2901

A. Adopt A Short, Simple and Predictable 'Control Test'

We are very concerned that S. 2109's proposal to use a 'control' test to define
'leased employee* will be too broadly implemented by the IRS. We believe that any test
should permit the exclusion of highly-skilled technical service workers from the S
414(n) rules, while including as 'leased employees' only the types of workers that
those rulea were intended to protect. In fact, the 'control' test proposed in S 301 of
S. 2901 may present far more problems than exist under the current law.
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By way of background, under present law the IRS inquires whether the leased
employees are performing services that have been 'historically performed by employees'.
To determine if services have been 'historically performed by employees', the IRS has
included reference to the IRS 20-question common law employment test -- itself a
'control, test 1 hat has lonq been criticized as too long, too -ague, and far too
unpredictable. -

When the 'control' test first emerged in 1989 as part of pension simplification in
Chairman Bentsen's June 13, 1989 amendments to S. 1129, we and others were relieved
that the Chairman had apparently simplified and narrowed the 20-question common law
'control' test into only 4 specify 7 fa,:tors to determine if a worker is under the
'control' of a eQrvlce recipient.- We also believed that these 4 factors, when
properly defined and applied, would significantly narrow the class of leased employees
-- which was, of course, a major goal of S. 1129. When the S. 1129 provision was
incorporated into S. 5 and passed the Senate on June 23, 1989, the simple 'control'
test was one step closer to enactment.

Unfortunately, the simple version of Chairman Benteen's amendments changed
significantly by the time they were reflected in the October 1989 Senate Finance
Conmittee Explanation of Title VI of y e Revenue Reconciliation Act of 1989. The
'control' test had suddenly expanded.-

If the October 1989 Senate Finance Committee Explanation is what is intended by
the 'control' teat in S 301 of S. 2901, we oppose this test because we will be placed
in the same situation as presently exists regarding the 'historically performed" test;
namely, the workers who perform services for the service recipient will be deemed
lJased employees because the IRS will be able to consider as many or as few factors as
it desires -- whether or not they are in the 20-question common law employment test --
in order to conclude that the service recipient exercises 'control' over the workers.
In fact, the situation will be even worse than it is today because many of the
additional factors that the IRS may rely upon are not even stated in that legislative
history, but are instead left up to the Secretary.

P As the IRS Manual states, 'Under the common law test, a worker is an employee if
the person for whom he works has the right to direct and co-'rol him in the way he
works both as to final results and as to the details of when, where and how the work is
to be done .... The factors or elements that show control are described below in the
following 20 items.' IRM-Administration, Exhibit 5(10)00-4. This 'control' test has
long been criticized. See, e.g., Report of the Comptroller General, GGD-77-88
(November 1977). In fact, former Assistant Secretary of the Treasury Donald Lubick
testified -- in a remarkable understatement -- that the common law employment test was
'developed centuries before the income tax to determine the rules of the doctrine that
the master is liable for the torts of his servant .... Those are the tests that we are
using to determine the incidents of taxation. There are 20 factors in the regulations
that are in many cases extremely difficult to apply because various of these factors go
in different directions.' Hearings on H.R. 3245 before Subcommittee on Select Revenue
Measures of House Ways & Means Committee, 96th Cong., let Sees.,--at pp.'S, 9.

Y These 4 factors are whether the service recipient (1) prescribes the individual's
work methods; (2) supervises the individual; (3) sets the individual's working hours;
and (4) sets the individual's compensation level. Chairman Bensten's remarks that the
'control, test 'may include' these 4 factors could be interpreted to allow some other
factors to be considered, but at least the 'control' test emphasized only 4 factors.

3/ The Senate Finance Committee Explanation referred to the 4 specific factors, and
then went further:

The determination of whether an individual is controlled by the employer is
based on all the facts and circumstances. Among the factors that are relevant
in this determination are whether the recipient organization: (1)--prescribes
the individual's work methods; (2) supervises the individual; (3) sets the
individual's working hours; and (4) sets the individual's level of compensation.
Other factors that may be considered include those that are relevant for
determining whether the employer is responsible for employment taxes on the
compensation paid to the individual. The Secretary may designate other relevant
factors. It is not necessary that all these factcrs indicate that the
individual is under the control of the employer in order to find that such
individual is a leased employee. Nor is it necessary that the recipient
organization be responsible for employment taxes in order to find that the
individual is a leased employee because, if the recipient organization is liable
for employment taxes, the individual is an employee of the organization who
generally must be taken into account. (emphases added).
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We do not offer this conclusion as a hypothetical matter. We have been involved

in a substantial number of employment tax audits in the technical services industry in
which the sole basis for judging a worker's employment tax classification is the 20-
question common law employment test. Even many of the IRS agents who are conducting

these audits admit that this test is too long, too complicated, and too unpredictable
to apply from case to case -- and yet substantial back employment tax liabilities
depend on this test. But the 'reform' proposed for S 414(n) by S 301 of S. 2901 will
now brig this same length, complexity and unpredictability to the retirement plan
area. Many service recipients' retirement plans could be disqualified as the result of
unbridled IRS application of the 'control* tect. if the 'control' test is defined as in
the October 1989 Senate Finance Committee Explanatinn.

For these reasons, if Congress is truly seeking reform then we strongly urge that
the 'control* teit be narrowed to but a few simple and predictable factors. We believe
that a 4 factor test can be adopted, and thtt the service recipient should be deemed to
have 'control' where any 3 of the 4 factors is adverse to the service reTpentt.
o-wovcr, we urge that 2 of the factors previously specified by the Committee
Explanation be combined into a single factor and that a new, highly relevant fourth
factor be added, as discussed below.

D. Provide Well-Defined Examples of What Each Factor
in the 'Control Test' Means and How To Apply It

- Even if the 'control" test is reduced to but a few factors, it is very likely that
the IRS will almost always find that a servirj recipient has 'control' unless there is
detailed guidance on how those factors are to be applied. To effectuate 'reform', the
new legislation must specify the details and amount of 'control' that service
recipients must exercise before the workers are to be deemed 'leased employees'.

1. Does the Service Recipient Prescribe
the Individual's Woik Methods?

Care must be taken to distinguish between a service recipient's actions that
provide some general direction to a worker as to results, and those actions that
prescribe the individual's work methods. In any situation, it could be concluded that
some aspect of what is prescribed by a service recipient constitutes 'work methods'.

For purposes of the S 301 'control, test, prescription of the worker's work
methods should mean that the service recipient prescribes the details, means and
sequences as to how the worker's services will be performed.

For example, service recipients which utilize temporary secretarial help often
require a secretary to greet visitors in a certain manner, to take telephone messages
in a certain way, to type documents in a certain format, and to file documents in a
certain order. By prescribing the details, means and sequences of the work methods
used by such workers, the service recipient may be said to be prescribing the worker's
.work methods'. On the other hand, if a highly-skilled technical expert is given a
complex project to handle, but he or she is told to complete the project under a
timetable and in stages set by the service recipient, and according to well-accepted
quality assurance techniques in the industry, the service recipient cannot be said to
be prescribing the worker's 'work methods' because such general requirments do not
amount to control over the details, means and sequences of the complex task.

As met forth below, we urge that this factor -- 'prescribing the individual's work
methods' -- actually be combined with the next factor into a newly designated category
that would singly replace both factors.

2. Does the Service Recipient 'Supervise' The Individual?

This factor is very vague -- the term 'supervise' can mean almost anything. Our
concern is that the question whether the service recipient 'supervises the worker' will
almost always be answered in the affirmative by the IRS unless the term 'supervises' is
substantially narrowed. One of America's great jurists explained in a landmark
employment tax case that supervision of 4 ome sort is inherent in an joint undertaking,
even involving independent contractors.-

Judge Learned Hand said: 'In the case at bar the plaintiff did intervene to some
degree; but so does a general building contractor intervene in the work of his
subcontractors. He decides how much the different parts of the work must be timed, and
how they shall be fitted together; if he finds it desirable to cut out this or that
from the specification, he does so. Some such supervision in inherent in any joint
undertaking, and does not make the contributing contractors employees.' Radio city
Music Hall Corp. v U.S., 135 F.2d 715, 718 (2d Cir. 1943) (emphasis added).
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For purposes of S 301, supervision should mean direction as to the details, :ans
and sequences of the method in which the worker performs his or her work -- and, in
this sense, an inquiry abuut 'supervision' is very little different from the above

inquiry about whether the service recipient 'prescribes the worker's work methods'.

For the above reason, we urge that the first two factors in the 'control, test --

i.e., prescribing work methods and supervising the worker -- be combined under one

factor that inquires whether the service recipient supervises the individual by

prescribing the details, means and sequences of the work methods used by the

individual'. In the case of secretarial workers, such supervision is likely; in the

case of highly-skilled technical experts, such supervision is typically absent.

3. Does the Service Recipient Set the
Individual's Working Hours?

Whenever a worker performs services at the facilities of a service recipient, it

can be said that the service recipient must -- to some degree -- establish some working

hours for the worker. For example, if the service recipient's offices are open on only
certain days or during certain hours, then the worker's working hours are similarly

limited. However, these types of limitations on the worker's working hours do not
constitute the type of 'control' by the service recipient which would suggest that the
worker is a leased employee.

For purposes of S 301, setting the working hours should mean that the service

recipient must require most of the following: that the worker begin his or her work day
at a specific time or times, not end his or her work day before a certain hour, work a

set number of hours every day, work no more than a certain number of hours each day
(unrelated to the hours that the service recipient's facilities are open), or take
lunch breaks or coffee breaks at either specific times or not to exceed specific
durations. Only the restriction over such details regarding working hours demonstrates
that the service recipient has sufficient 'control' of the worker's working hours.

Thus, for example, a secretary or receptionist for a service recipient will likely
have his or her hours set by the service recipient. In contrast, a highly-skilled
technical expert will not likely have his or her hours set in this respect.

4. Does the Service Recipient Set the
Individual's Compensation Level?

In every situation involving a worker provided by a temporary services agency, the
service recipient has some impact on setting the worker's compensation level. If, for

example, the service recipient will pay no more than so much per hour or per week for
that worker, then the temporary services agency will reflect the service recipient's
limitations in the compensation that it will pay the worker. For purposes of 5 301,
setting the individual's compensation level should mean more; it should mean that the
service recipient has a direct and controlling right to establish the worker's
compensation level.

lor example, if the service recipient requires that the actual compensation paid
to the worker be set at a specific dollar amount, has the right unilaterally to raise
or lower that rate over the objection of the temporary services agency, or can veto a
decision of tie agency to raise or lower that rate, only then does the service
recipient have sufficient 'control, to set the worker's compensation level.

5. Does the Individual Exercise Discretion and
Independent Judgement As to Matters of Significance?

For purposes of S 301, the 'control' test should require an inquiry into whether
the worker exercises discretion and independent judgment as to matters of significance
in his or her work -- yet this factor is missing entirely from any discussion of S 301.
This in not to say that the worker must have final authority to make a critical
decision, but only that any recommendations made by the worker to higher level
decisionmakers must be the result of the worker's exercise of such discretion and
independent judgment. If the worker does truly exercise such discretion and judgment,
the service recipient's 'control' over that worker is significantly limited. This
factor really goes to the heart of what S 414(n) should cover.

For example, secretaries, janitorial staff, data processing keypunch operators and
similar workers typically do not exercise any discretion or independent judgment over
matters of significance. On the other hand, highly-sk-illed technical experts,
emergency room physicians and advertising executives typically do exercise such
discretion and judgment over significant matters
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For these reasons, this factor should be made part of the S 301 'control' test.

In addition to identifying these factors, it is important that any reform
legislation specify how the factors will fit together. If the first two factors in the
1989 'control, test -- i.e., prescribing work methods and supervision -- are combined,
and if the fifth factor immediately above is used, then there will be 4 specific
factors. We urge that the legislation specify that 'control' will be deemed to reside
in the servce recipient only if at least three factors are answered adversely. For
example, if the worker does exercise discretion and independent judgement on
significant matters, then the service recipient will be deemed to have 'control' only
if all 3 other factors are answered affirmatively.

As important, we believe that it is critical that the Committee Report use
examples of situations which are clearly intended to involve 'leased employees, -- such
as secretaries -- and those which are not -- such as highly-skilled technical workers
(like computer systems analysts and software engineers) and physicians. The Committee
Explanation in 1989 stated that 'Persons who perform services incidental to the sale of
goode or equipment or incidental to the construction of a facility generally are not
leased employees'. For purposes of $301, your explanation of the 'control' test should
similarly state that 'Highly-skilled technical professionals generally prescribe their
own work methods and work free from detailed supervision, set their own work schedules,
and exercise discretion and independent judgment as to significant matters so as not to
be considered leased employees.'

6. The IRS Should Have the Burden of Demonstrating
That a Service Recipient Has 'Control'

No matter how simple and short the 'control' test may be, a large amount of
discretion is built into it, much the same as exists with regard to the 20-question
common law employment test used by the IRS. A key step to eliminating arbitrary and
overbearing results under the 'control' test is to place the burden on the IRS to
demonstrate that a service recipient exercises 'control' over the worker.

C. Simplify and Reduce the Compensation Level in $ 414(n)

We generally support the proposed changes in S 101 of S. 2901 which simplify the
definition of 'highly compensated employee' in S 414(q). There is a need to have a
simple and absolute dollar limit -- $50,000, indexed over time -- as a gauge of
compensation. However, we strongly urge three additions be made to 5 101 in S. 2109.

