S. Hrc. 101-950, Pr. 1

PENSION PLAN COMPLEXITY

HEARING

BEFORE THE

SUBCOMMITTEE ON PRIVATE RETIREMENT
PLANS AND OVERSIGHT OF THE
INTERNAL REVENUE SERVICE

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

ONE HUNDRED FIRST CONGRESS
SECOND SESSION

MARCH 23, 1990

(Part 1 of 2)

2

Printed for the use of the Committee on Finance

U.8. GOVERNMENT PRINTING OFFICE
B4-866 <o h WASHINGTON : 1990

For sale by the Superintendent of Documents, Congressional Sales Office
U.S. Government Printing Office, Washington, DC 20402

S361~7]



COMMITTEE ON FINANCE
LLOYD BENTSEN, Texas, Chairman

SPARK M. MATSUNAGA, Hawaii BOB PACKWOOD, Oregon

DANIEL PATRICK MOYNIHAN, New York BOB DOLE, Kansas

MAX BAUCUS, Montana WILLIAM V. ROTH, Jg., Delaware
DAVID L. BOREN, Oklahoma JOHN C. DANFORTH, Missouri
BILL BRADLEY, New Jersey JOHN H. CHAFEE, Rhode lsland
GEORGE J. MITCHELL, Maine JOHN HEINZ, Pennsylvania

DAVID PRYOR, Arkansas DAVE DURENBERGER, Minnesota
DONALD W, RIEGLE, Jr., Michigan WILLIAM L. ARMSTRONG, Colorado

JOHN D. ROCKEFELLER IV, West Virginia STEVE SYMMS, Idaho
TOM DASCHLE, South Dakota
Vanpa B. McMurtry, Staff Director and Chief Counsel
EpMUND J. MiHALSKI, Minority Chief of Staff

SUBCOMMITTEE ON PRIVATE RETIREMENT PLANS AND OVERSIGHT OF THE INTERNAL
REVENUE SERVICE

DAVID PRYOR, Arkansas, Chairman
DANIEL PATRICK MOYNIHAN, New York JOHN HEINZ, Pennsylvania

{an



CONTENTS

OPENING STATEMENT

Pryc;ae:lon. David, a U.S. Senator from Arkansas, chairman of the subcom- Feae
INEEEEE covcvveiviesiiirirsesiescusastrssesrseessssesesseissessmssress b s s st as st s bsse st R R R e enaessbssnbse s b etes
COMMITTEE PRESS RELEASE
Finance Subcommittee to Hold Hearing on Pension Plan Complexity, Simpli-
fication Could Encourage More Retirement Coverage, Pryor Says..........cv.ues 1
CONGRESSIONAL WITNESS
Chandler, Hon. Rod, a U.S. Representative from Washington ..........cocvnisinuns 2

PUBLIC WITNESSES

Golden, Howard J., partner, Kwasha Lipton, testifying on behalf of the Asso-
ciation of Private Pension and Welfare Plans, Fort Lee, NJ .......ccceenniniirivcnnns 6
Van Egmond, Elmer, Ph.D., chairman, Arkansas State Legislative Committee,
American Association of Retired Persons, Little Rock, AR, accompanied b;
David Certner, legislative representative, American Association of Retired

Persons, Little Rock, AR......cccoivvviieiiimeniensenmissinsenissmssssessssssssssisessossens 8
Anderson, Vance J., assistant general counsel, Allied Signal, Inc., testifying

on behalf of the ERISA Industry Committee, Morristown, NY .....c...rerern 10

Catl;ma[f)(g. Paula A., president, Small Business Council of America, Washing- 1
Ty DIC ot icieriessreninisnsnseninns s sssosssserss s seseessenstressstsssiesessssssssassetsosonsassonasssssssssssasses
Salisbury, Dallas L., president, Employee Benefit Research Institute, Wash-

NELON, DIC.ociiviiiiiiiceireiss s saerebssessssssassersbssassssssassssssssssssassenes 18
Kautter, David J., national director of compensation and benefits tax service

Ernst & Young, testifying on behalf of the American Institute of Certified

Public Accountants, Washington, DC ... 20
Holden, James P., Steptoe & Johnson, testifying on behalf of the American

Bar Association, accompanied by Mark Dray, chair of the Employee Bene-

fits Committee of the section of taxation, and Stuart Lewis, chair of the

Employee Benefits Committee of the section of Taxation Subcommittee on

Proposed Pension Legislation .............ciiiiisnnininenenenmosoossessssnes 22
Fair, Andrew J., testifying on behalf of the American Society of Pension
Actuaries, White Plains, NY..........ccoeevnnenne. ververerrennins 24

ALPHABETICAL LISTING AND APPENDIX MATERIAL SUBMITTED
Anderson, Vance J.:

TEBLIMONY ...t st st e s b esa b b sasasbsebsnneeas 10

Prepared statement ... e s 38
Calimafde, Paula A.:

TEBLIMONY ...cvcviriinieieinisseniiineriiensisi et essss s ssesssstsssesssessssssbssssssseseiss 11

Prepared statement with attachments.........cvciincninn e 44
Chandler, Hon. Rod:

