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(1)

ENRON: JOINT COMMITTEE ON TAXATION
INVESTIGATIVE REPORT ON

COMPENSATION-RELATED ISSUES

TUESDAY, APRIL 8, 2003

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:06 a.m., in

room 215, Dirksen Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Also present: Senators Baucus, Breaux and Lincoln.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I am going to go ahead and start the hearing.
Normally, I do not, without a member of the Democrat party being
here as well, because that is the tradition of our committee, to do
everything in a very bipartisan way. But I have had the permission
of Senator Baucus to move ahead, and I want to do that.

So, it gives me an opportunity to thank all of you for being pa-
tient. It gives me an opportunity to thank all of you for coming on
a very important hearing. This is a hearing is in a series of hear-
ings on executive and deferred compensation, and particularly as
it is related to the Enron investigation.

We did have a hearing about a month ago in February, when the
Joint Committee on Taxation released a study involving Enron cor-
porate tax forms. We then had Staff Director Lindy Paull, who now
has left the Joint Committee on Taxation, report findings on both
the general manipulation of the tax system and also on non-
qualified deferred compensation.

Last year on April 18, Senator Baucus held a hearing on stock
options and nonqualified deferred compensation. At that hearing, I
said that I am not bothered by the existence of executive or de-
ferred compensation arrangements.

If an executive wants to make what is essentially an unsecured
loan to his or her company by not taking all of their compensation
in cash, and the money is completely at risk, my advice was, well,
go ahead. That money is not taken into account by the executive
and the wages are not deductible by the company. Under those ar-
rangements, it is a wash.

If an executive works hard and does well, there is no reason to
not let them have what they want to defer some compensation. But
if I can stop here, I want to make an observation.
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No one is complaining about the athlete who gets huge amounts
of pay in endorsement contracts, nor is anyone complaining about
how much money movie stars make, nor is anyone here com-
plaining about how much money rock stars make and can defer
from their compensation.

The answer is that is, no, no one is fussing about the entertain-
ment set. This hearing is just about executives who abuse discre-
tionary authority. I do not care about the existence of executive
compensation so long as it is all transparent, honest, and ethical.
What bothers me, are abuses of the system. That extends to any
abuses of nonqualified deferred compensation.

Congress provides significant tax benefits for qualified retire-
ment plans. To control the revenue loss, Congress has placed se-
vere limits on the deferrals and benefits of highly compensated em-
ployees. Those limits on qualified plan benefits place pressure on
employers to supplement the benefits for executives.

In 2001, Congress even raised the limits for qualified plans, but
we raised them very modestly. Those increases in the limits for
qualified plans are attractive for a majority of workers, but they
were simply not geared for executives, directors, and officers.

It was very difficult for Congress to agree on the modest in-
creases we made to retirement plan limits in 2001. Because of the
difficulty in reaching that agreement, I do not believe that we
would ever consider the levels of changes necessary to make quali-
fied plan limits attractive to executives for all of their pay. We are
simply not going to do that.

So, executive compensation arrangements continue to exist. Last
year, this committee added language to the Chairman’s mark, to S.
1971, to first of all repeal the moratorium on Treasury’s ability to
promulgate regulations on deferred compensation arrangements,
next, to prohibit offshore rabbi trusts, next, tax executives at the
top rate on bonuses of $1 million or more, and last, limitations on
loans to executives.

Except for the last item, which was made moot later by the Sar-
banes-Oxley Act, all these provisions will be in any pension bill
considered by the committee.

Last year, I also introduced the Corporate Accountability in
Bankruptcy Act. My bill was drafted to clarify that the bonuses
and other excessive compensation of corporate directors and wrong-
doers can be pulled back into the estate of a bankrupt firm.

Corporate wrongdoers who have violated securities and account-
ing laws should not be able to make off with outrageous sums of
money from bankrupt companies. Why should they profit when
shareholders, creditors, and employees are left to finance the com-
pany’s debts?

Moreover, corporate officers and executives should not be per-
mitted to keep large bonuses when a company has performed so
poorly that it is then forced into bankruptcy.

Frankly, I do not understood why Enron’s bankruptcy judge has
not demanded the return of $53 million in deferred compensation
that was removed near the end of Enron’s existence. Under current
law, that money should all be returned to the estate of Enron.

Just to make that clear, however, I will be re-introducing my
bankruptcy legislation and hopefully get speedy enactment.
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Let me conclude by saying that I am greatly troubled by the facts
in this Enron case. I hope we can learn from what happened. My
view is that a great many of the failures at Enron were failures
of corporate governance.

Literally, no one was managing, supervising, or exercising over-
sight over that organization, and it has been a horrible scandal
that has ruined the lives of many innocent people.

I have many other comments and observations about Enron, cor-
porate governance, executive compensation, and bankruptcy rules.
I will leave them for another time.

Since Senator Baucus is not here, and since the Senator from
Louisiana might have something to say, I would be glad to let you
have opening comments.

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you very much, Mr. Chairman. Thank
you for having the hearing. I think that the original report that we
got on Enron was received on the same day that we had the hear-
ing, so it was really impossible to understand anything in the re-
port, which was very extensive.

I think it is appropriate that we now have this opportunity to
further learn from what really was a national tragedy from a busi-
ness perspective. If we do not learn from the mistakes that are out
there, then shame on us.

We should use this as an example of trying to make sure that
whatever allowed the debacle to occur is corrected, is fixed, is ad-
dressed. I think this hearing will be an opportunity for us to learn
more about what we need to be doing, and I thank you for having
it.

The CHAIRMAN. Thank you, Senator Breaux.
It is now my privilege to introduce everybody on the panel all at

once. We will hear from the panel before we have questions. We
have Mary M. Schmitt, Acting Chief of Staff, in other words, acting
in place of Lindy Paull, where she was at one time while the new
director takes over, from the Joint Committee on Taxation. She has
been a long-time, very able executive of that committee.

We have Pamela Olson, Assistant Secretary, Tax Policy, Depart-
ment of Treasury. We have Charles Essick, Principal, Towers
Perrin, in Houston, Texas; Professor Kennedy, John Marshall Law
School, Chicago; and Bruce J. McNeil, Partner, Dorsey & Whitney,
Minneapolis, Minnesota.

I would like to also announce that I am going to leave the record
open for 1 week. Also, I will announce, so you will not have to ask
permission, each of the witnesses, that your statement as a whole
will be put in the record as submitted, and then we have asked you
to summarize.

Because Ms. Schmitt is reporting on the report of the committee,
we have given her more time. She will have 15 minutes. It is my
understanding that the rest have been advised of the usual practice
of the Senate to have five minutes of summary before we have
questions.

Also, let me announce that members who are not here, as well
as members who may come, we do not all get to ask all of our ques-
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tions orally, so you might get questions for answer in writing from
you. So, I would appreciate those answers in about a 2-week period
of time.

We will start with Ms. Schmitt.

STATEMENT OF MARY M. SCHMITT, ACTING CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION, WASHINGTON, DC

Ms. SCHMITT. Thank you, Mr. Chairman and Senator Breaux. I
am happy to present today the testimony of the staff of the Joint
Committee on Taxation with respect to the executive compensation
and company-owned life insurance arrangements of Enron Corp
and its related entities.

The Joint Committee staff presented an official report with re-
spect to Enron to this committee on February 13 of this year. The
report contains detailed information about Enron’s compensation
practices in general, and executive compensation and company-
owned life insurance, in particular.

Prior to bankruptcy, executive compensation at Enron was gen-
erally comprised of base salary, annual incentives, and long-term
incentives. Approximately 400 executives participated in non-
qualified deferred compensation arrangements, and a select few ex-
ecutives had other, special compensation arrangements.

Enron’s compensation costs for all executives increased signifi-
cantly over the years immediately preceding its bankruptcy. In the
year 2000, total compensation for the 200 highest paid employees
of Enron was $1.4 billion, an average of $7 million per employee.

This consisted of $57 million of bonuses, $1.1 billion attributable
to stock options, $132 million attributable to restricted stock, and
$173 million of base salary and other income. As these numbers
show, incentive compensation was a significant element of Enron’s
executive compensation arrangements.

Notable features of Enron’s executive compensation structure in-
cluded the following: nonqualified deferred compensation was a
major component of executive compensation at Enron. Participants
were eligible to defer all, or a portion of, salary, bonus, and long-
term compensation into Enron-sponsored deferral plans.

Under the deferral plans, participants could defer up to 35 per-
cent of base salary, 100 percent of annual bonus payments, and 100
percent of select long-term incentive payments. Over $150 million
in compensation was deferred by the 200 highest paid employees
for the years 1998 through 2001.