First, some sort of 'sworn statement', made under penalty of perjury, should be
available *s an alternative to showing the service recipient client a worker's W-2.

Second, compensation should include a worker's wages from more than one employer
if the worker provided services to multiple employers during any year.

Third, as an alternative to looking at a worker's compensation in the prior year,
service recipient clients should be permitted to rely upon a worker's current
compensation in deciding whether the worker is 'highly compensated'.

1. Adopt a 'Sworn Statement' Alternative to Showing a
Worker's W-2 Form to a Service Recipient Client

One result of S 414(n) is that service recipient clients have been requesting
detailed and proprietary compensation information from leasing organizations in order
to determine which workers are highly compensated. The use of a W-2 Form as the source
of compensation information, as proposed by S 102 of S. 2901, still provides the
clients the opportunity to determine such proprietary information about the leasing
organizations whh serve as their vendors -- e.g., mark-ups, estimated overhead costs,
profit margins. - Just as it would be inappropriate and potentially anti-competitive
to require manufacturers to reveal to their customers the mark-up for each product, it
is likewise be inappropriate for the leased employee laws to require the revelation of
similar information by vendors of services to their customers.

A client k-nows how many hours Der year the worker has performed services for it and
how many dollars it has paid to the leasing organization for those services. This
makes it fairly easy to calculate a worker's effective hourly rate and to compare it to
the hourly rate paid by the client -- and thus to determine the vendor's mark-up.

17-44q - q1 - 8
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An acceptable method of preventing the disclosure of such proprietary information
would be to allow the service recipient clients to rely upon sworn statements, made
under penalty of perjury by the leasing organization or the leased employee, that the
employee is highly compensated within the meaning of S 414. The service recipient
should be allowed to rely upon this sworn statement. It should be emphasized that the
concept of a sworn statement is not new. One positive feature of Section 89 -- before
it was repealed entirely -- was that S 89(g)(2)(B) allowed employers to rely upon sworn
statements that employees were already receiving health insurance coverage. Likewise,
5 102 of S. 2901 should be modified so that sworn statements may be ued.

2. Consider Compensation from Multiple Employers

S. 2901 defines *highly compensated employee' in S 101 to include any employee who
'has compensation for the year from the employer in excess of $50,000.' This
definition should be amended to consider compensation received by an employee from one
or more employers during the year.

It is not uncommon in the computer industry for a worker to choose to provide
services, often simultaneously, to more than one recipient and to choose the number of
hours he or she will work for each recipient. For example, during a calendar year a
systems analyst may provide 1,600 hours of services to recipient A (30 hours per week
average), 200 to recipient B and 100 to recipient C. This worker may earn $48,000 from
recipient A, $6,000 from B, and $3,000 from C. Total compensation is $57,000, but the
worker would still be deemed non-highly compensated because no one recipient has paid
the worker over $50,000. Section 101 in S. 2901 should be modified so that this
worker, if deemed a leased employee, is considered highly compensated.

3. Simplify the Calculation of Compensation So That
Employees Will be Deemed Highly-Compensated If Their
Annualized Compensation Rate (Hourly or Daily Rate,
Weekly Salary, Etc.) Is Above $50,000 Per Year

S. 2901 should be modified in S 102 so that as an alternative to looking at W-2
compensation for the preceding calendar year, it is permissible to determine if a
leased employee is highly compensated by looking at current compensation.

Reference to current compensation is a fair and simple way of deciding which
workers are highly cumpensatd. Since the purpose of the leased employee provision is
to prevent discrimination against non-highly compensated leased employees, there is
little sense in counting a leased employee for discrimination testing purposes if the
leased employee is currently highly compensated. If a firm certifies to the service
recipient client that the worlcer is being regularly compensated at an hourly rate (or a
daily, weekly or some other rate) that when annualized is at or above $50,000 per year
(adjusted for cost of living increases), theii that should be the end of the matter and
the worker should be deemed 'highly compensated'.

The test for current compensation would, of course, depend upon the use of a sworn
statement as was suggested above with regard to the prior year's W-2 compensation.
Because the statement would cover compensation not yet actually paid, but which is
annualized, the statement would have to meet very strict standards. For example, the
signer of the statement would have to certify that the leased employee is currently
being paid at a rate of compensation that, when ainualized according to the Secretary's
formula, is above $50,000 per year. The signer would have to state that for the
remainder of the calendar year, as long as tha employee is still providing services,
then he or she would continue to be compensated at a rate that when annualized would
exceed $50,000 per year i compensation. In short, the use of a sworn statement
regarding annualied compensation would be an excellent reform and simplification of
the present law regaiLin leased employees.

As to the method of anr,'alization of a worker's compensation, this task should be
relatively simple and left to the Secretary of the Treasury. For example, workers who
are paid hourly rates would be deemed to be compensated at an annual rate that is equal
to 2080 times the hourly rate. The Department of Labor has had man- years of
experience in enforcing various laws which require a certain level of wages, and the
Secretary might find some of that precedent useful by analogy.

The only conceivable objection to this approach might be that the hourly or other
rate is not really an indication of what the worker will make in a year. But this

objection is based upon a highly unreasonable assumption that firms will somehow make a
temporary wage adjustment in order to pay a higher hourly or other rate simply to get
the benefit of annualization of the rate. Not only do marketplace forces work against
this manipulation, but this potential abuse can be protected against by imposing the
requirement that the rate be regularly paid. That requirement can be imposed as part
of the sworn statement obligation.
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C. Provide Specific Code Language or Commentary Explaining
That Independent Contractors are Not 'Leased Employees'

When the 'control' test emerged last year there was a major concern that it could
unwittingly result in unfair discrimination against bona fide independent contractors.
This result was less likely as the result of a floor colloquy between Senators Bentsen
and Kerry (see June 23, 1989 Congr. Record at page S. 7470), but it is important that
this colloquy be included again this year -- and strengthened.

In particular, the problem arose in 1989 because some persons attempted to draw an
erroneous implication from the 'control, test. They suggested that if an independent
contractor is sent to a service recipient client by an intermediate 'broker, firm and
the independent contractor is not under the control of the intermediate 'broker, firm,
then the independent contractor must be under the control of the service recipient
client of that broker firm -- in other word, one of those two parties must have
'control* over the contractor, or so they thought. In fict, and contrary to this
implication, when the wor:or who performs serv-ces for a service recipient client is a
bona fide independent contractor -- whether he or she has con tracted directly with the
service recipient client or through an intcrmediae 'broker, firm -- then this
independent contractor works under his or he, Lwn control and should not be considered
as a 'leased employee' of the service recipient client.

The need for the clarification of independent contractors generally is
particularly important in the technical services industry. Other changes in the tax
laws that affected this industry, particularly the 1986 Tax Reform Act, have already
created great disruptions in the use of independent contractors. Now, unless S 414(n)
is clarified, some service recipients may erroneously believe that the 'control, test
makes it even more risky for them to use independent contractors.

For these reasons, an expanded version of the Bentsen-Kerry colloquy should be
inclugdd in the legislative history of the 'control' test proposed in S 301 of S.
2901.-

In conclusion, we applaud efforts to bring some reasonableness to the application
of the 'leased employee' rules. However, we emphasize that unless the 'control' test
in S 301 is carefully defined and explained, with illustrative examples, as set forth
herein, the S 414(n) problems will only magnify rather than decrease. We also urge
that the definition of 'highly compensated employees' be amended and that care be taken
to protect the ability of independent contractors to provide their services either
directly or through third-party broker firms.

6/ This version would add the followig: 'This bill does not intend to disadvantage

legitimate independent contractors w-o provide services to recipient organizations
either directly or through intermediate third-party 'brokers'. If a legitimate
independent contractor provides services to a recipient organization, either directly
or through a broker, then it is very likely that he or she is working under his or her
own 'control' for purposes of this bill, and not under the 'control' of the recipient
organization or the broker within the meaning of S 414(n). If that is the case, the
independent contractor is not a 'leased employee'. Indeed, no inference should be
drawn in those circumstances that the recipient organization is any more likely to be
exercising 'control' over the independent contractor than in the situation in which an
intermediate third-party employer provides its own employees (as opposed to independent
contractors) to the recipient organization.,
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STATEMENT OF THE NATIONAL COORDINATING COMMITTEE FOR MULTIEMPLOYER PLANS

My name is Robert A. Georgine and I am presenting this testimony in my capac-
ity as Chairman of the National Coordinating Committee for Multiemployer Plans.

The Coordinating Committee is a nonprofit, tax-exempt organization established
after Congress enacted ERISA in 1974. It consists of representatives of more than
240 pension and welfare plans, or their sponsors. On behalf of its affiliated plans,
and the approximately nine million participants and beneficiaries of multiemployer
plans generally, the NCCMP is entirely engaged in monitoring the development-
legislative, administrative, and judicial-of the laws relating to the structuring and
administration of multiemployer pension and welfare plans.

As you are aware, starting with the enactment of the Tax Equity and Fiscal Re-
sponsibility Act of 1982 ("TEFRA"), layer after layer of complex and burdensome
rules have been imposed on private retirement and profit sharing plans, most often
without any apparent regard for social policy objectives. The NCCMP has consist-
ently opposed such piecemeal legislation and warned that changes in the pension
area should not be enacted without careful consideration by the labor as well as tax
committees in the context of a comprehensive national retirement policy.

On behalf of the Coordinating Committee, I applaud your effort to simplify some
of these complex and burdensome new rules in the Employee Benefits Simplification
Act ("Bill"). Hopefully the Bill will undo some of the harm that has been done to
the private pension system by overregulation in recent years.

The Bill contains many provisions that may be helpful for multiemployer plans. I
would like to express our strong support for two of these-the multiemployer plan
exemptions to the full funding limitation and the annual valuation requirement. In
addition, I would like to comment briefly on two provisions of the bill that might
require adjustments to assure that no new problems are created. These provisions
relate to multiple-employer VEBAs and to actuarial adjustments for benefits of em-
plntees over age 70. Of course, I assume that this Bill will not be used, and urge you
to guard against its use, as a vehicle to impose any further rules or burdens on pri-
vate plans. (I am not commenting on provisions of the Bill, such as modifications to
the actual deferral percentage requirement, that have little or no impact on multi-
employer plans.)
1. The Need to Exempt Multiemployer Plans From the Additional Full Funding Lim-

itation Enacted in OBRA '87
The NCCMP strongly supports the Bill's provision of an exemption for multiem-

ployer plans from the additional full funding limitation enacted in the Omnibus
Budget Reconciliation Act of 1987 ("OBRA '87").

OBRA '87 amended the full funding limitation set forth in Internal Revenue Code
("Code") section 412(cX7) and Employee Retirement Income Security Act of 1974
t"ERISA") section 302(cX7) to define the full funding limitation as the excess over
the value of the plan's assets of the lesser of: (1) 150 percent of the plan's current
liability; or (2) the plan's accrued liability. Prior to passage of OBRA '87, the limita-
tion was simply the excess of the plan's accrued liability over its assets. Current
liability is to be determined based on interest rates that reflect current annuity pur-
chase rates and fall within a range linked to recent interest rates on long-term
Treasury bonds. The legislative history of OBRA '87 shows that this change was
made to prevent abusive, tax-motivated overfunding of pension plans. This type of
abuse does not occur in multiemployer plans.

The imposition of this new full funding limitation on multiemployer plans is par-
ticularly inappropriate, because multiempioyer plans-which are not subject to the
funding requirements in new Code section 412(1)-continue to use pre-OBRA '87 ac-
tuarial assumptions-for all other plan funding purposes. Multiemployer plans tend
to use relatively conservative funding assumptions, because those plans can be
highly vulnerable to short-term fluctuations.' Under current conditions, the interest
rates called for to set the new full funding limitation are substantially higher than
the rates that substantially all multiemployer plans use for plan funding.

This could cause a multiemployer plan to find that contributions otherwise
needed to meet minimum funding would not be currently deductible. If a plan in-
creases benefits to keep contributions within the full funding limit in one year, the
contribution rate fixed in the bargaining agreement may not be enough to cover the

Employer contributions to multiemployer plans are fixed in labor contracts that run for sev-
eral years, so they cannot be adjusted to match changes in plan funding needs in the interim.
They are also typically based on some measure of the level of covered work by plan participants
(e.g., cent-per-hour).
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resulting funding requirements in following years, based on assumptions used for
minimum funding purposes. Since contributions are contractually set for a multi-
year period, they cannot be modified from year to year in response to fluctuations in
the full funding limit. And in those cases where the benefits as well as the contribu-
tions are fixed in the bargaining agreement, there would be no solution short of
annual collective bargaining, which would take an unacceptable toll on labor-man-
agement relations.

The current spread between the market-based interest rate called for to deter-
mine the new full funding limit and the rates multiemployer plans generally use for
funding purposes is a very serious problem. Of even greater long-term consequence
for multiemployer plans, however, is the fact that, because the full funding limit
rate will vary from year to year in accordance with financial market conditions, 2 a
significant element of instability has been introduced into multiemployer plan fund-
ing arrangements. If it is virtuily impossible to predict with any assurance what
the deduction limits will be over the life of the bargaining agreement, it will be
comparably difficult for the union and employers to negotiate a contribution level
that will assure both current deductibility and continued sound plan funding while
the agreement is in force.