Testimony ...........ceuee 2

Prepared statement .. 52

Fair, Andrew J.:
’I‘estimony ....................... 24
Prepared statement with enclosure 54

(1)



Page
Golden, Howard J.:
TEBLIMOMY ..ceocvviireriirisnrsinrinicssersmsesinesiresessesnissssessssstssasssssasssssessesssessasssessssassssssssssss 6
Prepared statement with attachments............cocoiniiinniinennoi. 79
“Gridlock: Pension Law in Crisis and the Road to Simplication,” APPWP 28
=] &) o 2 PO OTTUPRPRRPS
Holden, James P.:
TeStIMONY ...covvvcrivrerisnnsiinerserssonnisnsseens drereree oo asnsaerene et sttt s nsress 22
Prepared StAtemMEent ........c.cocirrvireinrinieneereisnsissimesessiossmssasssssissssassrsssssssstss 114
Kautter, David J.:
TEBLIMONY .cvirireriiiinnnnrirersiiiinssssssasssisiniesssnsssasisssisrssassissssssusessssssasisssrsssessssss 20
Prepared statement ........cco.cvevvverniensoriennnes dretse s sr s e e n e bas 118
Pryor, Hon. David:
Opening statement. ... . 1
Prepared Stat@MeONt ........c..civveiiimuenncsininirsosrssossssssssinimsssissssansessiorsrsrsssinessss 127
“Present-Law Tax Rules Relating to Qualified Pension Plans,” Joint Com-
mittee on Taxation staff report ...........coooevvcrinnnnirininnins 129
Letter from the Pension Rights Center, dated March 22, 1990.....ccccummmurineene 199
“The Pension Plan Almost Nobody Knows About,” brochure from the
Pension Rights Center........ veroteb ey or e h oA e RO R S eRO R AL S E R RS s R R R bR b e L ebes e b e b s 201
“Private Pensions—-lmﬁact of Vesting and Minimum Benefit and Contri-
bution Rulea in Top-Heavy Plans,” GAO report, dated October 1989........ 216
Salisbury, Dallas L
TeBtIMONY .cvvvrvverrineninviricrsnmriiviseisimsesssnssssisne Seersrssssssreanes 18
Prepared statement with exhibits...........c.ecrvenninicirinnnnn vererssosntsrnnne 246
Van Egmond, Elmer:
TEBLIMONY ...vvvvevrevirereenrinsasnsrsrssresssrsssrstsossssistssssssssesessiisssssssssasssessessssssssstssssessseses 8
Prepared statement ..........ocoveervioniiioroeiminmissisoasmemse s 251
COMMUNICATIONS
Associated General Contractors of America.........c.csene... et e 267
Baker, Clifford, Krier & Webb ., “ w260
BUCK CONBUIANES ...ovsceevcvrserreersssresson SRR 262
C&B Consulting Group ........... bbb bR seRd 266
Chevron Corp. .......cccorvu " . " 276
General Motors Corp........oeiiiinmnmes 280
Graydon Head & Riu:hey 282
Grove Farm Company...... 285
Hardrives Pension Plan..............ccoconvecnninceneinnnnne 286
Investment Counsel Association of Am 288
J&L ) ial Products Cor 289
icha 291
err-McGee 294
Klein McGuigan & Landa 298
Lewis & Ellis, Inc.............. 298
National Actuarial Pensio! rvices, | 299
National Coordinating Committee for Mul 300
New York State Bar iation ... e 304
iper, Kurt F. ......ccccconnvmvnnivnnnns 308
Profit Sharing Council of America 309
Rational Benefits Policy Alliance. 312

Retirement Programs Corp........ 314
Tulsa Pansion Attorneys.
TV Guide
U.S. Chamber of Commerce
VISTA Chemical Co..........cc.....
Zelinsky, EAWArd A. .......ccccovimmiiniinninnininnnississsssssssssesenisssssssssssisesssisssssenns 326




PENSION PLAN COMPLEXITY

FRIDAY, MARCH 23, 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 9:35 a.m, in
room SD-215, Dirksen Senate Office Building, Hon. David Pryor
(chairman of the subcommittee) presiding.

Also present: Senator Heinz,

[The press release announcing the hearing follows:]

{Press Release No. H-14, Feb. 22, 1990)

FiNaNCE SuscoMMITTEE TO HOLD HEARING ON PENSION PLAN COMPLEXITY,
SimpLIFICATION CouLD ENCOURAGE MORE RETIREMENT COVERAGE, PRYOR SAYS

WasninaToN, DC—Senator David Pryor (D., Arkansas), Chairman of the Senate
Finance Subcommittee on Private Retirement Plans and Oversifht of the Internal
Revenue Service, announced Thursday that the Subcommittee will hold a hearing to
review the Internal Revenue Code rules governing private pension plans and discuss
options for simplification.

The hearing is scheduled for Friday, March 23, 1990 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

“I am afraid that pension rules have become way too complex, and that is having
a negative effect on retirement coverage. Many employers, esyecially small busi-
nesses, are scared away from starting pension plans because of the cost and com-
plexity of administration,”” Pryor said.

‘“Even those employers who have retirement plans and have decided to stay in the
game are ﬁnding they are spending more and more of their benefit money on ad-
ministration, and less on increasing benefits. I look forward to having a frank dis-
cussion on how to simplify the pension rules to encourage coverage,” Pryor said.