In late 2001, in the weeks prior to Enron’s bankruptcy filing,
early distributions totaling more than $53 million were made to
127 executives from two of Enron’s nonqualified deferred com-
pensation arrangements.

Enron used stock-based compensation as a principal form of com-
pensation for executives. Enron’s stock-based compensation pro-
gram included nonqualified stock options, restricted stock, and
phantom stock.

Enron’s deduction for compensation attributable to the exercise
of nonqualified stock options increased by more than 1,000 percent
from 1998 to 2000.

In the weeks immediately preceding Enron’s bankruptcy, the
company implemented two special bonus programs, one for approxi-
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mately 60 key traders, and one for approximately 500 employees
who Enron claimed were critical for maintaining and operating
Enron on a going forward basis. The combined cost of this program
was $105 million.

Enron had certain special compensation arrangements for limited
groups of people or for specific individuals. One executive received
the use of a fractional interest in a jet aircraft as part of his com-
pensation arrangement. A very limited number of employees re-
ceived loans or lines of credit from Enron, or split dollar life insur-
ance arrangements.

Enron purchased two annuity contracts from Mr. Kenneth Lay
and his wife as part of a compensation agreement for 2001. Enron
also had a project participation plan for employees in its inter-
national business unit under which they would receive participa-
tion interests in certain international projects.

The Joint Committee’s staff’s written testimony addresses in
more detail some of these executive compensation arrangements.
However, I would like to focus my oral testimony on two of the spe-
cific issues for which our staff has made legislative recommenda-
tions: nonqualified deferred compensation and company-owned life
insurance.

Nonqualified deferred compensation is a common form of com-
pensation for executives. In contrast to tax-qualified retirement
plans, nonqualified deferred compensation arrangements are sub-
ject to few restrictions. They are attractive to employees because
they offer the ability to defer the payment of Federal income and
employment tax on unlimited amounts of compensation.

Under a nonqualified deferred compensation arrangement, the
employer is not entitled to a deduction until the employee includes
the compensation in income. Thus, in theory, there is a tension be-
tween the interest of the employer to receive a current deduction
and the interest of the employee to defer tax on his or her com-
pensation.

In practice, in many cases this tension is illusory and does little
to impact the amount of compensation that is deferred. In Enron’s
case, the possibility of a foregone deduction appeared to have little,
if any, effect on the amount of deferred compensation it was willing
to provide.

Over time, arrangements have developed to provide employees
with greater security for nonqualified deferred compensation and
greater control over the amounts deferred, while still providing the
desired deferral of tax.

Many of these practices, when viewed in isolation, may appear
to be within the limits of present law. However, when these fea-
tures are viewed in their entirety, they appear to provide execu-
tives with an excessive level of security and control.

The development of questionable and aggressive practices regard-
ing nonqualified deferred compensation is, in our view, at least in
part, due to a moratorium on Treasury guidance that was included
in Section 132 of the Revenue Act of 1978. Because of this, the
Treasury Department has been restricted in issuing new deferred
compensation guidance for over 25 years.

In the process of reviewing Enron’s deferred compensation ar-
rangements, the Joint Committee staff identified a variety of fea-

VerDate 11-MAY-2000 14:35 Apr 20, 2004 Jkt 092535 PO 00000 Frm 00009 Fmt 6633 Sfmt 6633 92222.000 SFINANC2 PsN: SFINANC2



6

tures that allowed the Enron executives to maintain security and
control over the amounts they deferred.

These features included the following. Participants who would
normally receive distributions of deferred compensation upon re-
tirement, death, disability, or termination of employment could re-
quest the distributions be paid earlier, subject to a forfeiture of 10
percent of the amount distributed. This acceleration feature was
used by Enron to distribute $53 million to 127 employees in the
weeks immediately prior to the bankruptcy.

Participants could choose to have their deferrals treated as if
they had been invested in specific investment accounts. In 2001,
participants could allocate deferrals among 17 investment choices
that mirrored funds available in the Enron Corp Savings Plan.

Participants could make subsequent elections with respect to the
form and timing of the payout of their deferred compensation.
Enron established an irrevocable rabbi trust and purchased 100
trust-owned life insurance policies on the lives of 100 participants
in one of its deferral plans. This rabbi trust was intended to pro-
vide security to Enron’s executives for at least a portion of their
nonqualified deferred compensation.

Finally, Enron’s deferral plans allowed for a second deferral of
income attributable to stock options and restricted stock to a time
later than they normally would have been taxed.

The Joint Committee staff believes that, at a minimum, specific
rules should be provided to limit the type of features that can be
included in nonqualified deferred compensation arrangements.

Current income inclusions should be required in the case of plan
features that give taxpayers effective control over the amounts de-
ferred, such as provisions that allow accelerated distributions, par-
ticipant-directed investment, or subsequent elections.

We also believe that consideration should be given to whether
additional restrictions should be placed on the use of rabbi trusts
to fund nonqualified deferred compensation. In addition, we believe
that the use of programs such as Enron’s deferral of stock option
gains and restricted stock deferral programs should not be allowed.

Annual reporting of deferred compensation amounts should be
required to provide the IRS with greater information regarding
such arrangements.

Finally, the ability of the Treasury Department to issue guidance
on deferred compensation should not be restricted. Thus, we rec-
ommend the repeal of Section 132 of the Revenue Act of 1978. The
existence of the moratorium on Treasury guidance puts Treasury
at a disadvantage in responding to forms of deferred compensation
not contemplated prior to 1978. This has a chilling effect on the
ability of Treasury to enforce the law in a consistent and effective
manner.

I will turn, briefly, to a discussion of company-owned and trust-
owned life insurance, otherwise referred to as COLI. During the
1980’s and early 1990’s, Enron bought approximately 1,000 life in-
surance contracts covering employees. Over $178 million had been
borrowed under these life insurance contracts by the end of 1994.

Half of Enron’s life insurance contracts were purchased prior to
June 20, 1986, which was the effective date of the 1986 Act legisla-
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tion limiting the tax deduction for interest on debt under a life in-
surance contract.

By late 2001, the amount borrowed under Enron’s life insurance
contracts had grown to $432 million out of $512 million of life in-
surance coverage. Enron was able to utilize significant amount of
borrowing under its COLI policies because it qualified for the
grandfather rule under the COLI legislation that was part of the
1986 Act.

This grandfather rule continues in effect, allowing the continued
deduction of interest on debt under contracts that were purchased
on or before June 20, 1986. As years pass from the 1986 date, the
value of this tax benefit increases with the growth of the cash sur-
render value of these contracts.

The Joint Committee staff recommends termination of the grand-
father rule for pre-June 20, 1986 life insurance contracts. Even
though Enron did not purchase any additional life insurance con-
tracts after 1994, Enron’s debt and deductible interest under its
contracts continued to increase throughout the 1990’s, along with
the cash surrender value of the contracts.

If the 1986 grandfather rule was intended to provide transition
relief to businesses that have purchased life insurance contracts be-
fore the 1986 date, sufficient time has passed that a redeployment
of such business’ assets could have been possible. The grandfather
rule can no longer serve any reasonable need for transition relief.

Finally, I would like to note that this committee included some
executive compensation provisions in the National Employee Sav-
ings and Trust Equity Guarantee Act, or NESTEG, last year.

Two NESTEG provisions specifically address nonqualified de-
ferred compensation arrangements. The Joint Committee staff rec-
ommendation to repeal Section 132 of the Revenue Act of 1978 was
included in Section 501 of the bill. In addition, Section 502 of the
bill provided current taxation of deferred compensation provided
through offshore trusts.

In addition to the executive compensation provisions included in
NESTEG, additional steps beyond those contained in that bill
should be taken to provide rational rules for determining when de-
ferred compensation is includable in income.

This concludes my oral testimony. I would be happy to respond
to any questions.

The CHAIRMAN. Thank you.
[The prepared statement of Ms. Schmitt appears in the appen-

dix.]
The CHAIRMAN. Ms. Olson, can I also remind you that we did not

receive your testimony until just this morning, and we would ap-
preciate anybody from the administration that testifies for the ad-
ministration, it is very important that our rules by abided by for
receiving testimony on time.

Thank you. Proceed.

STATEMENT OF PAMELA OLSON, ASSISTANT SECRETARY, TAX
POLICY, DEPARTMENT OF THE TREASURY, WASHINGTON, DC

Ms. OLSON. Thank you, Mr. Chairman. I apologize for that. I
think we had a glitch somewhere. Too many people thought it had
gone, when it had not.
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Thank you for the opportunity to appear before you regarding the
administration’s legislative and regulatory proposals on executive
compensation.