It is important to note that contributing to a multiemployer plan creates no op-
portunity for an employer to manipulate taxes. All multiemployer pension contribu-
tions are the product of labor negotiations. An employer with a contractual contri-
bution obligation cannot vary the amount it pays from year to year to suit its year-
to-year tax situation. Moreover, the pension contributions represent part of the ne-
gotiated compensation package. It has long been recognized that employers are gen-
erally called upon to spend the same amount on compensation in some other form,
if it does not go into the pension plan.

Amounts contributed to multiemployer plans are held solely for the benefit of the
covered employees, the overwhelming majority of whom are union-represented
rank-and-file workers. As the law does not allow surplus multiemployer plan assets
to revert to any contributing employer, a company that contributes more than is
needed for plan benefits has lost the use of that money forever. Since more dollars
into the pension fund generally mean fewer dollars for wages, health care or other
benefits, the union's constituency also loses if the plan is overfunded. Thus, neither
the union nor the employers have any incentive to maintain artificially high multi-
employer plan contribution rates. The tax-manipulation concerns that prompted en-
actment of the additional full funding limit do not apply to multiemployer plans.

Perhaps more important, applying the additional full funding limit to multiem-
ployer plans will not likely serve any revenue-raising purpose. If a company spon-
soring a single-employer plan finds that the contribution it has planned to make for
a year will not be deductible, the company simply does not make the payment. At
the end of the year that may translate into higher taxable income for the employer.

In a multiemployer situation, the employer cannot stop contributing, regardless of
the full funding limit, without violating its labor contract. Faced with a deduction
crisis, some plan boards of trustees will increase benefits in order to increase the
deduction limit. Such a response o the short-term market fluctuations that will de-
termine the limitation could, in some cases, create a continuing need for higher em-
ployer contributions over the long term, and correspondingly higher tax deductions.
Rather than helping to meet Federal deficit reduction goals, in a multiemployer
plan context, applying the change in the full funding limitation could hamper Fed-
eral deficit reduction goals.

In addition, studies prepared on behalf of the NCCMP show that virtually no tax
revenue can be attributed to the imposition of the additional full funding limitation
on multiemployer plans. These studies considered approximately 25 percent of all
multiemployer pension plans for the years 1984 through 1988. They concluded that
the number of multiemployer plans that, faced with an issue relating to the addi-
tional full funding limitation, fail to either increase benefits or have a percentage of
their contributions allocated to other tax-exempt vehicles (such as a welfare plan),
thereby resolving the issue w.thoilt any increase in tax revenue, is insignificant.

2 The rate must be within 10% of a four-year moving average of Treasury long-term bond
rates, with the most recent experience to be most heavily weighted. But within that range, the
interest rate must reflect current market prices for insurance company annuities.
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2. The NCed to change e the Pension Plan Annual Valuation Iequirernent to a Tri-
A n o16 ',qu irement fir Mult iemloyer Plans

The NCCNMl also strongly supports the Bill's provision that would require multi-
employer plans to perform valuations no less frequently than every three years.
rather than annually.

Section TSSIlaf;oiAl of the Omnibus Budget Reconciliation Act of 19S9 amended
Code section 412tc)(9) and ERISA Section 302(c0P) to require pension plans to have
actuarial valuations performed annually, instead of ever) three years. as was per-
mitted under prior law. The Joint Tax Committee's description of the change states
that annual valuations are necessary because the minimum required contribution
for a plan year under the minimum funding rules enacted in OBRA 'S7 depends on
the plan's funded status for that year.3

However, in recognition of the unique nati11e of multiimployer plans and the fact
that additional contribution requirements are not needed foi them because they are
generally well funded. OBRA '87 provided exceptions from it , minimum funding
changes for multiemployer plans. The only requirement applicable %o multiemployer
plans for which an annual valuation would be necessary in all cases is the addition-
al full funding limitation enacted in OBRA '87 and discussed above. Once we obtain
an exemption from that limitation, there will be no reason to impose on all multi-
employer plans 'he burden and expense-of annual valuations.

,Y. The Need for Safeguards to Ensure that the Bill s Multiple Employer VEBA Pro'i-
sion Cannot Be Abused With Respect to-Davis-Bacon and Similar Work

Section :205 of the Bill contains an off-Code provision that would permit employers
to be treated as affiliated for purposes of .;atisfying the requirements for maintain-
ing a multiple employer VEBA, if such employers: (1) are in the same line of busi-
ness; (2) act jointly to perform tasks that are integral to the activities of each of the
employers; and (3) act jointly to such an extent that the joint maintenance of a vol-
untary employee's beneficiary association is not a major part of the employers' joint
activities.

The introductory statement explains further that:

"Under the bill, employers are considered affiliated, for example, in the
following circumstances: the employers participating in the VEBA are in
the same line of business and belong to an association that provides to its
members a significant amount of each of the following services: (1) research
and development relating to the members' primary activity; (2) education
and training of members' employees; and (3) public relations. In addition,
the employers are sufficiently similar (e.g., subject to similar regulatory re-
quirements) that the association's services provide material assistance to all
of the employers. The employers also demonstrate the importance of their
joint activities by having meetings at least annually attended by substan-
tially all of the employers. Finally, the employers maintain a common re-
tirement plan.

"On the other hand, it is not intended that the mere existence of a trade
association is a sufficient basis for the member-employers to be considered
affiliated, even if they are in the same line of business. It is also not suffi-
cient if the trade association publishes a newsletter and provides significant
public relations services, but only provide, nominal amounts, if any, of
other services integral to the employers' primary activity."

We understand that this provision is being sought to provide relief in a particular
situation that does not involve work on Davis-Bacon Act or other prevailing wage
work. However, we urge you to make clear, in legislative history, if not in the stat-
ute, that this provision may not be abused by employers with respect to such work.
We suggest the following language:

"This section is not intended to apply with respect to noncollectively bar-
gained voluntarily employee beneficiary associations maintained by employ-
ers for prevailing wage work on public construction or service projects.'

The Davis-Bacon Act and certain other similar statutes require employers to pa,
employees working on certain government-financed projects the "prevailing wage.
Under the Davis-Bacon Act, this "prevailing wage" is determined by the Depart-
ment of Labor based on the total value of wages and other benefits paid by employ-

3 Staff of the Joint Committee on Taxation, 100th Cong., 2d Sess., Description of the Technical
Corrections Act of 1988, 431 Comm. Print 1988 (the annual valuation requirement was originally
included in, but not enacted as part of, this bill).
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ers in the area. However, employers may satisfy the prevailing wage requirement
by paying any combination of wages and employee benefits.

Some employers attempt to circumvent the intent of the Davis-Bacon and similar
acts, and to reduce their payroll taxes, and, thus, their total labor cost, by putting
as great a portion of the total wage package as possible into multiple-employer pen-
sion and employee welfare benefit plans. Contributions to such plans are tax deduct-
ible and not subject to payroll taxes, including FICA, FUTA and workers compensa-
tion. Typically, these employers contribute to these arrangements only for those of
their employees who are working on prevailing wage projects and only while such
employees are working on such projects.

This abusive payroll tax avoidance device, however, has been hampered in the
context of VEBAS by the requirement that employees eligible to participate in the
VEBA share fin employment-related common bond. As discussed above, the Bill
would clarify this requirement in certain specified circumstances. The language we
suggest above would provide the necessary assurance that this clarification could
not be interpreted to relax any barriers to these payroll tax-avoidance schemes pro-
vided under current law by the employment-related common bond requirement.

4. Actuarial Adjustment for Benefits of Post-Age 70 Retirees
Section 203 of the Bill would provide that, in the case of an employee (other than

a five percent owner) who retires in a calendar year after attaining age 70, the em-
ployee s accrued benefit must be actuarially increased to take into account the
period after age 70 in which the employee was not receiving benefits under the
plan. Thus, the employee's accrued benefit is required to reflect the value of bene-
fits that the employee would have received if the employee had retired at age 70
and begun receiving benefits at that time. It appears that this provision could have
the effect of preventing plans from suspending benefits for employees who work
after attaining age 70.

Multiemployer plans are supported by fixed, negotiated contributions and, there-
fore, have limited resources. Typically, these plans are able to provide only very
modest benefits to relatively low-income people. The percentage of multiemployer
plan participants who work beyond age 70 may not be great. However, a require-
ment to provide benefits to these participants while they are still working and re-
ceiving a paycheck, would diminish somewhat the plan's ability to provide adequate
benefits to retired participants who have no other source of income.

We suggest that you clarify that neither this section of the Bill, nor any provision
of Code section 401(aX9), will prevent a plan from suspending benefits upon reem-
ployment of a retiree, in accordance with Code section 411(aX3XB), ERISA Section
203(aX3XB) and regulations thereunder.

If you have any questions, or if we can be of further help, please call Vivian H.
Berzinski of our professional staff at (202) 872-8610.

NATIONAL POSTAL MAIL HANDLERS UNION,
Washington, DC, July 31, 1990.

Senator DAVID PRYOR, Chairman,
Subcommittee on Private Retirement Plans and Oversight of the Internal Revenue

Service Subcommittee,
US. Senate,
Washington, DC.

Dear Chairman Pryor: On behalf of our Union I want to thank you for your lead-
ership in sponsoring S. 2901, "The Employee Benefits Simplification Act."

Please be advised that we will mobilize our membership to support this critical
legislation.

Fraternally yours,

GLENN BERRIEN, National President.

STATEMENT OF THE NATIONAL TELEPHONE COOPERATIVE ASSOCIATION

On behalf of the National Telephone Coopera'ive Associatior. (NTCA), we are
pleased to provide you with our comments on the Employee Benefits Simplification
Act (S. 2901).

NTCA was established in 19154 with the goal of providing member services and
benefit programs to telephone cooperatives that would help them attract skilled per-
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sonnel and provide quality phone service to rural Americans. NTCA membership is
available to telephone cooperatives and independent commercial companies nation-
wide; we now have approximately 500 members located in .15 states.

NTCA sponsors both a defined benefit pension plan and a defied contribution
plan for employees of its participating members. These plans are among the largest
multiple employer plans in the nation with combined assets exceeding $400 million.
In addition to these qualified plans, NTCA sponsors a group health program that
provides medical, life and disability benefits to employees of participating member
and their dependents.

NTCA strongly agrees with the goals of S. 2901 and the urgent need to simplify
current pension laws. Complexity unnecessarily increases administrative costs,
makes it difficult for employers and employees to understand how their plans work,
and creates traps for the unwary. We commend you for the efforts you are making
in this important area.

We comment and, in a few areas, recommend further simplification with respect
to the following provisions of S. 2901.

Section 101: 1e/in ition of HighlY Compensated Employees
The elimination of the rules regarding officers and the top-paid 20%,' of' employees

would greatly simplify the administrative burden of determining an employer's
HCEs. In addition, we support the streamlining of the family aggregation rule, and
the use of the prior year's compensation to apply the $50,000 rule. These steps will
avoid needless complexity that currently exists.

We also support the exception to the one-HCE requirement for purposes of sec-
tions 401k) and (m). We further believe that the one-liCE requirement is unneces-
sary because there is no demonstrable need to ensure against discrimination in situ-
ations where the employer has no employees who are 5% owners or earn more than
$50,000.

* Section 102: Definition of Compensation
The addition of base pay asa "safe harbor" definition of compensation would pro-

vide greater flexibility to employers and allow many employers to administer their
plans consistent with their established practices. Any discriminatory impact that
might result from the use of base pay would be outweighed by the reduction in ad-
ministrative costs associated with testing a plan's use of this alternative definition
on an annual basis. These administrative cost savings could be better spent provid-
ing participants with increased plan benefits.

* Section 105: Nondiscrimination Rules for 401(k) and 401(m) Contributions
The use of a design safe harbor for 401(k) and 401(m) contributions is a reasonable

alternative to the existing annual discrimination tests. The annual tests are difficult
and costly to apply, and considerably lessen the attractiveness of these plans by cre-
ating considerable uncertainty for higher paid participants.

The use of safe harbor to satisfy the discrimination rules is fully consistent with
the recently issued IRS nondiscrimination regulations under code section 401(aX4).
Those regulations encourage employers to structure their plans to fit within one of
the available safe harbors. This will provide certainty as to plan qualification and
allow the IRS to conserve its examination resources. We also believe that the alter-
native minimum matching and nonelective contribution requirements of the safe
harbor are sufficiently attractive to prevent a real decrease in participation by
NHCEs.

* Section 202: Qualified Plan Transfers
We support the general goals of improving pension portability and retirement

income preservation. However, we believe that this section, as now drafted, adds un-
necessary complexity to a bill that is intended to simplify existing pension rules and
will accomplish relatively little preservation that would not otherwise occur. We,
therefore, recommend that these provisions be dropped.

At a minimum, if some provision for mandatory transfers is maintained, we be-
lieve that $500 threshold for transfers should be coordinated with the $3500 thresh-
old for "cashouts" under code section 411(aX11A). Under this alternative approach,
cashouts of $3500 or less would not be subject to the transfer rules, but could be
paid directly to the participants. If, however, the participant's benefit exceeded
$3500 and the participant requested a distribution, the benefit would be subject to
this section's transfer rules.
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* Section J05: Voluntary Employees' Beneficia r Association ("VEBAs'".
Present law generally requires that, to be tax-exempt, a VEBA must be main-

tained by "affiliated" employers. The bill would treat employers, unaffiliated by
ownership, as "affiliated" as long as the participating employers are in the same
line of business and demonstrate sufficient joint activity. We strongly support this
alternative provision. Because of the urgent need to control rising health costs, it is
imperative that such affiliated small employers, regardless of their geographic
locale, be allowed the opportunity to pool their resources so that they can provide
health care coverage to their employees at competitive rates. This is particularly
true at a time when most commercial insurers are unwilling to provide reasonable
coverage to smaller employers or will do so only at excessive cost.