OPENING STATEMENT OF HON. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS, CHAIRMAN OF THE SUBCOMMITTEE

Senator PrYor. Good morning, ladies and gentlemen.

The purpose of this morning’s hearing is to take a look at the
changes in ERISA over the past 156 years and to see what effect
thw ave had on plan coveraﬁe. -

hen Congress enacted ERISA in 1974, many thought the act
was sufficiently comprehensive and flexible that further changes
would be relatively few and far between. But like many other good
intentions, things have not quite worked out that way with ERISA:
ERISA and the Internal Revenue Code have been amended an av-
erage of almost once a year since 1974.

ost of those changes that have been made in the law over the
past 16 years are probably meritorious. They have attempted from
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time to time to enhance benefit security, address possible discrimi-
nation in plans, and permit plans to adapt to the needs of a grow-
ing and economically diverse workforce.

But the time has come to take a look at what we have wrought.
ERISA clearly has become a boon for lawyers and consultants, but
I remain firm in my conviction that that was not the original
intent of Congress.

The goal of ERISA, of course, is to provide income to our Na-
tion’s workers after retirement. And to achieve this goal, there
must be security of assets and sufficient flexibility to allow employ-
ers and employees to establish pension plans that meet their needs.

I fear that maintaining a pension plan is no longer a routine,
simple administrative matter performed at a reasonable cost, but
rather has become a leialistic and very, very expensive endeavor.

I hope this morning that the witnesses will help this subcommit-
tee address two major questions that we will pose:

First, is the complexity of ERISA discouraging the initiation and
continuation of pension plans, particularly defined benefits plans?

And, two, how. and in what areas would it be most fruitful to ra-
tionalize or simplify the law?

With the help of our witnesses this morning, we hope to find an-
swers to these questions, answers that will help this subcommittee
make an informed judgment. I am afraid that the complexity of
ERISA has become 8o great that we risk stagnation or even decline
in our private pension system at a time when we should be actively
promoting it to support the Nation’s growing retiree population.

The first witness that we will hear from this morning is probably
perhaps the foremost authority in the House of Representatives
and perhaps the Congress as a whole in the area of private pension
plans and the complexity of these 'plans. He has truly delved into
these complex subjects, We look forward today to hearing from
Congressman Rod Chandler.

Congressman Chandler, we appreciate your attending today and
thank you for the insight that I know you will give us.

STATEMENT OF HON. ROD CHANDLER, A U.S, REPRESENTATIVE
FROM WASHINGTON

Congressman CHANDLER. Good morning, Mr.Chairman. And
thank you for those very kind and generous remarks.

I franklg' think sometimes things o%ht to be kept off the record,
but now that you have said what you did, I perhaps will reconsider.
One of my friends in the front row asked me, what are you goin
to say? And I said, I am going to say this is a worthy cause, an

Dave Pryor is a hell of a Senator. [Laughter.]

You could strike that if you want to.

Senator Pryor. No. We will keep that on the record.

Congressman CHANDLER. All right. [Lauggter.]

Mr. Chairman, and members of the subcommittee, I come from
the State of Washington, and a few years ago we had a hanging in
the rural part of our State. And this man sentenced to hang stood
there on the scaffold, and the sheriff asked him if he had any last
words, and he said, “well, yes, I do. I don’t think this damned thing
is safe.” [Laughter.)
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And I think you can imagine what it would be like to be running
a small start-up business—I was in that position myself at one
time—and thinking about setting up a pension system. When you
consider the patch work of law and regulation, you would probably
ccl))tllclude that the damned thing just isn’t safe or at least not work-
able.

Mr. Chairman, that is why I am so pleased to aptpear here today
and to continue my work with you on a subject of great personal
interest and of vital importance to millions of Americans, which is
the simplification of the Nation's retirement system.

have long been concerned that too many changes in pension
law have been driven by revenue needs rather than by what consti-
tutes sound retirement income golicy.

The entire decade of the 198(’s was replete with tax and budget
bills that became vehicles for massive changes in pension law. The
jargon of the benefits field is littered with the acronyms with
which we are all too familiar: TEFRA, DEFRA, COBRA, OBRA
and, of course, TRA and its offspring, TAMRA. And the process
itself makes it virtually impossible to consider the pension provi-
sions apart from the others when Congress legislates by megabill.

Now, we should take pride as a nation in the fact that tax incen-
tives we have enacted enable employers to Eprovide pension cover-
age to 45 million workers in this country. Employees and retirees
are well served by the fact that employers make 87 percent of total
pension contributions. The Treasury too benefits from this private
system. Since benefits are financed privately, either with tax de-
ferred or after-tax dollars, the burden on public programs is less-
ened. The question is hardly whether we can afford to support the
private pension system, it is whether we can afford not to.