The Joint Committee’s recent Enron report, prepared at the re-
quest of this committee, reveals the company’s excessive and ques-
tionable executive compensation practices. The findings in the re-
port underscore the importance of this hearing.

The practices of Enron make clear that executive pay is about
more than tax policy. It is also about corporate accountability.
There are six points I think we should bear in mind as we consider
appropriate action.

First, many of Enron’s executive compensation issues identified
by the Joint Committee’s report have been addressed, either by leg-
islation passed by Congress and signed by President Bush last
year, or by recently-issued Treasury and IRS regulations. Con-
sequently, many of the issues are issues unlikely to recur in the fu-
ture.

Second, more is at stake here than tax policy, but the corporate
accountability concerns should be addressed directly rather than
through the Internal Revenue Code.

On the tax side, Enron’s executive pay practices push the enve-
lope of current law. Enron permitted its executives to defer signifi-
cant amounts of income, while taking measures to insulate them
from the risk of non-payment that the law requires as a trade-off
for tax deferral.

Outdated rules on executive compensation helped Enron in this
effort, rules that the Treasury Department and the IRS have been
statutorily prohibited from updating since 1978. Those rules govern
when an employee is in constructive receipt of income.

They do not address the appropriate amount of pay, the amount
of that pay that may be deferred, or whether the company’s prac-
tices are consistent with and support the underlying corporate gov-
ernance rationale for deferred compensation, the continuing invest-
ment by the executive in the business that increases his or her
stake in the business’ success, which you alluded to in your open-
ing statement.

The role of the Treasury Department and the IRS is to interpret
and administer the tax rules. In particular, it is to ensure that
companies and executives adhere to the two principles underlying
the tax rules: limits on control over deferred compensation payouts,
the so-called constructive receipt rules, and limits on the protection
the company can give the executive against non-payment if the
company becomes bankrupt or insolvent, the so-called funding
rules.

Enforcing the constructive receipt and funding rules fits within
the IRS’s role and capabilities. We are not well served by assigning
to the IRS the responsibility of enforcing rules intended to protect
shareholders’ interests. We can—indeed, we must—address defi-
ciencies in the constructive receipt rules through changes to the In-
ternal Revenue Code.

As the Joint Committee’s report suggests, however, addressing
corporate governance and accountability concerns through changes
to the tax law is a hazardous undertaking.
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Previous Congressional efforts to limit executive compensation
through the tax laws would appear to have failed. The tax pen-
alties enacted to protect shareholders have not halted the conduct.
Rather, the shareholders have born the tax penalties.

In addition, those rules actually may have contributed to the
problems we see today because of the exceptions they contained for
performance-based compensation.

Our conclusion is that corporate accountability and governance
concerns should be dealt with directly and not through amend-
ments to the Tax Code.

Third, although the committee may conclude it is appropriate to
address some of the tax issues with specific statutory changes, we
believe the most effective means of dealing with the concerns is to
lift the restrictions on the IRS and Treasury writing regulations.
Executive pay practices are fluid.

The time it can take for statutes to be changed makes dealing
with these issues through the legislative process less than ideal. As
a Washington lawyer observed in a similar context, ‘‘these guys
have feet. They can walk. Heck, these guys have limousines.’’

A nimble ability to respond is key. Consequently, we urge you to
give the Treasury Department as much flexibility as possible to ad-
dress issues as they develop. I guarantee you that we will not write
regulations like the ones that triggered the statutory prohibition on
regulations in 1978.

Fourth, the Joint Committee found that massive stock options re-
alized by Enron’s executives were the largest category of executive
pay. The exception for performance-based compensation under Sec-
tion 162(m) which includes stock options, together with current fi-
nancial accounting standards, may have encouraged Enron’s heavy
use of stock options for its executives.

It is important to separate Enron’s questionable use of options
from the important role that stock options can play in other con-
texts, to reward and incentive employees, particularly in the con-
text of broad-based employee stock option programs in considering
how best to address these concerns.

Fifth, the Joint Committee’s report highlighted the sheer com-
plexity of Enron’s tax-motivated transactions, complexity that
made it very difficult for the IRS to identify and understand what
the company was attempting. Enron hid the ball, and that is cause
for concern. Those concerns would be addressed by the tax shelter
legislation proposed by Treasury that this committee has reported
out.

Finally, it is important that we exercise caution in responding to
Enron’s excesses. In my experience, Enron’s conduct is not the
norm. Consequently, we should not paint with too broad a brush,
because sweeping rules intended to prevent and punish conduct
like Enron’s risk harming others outside our area of concern.

That said, we must ensure that the tax rules apply fairly to all
taxpayers. Respect for the system is undermined when certain tax-
payers can end-run the rules. In 1978, Congress tied the hands of
the Treasury Department and the IRS. We call upon Congress to
lift the restrictions on new regulation of executive compensation.
Give Treasury and the IRS full authority to address appropriate
and inappropriate deferred compensation arrangements.
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Thank you for holding this hearing and giving the Treasury De-
partment the opportunity to comment on these critical issues. I
would be pleased to answer any questions.

The CHAIRMAN. Thank you, Secretary Olson.
[The prepared statement of Secretary Olson appears in the ap-

pendix.]
The CHAIRMAN. I will now call on Mr. Essick.

STATEMENT OF CHARLES E. ESSICK, PRINCIPAL, TOWERS
PERRIN, HOUSTON, TEXAS

Mr. ESSICK. Mr. Chairman and members of the committee, I am
Chuck Essick, a principal of Towers Perrin. I lead the executive
compensation consulting practice in Houston.

Towers Perrin was notified that you would like to ask me ques-
tions today relating to executive compensation consulting work per-
formed for Enron Corporation. I am pleased to appear before you
to address these questions.

If I may, Mr. Chairman, I would like to take a minute, first, to
provide an overview of the firm’s executive compensation con-
sulting practice.

Towers Perrin has one of the oldest and largest executive com-
pensation practices in the world. We employ approximately 275 ex-
ecutive compensation professionals in about 40 cities around the
world.

Our client base is diverse, consisting of large and small clients,
clients in established and emerging industries, and clients in many
countries throughout the world. Last year, Towers Perrin’s execu-
tive compensation consulting practice provided products and serv-
ices to over 2,000 clients.

Central to Towers Perrin’s executive compensation consulting
practice generally, and more specifically to the work we performed
for Enron, is the data we collect and analyze.

Towers Perrin conducts numerous general industry and industry-
specific surveys which generate the data we use. The data we col-
lect relating to compensation practices in U.S. companies is the
basis for the Towers Perrin U.S. compensation data bank.

This database contains data on base salary, actual and target bo-
nuses, and long-term incentive award levels. The data is organized
into an executive compensation database covering 300 positions
and 950 companies, and a middle management professional data-
base covering 500 positions and 750 companies.

Using our databases, Towers Perrin can determine how compa-
nies are compensating executives in different industries and dif-
ferent functional areas, and in different sized organizations.

Our clients can use the information and analyses we generate
from these databases as a basis to make decisions about base pay,
bonuses, and long-term incentives.

Much of our executive compensation work involves conducting
competitive compensation analyses for executive positions. Our
methodology for these analyses is thorough and well-tested. It was
this methodology and the data I described above that we employed
in the consulting work we performed for Enron.
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Mr. Chairman, we at Towers Perrin support the interest of the
committee in executive compensation and I will be happy to answer
any questions you have as a committee.

The CHAIRMAN. Thank you, Mr. Essick.
[The prepared statement of Mr. Essick appears in the appendix.]
The CHAIRMAN. Now, Professor Kennedy.

STATEMENT OF PROF. KATHRYN J. KENNEDY, ASSOCIATE
PROFESSOR, THE JOHN MARSHALL LAW SCHOOL, CHICAGO,
ILLINOIS

Professor KENNEDY. Thank you, Chairman Grassley, for this op-
portunity. Thank you for holding the hearing.

The purpose of my testimony is two-fold, to comment on some of
the Joint Committee’s specific recommendations regarding execu-
tive compensation plans, and to recommend some legislative solu-
tions to halt abusive practices. Proposed legislation has been at-
tached to my written testimony.

First, regarding the Joint Committee’s specific recommendations
regarding constructive receipt. The Joint Committee calls for the
repeal on the moratorium on the Service’s ability to issue construc-
tive receipt rulings.

Repeal, though, alone, is not sufficient. Because case law has not
affirmed the Service’s prior position, specific legislative guidance is
necessary for both the Service and the courts to follow.

Second, the Joint Committee equates a participant’s control over
investments as control for constructive receipt purposes and, thus,
calls for immediate taxation. Such observation misses two impor-
tant points.