* Section J08: Contributions for Disabled Employees
The bill would permit nonforfeitable contributions to be made on behalf of dis-

abled HCEs if contributions were made on behalf of all disabled participants. We
strongly support this change. Any concerns that such contributions might be dis-
criminatory (e.g., coordinated with the disability of the highly compensated employ-
ee) can be dealt with under the proposed IRS nondiscrimination regulations (which
simply reflect current and prior law with respect to limitations on this type of oper-
ational discrimination).

* Section 414: Limits and Cooperatives
S. 2901 also provides us an opportunity to bring to your attention another pension

simplification matter of great importance to NTCA and other organizations with co-
operative members. Section 3 of S. 2901 would simplify certain provisions of code
section 415 as they apply to governmental plans. As explained below, section
415(bX2XF), which applies alternative early retirement limits to government employ-
ees and employees of tax-exempt employers for post-1986 years, is also an excellent
candidate for simplification.

A. Background
Code section 501(cX12) provides that a cooperative telephone company meeting the

requirements of that section is a tax-exempt organization. One of these require-
ments is that 85 percent or more of the cooperative's income consists of amounts
collected from members for the purpose of meeting losses and expenses. If the coop-
erative fails to satisfy the 85 percent test, then tax-exempt status is not available for
that year. However, the cooperative may be tax-exempt for other years for which
the 85 percent test is met. Whether the test is met in a particular year depends on a
variety of factors, some of which are not always clear. For example, the determina-
tion of whether certain income is considered collected from a "member" is an issue
open to different interpretations.

Under current law, a cooperative's tax-exempt status has an impact on the maxi-
mum retirement benefits which its employees may receive from a qualified pension
plan. Under code section 415(b), the current maximum annual pension payable at
the employee's "social security retirement age" may not exceed the lesser of
$102,582 (or 100 percent of the employee's average compensation for his high 3
years), but substantially lower dollar limits apply at early retirement. After the Tax
Reform Act of 1986 ("TRA 86"), different reductions for early retirement apply to
plans maintained by tax-exempt organizations and to plans maintained by other em-
ployers.

Under code section 415(bX2XF), these more favorable early retirement provisions
apply to "a plan maintained by an organization . . . exempt from tax under this
subtitle." Neither the legislative history of TRA 86, subsequent technical correc-
tions, nor IRS rulings elaborate on this language.

Employees of tax-exempt employers pay a price for more favorable treatment
under the section 415 limits in the form of relatively strict limits on the amount of
deferred compensation they may receive from "nonqualified" plans. Specifically,
under current law (Code section 457), the maximum amount that may be deferred in
any year is limited to $7,500; higher-paid employees of taxable employers are not
subject to similar limits on nonqualified deferred compensation.

B. Proposed Solution
Telephone cooperatives are operated for the mutual benefit of their member-pa-

trons. Consistent with this obligation, members of the cooperative are credited with
amounts in excess of operating costs and expenses so as to reduce the cost of future
service. The fact that a cooperative may not meet the 85 percent test for tax-exempt
status in a particular year does not affect its fundamental nature as a cooperative
organization. We also think it should not affect its pension plan.
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Applying different pension limitations based on a cooperative's tax status for a
particular year is not administrable from the plan's viewpoint because neither the
amount that may be funded, nor the amount of the benefits to be paid, can be accu-
rately determined. In addition, the uncertainty as to which early retirement benefit
limitation applies makes it difficult for affected employees to plan for their retire-
ment and creates the potential for complex lawsuits against plan administrators
and trustees.

A reasonable way to simplify this technical problem would be to amend code sec-
tion 415(bX2XF) to make the less restrictive qualified plan limitation ava lable based
on whether the organization continues to be a telephone cooperative, rather than on
whether the 85 percent test for tax exemption happens to be met for a particular
year. Under this proposal, higher paid employees of telephone cooperatives would
remain subject to the strict limitations on nonqualified deferred compensation-
again, regardless of the organization's income tax status for a particular year.

This charge would allow plan sponsors to administer the pension rules with cer-
tainty. It would benefit the employees of telephone cooperatives who compete for
quality employees with commercial telephone companies that are usually larger and
often have greater financial resources. Because the higher qualified plan limits
would remain available, telephone cooperatives would continue to emphasize the
provision of employee pension benefits through broad-based tax-qualified plans in-
stead of through nonqualified plans that benefit only a narrow segment of the work-
force.

Significantly, this change should not result in any revenue loss because its impact
is quite limited, and because restrictions on nonqualified deferred compensation
under code section 457 would remain fully applicable.

We appreciate this opportunity to review the legislation and look forward to
working with this subcommittee to ensure that S. 2901 is enacted into law.

STATEMENT OF NOBLE LOWNDES

We are pleased to offer comments and recommendations on S. 2901, the Employee
Benefits Simplification Act. Noble Lowndes is one of the largest employee benefits
consulting firms in the United States with offices in 10 cities. Over 700 employees
provide welfare and retirement plan services to more than 3,000 corporate clients.

First and foremost, we applaud the current proposals as a first step towards sim-
plifying rules in the employee benefits arena. Although more comprehensive
changes to streamline qualification and individual income tax rules would be wel-
comed if carefully structured and clearly stated, the areas targeted in the current
proposal would ease many compliance problems and should be given immediate con-
sideration.

We would like you to consider three specific modifications to the current proposal,
as follows:

1. In conjunction with your plans to modify the Section 401 (k) and (m) rules,
hardship withdrawal restrictions should be dropped. Sponsors utilizing the new safe
harbors should be required to offer in-service withdrawals to plan participants.

2. The revised definition of "highly compensated employee" should recognize data
and employee status solely during the year preceding the testing period. The revised
definition should be adopted on a uniform basis for all benefit plan purposes in lieu
of current highly compensated and key employee definitions.

3. The dual plan restrictions of Code Section 415(e) should be repealed.
Our arguments in support of these suggestions follow. In general, our aim is to

eliminate certain problems which have been the source of a disproportionate
amount of confusion and concern. Lingering controversy in each area translates into
uneven compliance attempts and enforcement.

SECTION 401 (k) AND (M) NONDISCRIMINATION RULES

We fully support the option of safe harbor plan designs as an alternative to utili-
zation testing. The current nondiscrimination tests generate problems largely due to
the timing of the tests. Plan sponsors cannot be assured that they are in compliance
until after the end of the plan year at which time correction becomes a complex
exercise. Testing based on availability or utilization testing based on elections at the
beginning of a plan year with restrictions on increases for highly compensated em-
ployees could also be considered in order to relieve the timing problems inherent in
the current testing process.
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With regard to the safe harbor proposals, we are concerned that opponents of the
proposals will note that plan sponsors will no longer feel compelled to offer loans
and withdrawals as a device to encourage participation by nonhighly compensated
employees. As a result, such employees may be less inclined to squirrel away funds
for retirement. In addition, it should be noted that the premature distribution pen-
alty of Section 72(t) serves as an adequate disincentive against early withdrawals.
The Section 401(k) hardship withdrawal restriction is an unnecessary duplication.

In order to address accessibility concerns, to eliminate the considerable attention
and involvement surrounding hardship withdrawal details, and to achieve parity
with IRA distribution rules, we propose that the hardship withdrawal restrictions
be eliminated. Plan sponsors should be allowed to offer withdrawals using simple
and direct limitations which focus on antimanipulation and administrative con-
cerns. We would suggest that provisions permitting the withdrawal of funds one
time each year after the fifth anniversary of initial participation and/or in an
amount not in excess of the account balance two years prior to the withdrawal
would be two reasonable options. Note carefully that we do not endorse the long-
standing "two years from deposit date" rule simply because it adds complexity to
the data collection and retention process.

In the case of plans which adopt design-based safe harbors, in-service withdrawal
options should be mandatory so as to encourage participation by nonhighly compen-
sated employees.

Why not require loans? Although we would not suggest that they be barred, we do
not believe loans are necessary where withdrawals are available. Given that the ac-
cessibility concern lies generally with nonhighly compensated employees, it must be
noted that for these individuals, loans are merely withdrawals against future elec-
tive deferrals without the benefit of employer matching contributions. Generally,
only a fixed dollar amount is available from each paycheck. Deductions for loan re-
payments will reduce the amount available for contribution as new money. In addi-
tion, loan administration adds complexity; requiring loans runs contrary to the ob-
jective of simplification.

HIGHLY COMPENSATED EMPLOYEES

The elimination of the "top-paid group" determination and the use of prior year
compensation data will appreciably simplify the identification of highly compensat-
ed employees. A further simplification could be achieved operationally and in the
manner in which the definition is expressed if highly compensated employees are
identified in full based on their status and compensation during the year preceding
the year to be tested.

As currently drafted, the proposal wses prior year status and compensation to de-
termine highly compensated employees and, in addition, brings in "5% owners"
during the current year who were not 5% owners during the preceding year and did
not earn the specified compensation level during the preceding year. Since it is un-
likely that many individuals would fall into this latter group, a clearly stated prior
year basis will eliminate confusion which could be presented by the circuitous defi-
nition included in S. 2901 without significantly changing the ultimate result. In the
unlikely event that an individual is not viewed as highly compensated due to this
refinement, the breach would only prevail for a single year.

Once there is agreement on an appropriate simple definition, there would seem to
be little reason to restrict its applicability. Since these individuals are to be singled
out as the favored few for qualified plan discrimination tests, it would be helpful if
the same individuals were targeted in other areas as well. Thus, the Section 414(q)
definition should replace all other highly paid and key employee definitions in wel-
fare plan discrimination tests and in the top-heavy determinatiorrof Section 416.

To further streamline the benefits environment, consideration should be given to
providing a specific definition of "select group of highly compensated employees"
under ERISA in order to finalize the controversy with regard to nonqualified plans.
The use of the Section 414(q) highly compensated employee definition would not
only deliver administrative simplicity, but would also resolve the bias against
middle management employees who are restricted in qualified plans and excluded
from nonqualified plans. If this approach is not adopted, consideration should be
given to expanding the ERISA Section 3(36) "excess benefit plan" definition to re-
flect additional qualified plan limitations such as the $200,000 limitation on compen-
sation, the $7,000 limit on elective deferrals and the Section 401 (k) and (m) nondis-
crimination test limits.
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DUAL PLAN LIMITATIONS

Code Sections 415(e) and 4980A both address the accumulation of excessive bene-
fits under qualified retirement plans. The first deals with benefits provided by a
single employer under both a defined benefit and a defined contribution plan while
the second deals with the totality of benefits provided to any single employee. There
were indications at the time Section 4980A was enacted that it was an experiment
to ultimately replace the Section 415(e) limit, universally viewed as a complex and
unwieldy calculation.

Indeed, theories on the application of the Section 415(e) limit abound. When at-
tempted, the calculation requires a great deal of historical data which is not univer-
sally available. Layers of transitional adjustments complicate the process, especially
in the case of the most recent TRA '86 adjustment which, some practitioners suggest
(with informal IRS staff agreement) varies based on each individual's actual retire-
ment date and form of benefit payment--both factors unknown at the time the ad-
justment is to be made!

As a result of this complexity, voluntary compliance and enforcement is uneven,
thus casting doubt on any revenue estimates attributed to the Section 415(e) limit.
The repeal of Section 4980A which has been suggested by others to eliminate the
duplication complaint would not deliver as great a simplification as the repeal of
Section 415(e). We strongly encourage that the Section 415(e) limitation be eliminat-
ed as part of the current simplification drive.

Noble Lowndes is honored to have the opportunity to participate in the develop-
ment of simpler responses to employee benefits issues. We would be pleased to
answer any questions you may have regarding this letter.

STATEMENT OF THE PACIFIC TELESIS GROUP

Mr. Chairman and Members of the Subcommittee: Pacific Telesis Group is pleased
to offer comments on the simplification of present-law tax rules relating to qualified
pension plans.

Pacific Telesis Group is a diversified telecommunications corporation based in San
Francisco, offering telecommunications services to domestic and international cus-
tomers. The Corporation was formed as a result of the court-ordered divestiture of
the Bell System on January 1, 1984. The Corporation comprises the holding compa-
ny, its telephone subsidiaries, and its diversified subsidiaries.

Pacific Telesis Group applauds this example of Congressional attention to an im-
portant employee benefit issue-pension simplification. This legislation could be an
important first step on the road to meaningful reform of the extraordinarily com-
plex rules which govern administration of private pension plans. The current situa-
tion serves no one well; neither plan sponsors nor plan participants benefit from the
ongoing accumulation of more confusing rules. The Treasury does not benefit as
more complex rules are not required in order to yield more tax revenues. Indeed, we
believe that simplifying the administrative guidelines will encourage the continued
growth of private pension plans.

Accordingly, Pacific Telesis Group supports Titles I and III of the proposed legisla-
tion. In Title I, we are most pleased to see the safe harbor relief for nondiscrimina-
tion testing of 401(k). While many plans will probably not be able to afford the
"rich" safe harbor, the provision is an important step toward the elimination of the
ADP test for these plans. We also believe the redefinition of "highly compensated
employees" and the modification of the minimum participation rules in IRC Section
401(aX26) are beneficial. In Title III, we are pleased to see the modification of the
leased employee rule.