The Nation’s pension system is not only important to ensure the
retirement income security of America’s elderly, but it is also vital
to improving the Nation’s savings rate. In 1986, pension funds ac-
counted for 34.8 percent of the investment capital supplied by non-
bank financial institutions. ~

Let there be no confusion on this point. The complexity of the
pension system is not some esoteric issue, It is directly and signifi-
cantly related to the issue of pension coverage. If Congress and the
executive branch write laws and rules that sponsors of pension
plans cannot understand or that cost them too much to implement,
sponsors will terminate their plans. This is not a concern for the
future. It is happening now.
~ Like so many of my colleagues, I support legislative efforts to
allow individuals and families great opportunities to save for re-
tirement, education, new home Furchases, and a host of other good
furposes. I hope the outcome of the current debate over expanded

ndividual Retirement Accounts and family savings accounts will
be a responsible and attractive savings vehicle. But while Senate
and House Republicans and Democrats are trying to outdo one an-
other in crafting the best individual or family savings program, I
hope that we will not overlook the proven value of the employer-
sponsored retirement system.

Criticisms leveled against IRA’s in the past is that they are at-
tractive primarily to wealthy individuals who have_money to save.
Now, I disagree with that. But while reasonable people may differ
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on the accuracy of that claim about IRA’s, no one can argue that
emploi'er-sponsored savings plans, such as 401(k) plans with their
typical employer matching contributions, are especially valuable to
lower paid workers. These plans allow workers of moderate means
to save for their retirement. But rather than encouraging employ-
ers to sponsor 401(k)s, we hamstring them with extraordinari
complex average deferral percentage tests—the ADP test—and it
just doesn’t make any sense if we are trying to encourage middle
and lower income Americans to save.

Examples of this kind abound, and I know you have a long wit-
ness list today. Let me simply summarize, Mr. Chairman, by saying
that I think that this is extremely important work, complimentin
you on your efforts here, and also another organization, APPWP,

you know, they have issued an excellent report. This report
called “Gridlock: Pension Law in Crisis and the Road to Simplifica-
tion.” The report is, I think, a major contribution.

If I could, I would like to quote one statement from it, which I
think is the most compelling I have seen.

It says, “These intricate rules affect all employers, whether large
or small, and all of the working people planning for retirement.
The rules which have been altered by layer upon layer of legisla-
tive and regulatory change have become practically unworkable.
Rather than promoting retirement security, they are becoming a
barrier to it. Unless the rules are simplified, the Nation’s growing
older population will have inadequate resources to meet its retire-
ment needs.”

Mr, Chairman, I again commend you for your efforts. I thank
you for this opportunity to walk across a beautiful campus this
morning and to testify in behalf of legislation which I hope will
solve this problem, '

Senator Pryor. Congressman, thank you. And once again, we
thank you for your contribution.

Let me ask one or two questions. Like I said earlier, you are
truly a real authority in this field. Why do you think that the Con-
gress year after year is having to amend or change the pension
rules? Why can’t we enact something and just guarantee no
changes for, say, 6 years? -

Congressman CHANDLER. I think that there are two basic rea-
sons. One of them reminds me of that old famous bank robber who
was asked one time, why do you rob banks? And he said, because
that’s where the money is. And I think that is part of the problem
here for the Congress with pension plans. There is a lot of mone
involved. And where that is the case, Congress is trying to capital-
ize on it for deficit reduction.

In addition to that, I think sometimes we see cases of abuse. And,
unfortunately, that is a part of every society on the face of this
globe. And we tend to overreact, Section 89, I think, is a prime ex-
ample of that. And for the vast majority of employers and employ-
ees, you wrap them up in law which is practically unworkable, if
not unworkable, while the others will probably continue to cheat

anyway.
'IY}‘;Jose, I think, are the two major reasons. And I couldn’t agree

with you more that we need to enact this kind of legislation and

leave it alone. If there’s anything I hear from the employer com-
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munity it is we need certainty. We need to know the law in effect
is gging to be there for a while so we can plan on it.

nator PrRYor. You know, in Washington, we have a hard time
knowing what the rules of the games are in this area. This is espe-
cially hard on smaller businesses, which often have no idea what
the rules are or what they will be next month or next year. I think
this constant changing of the law has certainly been a real detri-
ment to the building of a healthier retirement system.

Congressman CHANDLER. Well, I do too, Senator. And I represent
the Weyerhauser Co. On Section 89, for example they spent $2 mil-
lion to demonstrate that they were in fact in compliance with that
law. But contrast that with the business that my partner and I ran
together in Seattle, WA. We didn’t have $2 million to spend on
anything. We did our books and our work on those kinds of things
on Saturday afternoon or on Sunday when we didn’t have to
meeting with clients and so forth. That kind of employer, if they
have a plan, they throw up their hands and quit; or if they don't,
they just say I just simpl{ can’t stand the thought of trying to in-
volve myself in that complexity.

And cost is no small part of this too, because consultants don't
come cheap. And even the consultants complain. We're the guys
who have to deliver the bad news and we're tired of doing it.

Senator PrYOR. Speaking of people who really know this field, I
know this is a sad day for you, in one respect, because your trusted
aide, staff member, associate and colleague, Mr. Mac McKenney, is
on his last day on the job. Now he is going into the private sector
to try to interpret what we have done on the Hill. I would like to
say, Congressman Chandler—and I see Mac here—he has been a
very, very splendid resource for us on this committee in looking at
these areas—so we share your loss in the departure of Mac McKen-
ney, and we wish him well. And, Mac, I see you in the audience.
We sincerely appreciate your contributions very much,

Congressman CHANDLER. Senator, that is very thoughtful.