First, constructive receipt rules address the participant’s control
over the timing of benefits, not control as to their level or earnings.
And, since this is a feature used under defined contribution plans,
its intent is to shift investment risk to the participant, and it ac-
complished this result in Enron’s situation. Participants who had
directed their investment in Enron’s stock found their accounts to
be utterly worthless by the end of 2001.

Next, the Joint Committee recommends the use of haircut provi-
sions used to accelerate distributions and result in immediate tax-
ation. Certainly, under the constructive receipt rules, imposing a fi-
nancial penalty that forfeits a percentage of the benefits is for-
feiture for these purposes, and we are commonly seeing a 10 per-
cent penalty invoked.

As you commented earlier, in the Enron case it is true, $53 mil-
lion in withdrawals were exercised during the 2 months prior to
bankruptcy. However, other executives were continuing to make
ongoing deferrals to the tune of $54 million during that same time
period.

This suggests to me that certain insiders privy to Enron’s finan-
cial health took advantage of the haircut, whereas other executives
believed the company to be financially healthy. Thus, I would sug-
gest that haircut provisions be permitted for non-insiders and lim-
ited then to insiders.

Next, the committee recommends that the use of subsequent
elections to alter existing distribution options be prohibited, and
that approach is certainly consistent with the Service’s position.
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However, it is contrary to case law, which does permit certain
flexibility. Given that these plans involve long periods of deferral,
subsequent elections do not have to be totally eliminated.

However, to fortify the bankruptcy rules, I recommend that sub-
sequent elections be made at least 12 months in advance for non-
insiders, and perhaps a longer period of time for insiders.

Next, turning to the economic benefit theory that the Joint Com-
mittee addressed. It addressed the issue of rabbi trusts to be used
as security arrangements for the underlying executive deferred
compensation.

The Joint Committee presumed that the use of a haircut provi-
sion within the underlying plan afforded participants with greater
protection to the employers’ assets, to the benefit of the creditors.

However, none of the $53 million withdrawn under Enron’s hair-
cut provisions came from the rabbi trust. Therefore, I believe the
question of haircut provisions should be resolved under the con-
structive receipt rules, not the funding rules.

However, there are other abuses of rabbi trusts which I believe
Congress should curtail through legislation. The funding of rabbi
trusts for other triggering events, such as company insolvency or
bankruptcy, does confer preferential treatment to such participants
and should result in taxation. And moving rabbi trust assets off-
shore should also result in taxation, as it affords participants with
greater security.

Last, the Joint Committee reported frustration with the lack of
information regarding these plans. That deficiency can be readily
cured by directing the Department of Labor to exercise its power
under ERISA to require executive deferred compensation plans to
provide similar information that is reported by qualified plans, and
if distribution options have been accelerated or changed, the De-
partment of Labor, under its investigatory powers, has sufficient
power to review such terms.

Thank you for this opportunity, and I look forward to your ques-
tions.

The CHAIRMAN. Thank you.
[The prepared statement of Professor Kennedy appears in the ap-

pendix.]
The CHAIRMAN. Next, to Mr. McNeil.

STATEMENT OF BRUCE J. McNEIL, PARTNER, DORSEY &
WHITNEY, MINNEAPOLIS, MINNESOTA

Mr. MCNEIL. Thank you, Mr. Chairman, for the opportunity to
be here and for holding this hearing.

The staff of the Joint Committee on Taxation appears to be pri-
marily concerned with the effectiveness of nonqualified deferred
compensation on shareholders, creditors, and the Federal Treasury.

The concerns of the staff can be addressed without substantially
modifying the Internal Revenue Code or the interpretation of the
application of the doctrines and theories that govern the taxation
of deferred compensation, and without losing the social and eco-
nomic benefits that employers obtain from being able to provide
modestly flexible deferred compensation arrangements for the ben-
efit of a select group of individuals.

VerDate 11-MAY-2000 14:35 Apr 20, 2004 Jkt 092535 PO 00000 Frm 00016 Fmt 6633 Sfmt 6633 92222.000 SFINANC2 PsN: SFINANC2



13

Section 404 of the Internal Revenue Code provides that com-
pensation paid under a plan deferring the receipt of compensation
will be deductible only if the compensation otherwise satisfies the
requirements for reasonable compensation, pursuant to Section 162
of the Internal Revenue Code.

The potential loss of a significant tax deduction provides, there-
fore, a significant incentive to employers to provide only reasonable
compensation.

In addition, the boards of directors of employers have fiduciary
obligations under the Business Judgment Rule, a feature of the cor-
poration laws of every State, that require them to assure that de-
ferred compensation pay levels and those for whom such pay levels
are established are not abusive to the shareholders.

If there is a concern about the fairness to shareholders of the
amounts of deferred compensation provided to company executives,
the avenue for which the concerns may be addressed is not the
Federal tax laws, but the laws and rules governing the obligations
and responsibilities of the boards of directors under the Business
Judgment Rule and other rules and regulations that may be adopt-
ed and enforced by the Securities and Exchange Commission.

Under the Business Judgment Rule, the structure and adminis-
tration of nonqualified deferred compensation plans should be gov-
erned by the conduct of the boards of directors of the employer and
the fiduciary duties of care and loyalty owed by the directors to the
employer and its shareholders.

This conduct may be governed under Federal law and State law.
The governing body of an employer should determine for the key
employees the compensation reasonable for the performance of
services, the compensation necessary to attract and retain the key
employees, and the structure of deferred compensation plans that
would serve the best interests of the employer and its shareholders
and satisfy the fundamental theories and principals of tax, and the
requirements of the Employee Retirement Income Security Act.

The Securities and Exchange Commission could be part of the
corporate governance solution. Corporate governance rules regard-
ing the independence of the members of the board of directors, the
responsibilities of the board, and an audit of the actions of the
board could be adopted and enforced.

Similarly, the issues raised by the staff regarding the effects of
deferred compensation on creditors may be better addressed under
the bankruptcy laws and not by changing the deferral rules of non-
qualified deferred compensation plans.

Title 11 of the U.S. Code, the Federal bankruptcy laws, envisions
the ratable distribution of assets of a bankrupt or reorganizing en-
tity to creditors in accordance with priorities established under the
Bankruptcy Code.

There are sections of the Bankruptcy Code that permit avoidance
of transactions that enable creditors to recover more than they
would be entitled to if the transferors buy an account of the reorga-
nizing or bankrupt entity. It enables an entity to recover more than
it would obtain in a straight liquidation.

Section 546 of the Bankruptcy Code also permits a debtor in pos-
session or trustee the right to use any available State law that
would be available for avoidance of transfers.
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Section 547 of the Bankruptcy Code enables a trustee to recover
transfers made within 90 days prior to the bankruptcy, or in the
case that a transfer is made to an insider of the debtor in 1 year,
that enables the creditor to receive more than it would receive in
a liquidation.

Likewise, Section 548 of the Bankruptcy Code also provides that
a trustee can avoid any transfer made within 1 year from the date
of filing of a case to the extent the debtor receives less than a rea-
sonably equivalent value in exchange for the transferor obligation,
was insolvent on the date that the obligation was incurred, or ren-
dered insolvent as a result of the transfer.

Each of these statutes might be modified or amended to include
that transfers of deferred compensation to insiders within a year
of the bankruptcy are presumptively avoidable, thereby placing the
burden of proof on the recipient of the transfer to establish that
there was equivalent value and entitlement, or other possible de-
fenses to the transfer.

Unraveling the established practices of nonqualified deferred
compensation plans as a response to the problems of Enron is tan-
tamount to throwing the baby out with the bath water.

More targeted measures could be used to address the concerns of
the staff rather than unsettling fundamental deferral principles
and losing the economic or social utility that deferred compensation
offers employers.

That concludes my remarks. I thank you for the opportunity to
provide them.

[The prepared statement of Mr. McNeil appears in the appendix.]
The CHAIRMAN. We will take five-minute rounds. Obviously, Sen-

ator Breaux will follow me, unless Senator Baucus shows up.
Mr. Essick, to what extent did Enron direct you to reach specific

conclusions regarding what level of compensation they wanted to
pay certain executives?

Mr. ESSICK. We provided market data to Enron on an ongoing
basis over the course of years. The market data came from the sur-
veys that I referred to in my prepared statement.

The survey methodology that was used to provide that data were
based on principles and standards that we used in our consulting
business and not based on directions received from the company.

The CHAIRMAN. Could I ask, on this point, whether Joint Tax has
the view that that was the arrangement between the law firm on
this issue and the company?