We are, however, disappointed that the "portability" provisions in Title II are in-
cluded in "simplification" legislation. Pension portability is an important issue
which deserves debate, but it adds administrative complexity and should be consid-
ered apart from this legislation. In addition, Section 202 as drafted would not neces-
sarily improve portability; employees currently have the option of rolling qualified
plan distributions into IRAs in many instances. This provision would make employ-
ers act as agents in setting up IRAs for former employees, who would then be free
to withdraw money from their IRAs at will.

In summary, we support the Committee's effort to simply present-law rules gov-
erning private pension plans and would be glad to work with the Committee as it
moves forward.
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STATEMENT OF THE PRACTICE SERVICE CORPORATION

HISTORY

Today, in fulfilling the goal of the National Retirement Policy, Practice Service
Corporation is in the forefront of providing its employees with meaningful retire-
ment and welfare benefits. Practice Service Corporation, also know as PSC, is the
fuiunder of the employee leasing industry. Despite the common assumption that em-
ployee leasing began as a way to avoid providing employee pension benefits, PSC
began operations in 1972 by providing leased employees with a 100% Defined Bene-
fit Pension Plan and a full benefit package, including health, dental and life insur-
ance.

In order to attract and retain personnel, PSC provides its leased employees retire-
ment benefits through a Defined Benefit Pension Plan. Under the PSC plan, at re-
tirement age, each participant (and his or her spouse) will be entitled to a joint and
survivor annuity equal to 100% of his or her final high three-year average salary.
This 100% of final average final salary pension is not integrated with social security.

Thus, the PSC plan benefit is the maximum retirement benefit allowable under
section 415(b) of the Internal Revenue Code. (References to the PSC plan benefit will
be "the maximum 415(b) benefit). The PSC plan has many other favorable provi-
sions affecting our employees, including among others:

1. No age restriction on participation;
2. Six-year top-heavy vesting;
3. Predecessor employer years of service credit;
4. An additional insured death benefit; and

STATUTORY BACKGROUND

The true employee leasing structure of true employee leasing is simple.
PSC does not employ or lease any recipients, in other words, any owners of our

clients. Our personnel are generally highly compensated employees as defined in
Section 414(q), but again they are not recipient owners.

Under the employee leasing rules of Section 414(n), our employees are deemed to
be employed by our clients, the recipient, and the benefits earned by our employees
under the PSC plan are deemed provided by the recipient. The proposed employee
leasing regulations implement this rule by treating our client/recipient as if they
maintain two qualified plans; one actually maintained for the recipient owner and -
one deemed maintained for the employees we lease to the recipient. Accordingly,
each recipient plan must satisfy the minimum participation rules of Section
401(aX26) as well as the participation rules of 401(aX4).

To accomplish this result, the qualified plan actually maintained by the recipient
includes our employees who are leased to the recipients benefiting under this plan.
As participants, they are entitled to all rights and privileges of participation includ-
ing the accrual of benefits and allocations of contributions.

Please note that the owners of the business entities to which we lease employees,
that is the recipient, while participating under a plan actually maintained by them,
do not participate under the PSC plan. The reason is obvious. Such owner/recipient
is not an employee (or deemed employee) of PSC, and therefore cannot participate
as a matter of law.

Because the PSC Plan provides for the maximum 415(b) benefit, any accrual of
benefits by our employees under a defined benefit plan actually maintained by the
client/recipient is entirely offset because of Section 415 and the proposed employee
leasing regulations; and any allocation under the client' defined contribution plan
is entirely offset because we believe that the provision of a maximum 415(b) benefit
under the PSC Plan is the greatest retirement benefit we or the client can provide.
In fact, it is the best qualified benefit provided to any employee in the United
States. To assure that our client/recipient's qualified plans comply with this struc-
ture, we require them to adopt a special amendment to their plans which is consist-
ent with this benefit structure.

We believe that this offset structure and treatment is mandated by the specific stat-
utory statement of Sections 414(nX)(XA) and 414(nJX1B). We further believe, and can
demonstrate actuarially that the maximum 415(b) benefit provided by the PSC Plan
is greater than (or at least the equivalent of) the benefit provided under the quali-
fied plans actually maintained by our clients.

Because of this, it is our opinion that the structure we have established is free of
all of the abuses that Congress intended to remedy when enacting Section 401(a)26).
Our client/recipient's cannot receive a greater benefit under their own plans as a
matter of law.
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PROPOSAL

At the end of these written comments, you will find a proposal for amending Sec-
tion 414(n) to simplify the testing and policing procedures for recipient's utilizing
leased employees. The first part of the proposed amendment detailed an addition to
the safe harbor currently existing under 414(n)5. The proposed safe harbor would
add the ability for a leasing company to provide either a maximum 415(b) or 415(c)
pension plan, without any restriction on the percentage of employees leased to the
recipient. The establishment of these maximum type plans for rank and file employ-
ees will clearly help prevent abuse and policing by the IRS.

The proposed safe harbor plan would provide a leased employee with either of the
following:

A. A Defined Benefit Pension Plan which provides:
1. 100% of pay benefits subject to Section 415(b) based upon a participant's

highest average three years compensation;
2. For full benefits without offset for social security benefits;
3. A joint and survivor annuity for all participants;
4. A 6-year top heavy vesting schedule;
5. Vesting credit for past years of service with the recipient organization; and
6. For no age elimination, or

B. A Defined Contribution Pension Plan which provides:
1. A maximum contribution subject to Section 415(c);
2. For full benefits without any offset for social security benefits;
3. A 6-year top heavy vesting schedule;
4. Vesting credit for past years of service with the recipient's ;,-ganization;

and
5. For no age elimination.

The second part of the proposed amendment deals with standards for establishing
true employee leasing arrangements While temporary services, off-site benefits ad-
ministration and contract personnel most definitely have their place in our business
atmosphere, it is important for unsuspecting recipients to know what risks attach to
these type arrangements, including, but not limited to, co-joint employer liabilities.
This will also help insure protection to the Federal government for those companies
representing themselves as employee leasing in that the leasing company's assets
will be available for payment of unpaid taxes. 'Additionally, leased employees will be
insured that their benefits have been paid for by implementation of this proposal.

Once again, we stress that the goal of the National Retirement Policy is simplified
and enhanced by allowing the unrestricted provision of maximum 415(b) and 415(c)
pension plans to rank and file employees. The elimination of abuses by crafty prac-
titioners and elimination of policing by the IRS makes this proposal meaningful for
the thousands of employees covered under these plans.

Thank you for your consideration.
Attachment.

AMENDMENT TO SECTION 414(n)
SEC. 1. EMPLOYEE LEASING.

Section 414(n) is amended by adding the following:
"(5XAXii) leased employees] (determined without regard to this paragraph) do

not constitute more than 20% of the recipient's nonhighly compensated work-
force, or

(iii) the leasing organization maintains a Defined Benefit Pension Plan which
provides:

(a) A 100% of pay benefit subject to Section 415(b) based upon a partici-
pant's highest average three year's compensation;

(b) For full benefits without offset for Social Security benefits;
(c) A joint and survivor annuity for all participants;
(d) A six-year top-heavy vesting schedule;
(e) Vesting credit for past years of service with the recipient organization;
(f) For no age elimination, or

(iv) the leasing organization maintains a Defined Contribution Pension Plan
which provides:

(a) A maximum contribution subject to Section 415(c);
(b) For full benefits without any offset for Social Security benefits;
(c) A six-year top-heavy vesting schedule;
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(d) Vesting credit for past years of service with the recipient's organiza-
tion:

(e) For no age elimination.
"(7) Leasing organization as sole employer-A leasing-organization shall be

deemed to be the sole employer of the leased employee if-
"(A) the leasing organization retains the sole and exclusive right to-

"(i) hire, terminate, and transfer the employee,
"(ii) pay the employee from its own accounts, and
"(iii) direct, control, and evaluate the manner and means of the em-

ployee's performance of services provided to the recipient;
"(B) the leasing organization is responsible for paying its employees,

through the duration of their employment, regardless of receiving reim-
bursed payroll and/or fees from the recipient;

"(C) the leasing organization provides universal fringe benefits among all
its employees without discrimination; and

"(D) the leasing organization bills the recipient on a total fee rather than
a direct cost pass-through basis.

"(E) the leasing organization does not lease the owner of the recipient.
"(F) the leasing organization complies with the requirements of 3121(d).

"(8) Leasing Organization Defined.-For purposes of this subsection, a 'leasing
organization' is an organization which-

"(A) fills job function positions for a recipient, pursuant to a written
agreement with the recipient, which are not short term in duration or
which are not for a defined period of time,

"(B) meets the requirements of paragraph (7), with respect to at least -1
leased employee,

"(C) is registered with the Internal Revenue Service pursuant to para-
graph (9),

"(D) together with the recipient, does not constitute a controlled group of
corporations, as defined in section 1563(a), or an affiliated service group, as
defined in section 414(m), and

"(E) pays all taxes and benefits costs from its own account and under its
own name.

"(F) allows the recipient to be responsible for the direction relative only
to the operational duties of the assigned employees.

"(9) Regulation of leasing organizations.-The Secretary shall prescribe such
regulations as are deemed necessary to ensure prompt reporting and depositing
of withholding and employment taxes by the leasing organization, and to maxi-
mize timely monitoring of such reporting and depositing by the Internal Reve-
nue Service. Such regulations shall include-

"(A) assigning a Standard Industry Code (S.I.C.) to identify leasing organi-
zations;

"(B) establishing a procedure for registration of leasing organizations
with the Internal Revenue Service, which shall include the registration of
all officers, equity owners, and other responsible persons, within the mean-
ing of section 6672;" and

"(C) establishing a procedure requiring annual payroll tax reporting by
recipients utilizing an employee leasing organization as defined herein.

SEC. 2. EFFECTIVE DATE.

"(10) Except as otherwise expressly provided in this Act, the amendments
made by this Act shall become effective January 1, 1991."

STATEMENT OF THE PROFIT SHARING COUNCIL OF AMERICA

Since 1947, the Profit Sharing Council of America (PSCA) has represented compa-
nies that sponsor profit-sharing and 401(k) plans. PSCA represents approximately
1,200 companies that employ more than 1.75 million plan participants. Located
throughout the United States, PSCA members are diverse businesses that range in
size from family-owned fledgling enterprises to Fortune 100 companies.

A fundamental purpose of the Profit Sharing Council of America is to encourage
American companies to use profit sharing, both cash and deferred. Yet, the ongoing
changes in the laws and regulations governing retirement plans have greatly in-
creased the complexity of administering deferred profit-sharing plans over the last
few years. At the margin, where a small or medium-sized employer is trying to de-
termine if a retirement program is feasible, any complexity can only discourage
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plan formation. For employers who already sponsor plans, additional administrative
burdens can only increase the number of plans terminated because the employers
and employees determine that retirement coverage i- not as valuable as current
compensation. The effect of administrative complexit) s to deny the benefits of de-
ferred profit sharing to millions of workers and thousands of companies. It is a pri-
ority of the Council that the regulatory complexity of plan administration be simpli-
fied. Therefore, the Council commends those who have begun the quest for simplifi-
cation. •

Nevertheless, it is important that proposals to simplify the provisions of the tax
code affecting qualified plan regulation do not reduce the benefits of the current
system, do not reduce the flexibility that employers need to develop programs which
meet the special needs of individual companies and workers, or add complexity to
plan administration. Any of these will result in reduced participation in the quali-
fied plan system and defeat the purpose of simplification efforts.

S. 2901 should not be enacted in its present form. While it contains several con-
structive changes, it also contains changes harmful to the qualified plan system, es-
pccially as it affects deferred profit-sharing and 401(k) plans. Following are the
Council's specific comments on those sections of the legislation most important to
Council members.

SECTION 102. DEFINITION OF COMPENSATION

S. 2901 amends all three definitions of compensation.
There is no need for this section because recent Internal Revenue Servi.':e -gula-

tions have greatly simplified the application of current law while retaining employ-
er plan design flexibility. This section should be removed from the legislation.

SECTION 104. MODIFICATION OF ADDITIONAL PARTICIPATION REQUIREMENTS

S. 2901 exempts defined contribution plans from the minimum participation re-
quirements and reduces the minimum participation requirements for defined bene-
fit plans to the lesser of 25 employees or 40 percent of the employer's workforce.

Congress never intended to apply section 401(aX26) to defined contribution plans.
Clarifying that defined contribution plans are exempt from this section is a signifi-
cant simplification and the Council strongly endorses its adoption.

SECTION 105. NONDISCRIMINATION RULES FOR QUALIFIED CASH OR DEFERRED
ARRANGEMENTS AND MATCHING CONTRIBUTION

S. 2901 provides that 401(k) and 401(m) plans meeting certain design and notice
criteria would, in effect, be deemed to have passed either the ADP test or the ACP
test, or both. The proposal also modifies the standards for determining which excess
deferrals and matching contributions to distribute first if ADP or ACP tests are not
passed.

The specific dollar limitations on contributions under sections 415 and 401(k)
eliminate the need for ADP and ACP testing. Further, these tests are complex, time
consuming and expensive to administer. They also discriminate unfairly against the
lower end of the highly compensated group. The Council continues to support elimi-
nation of these tests.