Senator PrYoR. You have been very, very lucky to have a young
man like this.

Congressman CHANDLER. And that is very thoughtful of you to
make those comments. And I certainly agree. And I have got to tell
you, we don’t have a hole in our staff now. We have a crator. And
if any of you up there are interested—[Laughter.]

Thank you, Senator,

Senator PrYor. What about me?

Congressman CHANDLER. All right. {Laughter.]

Senator Pryor. Thank you, Congressman Chandler, very much.

Congressman CHANDLER. Thank you, Mr. Chairman.
th['I'he prgpaied statement of Congressman Chandler appears in

e appendix.

Senator PrYor. We are going to call our first panel now. We
have a very, very outstanding panel—Howard Golden, Elmer Van
Egmond, Vance Anderson, and Paula Calimafde. Paula, I hope I
pronounced that correctly. Did 1?

Ms. CaLimarDE. You sure did.

Senator PrYor. Thank you.

Howard Golden is a partner with Kwasha Lipton, testifyinf on
behalf of the association of Private Pension and Welfare Plans;
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Elmer Van Egmond is chairman of the Arkansas State Legislative
Committee of the American Association of Retired Persons. We
welcome you, Elmer.

Vance Anderson is the assistant general counsel of the Allied
Signal Corp., testit;ying on behalf of the ERISA Industry comnmittee;
and Paula Calimafde is the President of the Small Business Coun-
cil of America. _

We are going to ask each of our panelists this morning to limit
their comments to 5 minutes. The entire body of their statement
will be placed in the record. We look forward to the contributions
that each of you can make to the committee. Howard, we will ask
you to begin.

STATEMENT OF HOWARD J. GOLDEN, PARTNER, KWASHA
LIPTON, TESTIFYING ON BEHALF OF THE ASSOCIATION OF
PRIVATE PENSION AND WELFARE PLANS, FORT LEE, NJ

Mr. GoLpEN. Thank you very much, Mr. Chairman. As you
stated, my name is Howard J. Golden. I am a partner in Kwasha
Lipton, an employee benefits consulting firm, headquartered in
Fort Lee, NJ. I am proud to serve also as chairman of the Retire-
ment Savings Committee of the Association of Private Pension and
Welfare Plans, the APPWP, which is the committee that, after a
year and a half of deliberation, produced the report ‘“Gridlock”
which Representative Chandler was so kind to allude to.

We have sent a copy of this report, which is the basis for our
thinking on this problem, to all members of the executive and leg-
islative branches and respectfully request that it be part of the
record todag.

Senator PrYor. Without objection.

Kdl‘he report a%lears in the appendix.]

r. GOLDEN. Thank you.

The APPWP, of course, is a national trade association. Our mem-
bers speak for employee benefit programs covering more than 100
million Americans on both the pension and welfare side. Of course,
we are honored and express our appreciation to appear today, and
also express our appreciation to the committee and the subcommit-
tee for its interest in the simplification area, and particularly you,
Mr. Chairman, for holding this hearing.

I would like to spend just a couple of minutes to summarize my
written testimony and, of course, it is impossible to summarize 29
specific recommendations that appear in our report.

We have decided, after deliberation, to echo some of the com-
ments already mentioned here that the pension system, while a

reat tribute to this country and to this body, is complex and is
eadireag to employer discontent; termination of plans on both the
defined benefit and defined contribution side; noncompliance, par-
ticularly with respect to small employers; and, most importantly,
heavy administrative costs, paying to service providers such as out-
side counsel, consulting firms, and internal providers of services.

We think—and again, it has already been suggested—that the
reasons for this are perhaps two- or three-fold in terms of the com-
plexity. One is that there are taxation-driven interests, particularly
with respect to the most recent legislation over the past 15 years,
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as you suggested, Mr. Chairman. The other two are spelled out in
the report to some extent. One we choose to call by the catchy
phrase, “evil plan myopia.” Perhaps this is too catchy a phrase, but
it is one that simply means that a broad-based piece of legislation
attacks the non-abusers as well as the abusers. And it may well be
a feature of the legislation and a presumption behind it that every-
one is abusing. As a result, complex material aimed at rare abusive
situations becomes the law with which everyone has to comply.

The other point we attempt to express by a phrase is ‘“computer
omniscience.” Much of the legislation, we believe, has the assump-
tion behind it that it is easy to comply with some of the adminis-
trative matters occasioned bg/ the legislation.

Now, although we have 29 recommendations, since we are happy
to confine our remarks to 5 minutes, I would like to give you two
or possibly three stories to reflect the tenor of our detailed recom-
mendations. And, of course, we look forward, if asked, to working
with the committee with respect to all of them.

One is something that seems as American as apple pie, and that
is the determination of who is a highly compensated individual. 1
have become more of an expert in this than [ care to be, but, tech-
nically, there are four separate ways of determining a highly com-
pensated individual. Such an individual is one to whom the tests of
nondiscrimination apply. :

We have small clients throughout the industry that are unable
to determine, based on the complexity of those tests, who such indi-
viduals are, and are throwing up their hands in despair, both in
terms of the numbers of such individuals, and the years and com-
pensation to be taken into account.