Ms. SCHMITT. Mr. Chairman, when we did our study, our inves-
tigation, we found that Enron consulted extensively with outside
consultants, including Towers Perrin, with respect to executive
compensation arrangements. In general, we did not ever find an ar-
rangement that the company wanted to provide that they did not
get an opinion letter for.

The CHAIRMAN. All right.
Mr. Essick, this is a characterization that is not mine, but some

people have suggested that your field is rather like a bean counter.
Some people say that you just compared the beans of Enron with
those of other companies. Is that what you were asked to do, or
was your assignment to see how high the other companies’ scale
was to justify Enron’s?
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Mr. ESSICK. Our role, in the consulting we do, for Enron and for
other companies, is to provide a competitive set of data based on
certain principles. For example, in looking at Enron’s compensa-
tion, we looked at it in the context of the size of company as meas-
ured by revenues, and later adjusted for market capitalization as
well.

We also provided information to them based on our experience on
such things as incentive compensation designs. The methodologies
that we used, documented, are standard methodologies used in our
business, not only for Enron but for other large, complex companies
as well.

The CHAIRMAN. Ms. Schmitt, did you find any disagreement ever
expressed between Enron and Mr. Essick, any evidence of anything
like that?

Ms. SCHMITT. No, Mr. Chairman.
The CHAIRMAN. Mr. Essick, in retrospect, does Enron’s com-

pensation to executives seem excessive to you? I have expressed
that it seems that way to me.

Mr. ESSICK. When we looked at the Joint Committee’s report and
we looked at the compensation that was provided to the top 200
people, the largest component of compensation shown was the stock
option component.

My understanding, from looking at the materials put together by
the Joint Committee, is that the data that was shown for stock op-
tions reflects stock option exercise gains in those years. So, they
are reflecting the growth in the stock price from the date of the
grant of the option to the point of exercising the option.

When we do competitive compensation analyses and we look at
long-term incentives, in general, and stock options in particular, we
look at stock options using the Black-Scholes option pricing model,
on the date of award.

The reason we do that, is it allows us to be able to have a com-
parison of value on the date of award compared to base salary and
bonus opportunities at the same point in time.

To the extent that those options that are granted are held by the
executive compensation for multiple years and are not exercised
until a later year, it may reflect multiple years of compensation,
showing up in the year 2000 or 2001, or whatever year it may be,
and it will not be tied to that initial Black-Scholes value, it will be
whatever has happened to the stock price of the company.

To put some perspective on this, Enron’s stock price for the 10-
year period ending in the year 2000 rose 1,400 percent versus the
S&P 500 at 400 percent. So actual options’ exercised gains that
would be reported in the W–2s would be significantly higher than
the market numbers originally developed.

The CHAIRMAN. About $53 million came out of Enron’s coffers
right before the company declared bankruptcy. Those amounts com-
pared roughly to the money that a number of individuals held in
their deferred compensation arrangements.

Did you or anyone at Towers Perrin recommend that the money
be released upon the request of those executives?

Mr. ESSICK. Let me make sure I understand your question, Mr.
Chairman.

The CHAIRMAN. Let me consult with staff.
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[Pause].
The CHAIRMAN. Well, whether or not you gave any advice to the

companies of when that money ought to be released based upon the
arrangements that you made with the company, the advice you
gave to the company.

Mr. ESSICK. We did not consult with them on the deferred com-
pensation payments.

The CHAIRMAN. All right. In other words, there was not any ad-
vice from Towers Perrin advising executives to kind of dash with
the cash.

Mr. ESSICK. We gave no advice on that topic.
The CHAIRMAN. Thank you.
Senator Breaux?
Senator BREAUX. Mr. Essick, Secretary Olson talks about the

Enron packages and she said, first of all, ‘‘several of the executive
pay practices at Enron pushed the envelope of current law.’’

She further says, ‘‘It appears that Enron intended the complexity
of the transactions to frustrate detection by the IRS.’’ In other
words, Enron was deliberately hiding the ball, and that is cause for
concern.

Did your people never catch that?
Mr. ESSICK. Our role at Enron was to consult on base salaries,

bonus, and stock-based compensation.
Senator BREAUX. So if you saw any of this, you just ignored it?
Mr. ESSICK. We did not see any of it and did not have reason to

see it.
Senator BREAUX. How come you did not see it? I mean, the IRS

says it is pretty clear. This is your job, advising them on their exec-
utive pay packages. Did it not strike you as unusual, the com-
plexity of it, that they were trying to hide something? I mean, you
are a professional in this.

Mr. ESSICK. Senator, we provided consultation to the company on
market practices and market pay levels, and pay designs tied to
market practices and their philosophies.

The base salary program, bonus program, and long-term incen-
tive programs that we assisted with them—I assisted them with—
were standard programs in the marketplace and were not viewed
as overly complex.

Senator BREAUX. The IRS, who knows about this, I would think,
better than any other group, says they are trying to hide the whole
thing. I mean, did it not strike you that they were trying to hide
something, or did you have your head in the sand?

Mr. ESSICK. Senator, we saw no evidence of anyone trying to hide
anything in the work that we did. The work that we did, again,
was focused on the three areas I just indicated, the base, bonus,
and long-term incentives.

Senator BREAUX. But you never felt that they were pushing the
envelope and going right to the edge on this stuff?

Mr. ESSICK. There were times when we did sense that Enron
wanted to push the envelope as an innovative company, and we
provided market data and guidance to help bring them within mar-
ket norms.

Senator BREAUX. Did you ever have any lawyers in this place
that said, hey, time out, this is about to blow up?
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Mr. ESSICK. Senator, we are not a law firm.
Senator BREAUX. You do not have any lawyers working for you?
Mr. ESSICK. We do have some lawyers working with us.
Senator BREAUX. How many?
Mr. ESSICK. I do not know. I am sorry.
Senator BREAUX. About? Four? Two? One? A hundred?
Mr. ESSICK. I do not know. I do not know.
Senator BREAUX. You do not know how many lawyers you have?

How many employees have you got?
Mr. ESSICK. We have 8,000 employees.
Senator BREAUX. And you do not know how many lawyers? I

mean, is it 1 percent?
Mr. ESSICK. Senator, I do not know how many lawyers we have.
Senator BREAUX. Do you have any CPAs?
Mr. ESSICK. Yes, sir, we do.
Senator BREAUX. How many?
Mr. ESSICK. I do not know how many CPAs we have.
Senator BREAUX. How much did you get paid for doing all this

work at Enron?
Mr. ESSICK. Our fees over the 5 years ending in 2001 for execu-

tive compensation services averaged about $130,000 a year over
that period of time.

Senator BREAUX. And nowhere in that time you just said, this
rings bells and whistles, you cannot do this?

Mr. ESSICK. We saw nothing in the work that we did that caused
us to have a question about impropriety. Again, our role was to
provide market data and counsel how other companies provide
compensation in this type of business.

Senator BREAUX. Well, suppose everybody else is doing some-
thing that is pushing the envelope and they are hiding things. Are
you going to say you are consistent with everybody else, and that
is it?

Mr. ESSICK. We do not test whether people are hiding things. We
test competitiveness of the designs of the plans and the levels of
compensation provided as an opportunity.

Senator BREAUX. So it seems to me what you are telling the com-
mittee, is if everybody else that you are surveying out there is
doing something that is pushing the envelope and is hiding stuff
from the IRS, then you go to your client and you say, you are right
there with them. Good luck.

Mr. ESSICK. We do not consult on the issues. Our consultation is,
here is what the pay levels were in the marketplace, here is what
the structure of the plan designs is in the marketplace, here is
what your pay philosophy is that you have established, and here
is where it comes together.

Senator BREAUX. But you in no way tell them whether that is the
right thing to do, it is a good idea, or you are pushing the envelope?
I mean, you just say, it is consistent with what everybody else is
doing out there?

Mr. ESSICK. We provided a view on what real companies do in
the outside world.

Senator BREAUX. And even if they are doing it wrong, you can
tell your people that, you are consistent, go forward?

Mr. ESSICK. We tell them what is happening in the real world.
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Senator BREAUX. Even if it is wrong?
Mr. ESSICK. We tell them what is happening in the real world

based on fact and what real companies are doing.
Senator BREAUX. Well, this is just getting to the point of being

ludicrous, as far as I am concerned. Suppose you find out that
these other companies are doing something that is illegal. Are you
not going to tell your client, this is what everybody else is doing,
but it is probably illegal?

Mr. ESSICK. We would certainly indicate that. If we had any indi-
cation that there was illegal activity going on, we would indicate
that.

Senator BREAUX. So everything that Ms. Olson says about what
she saw at Enron about hiding and pushing the envelope, it never
occurred to you that you ought to pass this on to them?