In the event elimination of these tests is not possible, the Council supports the
concept of a design-based safe harbor for 401(k) and 401(m) contributions. Such a
safe harbor would ease an administrative burden that acts as a disincentive to plan
formation and continuation. However, the legislation's proposed safe harbor is not a
workable alternative. The Council is unaware of any profit-sharing plans that would
meet this safe harbor without substantial and costly revision.

In addition, the notice requirement in the safe harbor imposes another adminis-
trative burden on plan sponsors. Such a requirement appears to contribute little or
nothing to simplifying the law.

The Council recommends the proposed safe harbor be withdrawn and that a new
safe harbor be developed.

SECTION 201. TAXABILITY OF BENEFICIARY OF EMPLOYEES' TRUST

S. 2901 eliminates most of the restrictions on distributions eligible for rollover
treatment and eliminates 5-year forward averaging for lump sum distributions.

The rules for determining when a distribution can be rolled over into an IRA or
into another qualified plan are unnecessarily complicated and constitute a burden
on plan participants. The Council supports the liberalized rollover rules in S. 2901.

However, the Council strongly objects to the provision repealing 5-year forward
averaging for lump sum distributions. A bill designed to make qualified plan imple-
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mentation and participation more attractive should not include provisions reducing
the benefits of such plans. Further, the elimination of 5-year forward averaging is
bad public policy. The availability of five-year averaging should no be denied to
plan participants for the following reasons:

0 Without it the lower-paid receive unfair tax treatment.
Under the new rates established by the Tax Reform Act of 19.(;, five-ye ir averag-

ing provides little tax benefit for those taxpayers receiving a very large lump sum
distribution. However, there is and should be a tax benefit for those receiving small-
er lump sum distributions. Without the availability of special averaging, many non-
highly compensated employees who take tump sum distributions will pay tax at the
highest rate, even though their contributions and the employer's contributions were
made when the employee was at a lower effective tax rate. For example, in a study
of 115 companies, the Profit sharing Research Foundation found that the average
retirement lump sum distribution for participants whose final salary was under
$30,000 was $46,502. Under current law a recipient using averaging pays 15,-r on
the lump sum. Under the proposal, the recipient would pay 28'. It is unfair to tax
a distribution to an employee at the highest rate when his or her tax rate was 15%
at the time the original contributions were made.

* IRA rollovers are not necessarily an option for smaller lump sum distribu-
tions.

The cost of maintaining an IRA rollover account is substantially the same for
large and small rollovers. This means that for large rollover accounts the cost is
acceptable but rollover IRA costs can be prohibitive for smaller lump sum distribu-
tions. Further, there is less investment flexibility with a small account, making it
financially less attractive to roll over a smaller distribution.

- Special averaging for lump sum distributions is part of the overall fabric
which makes defined contribution plans viable.

The availability of special averaging helps make defined contribution plans at-
tractive to younger and lower-paid employees. They will be less likely to make vol-
untary contributions to plans if they know that their own money will be taxed at a
higher rate coming out than going in. The same holds true for employer contribu-
tions. Employees, especially those in deferred profit-sharing plans, which make up
the vast majority of defined contribution plans, will want their benefits in cash now
rather than wait for a benefit later that will be taxed at a higher rate.

SECTION 202. QUALIFIED PLANS MUST PROVIDE FOR TRANSFERS OF CERTAIN
DISTRIBUTIONS TO OTHER PLANS

S. 2901 requires qualified plans to make "applicable distributions" in the form of
direct trustee-to-trustee transfers to "eligible transferee plans."

The Council opposes the inclusion of this provision in the proposed legislation for
the following reasons:

• It will add substantial complexity to the administration of qualified plans.
Present distribution procedures are straightforward and manageable to both em-

ployers and participants. Current law also allows a clean break between the compa-
ny and terminating employee. The proposal will require extensive ongoing commu-
nication between the employer and terminated participant as rollover vehicles are
identified and arrangements are made to transfer account balances. This will
present difficulties especially in the event the termination was not cordial. Certain-
ly this proposal adds considerable complexity to plan administration.

* It reduces the incentive value of deferred profit sharing.
Most defined contribution plans are profit-sharing plans. Studies by academicians

at prestigious institutions like Harvard, Rutgers and Cornell have found that de-
ferred profit sharing improves labor stability, increases profits and enhances pro-
ductivity. Participants in profit-sharing plans believe that profit sharing contribu-
tions are their money. If participants perceive that the money has too many strings
attached they will lose the feeling of ownership and many of the benefits of profit
sharing will be lost. Some profit sharing companies will convert to cash payouts to
avoid that loss.

* Voluntary contributions will diminish.
Because of the restrictions and penalty tax imposed on pre-retirement distribu-

tions by the Tax Reform Act of 1986, lower-paid employees already are hesitant
about making voluntary contributions to deferred plans. Many with pre-1987 contri-
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butions were angry that the rules were changed after contributions were made. The
passage of this proposal will reinforce their concern that the rules operating today
may be replaced by even more restrictive rules in the future. The uncertainty
caused by continuous change affects participants as well as plan sponsors.

e The $500 minimum is too low.
It is economically inefficient to rollover small accounts into Individual Retirement

Accounts. Administrative charges and inflation will substantially diminish the pur-
chasing power of small rollovers in a relatively short period. There is little real ben-
efit in forcing rollovers smaller than $3,500.

* This proposal changes the availability of in-service distributions from profit-
sharing plans.

Currently, deferred profit-sharing plans may allow in-service distributions of em-
ployer contributions without requiring the presence of "hardship" as in a 401(k)
plan. As drafted, the bill imposes the 401(k) "hardship" requirements on deferred
profit-sharing plans. This is a fundamental policy change and should not be under-
taken without extensive study. Typically, most profit-sharing plans do not require
participants to meet hardship criteria when seeking withdrawals. Therefore, this
change will significantly alter the relationship between the company and partici-
pants in many profit-sharing plans. At a minimum this change will add extensive
complexity to the administration of deferred profit-sharing plans.

SECTION 203. REQUIRED DISTRIBUTIONS

S. 2901 eliminates required distributions for those employed except for 5 percent
owners.

The current 401(aX9) regulations impose immense complication and hardship on
companies and on participants who work beyond the age of 701/2. The Council sup-
ports the proposed change that eliminates required distributions to defined contribu-
tion plan participants as long as they are employed.

SECTION 301. TREATMENT OF LEASED EMPLOYEES

S. 2901 replaces the "historically performed" test with a test that determines if
the individual is performing services under the control of the recipient.

The rules governing leased employees have been nearly unworkable. The Council
supports the simplification on the 414(n) rules proposed in the legislation.

STATEMENT OF THE SMALL BUSINESS COUNCIL OF AMERICA

On behalf of the Small Business Council of America ("SBCA"), we are pleased to
have the opportunity to provide comments regarding the Employee Benefits Simpli-
ficatioa Act (S. 2901) introduced by Senator Pryor on July 26, 1990. The SBCA is a
national non-profit organization that focuses on tax and employee benefits issues as
they affect small business. As should be evident throughout this letter, SBCA
strongly supports S 2901, which we believe is the most positive pension legislation
introduced since ERISA. Our comments regarding S. 2901 are intended to be con-
structive in nature, and to contribute to the debate regarding how best to simplify
the private pension system. SBCA is committed to providing whatever assistance is
requested or necessary to enact this important legislation._

Following are our comments regarding specific provisions of S. 2901:

SECTION 101: DEFINITION OF HIGHLY COMPENSATED EMPLOYEE

The present law definition of highly compensated employee ("HCE") is too com-
plex, especially for smaller employers. Accordingly, SBCA supports the amendment
of Code Section 414(q) simplifying the HCE definition. However, SBCA respectfully
suggests the following modifications to the definition:

1. Increase the $50,000 threshold amount in Code Section 414(qXIXB). An employ-
ee earning $50,000 is not considered highly compensated in many parts of the coun-
try. Furthermore, as presently drafted, the revised definition would expand the po-
tential HCE group beyond that under current law, because it would classify as
HCEs those who earn greater than $50,000 but who are not in the top paid group
(i.e., in the top 20 percent group ranked by compensation). An increased dollar
threshold would mitigate this problem.

2. Do not require an employee to be counted as a HCE merely because of his per-
centage ownership of the business if his income is below the $50,000 (or higher)
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dollar threshold. If an individual is not earning significant compensation, he is not
highly compensated regardless of how much of the business he owns.

3. Provide rules for employees who are hired or who terminate service during tile
year. For example, such employee's compensation during his first or last year of em-
ployment could be annualized for LICE testing purposes.

4. Code Sections 414(qX6), 414(qx7), 411q)Odh 414(q)1m and 14(qill should be
designated as 414(qX4), 414(qX5), 414(qx(;), 414(qH7) and 414(q481P, respectively.

SECTION 102: DEFINITION OF COMPLNSATION

SBCA agrees tha' , '-2 wages and base pay are appropriate methods of measuring
compensation for q vilified plan purposes. Both changes reflect an awareness of
actual plan practices, and an acknowledgment that these practices are not abusive.
Furthermore, sanctioning the use of W-2 wages for this purpose eliminates a trap
for the unwary, since the use of W-2 wages is not currently a safe harbor definition
of compensation under the proposed Code Section 414(s) regulations.

We believe, however, that the revised Code Section 414(s) should be coordinated
with the definitions of compensation under Code Section 4115 and the regulations
thereunder. Regulations Section 1.415-2(d) authorizes the use of the following com-
pensation definitions:

1. Compensation subject to FICA withholding.
2. Compensation subject to Federal income tax withholding.
3. The present Code Section 415tc)3) definition of compensation.

We suggest that the first two of these definitions be included in Code Section 414(sl
as amended by S. 2901 in order to specifically authorize the practices of many plan
sponsors.

SECTION 103: MODIFICATION OF COST OF LIVING ADJUSTMENTS

SBCA supports the use of rounding to determine cost of living increases for pen-
sion plan dollar limitation purposes. Rounding is simple and practical, and would
help eliminate the current preoccupation with detail currently plaguing the private
pension system.

SECTION 104: MODIFICATION OF ADDITIONAL PARTICIPATION REQUIREMENTS

SBCA understands that the proposed changes to Code Section 401(aX26XA) would
(1) limit the application of Code Section 401(aX26) to defined benefit plans, (2) lower
the number of employees that must benefit under a plan from 40 to 25, and (3) re-
quire a two person plan to cover both employees. While SBCA is in favor of limiting
Code Section 4 01(aX26) to defined benefit plans, we believe that these changes do not
adequately limit the scope of Code Section 401(aX26) to its original purpose: to re-
strict the use of individual defined benefit plans maintained solely for the benefit of
highly compensated employees.

SBCA believes that the abuse potential with respect to individually designed
plans will be eliminated when the comparability provisions of Revenue Ruling 81-
202 are updated. If it is desired that individually designed plans be prohibited (in
contrast to being used in nonabusive situations), this could be accomplished by pro-
hibiting such plans from being aggregated with other plans for Code Section 410(b)
purposes. For example, Code Section 410(b) (and the regulations at 1.410(b)-1(d(3))
could be amended to provide that only plans with a specified number of employees
(e.g., five) may be aggregated with other plan(s) for purposes of determining whether
such plans satisfy the minimum coverage requirements. Because individually de-
signed plans could be restricted or prohibited by other means, we believe that Code
Section 401(aX26) could be eliminated with no adverse affect to the private pension
system. However, if Code Section 401(aX26) must be retained, we believe that it
should be amended to apply only to plans covering a nominal group of employees,
such as five.

We must note, however, that in many cases, comparability even with one-partici-
pant satellite plans with a core staff plan, generated the greatest retirement bene-
fits for staff employees. This principle seems to have been overlooked.

Finally, we should point out that the proposed change requiring a plan to cover
two employees serves little purpose. A plan that covers only one employee will vio-
late the minimum coverage requirements of Code Section 410(b) if the excluded em-
ployee is not a HCE. If both employees are HCEs, there is no abuse to correct.
Therefore, the purpose for this additional restriction under Code Section 401(aX26) is
unclear.
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SECTION 105: NONDISCRIMINATION RULES FOR QUALIFIED CASH OR DEFERRED
ARRANGEMENTS AND MATCHING CONTRIBUTIONS

While SBCA would have preferred to see the complete elimination of the actual
deferral percentage (ADP) test under Code Section 401(k) and the actual contribu-
tion test (ACP) under Code Section 401(m), SBCA strongly suppose the use of de-
signed based safe harbor rules to avoid nondiscrimination testing. Such safe harbors
will make many 401(k) plans and plans with matching contributions easier and less
expensive to administer, allowing many more small businesses to sponsor such plans
on behalf of their employees.

SBCA notes that this new section would allow alternative plan designs to be used
in order to meet the 401(k) safe harbor. This is an enlightened approach to safe
harbor design, affording each employer the opportunity to provide the most appro-
priate matching structure for their employees while still being able to avoid unnec-
essary and burdensome nondiscrimination testing. SBCA strongly supports this pro-
vision.

With respect to the 401(k) safe harbor, SBCA would like to make the following
suggestions, in hopes of improving an already excellent provision:

1. SBCA is concerned that S. 2901, Section 105(a) as presently drafted could
permit a discriminatory matching contribution to exist in conjunction with the
three percent nonelective contribution safe harbor. Accordingly, Code §401(kX11XC)
should specifically state that the three percent minimum nonelective contribution is
to be provided in lieu of a matching contribution.