Another representative story—and again, this is based on a per-
sonal experience. ] had with a large company within the last 2
weeks—there is a T1-year-old secretary of an executive who is faced
with the consequence of receiving a plan distribution under the
rules that require that active employees receive distributions begin-
ning at age 70%. Because the company maintains a number of
plans, there are so many technical issues involved in terms of the
nature of the taxation and the interrelation of the payments that
she has suggested, Mr. Chairman, that it might we]? be better for
her to retire than to invoke the ire of the IRS were there to be a
mistake in the tax consequences occasioned by a bad choice.

And I see that the time has concluded. We are very much inter-
ested in these types of things, in the simplification of annual re-
porting and other documentation that I know is a big concern of
the subcommittee, and in the elimination of multiple and redun-
dant tests without attacking what we consider to be generally the
valid policy behind it.

Thank you for the opportunity to speak, Mr. Chairman.

Senator PRYor. Mr. Golden, thank you. I have a few questions. 1
think on those examples of individuals, real live stories, I hope that
you will please feel free to put any further examples that you
would like to share with us into the record. We look at those per-
sonal case histories and at the problems they present. They help us
see what we should do to prevent some of the abuses and also some
of the inconsistencies in the system. We thank you very much for
your contribution.
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Mr. GoLpeN. Thank you, Senator. :

[The pre;}:):red statement of Mr. Golden appears in the appendix.]

Senator Pryor. Elmer, we welcome you to Washington and look
forward to &ur statement this morning.

Dr. VAN EaMonD. Well, thank you.

Senator PryYOR. I hope you watched Arkansas defeat North Caro-
lina last night. [Laughter.]

STATEMENT OF ELMER VAN EGMOND, PH.D., CHAIRMAN, ARKAN.
SAS STATE LEGISLATIVE COMMITTEE, AMERICAN ASSOCIA-
TION OF RETIRED PERSONS, LITTLE ROCK, AR, ACCOMPANIED
BY DAVID CERTNER, LEGISLATIVE REPRESENTATIVE, AMERI-
CAN ASSOCIATION OF RETIRED PERSONS, LITTLE ROCK, AR

Dr. VAN Egmonp. Thank you. My name is Dr. Elmer Van
Egmond and 1 am chairman of the Arkansas State Legislative
Committee of the American Association of Retired Persons. With
me this morning is David Certner of the Federal affairs staff.

Senator Pryor. David, we welcome you.

Dr. VAN EaMOND. I am pleased to represent AARP today on the
important issue of pension simplification. First, 1 would like to
thank the chairman, particularly for your lead sponsorship of the
bill to restore age discrimination pretection for older workers’ ben-
efits. And I have also personally attended your hearing in Arkan-
sas on limiting increases in ?rescription drug costs and improving
long-term care. We certainly laud you for those efforts.

e association commends this subcommittee for attempting to
improve the pension system by simplifyini‘ the pension laws. Sim-
plifying pensions with the largest single Federal tax subsidy and
the largest pool of money in the world is truly a challenge. The as-
sociation strongly believes that simplification efforts must achieve
a three-way balance among plan sponsors, plan participants and
pension and tax equity.

Simplification should further pension equity and ensure that
plan participants, particularly lower paid employees, are not ad-
versely affected.

In addition, simplification should ensure that tax subsidized ben-
efits do not primarily benefit higher paid employees.

It has been said that nothing sin.ple is fair and nothing fair is
simple. And this is certainly true of pension law. For example, if
slmflicity were our only concern, we could merely allow one specif-
ic plan formula for all plans. Of course, this is not consistent with
the flexibility which a plan sponsor desire nor with the neede of a
diverse workforce. However, it is just this desire for flexibility
-which leads to .engthy pension rules. )

To achieve simplification, the association believes that flexibilit
and not equity should give %round. The association suggests the fol-
lowing changes, which should simplify plan design and understand-
in%, as well as meet pension equity goals.

irst, eliminate pension integration. The practice of coordinating
pension benefits with Social Security benefits permits unfair reduc-
tions in pensions. This complex an inectxitable rule was partially
rejected in tax reform. The new test, although an improvement, is
still overly complex and still permits pension reductions for lower
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paid employees. To simplify the pension system for employer and
employee, and to improve pension fairness, pension integration .
should be eliminated entirely for all employees.

Second, modify the pension coverage rules. The coverage rules,
also very detailed, were improved in tax reform, but the new tests
also continue to permit plans to exclude a certain number of em-
ployees from coverage. The association, therefore, recommends
modifying the coverage rules to simply require an employer to
cover in any one facility 100 percent of the employee’s earning
under the Social Security wage base. This test is simpler in applica-
tion and will increase pension coverage for those who may now be
excluded.

This simplified rule was originally proposed by Senator Heinz in
the 99th Congress.

The association believes that some aspects of pension law are
more difficult to simplify because of equity considerations. One ex-
ample is the top heavy rules which ensure that if a substantial por-
tion of benefits go to higher paid employees—over 60 percent—then
fairer benefits must be provided to lower paid employees. In par-
ticular, these important rules generally improve pension delivery
in small plans by ensuring faster vesting and minimum benefits.