Mr. ESSICK. We never saw anything hidden. We did not sense
anything was being hidden. The place I noted where they might
have pushed the envelope was more in saying something like, we
want to have restricted stock vests more quickly than what the
market was. Our response back would be, here is the way the mar-
ketplace vests restricted stock. That is legal. That is within the
range of market practice.

Senator BREAUX. I do not know if I will have any other time.
Maybe one more question to Ms. Olson. There is a front-page story
in the Marketplace section of the Wall Street Journal this morning.
The headline is: ‘‘Directors Should End Extravagant Packages for
Departing CEOs.’’

The people I represent probably have a hard time understanding
the whole nature of this hearing. The average salary in Louisiana
is about $22,000 a year. The concept of people not wanting to get
paid until later does not resonate with most of the people I rep-
resent. They want to get paid sooner, not later.

If I suggested to the people making $20,000, that I have got good
news for you, we are not going to pay you for several years, I mean,
the concept of it is just off their charts. But here we are, talking
about how people defer everything because they are making so
much money, they want to take it later, so somehow they can avoid
taxes.

But the article goes into a whole series of situations where execu-
tives who have been failures, for companies that are being inves-
tigated, companies that are going down the tank, are giving mil-
lions and millions of dollars of deferred compensation packages to
CEOs that literally have failed.

Again, when people read this, they say, I do not understand why
you are getting paid millions of dollars for a company that is in
bankruptcy. But the thrust of the article is, the directors ought to
do this. I mean, you are frustrated, I take it, with the fact that
when you hide things like they did at Enron, yo do not have
enough people to find out what is happening.

Do we have to do it in Washington or is this not a legitimate
function of directors of these companies who somebody approved
these extravagant compensation packages that are not based on
success or are limited by failure, they are just there. I mean, whose
responsibility is this? Can you give me just a generic comment on
that?

VerDate 11-MAY-2000 14:35 Apr 20, 2004 Jkt 092535 PO 00000 Frm 00022 Fmt 6633 Sfmt 6633 92222.000 SFINANC2 PsN: SFINANC2



19

Ms. OLSON. Yes, Senator. I agree that it is the responsibility of
directors, and that is where is it best left. I think one of the things
that is interesting to watch in the stories that have rolled out, is
that our efforts to restrict executive compensation through the Tax
Code have been singularly ineffective. In fact, I think they may
have caused some of the problems that we see out there.

Senator BREAUX. The million dollar limitation. That really went
to nothing, right?

Ms. OLSON. That is right. In fact, it operates more as a penalty
on the shareholders than it does as a penalty on the executive com-
pensation.

Senator BREAUX. All right. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. I think you have opened up a very legitimate

round of questioning here, Senator Breaux, that I think I want to
follow up on for just a minute. You may want to stay and join in,
if you want to.

Let me suggest where I am coming from here. So I guess my
question would be Mr. Essick, but I am also going to ask Ms.
Schmitt to enter in here.

Last year, before the Senate Governmental Affairs Committee,
the chairman of the Enron Compensation Committee testified
about executive compensation. My understanding is that the sum
of his testimony was that he relied upon Towers Perrin for all deci-
sions.

My question to you is, in making decisions here, not to describe
for us generally the relationship between Towers Perrin and Enron.
I think you have done a good job of that.

But some points that I would like to have you cover would in-
clude, did the Enron board ever question or reject any of the find-
ings of Towers Perrin? Did Towers Perrin ever provide advice that
the Enron board did not want to hear, or was it a case of deciding
the salary first and getting the justification later?

Mr. ESSICK. In the work that we did for Enron, it fell into several
categories. In some cases, what we were doing was providing mar-
ket data on levels of pay and market incentive plan design prac-
tices.

So we would do a study at the request of other management or
the board of directors, the Compensation Committee of the board,
to test levels of pay and the competitiveness of incentive design
practices.

There was a study that was done called the Stress Test which
was done in the spring of 2001. The Stress Test was commissioned
by the Compensation Committee of the board.

What they asked us to do, was to test what the effect would be
of higher volatility in their stock price and their financial results.
They had a period of very rapid run-up in stock price and financial
results and they wanted to see what would happen if they had vol-
atility both up and down in their results.

At the conclusion of the Stress Test, or during the course of the
Stress Test, they were experiencing some downward pressure in
their stock price. This was, again, the spring of 2001.

In the course of that, there were questions raised by members of
management—and I do not remember any questions about this
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topic from the members of the Compensation Committee—as to
whether they should consider repricing stock options.

What that means, is if the stock option had been issued at $80
a share, and the stock price is now $60 a share, should we restrike
the option to be at $60 a share, which in essence gives you an op-
portunity to re-earn the $20 that the stock went down.

What we concluded in that study was, even if they were going
into a period of higher volatility and more difficult times, they
should stay the course with the designs they had. So, if earnings
went down, the bonuses would go down. If the stock price goes
down, there was not going to be a re-pricing.

So what we encouraged them to do, was, in essence, stick with
what they had, even if they were to experience more difficult eco-
nomic times.

The CHAIRMAN. All right. I am going to come at this same thing
for Ms. Schmitt with this approach.

The Compensation Committee relied on Towers Perrin each year
to determine the compensation package for Ken Lay and two other
executives. Now, I think the Joint Committee has basically said
that the Compensation Committee essentially rubber-stamped
whatever management was seeking.

What as your impression of the Compensation Committee, and
did Enron, from your judgment, Ms. Schmitt, ever bring anything
to Towers Perrin that Towers Perrin said no to?

Ms. SCHMITT. Mr. Chairman, we did not find any evidence in the
course of our investigation of any compensation, specific compensa-
tion issues, being taken to Towers Perrin and they recommending
to the company that it not be adopted.

In fact, we said in our report issued in February that from our
interviews with members of the Compensation Committee of the
board of directors, it appeared that many members made decisions
relying on the opinions of outside consultants, including Towers
Perrin, without understanding the underlying facts of the arrange-
ments that they were approving.

The CHAIRMAN. All right.
I am going to go on to another issue. I wanted to ask Secretary

Olson—and for Senator Baucus’ benefit I will quit whenever he
wants to ask questions. It takes a little while, when you come from
one committee to another, to get oriented. So, I want to give him
an opportunity to do that.

Anyway, I read yesterday in the Wall Street Journal that the
IRS issued guidance on Irish leasing companies. What is the abuse
you are trying to stop with those regulations?

Ms. OLSON. Senator, this was a notice that we issued to stop
something close to evasion of tax, a transfer of employees, purport-
edly, to another company, with the compensation then going off-
shore.

So the notice puts taxpayers on notice that the IRS will challenge
those arrangements if they find them. It also encourages taxpayers
to voluntarily come in and get their tax affairs straightened out.

The CHAIRMAN. There is no doubt then from Treasury’s point of
view, that is an abuse of our income tax laws.

Ms. OLSON. That is correct.
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The CHAIRMAN. I am going to ask Professor Kennedy, do non-
qualified deferred compensation plans afford executives with tax
preference unavailable to non-highly-paid workers?

Professor KENNEDY. No, Senator, I do not believe so. The pres-
sure that employers and executives have to set up these arrange-
ments are because of the limitations imposed under qualified plans.

I am sure executives would prefer to have rights under qualified
plans that the rank-and-file have, but because of the limitations,
they are not afforded those. Therefore, we have seen a surge in the
development of these types of plans.

The CHAIRMAN. All right. I am sorry. I did not know the presence
of Senator Lincoln. At this point, I would be glad to call on you for
questioning.

Senator LINCOLN. I am fine. I will wait my turn.
The CHAIRMAN. Now is your turn.
Senator LINCOLN. All right. Good. [Laughter.]
I thank the Chairman, particularly, for holding the hearing and

for his considerations on many things.
I have just a couple of general questions, but have a lot that, if

I may, Mr. Chairman, enter into the record so that we will not take
too much time. But I ask for unanimous consent to have questions
placed in the record.

The CHAIRMAN. Yes. They have 2 weeks to respond to all ques-
tions of the committee.

Senator LINCOLN. Great. Thank you very much.
Just a general question that comes back to some things we have

talked about in the committee before. But many people have really
relied on the argument that the COLI policies are used to fund em-
ployer obligations, such as their retiree benefits. To me, it raises
a number of questions.

If you all could, any that want to respond, should Congress spe-
cifically provide a tax benefit for companies to fund such things as
retiree benefits rather than requiring them to go through insurance
contracts?

If the COLI is set aside for future benefits, is the income still re-
ported as earnings on the financial statement, or should it be,
whether it is appropriate or not? Should we require companies to
set these dollars aside as liability on their financial statements?
Does anybody want to comment?