2. It is our view that the notice requirement will be satisfied by distribution of the
summary plan description to eligible employees. Therefore, this notice may be re-
dundant and costly to produce and distribute. However, if the notice requirement is
to be retained, there should be a notice provided to employees who become eligible
to participate during the plan year.

3. The ability of the employer to provide the safe harbor contribution under an-
other plan should be limited to qualified plans.

With respect to the 401(m) safe harbor, we have the following observations:
1. Because the 401(m) safe harbor requires compliance with the 401(k) safe harbor,

which provides for matching contributions with respect to elective deferrals up to
five percent of compensation, it is unclear why the 401(m) safe harbor should then
prohibit matching contributions in excess of six percent of compensation. It seems
more logical to either limit matching contributions to elective deferrals and employ-
ee contributions of up to five percent of compensation, or to provide no such limita-
tion at all. We believe that no such limitation on matching contributions apply, be-
cause the other two components of the 401(m) safe harbor (i.e., the prohibition
against increasing matching contributions and the limitations on the aggregate
amount of matching contributions) adequately protect against discrimination in
favor of HCEs.

2. An element of potential discrimination still exists under the 401(m) safe harbor
because there are no limitations on employee contributions. One way to limit this
potential discrimination would be to limit employee contributions to that percentage
which would result in the greatest possible match (taking into account elective de-
ferrals under the plan).

3. The 401(m) safe harbor should specifically state that the "multiple use"-restric-
tions of Code Section 401(mX9) will not apply if a safe harbor is used.

Finally, SBCA agrees with the proposed amendment to Code Sections 401(kX8)(C)
and 401(mX6XC) regarding the return of excess contributions. Determining excess
contributions by reference to contributions and not the deferral percentages is logi-
cal. It also is fairer to the lower paid employees in the HCE group.

SECTION 201: PENSION DISTRIBUTION RULES

SBCA is pleased to see a legislative proposal that would simplify the Code Section
402 pension distribut-,on rules. It is hard to imagine a Code Section with more com-
plexity and traps for the unwary or even to the wary! Simplifying the distribution
rules is a giant step in the right direction for pension simplification. This simplifica-
tion would also result in more fairness to the many individual taxpayers who must
cope with these rules.

SBCA generally supports the methods by which S. 2901 would simplify the pen-
sion distribution rules. However, SBCA respectfully requests that the following pro-
posed modifications be considered in order to further enhance an already improved
Code Section 402:
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1. Retain five year forward averaging treatment. Five year forward averaging
treatment primarily benefits non-HCEs with small benefit distributions. Also, from
a simplification standpoint, we do not believe that the tax uncer the forward aver-
aging rules is difficult to calculate. Even if the forward averaging calculation is per-
ceived as difficult by the distributee, he could avoid this complexity by not electing
such treatment.

Retaining five year forward averaging also requires no legislation change so as to
permit distributees to continue to use an amount equal to five times the excess dis-
tribution amount (i.e., $112,500, indexed or $150,000) for purposes of determining
whether the excise tax on excess distributions applies (the "five times" rule). S. 2901
as presently drafted would not permit continued use of the five times rule. We note
that this is a major policy change significantly impacting many participants. See
Section 201(bX43) Even if five year forward averaging is repealed, we believe that
Section 201(bX43) should be eliminated, so that the five times rule would continue to
apply. Of course, Code Section 4980A(cX4) will need to be modified to refer to for-
ward averaging prior to its repeal. To this end, regardless of whether forward aver-
aging treatment is repealed, Code Section 4980A(cX4) should be amended to provide
that if the distributee receives the balance to the credit under a qualified plan, the
excess distribution amount in Code Section 4980A(cX) will be multiplied by five for
purposes of determining whett, er the excise tax on excess distributions would apply
with respect to that distribution. This is more liberal than current law, but it is not
clear why the five times rule should apply to only those recipients of lump sum dis-
tributions who are eligible for forward averaging treatment, and not other lump
sum recipients.

Finally, if five year forward averaging is repealed, it may be appropriate to pro-
vide transition rules for individuals who were anticipating using five-year averag-
ing.

2. With respect to rollovers of property, we suggest that the distributee be allowed
to roll over cash into an eligible retirement plan instead of the property. For exam-
ple, if property worth $5,000 were distributed from a qualified plan, the distributee
could roll over $5,000 in cash into an IRA. This change would increase the number
of eligible retirement plans available to the distributee, -since all such plans accept
cash, but not all plans accept property. The change would also simplify Code Section
402(d) by eliminating the need for Code Section 402(dX6). Finally, the distributee
would not be required to sell the property. We do not believe that retirement policy
would be adhely affected by permitting cash to be rolled over instead of property,
since assets of equal value would continue to be available for retirement purposes. It
may, however, be necessary to characterize the distributed property as ordinary
income property in order to avoid potential advantages should capital gains rates be
lowered.

3. Allqw e ployee contributions to be rolled over into IRAs. Since IRAs may
accept nondeductible contributions, it seems illogical to prohibit individuals from
rolling over employee contributions merely because they were distributed from a
qualified plan.

4. Permit net unrealized appreciation on distributions of employer securities at-
tributable to employer contributions to be excludable from income regardless of
whether the securities were received as part of a lump sum distribution. This alter-
native would greatly simplify Code Section 402(eX4) under S. 2901 by eliminating
the complex lump sum distribution rules.

5. Code Section 402(d) should specifically provide that direct transfers from quali-
fied plans to IRAs be treated as rollover contributions. (This change would effective-
ly be made if new Code Section 417A were enacted).

6. The rollover notice provisions of Code Section 402(0 should refer to Code Sec-
tion 403(bX8) (regarding rollovers from tax sheltered annuities).

SECTION 202: TRUSTEE-TO-TRUSTEE TRANSFERS

SBCA supports improvements to the pension system which enhance the portabil-
ity of plan benefits. Accordingly, SBCA supports the concept of Section 202 of S.
2901 requiring plans to make trustee-to-trustee transfers at the employee's request.
By improving pension portability, this provision would increase the likelihood that
an employees benefits will be available to him when he retires. Also, excluding
such transfers from income under new Code Section 402(eX5) would effectively sanc-
tion trustee-to-trustee transfers from qualified plans to IRAs, a long overdue change.
However, while SBCA agrees in concept with the availability of trustee-to-trustee
transfers, we believe that several modifications should be made to improve the
workability of the transfer rules.
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1. Increase the minimum amount which must be transferred from $500 to $3,500,
to coordinate with the other cashout provisions in the Code. See, Code §§411(aXll),
417(e).

2. Explicitly state that IRAs are acceptable transferee plans.
3. Clarify Code Section 417A to make it clear that a trustee-to-trustee transfer

will not be made unless requested by the participant or his beneficiary. This clarifi-
cation will prevent the trustee-to-trustee transfer rules from conflicting with the im-
mediate cashout restrictions of Code Section 411(aXl1).

4. Allow employers to directly transfer all accounts from a terminated qualified
retirement plan to another qualified retirement plan maintained by the employer
without participant or spousal consent. This will help keep retirement moneys in
the pension system.

5. Code Section 417A should specifically state that it is applied after other applica-
ble distribution rules (e.g., Code §§411(aXll), 417).

6. Clarify that distributions of employee contributions are not required to be
transferred even if some of the distribution is taxable under Code §72(e). Alterna-
tively, for purposes of Code Section 417A, the employee contributions could be
deemed to be the first distributions received under the plan (i.e. a basis recovery
rule).

SECTION 203: REQUIRED DISTRIBUTIONS

While SBCA supports the liberalization of Code Section 401(aX9) and the elimina-
tion of the half year rule, we respectfully submit that these changes do not go far
enough. In our view, there is no longer a reason for Code Section 401(aX9) to exist.
Code Section 401(aX9) was initially enacted to prevent wealthy individuals from
using qualified plans as an estate planning device. However, the estate tax exclu-
sion for qualified distributions was repealed. In fact, with estate tax rates higher
than income tax rates, a wealthy individual should be disinclined to defer receipt of
his plan distributions until death.

If Code Section 401(aX9) must be retained, we suggest that it be modified in ac-
cordance with one of the methods suggested by the APPWP in its September, 1989
report, Gridlock, Pension Law in Crisis and the Road to Simplification. These meth-
ods include applying the minimum distribution rules to participants who are either
5% owners or who have a minimum benefit entitlement (e.g., $750,000), or even
better, by simplifying the payout rules.

SBCA also believes that the actuarial increase for accrued benefits that have not
commenced at age 70 is anecy. Code Section 411(bX1XH) already provides that
employees who are employed past normal retirement age are entitled to continued
accruals. Also, ERISA's suspension of benefit rules also permit actuarial increases of
benefits which are suspended because of employment past normal retirement age.
Adding the proposed actuarial adjustment would further complicate an area that is
far too complex now. As an alternative, we suggest that participants who are still
employed by the employer at age 70 be allowed (but not required) to begin to receive
benefits at age 70. If the age 70 actuarial adjustment is retained, clarification is
needed regarding whether it is intended to apply to defined contribution plans, and
if so, how.

TITLE III: MISCELLANEOUS PROVISIONS

SBCA generally supports the miscellaneous provisions in S. 2901, particularly the
provisions which (1) redefine leased employees to include a "control" test rather
than a "historically performed" test, (2) eliminate the half-year requirements and
(3) simplify the Keogh plan rules of Code Section 401(d). Regarding self-employed
individuals, SBCA believes that S. 2901 provides an opportunity to amend the Code
to provide complete parity between corporate sponsored qualified plans and plans
sponsored by sole proprietorships and partnerships. In particular, the prohibition
against plan loans by self-employed individuals should be eliminated.

SBCA suggests that with true simplification of the laws governing the private re-
tirement system, SEPs serve no legitimate purpose. SEPs were created in response
to the complexity of the pension system. They are strange creatures-hybrids of
IRAs-which act as qualified retirement plans and are readily subject to abuse. The
entire pension system will be strengthened by simplification of the major body of
pension law and elimination of this ancillary system.

ADDITIONAL MEASURES

SBCA cannot state emphatically enough its support for pension sim plification. We
hope that this letter demonstrates our commitment to the cause. While S. 2901 goes
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a long way towards pension simplification, we would like to take this opportunity to
suggest certain other pension law changes that we believe would simplify the pri-
vate pension system. Specifically:

1. Eliminate or simplify the redundant top-heavy rules.
2. Repeal either the Code §4981A excise tax on excess distributions or the com-

bined plan limitations of Code Section 415(e). (SBCA prefers that the excise tax on
excess distributions be repealed.)

3. Eliminate the family aggregation rules of Code Section 414(qX6). This is an un-
fortunate throwback to the days when a wife's property was deemed to be the hus-
band's. The family aggregation provisions demean the legitimate efforts of the
owner's spouse and other family members in the business. There is no justification
for hurting family-owned businesses.

4. Liberalize the rules regarding distributions upon the termination of a 401(k)
cash or deferred arrangement.

5. Repeal or simplify the hardship distribution rules with respect to 401(k) cash or
deferred arrangements.

6. Simplify the basis recovery rules of Code Section 72.
7. Eliminate the remaining distinctions between profit sharing plans and money

purchase pension plans.
8. Simplify and coordinate the REA consent and notice requirements of Code Sec-

tion 417 (relating to survivor annuities) and 411(aXll) (relating to immediate distri-
butions).

9. Eliminate the notice to interested persons and the summary annual report re-
quirements. Simplify or streamline the Form 5500 annual report.

10. Eliminate the 150% full funding limitation of Code §412(cX7).
11. Coordinate the excise taxes for nondeductible plan contributions, overstate-

ment of pension liabilities and pension plan reversions.
12. Prohibit further pension legislation (other than purely technical amendments)

for at least five years.
SBCA is pleased to have the opportunity to provide its views regarding the Em-

ployee Benefits Simplification Act-We would be pleased to answer any questions
you may have regarding this letter. SBCA also stands ready to assist in any way
possible to improve or refine this important legislation.

STATKMENT OF TAX SWCrON OF Los ANGELES COUNTY BAR AssOCIATION

The Tax Section of the Los Angeles County Bar Association generally applauds
Section 201 of the Employee Benefits Simplification Act (S. 2901). We are hopeful
that it will result in meaningful simplification of the unduly complex pension distri-
bution rules. Other than the treatment of the rules on net unrealized appreciation
("NUA") in employer securities, we are in complete agreement with the approach to
simplification taken in Sccdon 201 of S. 2901. At this time, we are unable to com-
ment on the other sections of S. 2901.

Turning to the NUA rules, it is the opinion of the Tax Section that these rules
add an unnecessary layer of complexity to the distribution rules and should be
eliminated. In case you have not previously seen it, we have enclosed a copy of a
report prepared by the Tax Section prior to the introduction of S. 2901 that exam-
ines many of the problems with the current distribution rules, including the rules
on NUA, and suggests a method for reforming these rules that involves the aboli-
tion of the NUA rules.'

As stated in pages 37 through 46 of the report, our objections to the retention of
the NUA rules are twofold.

In the first place, there is no legislative justification for the retention of the NUA
rules once an unlimited rollover rule has been adopted. When your Committee in-
troduced the NUA rulefj almost 40 years ago, it stated that:

"It is frequently the case [when a tax-qualified plan distributes stock]
that the price the fund paid for the stock was substantially less than the
current market price that is used in determining the taxable value of the
employee's withdrawal. This results in the employee's being taxed on the
amount of company contribution, the fund earnings, and any increase in
the value of stock which was purchased for his account. Therefore, where
companies select this method for providing for their employees' retirement

IThe report is in the Committee frles.
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rather than through the purchase of annuities, this accumulated value of
the employer's contribution in the fund is bunched in one taxable year,
thus subjecting it to tax and higher surtax brackets.