Instead of repealing or modifying rules that have been shown to
provide important benefits, the association urges this committee to
pursue alternatives, such as model plans. Small employers could
then adopt these model plans which would ensure adequate bene-
fits to lower paid employees without the necessary testing. This
will achieve both simplicity and equity.

A second set of important rules are the so-called ADP test for
401(k) plans. These rules require that where significant 401(k) con-
tributions are made by higher paid employees, lower paid employ-
ees receive comparable benefits. 401(k) plans have experienced tre-
mendous growth in the past few years. These rules are essential to
maintain equity and ensure that lower paid employees receive ade-
quate benefits.

In conclusion, the association is prepared to work with this com-
mittee to pursue simplified alternative tests in this area as well as
in other suggested aspects of pension law. However, any new test
should continue to ensure that lower paid employees partxmpate
and receive theirfair share of benefits.

Thank you.

Senator Pryor. Dr. Van Egmond, thank you very, very much.
We appreciate your coming today and thank you for your sugges-
tions. I will have a couple of questions relative to your statement.

[’I(‘il}e ]prepared statement of Dr. Van Egmond appears in the ap-
pendix.

Senator PrYOR. Now, Mr. Vance Anderson, who is representing
the ERISA Industry Committee, we appreciate you coming today,
Mr. Anderson.
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STATEMENT OF VANCE J. ANDERSON, ASSISTANT GENERAL
COUNSEL, ALLIED SIGNAL, INC., TESTIFYING ON BEHALF OF
THE ERISA INDUSTRY COMMITTEE, MORRISTOWN, NJ

Mr. ANDERSON. Thank you, Mr. Chairman. As you pointed out, I
am here today on behalf of the ERISA Industry Committee, and
my remarks and my comments will reflect the views of ERISA.

Over the past decade, Congress has seen fit to enact a virtual tor-
rent of legislation affecting private-sector employee benefit plans. I
must say that ERISA has found itself in the position to support the
aims and objectives of much of that legislation, but we have also
concluded after the fact that the result has been to generate hun-
dreds of pages of technical, convoluted, difficult if not impossible to
understand, statutory requirements in the Internal Revenue Code.

The result from our experience has been to cause dramatic in-
creases in the cost of plan administration and compliance. We have
created confusion among plan participants, and many, many plan
sponsors feel extremely uncertain about their ability to comply
with these new legal requirements.

As a result, the formation and continuation of benefit plans has
been discouraged. We have produced, in the final analysis, a regu-
latory log jam at the Internal Revenue Service which has left
many of us in the plan sponsor community virtually incapable of
determining what course to follow if we want to comply with the
statutory requirements.

We would agree with you, Mr. Chairman, that complexity in the
Code, complexity in the regulatory scheme that governs benefit
plans is a distressing problem. We would urge the committee, how-
ever, to be wary of simplistic solutions to the extent that they fail
to enact reasonable practicable rules that people can live with.

Simplification for its own sake may not be the hAnswer. Simplicity
that can produce fairness and that can remove the instability and
uncertainty that now exists in the system for both sponsors and
participants is indeed a desirable goal.

Constant change is in itself an impediment to providing stability
for participants and plan sponsors. The complexity that we have
been dealing with results as much from the frequency of recent
change over the last 10 years as it has been a result of the text of
those changes.

Let me also point out, Mr. Chairman, that as much as we laud
the goal of simplifying the statute, we nonetheless will continue to
be concerned with the substance of those changes.

We believe that it is important to maintain reasonable integra-
tion rules that relate to private defined benefit plans and the
degree to which those benefits may be integrated with Social Secu-
rity benefits. We also believe it is important to retain the ability
for private plans to receive after-tax contributions from its employ-
ees, as well as to provide that these plans may provide retiree med-
ical benefit coverages.

Some individuals have proposed in the name of simplicity that
some or all of these provisions be struck from the Code. We, of
course, do not believe that that is the case.
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Let me suggest to you that our own list of items that you might
want to consider for simplification is co-extensive with the items
that I suspect others may well choose to propose to you.

We think that, generally speaking, you should consider any area
that can be identified for removing the constraints that presently
are imposed on plan sponsors with respect to the benefit design
issues generally. We would urge that you consider cost when you
are looking at these proposals. We would certainly urge that the
Congress consider more realistic—that is to say, longer effective
dates——for any new proposals that are enacted. We would also urge
that you seriously consider taking whatever hand you can take
with the Internal Revenue Service to convince them to allow tax-
payers to act on a reasonable, good faith interpretation basis of any
new statutory requirements that you may wish to levy prior to the
date that they are in a position to offer us final regulatory direc-
tions.

Finally, may I suggest to you that it would be our strong convic-
tion that to the extent that Congress sees fit to delegate to the In-
ternal Revenue Service legislative powers to regulate; that the
Service should be following the Administrative Procedures Act,
that is to say, provide notice of an opportunity for hearing before
they promulgate regulations under those delegations.

Thank you, Mr. Chairman. N
d.[’Iihe prepared statement of Mr. Anderson appears in the appen-

ix.