Ms. SCHMITT. Senator Lincoln, I guess I will start.
Senator LINCOLN. Good.
Ms. SCHMITT. We stated in our report, and also in our written

testimony, that it may be appropriate to reexamine the tax benefits
accorded to COLI, that there is still remaining, even after legisla-
tion in 1986, 1996, and 1997, an opportunity for tax arbitrage uti-
lizing company-owned life insurance.

As to the funding of specific employee benefit programs, I think
that you raise a fair issue of whether there ought to be specific
rules addressing these rather than going through the more circui-
tous approach of purchasing life insurance contracts and then bor-
rowing against those contracts in order to achieve a tax benefit.
But I would say that we did state that it may be appropriate to
conduct a general review of company-owned life insurance.
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Mr. MCNEIL. There has been some tax arbitrage through Section
264, which governs taxation for corporate-owned life insurance, and
I think there is still some of that that continues. Some of it is being
litigated when it gets to be fairly broad-based. Those cases are liti-
gated. There was one recently decided.

So, those may be handled in courts, but may be subject to further
review by Congress as well as to whether or not that is something
that would be appropriate, and if appropriate, to what extent.
Maybe broad-based is too much, but maybe there may be some
room for it.

Funding deferred compensation does have some basis in the stat-
ute. Section 457, which governs deferred compensation for govern-
mental plans and tax-exempt plans, requires a trust be set up for
governmental plans and that trust can be funded. That is viewed
as more of an exception to the constructive receipt/economic benefit
rules, and is akin, I guess, to 401(k) plans.

So, you can fund those without necessarily requiring the current
taxation of the benefits that are set aside in those funds. That
seems to be pretty acceptable. It was done in response to the Or-
ange County circumstance where a governmental entity went into
bankruptcy and caused a fair amount of concern with respect to the
governmental employees.

Senator LINCOLN. I do not mean to interrupt you, but is there a
place where that shows up on the financial statement?

Mr. MCNEIL. Financial statement? I would guess so with respect
to that governmental entity when they set aside funds for purposes
of funding the obligations.

Senator LINCOLN. I am just wondering if those dollars then can
be used for any purpose, over any amount of time.

Mr. MCNEIL. With respect to those trusts set up under Section
457(g), those are assets that are set aside in more of a 501(a) kind
of trust. They are not available for creditors, which then would or-
dinarily cause those benefits to be subject to taxation under the
economic benefit doctrine.

Senator LINCOLN. Is there a time on that?
Mr. MCNEIL. No. They are just set aside to pay the obligations

under the terms of the plan. It is seen as an exception to the eco-
nomic benefit doctrine.

Senator LINCOLN. Ms. Olson, did you have any comments on
those first three questions I had?

Ms. OLSON. Well, the COLI issue has been addressed more than
once through legislation that has essentially eliminated most of the
advantages for it. I do not know the answer to the question that
you raise about the financial statements and whether or not it is
reported on financial statements.

Companies have entered into COLI arrangements to finance dif-
ferent kinds of things, and not necessarily to provide death benefits
to employees who are covered by the COLI policies.

Senator LINCOLN. Well, does Treasury have an opinion on wheth-
er we should specifically provide a tax benefit for companies to
fund such things?

Ms. OLSON. It is something that any be worth looking at. I think
it is something that Congress has considered in the past in Section
89 and walked away from.
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Senator LINCOLN. I guess another question would be, it always
comes back when we talk about this great dispute over some of the
proposals to deal with the abuses of life insurance and the exam-
ples that we saw in Enron. We hear about the so-called good uses.
I mean, I want to believe that.

But I also want to know, when people say that Enron was an
anomaly and that the COLI and the split dollar policies are being
used properly most of the time, we have no way of really knowing
that, do we, if Enron was an anomaly, because really only the par-
ties that are involved have any of the information.

I guess the question then is, what sort of reporting requirements
should be mandated in order to effectively regulate the use of the
products and ensure that they truly are being used for the pur-
poses that industry argues they need them for.

Ms. OLSON. I think with respect to Enron’s COLI policy, it is an
old policy. You cannot do it under current law, so it merely exists
because it was grandfathered from the tax changes that were made
by Congress in previous years.

Senator LINCOLN. So you feel like there is adequate regulation
there, disclosure?

Ms. OLSON. I think there probably is. I think that the Joint Com-
mittee has recommended that the grandfather be removed, and
that may well be a good idea to look at removing that
grandfathering provision.

But I think that COLI does serve legitimate purposes for small
businesses, which can still cover their employees. The concern that
we have had in the past was with leveraged COLI transactions
that generate interest deductions, and then the income build-up in
the policies is shielded.

Split dollar is a completely different issue. That is an issue that
I think Treasury has effectively addressed with regulations that we
put out last summer that ensure that the policies are properly
taxed.

Senator LINCOLN. So you feel completely comfortable with the
regulations that exist in terms of the disclosure and the ability to
recognize what anomalies are there? You are saying, eliminate the
grandfather, but you feel like the other regulations are sufficient?

Ms. OLSON. Yes, I think that is right.
Senator LINCOLN. May I ask just one follow-up, Mr. Chairman?
The CHAIRMAN. Yes. All right.
Senator LINCOLN. Treasury has issued some proposed regulations

concerning split dollar life insurance arrangements, I think, which
would require economic benefits given to the employees to be taxed
currently. When are those regulations going to be finalized?

Ms. OLSON. We expect to finalize them within the next few
months. We did get a lot of comments on them, but we have had
the hearing and we are ready to move forward with the laws.

Senator LINCOLN. Since those were proposed, have there been
any changes that you have contemplated at Treasury?

Ms. OLSON. Nothing significant. We did leave one question unan-
swered on how to value a policy in a particular instance, and we
will be proposing some additional regulations shortly that an-
swered that question.

Senator LINCOLN. Thank you very much.
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Thank you, Mr. Chairman.
The CHAIRMAN. Senator Baucus? Then if Senator Breaux wants

a second round, it would be his turn, next.
Senator Baucus?
Senator BAUCUS. Thank you very much, Mr. Chairman, for hold-

ing this hearing in the first place. We had an earlier Enron Joint
Tax Committee hearing, which was very helpful. This one, I think,
is adding more information. I appreciate your holding this hearing,
and I apologize for being late. I ask that my statement be included
in the record.

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

Senator BAUCUS. Ms. Olson, there have been reports in the news-
papers about insurance companies taking advantage of a provision
in the Code which allows insurance companies to be tax-exempt if
they collect premiums under $350,000. According to the press re-
ports, that is currently legal. Your comments about all this, and
the degree to which Treasury believes that we should plug this
loophole.

Ms. OLSON. We are currently looking at what has happened out
there. The IRS is auditing in this area and is gathering data, and
we are contemplating making a legislative proposal that would ad-
dress the issue.

But I think the things that have caused the greatest concern are
probably things that can be addressed even without a legislative
change. I am not sure that the arrangements that have been re-
ported on would qualify as insurance under current law.

Senator BAUCUS. How many audits have there been?
Ms. OLSON. I do not know.
Senator BAUCUS. Any rough sense?
Ms. OLSON. No. I am sorry, I do not know.
Senator BAUCUS. You, or somebody—it might have been you—at

Treasury said, this is a target-rich zone. What does that mean?
Ms. OLSON. That was actually a comment about shelters, in gen-

eral, that the reporter ascribed to this particular loophole that he
was reporting about.

Senator BAUCUS. Does Treasury regard this as a target-rich
zone?

Ms. OLSON. From the information that we have, I understand
that there are a lot of potential issues out there that the IRS is
going to be looking at.

Senator BAUCUS. A part of this can be addressed by IRS regula-
tions that do not require a legislative change. What might require
legislative action?

Ms. OLSON. Well, I think it would be a good idea to look at the
exemption, in general, to see whether or not it make sense, wheth-
er there are things that could be tightened up legislatively.

But I think that we will be able to address the things that have
caused the greatest concern just by reviewing whether or not the
companies, in fact, are insurance companies.

Senator BAUCUS. On the face of it, it does not sound very reason-
able, what has been going on here.

Ms. OLSON. I agree with you.
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Senator BAUCUS. So something has got to be done, and done
quickly.

Ms. OLSON. I agree with you.
Senator BAUCUS. Again, if you could be more precise what can

be done?
Ms. OLSON. We are actively reviewing it. I have gotten some pre-

liminary responses from my staff at the end of last week, and we
do expect to have something shortly.

Senator BAUCUS. When you say you ‘‘expect to have something
shortly,’’ what do you mean?