"Your Committee believes that the present ta, on the stock appreciation
in such cases substantially reduces the employees' profit-sharing accumula-
tion and thus his retirement income. This is a discrimination against those
employees who select this method of providing for their old age. S. Rep. 781,
1951-2 C.B. 493."

It is clear from this statement that the implicit rationale behind the NUA rules is
the avoidance of income bunching through the deferral of income. A rule of unlimit-
ed rollover as proposed by S. 2901 solves the problem of income bunching and thus
eliminates the rationale underlying the NUA rules. This is not a revelation. In Sen-
ator Pryor's statement introducing S. 2901, he states that: "liberalization of the roll-
over rules increases the flexibility of taxpayers in determining the time of the
income inclusion of pension distributions, and eliminates the need for special rules
to prevent bunching of income." Given this awareness, the Tax Section strongly be-
lieves that there is no justification for the retention of the NUA rules.

Turning to our second objection, the Tax Section believe- that the goal of simplifi-
cation is to reduce the distribution rules to a few simple rules that the public can
understand. This goal is undermined by the retention of the NUA rules. Looking at
the number of pages of text which make up Section 201, the NUA rules, which in-
corporate the rules on lump sum distributions, comprise about one-third of these
pages. While the length of a statute may not be the most reliable measure of its
complexity, no one can argue that Section 201 is not more complicated as a result of
the inclusion of the NUA rules which represent one-third of its pages. This measure
itself, however, understates the complexity added by these rules. What makes the
NUA rules so pernicious are the difficult calculation and accounting burdens they
impv,. The Tax Section has addressed many of these complexities in pages 43
through 47 of its report. The Tax Section's report demonstrates that the retention of
the NUA rules is totally inconsistent with a policy of simplification.

CONCLUSION

Other than the treatment of NUA, the Tax Section enthusiastically supports Sec-
tion 201 of S. 2901 as an approach aimed at the simplification of the pension distri-
bution rules. The Senate Finance Committee's retention of the NUA rules however,
causes the Tax Section to question its commitment to simplification. The Tax Sec-
tion strongly urges the Senate Finance Committee to remove an obvious impedi-
ment to that process.

TEACHERS' RETIREMENT BOARD, TEACiIERS' RETIREMENT SYSTEM,
THE CITY OF NEW YORK,

New York, NY, August 23, 1990.
Senator DAVID PRYOR, CHAIRMAN,
Subcommittee on Private Retirement Plans and Oversight of the Internal Revenue

Service,
Senate Finance Committee,
Washington, DC.
Re: Employee Benefits Simplification Act (S. 2901)

Dear Senator Pryor: On behalf of the Teachers' Retirement System of the City of
New York (the "System"), I am pleased to provide you with our comments on the
Employee Benefits Simplification Act (S. 2901).

The System was established in 1917 and includes both a defined benefit plan and
a tax-deferred annuity program (subject to Internal Revenue Code section 403(b)) for
eligible employees of The Board of Education. These retirement programs have over
125,000 participants and combined assets of approximately $16 billion. System par-
ticipants primarily include teachers and school support personnel.

The System strongly agrees with the goals of S. 2901 and the compelling need to
simplify current pension laws. Complexity unnecessarily increases administrative
costs, makes it difficult for employees to understand their benefit plans, and creates
tax traps for the unwary. We commend you for your efforts in this important area.

We comment on the following three provisions of S. 2901 which are of particular
interest to the System.
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I. SECTION 201: TAXABILITY OF DISTRIBUTIONS

The current rules for distributions from retirement plans are overly complex and
potential tax traps for the unwary. Much of this needless complexity is due to the
current distinctions between, and the different rules applied to, "qualified total dis-
tributions" and "partial distributions." The bill would eliminate these distinctions,
and expand the rollover rules to allow rollovers of almost all plan distributions
(except required distributions and distributions of amounts deemed to involve after-
tax employee contributions) to an eligible transferee plan. Similar changes would
also be made to the rollover rules governing the distribution of benefits from annu-
ity programs subject to Code section 403(b)-rules which the System was instrumen-
tal in supporting when they were enacted in 1978.

The liberalization of the rollover rules will decrease much of the tremendous com-
plexity now associated with the tax rules for distributions. Moreover, this change
would advance the goal of pension portability and retirement income preservation
by providing employees with increased rollover availability and flexibility. For ex-
ample, the System allows certain long-service participants to make limited in-serv-
ice withdrawals of their after-tax employee contributions; the expanded rollover
rules would allow the participant to roll over the portion of the withdrawal that is
deemed to represent earnings on the employee contributions. Importantly, the bill
would achieve these worth-while goals without placing additional burdens on plan
administrators or additional restraints on participants' existing pension rights.

We also strongly. believe that this section should be expanded to permit the roll-
over of distributions of after-tax employee contributions. Denial of rollover treat-
ment for after-tax employee contributions frustrates the goals of both pension porta-
bility and retirement income preservation. Allowing rollover treatment of after-tax
employee contributions would not add to the administrative burden of IRA sponsors
because they must already account for nondeductible IRA contributions. Moreover,
any revenue loss associated with this change may be offset by the favorable econom-
ic effects of continued investment of the funds involved.

Many governmental plans, like the System, require that employees make after-
tax employee contributions towards their retirement benefits. While governmental
plans now often "pick-up" future employee contributions on a pre-tax basis under
Code section 414(h), most governmental plans (and many private sector plans) still
contain large amounts of after-tax employee contributions. Often these after-tax em-

oyee contributions are a sizable portion of the employee's total retirement benefit.
We strongly agree with Sen. Jeffords' statement on S. 2901 that employees "should
not be forced to spend their after-tax distribution money because they can't put this
money into an IRA account."

Ii. SECTION 202: MANDATED PLAN TRANSFERS

The general goals of pension portability and retirement income preservation are
laudable; as noted above, we support simplification of the pension rules to achieve
these goals. We believe, however, that this section of the bill would add unnecessary
complexity to the plan distribution rules that otherwise would be simplified by sec-
tion 201. Indeed, the complexity that would be added mi: 'it even outweigh the sim-
plification benefits of section 201.

In general, the bill would require the transfer-to either an IRA or another quali-
fied plan-of all plan distributions greater than $500 that are made prior to the em-
ployee attaining age 55. We believe this requirement is likely to accomplish com-
paratively little additional retirement income preservation. An employee could
merely remove the plan distribution from the transferee IRA. In addition, increased
administrative burdens would be placed on the System because it would have to pro-
vide employees with an election to designate a transferee plan and, where no such
designation is made, the System would have to select a transferee plan. We are con-
cerned that many employees would make no designation or would make inappropri-
ate designations. We are also concerned about the burdens and costs associated with
the establishment and maintenance of a "default" transferee plan vehicle. We,
therefore, recommend that this section of the bill be deleted.

The marketplace offers individuals an immense variety of IRA vehicles, most of
which are quite easy to establish. We believe that increased awareness of these op-
portunities-together with simplified rollover rules-will enhance the use of roll-
over IRAs without imposing additional burdens on plan administrators.

Ill. SECTION 306: ThAATMENT OF CERTAIN GOVERNMENTAL PLANS

This section would eliminate the restriction under Code section 415 that limits the
annual benefit payable under a defined benefit plan to 100% of the participant's



236

average compensation. The System strongly supports the elimination of this restric-
tion. First, it will allow long-service employees, the overwhelming majority of whom
are not highly paid by private sector standards, to receive their full benefits under
the System without regard to this restriction. Currently, some of" these employees-
who accept the tradeoff of a lesser government salary in return for a pension bene-
fit more generous than that provided in comparable private sector employment-
may be denied their full benefits upon retirement. In addition, fiscal austerity has
required many governmental bodies to reduce their staffs. The availability of these
full benefits will facilitate any efforts to reduce governmental payrolls (such as
through the use of early retirement incentives) by assuring retirees that they may
receive pensions commensurate with their retirement needs.

A second, and equally important, reason we support this provision is that it will
eliminate the administrative burden of verifying that participants' benefits do not
exceed this compensation limit.

We appreciate this opportuniLy to provide you with our comments.-Please contact
Lou Mazawey of Groom and Nordberg, Chartered, our Washington tax counsel (202-
857-0620) or me if we can provide you or your staff with further assistance in the
consideration of our suggestions.

Very truly yours,
DONALD S. MILLER, Executive Director.

UNITED CHURCH OF CHRIST-THE PENSION BOARDS,
New York, NY, July 26, 1990.

Hon. DAVID H. PRYOR,
U.S. Senate,
Washington, DC.
Re: The Church Benefit Simplification Act of 1990.

Dear Senator Pryor: I am the Chief Legislative Officer of The Pension Boards-
-United Church of Christ. The Pension Boards, ; historic instrumentality of the
United Church of Christ, is involved in the ptovii,-on of retirement and welfare ben-
efits to United Church of Christ ministers and lay workers. At the present tine, we
serve about 11,000 ministers and 6,000 lay employers

We have carefully reviewed The Church Benefits Simplification Act of 1990, and
enthusiastically and wholeheartedly support this legislation.

Over the past 15 years, since the enactment of the Employee Retirement Income
Security Act of 1974, the Pension Boards has had to spend a significant amount of
time and financial resources in complying with rules that we do not believe were
designed with the church employee benefits community in mind.

The Act would greatly simplify those rules and result in significant cost savings
to churches. These savings will of course be used in carrying out the ministries and
missions of the church.

The cornerstone of this legislation is a provision that "wall-off" the rules that
apply to church retirement plans from further change unless the Congress and the
Treasury Department specifically decide that these rules should be made applicable
to churches. If enacted, this is provision will mean that churches will no longer
have to be heavily involved in employee benefits legislation as it moves through the
Congress to explain why the legislation creates unique problems for the church em-
ployee benefits community.

Senator Pryor, we thank you for your willingness to sponsor this important piece
of legislation, and we will do everything in our power to assist you in ensuring that
it is enacted in 1990.

Sincerely,
JOHN D. ORDWAY, Executive Vice

President.

UNITED METHODIST CHURCH, GENERAL BOARD OF PENSIONS.

Evanston, IL, July 27, 1990.

Hon. DAVID H. PRYOR,
U.S. Senate,
Washington, DC.
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Dear Senator Pryor: I am writing to express appreciation for your sponsorship of
The Church Benefits Simplification Act of 1990. My understanding it that the legis-
lation was to be introduced this week.

Those on the General Board of Pensions of The United Methodist Church serve
participants in ministry in 37,000 local churches containing about 9 million church
members. The vast majority of churches are small congregations, and pensions are
modest for the clergy who also serve at modest salaries.

In reviewing and supporting the concepts of simplifying and walling off the Inter-
nal Revenue Code rules regarding churches, our opinion is that there will be signifi-
cant cost savings to the churches with the enactment of this Act. Churches will be
spared from whiat heretofore have been onerous efforts to be involved with employee
benefits legislation meant usually for corporations and which never seemed to fit
church situations. -Businesses are not structured like denominations with 37,090
"outlets" with one-employee in each, often assisted by one or two part-time quasi
volunteers (secretary and custodian).

Our heartfelt thanks and support as we sincerely attempt to assist you. to ensure
that this proposal will be enacted in 1990.

Sincerely,
JAMES F. PARKER, General Secretary.

UNITED STATES CATHOLIC CONFERENCE,
Washington, DC, August 2, 1990.

Hon. DAVID PRYOR, Chairman,
Finance Subcommittee on Private Retirement Plans

and Oversight of the Internal Retenue Service,
Washington, DC.
Re: S. 2902-"Church Retirement Benefits Simplification Act."

Dear Mr. Chairman: The United States Catholic Conference ("USCC") submits
these comments with respect to S. 2902, the Church Retirement Benefits Simplifica-
tion Act.

USCC is a nonprofit, tax-exempt organization whose members are all active
Catholic bishops in the United States, representing almost 200 dioceses and over 50
million people nationwide. USCC commends your efforts in sponsoring this legisla-
tion to relieve church retirement plans from the complex provisions of current pen-
sion law, which were designed primarily to regulate retirement plans of business
employers, and which are unnecessary and burdetisome for church retirement
plans.

As you are probably aware, Catholic pension benefits are not provided through a
national pension board, but rather are provided at the diocesan level and through
plans covering the ministries of Catholic religious orders. Catholic diocesan pension
plans alone provide retirement benefits for an estimated 200,000 lay employees. -

USCC believes that S. 2902 will reduce the administrative and compliance bur-
dens of church retirement plans. As a result, churches will be able to redirect to
traditional church ministries funds that have been-diverted to pay plan attorneys
and actuaries. Although S. 2902 does not go far enough toward reducing the admin-
istrative and compliance burde, on church plans, particularly with respect to
church welfare benefit plans, USCC believes that it is a step in the right direction.

Accordingly, recognizing that S. 2902 is a good first effort, USC supports your
bill as introduced. However, any weakening of the relief provided church retirement
programs by S. 2902 would diminish its beneficial effect, and would necessitate re-
consideration of USOC's support. USOC looks forward to message of S. 2902 and to
your future sponsorship of additional legislation helpful to church plans.

Respectfully submitted,

DEIRDRE HALLORAN, Associate General
Counsel.
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