Ms. OLSON. In the way of a legislative recommendation. The IRS
is, of course, on its own track with whatever it is doing on the en-
forcement side. But to the extent that a legislative proposal would
help to clarify and end any problems, we will be working on that.

Senator BAUCUS. When do you think we might see that?
Ms. OLSON. I am hoping within the next couple of weeks. But we

are trying to gather some additional data from the information that
the IRS has to evaluate what the best course of action is.

Senator BAUCUS. If you could help me a little bit here. Where are
the Turks and Caicos islands?

Ms. OLSON. In the Caribbean.
Senator BAUCUS. Where?
Ms. OLSON. The West Indies.
Senator BAUCUS. Sorry?
Ms. OLSON. The West Indies.
Senator BAUCUS. In the West Indies. Is Turks and Caicos one

group of islands or are they two separate islands? It says Turks
and Caicos.

Ms. OLSON. I believe they are separate islands.
Senator BAUCUS. There is a Turks Islands and there is a Caicos

Islands?
Ms. OLSON. I think so, but I am not positive. I have never been

there. [Laughter.]
Senator BAUCUS. Well, neither have I.
Ms. OLSON. I think Senator Breaux has.
Senator BAUCUS. Maybe you should go and straighten it out.

[Laughter.]
Ms. OLSON. I think Senator Breaux has. Maybe he can help us.
Senator BAUCUS. Well, I ask because, right off the web, there is

a KPMG advertisement that they will, in the Turks and Caicos is-
lands, set these up for you.

Senator BREAUX. Sounds like a field hearing. [Laughter.]
Senator BAUCUS. They call them PORCs. Yes. They are producer-

owned re-insurance companies. It said, ‘‘In the Turks and Caicos is-
lands, KPMG is recognized as the industry leader in the provision
of tax and consulting services to producer-owned re-insurance com-
panies, otherwise known as PORCs.

KPMG has developed a standard license and incorporation pack-
age for the two major corporation applications, an automobile deal-
ership application and the mortgage guarantee insurance applica-
tion.’’

Then it goes on and on and says, call us, because we know how
to do this. It sounds like we have got a problem here. If one com-
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pany, on its web site, is advertising this, I would guess that there
are probably others.

Ms. OLSON. Yes. I am not familiar with the ad in the web site,
but we did issue a notice on PORC transactions in particular about
6 months ago, or maybe a little bit longer than 6 months ago, iden-
tifying the issues there and warning taxpayers that they may be
treading on thin ice to the extent that they go forward with one
of those transactions.

Senator BAUCUS. I would just encourage you to aggressively go
after this. This is absolutely a loophole. It is an outrage. It was set
up, I am told, maybe 50 years ago to help farmers to insure, but
it has been abused, obviously, to the tune of millions of dollars of
uncollected taxes. I just very much look forward to your letter in
a couple of weeks suggesting what legislation is needed to stop
this.

Ms. OLSON. Thank you, Senator.
Senator BAUCUS. Thank you.
The CHAIRMAN. Senator Breaux, did you want another round?
Senator BREAUX. Just one other question for Secretary Olson, if

I might. I think that in your testimony you talked about the prob-
lem with an Enron-type of a situation, with the inability of the In-
ternal Revenue Service to detect the tax shelters that they were in-
volved in because of the complexity and hiding things that were not
easily ascertainable.

I take it that the Treasury Department has requested more as-
sistance for corporate audits in their budget.

Ms. OLSON. Right.
Senator BREAUX. Do you know if you requested more help, more

financial money for Treasury to be able to look into these horribly
complicated situations?

Ms. OLSON. We did request an increase in the IRS budget, spe-
cifically focused on the audit of high net worth individuals and
businesses. That additional audit staff would definitely help the
IRS.

Senator BREAUX. The numbers I have, and the reason why I ask
the question, is I think it is a request for an additional maybe $550
million, I think, is the number. Does that sound right, or do you
know?

Ms. OLSON. I am not sure what the number is.
Senator BREAUX. I think it is about $550 million, but about 20

percent of that is for EITC investigations. I think the numbers sort
of pale in comparison. Is this an area that would be rich for recov-
ering a great deal of money? It seems like it is $100 million for
EITC, which seems like, in comparison to what we are talking
about today, would be very small numbers, indeed.

Ms. OLSON. The EITC funds are to try to get started a program
that would allow the IRS, up front, to identify eligibility for the
credit to speed the credit through to eligible recipients.

Right now, the Service has difficulty determining, from the re-
turns that are filed, whether a taxpayer is eligible. If there are
questions, they may hold up the taxpayer’s refund. So, this is an
effort to put in place a program that will make the EITC function
more smoothly.
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Senator BREAUX. All right. Well, I am glad to hear that. All
right. Thank you very much.

Thank you, Mr. Chairman. I have no other questions.
The CHAIRMAN. I have one more question.
Professor KENNEDY. Senator Grassley, especially with respect to

elective deferrals where the executive is choosing to defer his or
her own salary compensation to subject it to a substantial risk of
forfeiture, it will simply eliminate these plans altogether. That
could be, actually, to the disadvantage of the corporation.

It certainly does not align the executives’ incentives with that of
the future financial health of the company. That is something Con-
gress did back in 1978 by imposing a moratorium on the Service,
who at that time wanted to eliminate all elective deferrals.

The CHAIRMAN. All right. Thank you all very much. I appreciate
your testimony and the hearing.

Senator BAUCUS. Mr. Chairman?
The CHAIRMAN. Oh, I am sorry. Go ahead.
Senator BAUCUS. Mr. Chairman, I apologize. I have a couple of

questions that Senator Bingaman would like asked.
The CHAIRMAN. All right.
Senator BAUCUS. He is over at the Energy hearing this morning,

and I will ask these questions on his behalf.
The CHAIRMAN. I am going to say thank you all. Senator Baucus

will close the hearing down after these questions are asked. I have
to go down for a meeting on health care downstairs. Thank you all
very much.

Senator BAUCUS. I hope you are healthy. [Laughter.] Thank you,
Mr. Chairman.

These are Senator Bingaman’s questions. As I understand it,
under current law a company can take out a COLI policy on the
lives of its employees and use the proceeds and benefits of this pol-
icy to fund a deferred compensation arrangement for its executives
and give none of the benefits to the employees or their beneficiaries
whose lives are insured. Is that accurate? Does anybody want to
answer that?

Ms. SCHMITT. Yes, Senator Baucus, that is correct.
Senator BAUCUS. Does the panel agree? Senator Bingaman is ac-

tually asking for preliminary responses from witnesses. He is going
to submit these for the record, too, but he would like it on the
record here verbally.

Ms. SCHMITT. Senator, I would just comment that there is no re-
quirement that the lives covered under the company-owned life in-
surance policy be the lives that are going to benefit from the fund-
ing in the nonqualified deferred compensation arrangement.

Senator BAUCUS. Thank you.
Another question. As I understand it, a company can continue to

receive the tax benefits associated with these policies, that is, the
tax-free inside build-up of tax-free death benefits, even when the
insured is no longer an employee, that is, they have left the com-
pany. Is that accurate?

Ms. SCHMITT. Yes, that is accurate.
Senator BAUCUS. Thank you.
Next, and last, do any of the witnesses believe that this is con-

sistent with the policy underlying life insurance, that is, providing
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financial relief for families, or even employers, when a loved one
unexpectedly passes?

Ms. OLSON. I will take a shot at responding to it. COLI policies
have served a legitimate purpose, particularly in the context of
small businesses where the proceeds of the policy would go to the
small business to allow it to get through, for example, the loss of
a key employee. So, it does serve legitimate purposes even if the
benefits of the policy are not going to the family or loved ones of
the decedent.

Senator BAUCUS. Anybody else want to respond? Mr. NcNeil?
Mr. MCNEIL. I would agree with that comment.
Senator BAUCUS. That is the question here.
Mr. MCNEIL. They do a legitimate purpose.
Senator BAUCUS. Oh, you agree with Ms. Olson?
Mr. MCNEIL. I do, yes. I think the questions seem to go to wheth-

er or not there is an insurable risk there and whether or not they
are to insure against that risk with respect to that individual, so
that companies cannot take out insurance policies on just any indi-
vidual.

But in the case of corporate-owned life insurance, there is typi-
cally a very good business reason for purposes of the insurance
policies and there are business reasons for those policies.

Senator BAUCUS. All right. Mr. Essick?
Mr. ESSICK. That is not my area of expertise.
Senator BAUCUS. All right. All right.
Thanks, everybody. We appreciate your coming and spending the

time here, taking time out of your day. The hearing is adjourned.
[Whereupon, at 11:34 p.m., the hearing was concluded.]
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