Senator PrYorR. Mr. Anderson, we will put the full text of your
statement in the record. We appreciate you being here this morn-
ing, and thank you for your statement.

Paula, we look forward to hearing your statement. Thank you for
being with us. e

STATEMENT OF PAULA A. CALIMAFDE, PRESIDENT, SMALL
BUSINESS COUNCIL OF AMERICA, WASHINGTON, DC

Ms. CALIMAFDE. It is a pleasure to be here today.

I am here on behalf of the Small Business Council of America,
the Small Business Legislative Council, and the National Associa-
tion of Women Business Owners, and as such represent the inter-
ests of literally millions of small businesses across the country.

We strongly support your effort to promote the voluntary private
retirement system through simplification.

There is no question that the onslaught of legislation that has oc-
curred over the last decade is having an adverse impact on the re-
tirement plan system, and, unfortunately, the quest for short-term
revenue is taking its toll on the system as is the piecemeal legisla-
tion. -

Wilbur Mills, you may recall, said that “Tax legislation should
onl{ be passed every 15 years.” This would give people enough time
to learn what the law was, deal with the law, and you'd get cer-
tainty, you'd get compliance, you'd get clarity. I think Wilbur Mills
was right, and I think we have got to go back, maybe not to a 15-
year spread but even 3 or 4 years would feel mighty good at this
point.
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The situation is exacerbated by IRS. There is just no question
that the regulations coming out from IRS are often untimely, often
retroactive, and I hate to say it, but they are basically unintelligi-
ble. The system has now confounded the best and the brightest.
And these are people who do nothing but pension law. They don’t
know_what's going on. Anyone who is really honest will admit to
that. I think it is even true at Treasury and at IRS; they don’t
know what’s going on, and that’s why something has got to be done
to get the system back to where it was 10 years ago.

New plans are down 70 percent over the last 8 years. That’s new
plan startups. And plan terminations are up 100 percent over the
last 9 years. This is based on IRS data. And this data may not even
tell the whole story on plan terminations because you don’t have to
request letter rulings from IRS on a plan termination.

o those numbers prove what we are all saying, that the uncer-
tainty in the system and the complex legislation which is adding
increased costs, are taking their toll.

There is another side of the picture which is that benefits have
been slashed in the system, and I cannot weigh which one is im-
pacting it more at this time. But, clearly, you have a unique oppor-
tunity to get the system back on track in the simplification area
without adversely impacting revenue to any great extent, and with-
out adversely impacting the reforms underlying most of the legisla-
tion. :

The system did work 10 years ago. Small business was adopting
plans in record numbers. There was clarity. There wasn’t these tre-
mendous bills to the lawyers and other pension administrators. The
system was really working and it was working in large part be-
cause the rules were clear.

In our gaper I have set forth a number of specifics that would
simplify the pension laws. Many of these suggestions have been de-
rived from the excellent paper prepared by APPWP, ‘“Pension
Gridlock.” Others are derived from an excellent paper by David
Kautter for the American Bar Association and AICPA.

I think they are specific and they set out the changes. I just want
to address a few, and I want to highlight some assumptions that
seem to be sort of creeping around the edges in the small plen
area. I want to challenge the tax writers here because there is an
assumption that a small plan is some sort of an evil or a tax shel-
ter for lawyers and doctors. And there doesn’t seem to be any other
small business out there but lawyers and doctors in the minds of
the tax writers. Apparently because small business is not pyrami-
dal—there’s not a whole lot of staff employees for the top manage-
ment—that somehow the plan isn’t as good; that because it pro-
vides benefits for the key employees or the owners, as well as all
the rank and file employees, it is still not as good as a large busi-
ness plan. This evil reference is incorporated in the top heavy
rules, where 60 percent of the benefits are going to the owners and
key employees—well that is simply mathematics. Virtually all
small businesses have top-heavy plans because of the way the test
operates. And there is nothing evil in it. I would like to suggest to
the committee that these plans in the small business area are pro-
viding a tremendous service as far as giving retirement security to
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all rank and file and key employees, and in many cases are very
generous plans. ;

How long small business will continue those plans, I don’t know.
The costs are escalating. Benefits are dropping. And as you may
know, there is this audit program going on with IRS right now
against small business defined benefit pluns which was singled out
in the President’s budget to raise $660 million over 2 years. Well, I
can tell you, if I was a small business owner I would not sponsor a
defined benefit plan if I knew I was “buying an audit” because
audits are expensive. A small business does not have the deep
pocket necessary to litigate.

So, hopefully, your attempts to simplify will work, and, hopeful-
l{), IRS will stop this witch hunt as far as these audits, and I think
then the system can start rolling again. Thank you. ’
d’[The prepared statement of Ms. Calimafde appears in the appen-

ix.

Senator PRYOR. Thank you very much, Paula.

Speaking of simplicity—and all of you have mentioned that—I
have received a letter today from the Pension Rights Center, with
their suggestions, which I will include in the record.

gl;he letter appears in the ai)pendix.]

nator PrRYOR. Also, I will include the contents of a brochure
from the Pension Rights Center, entitled ‘“The- Pension Plan
Almost Nobody Knows About.”

The brochure appears in the appendix.]

nator PRYOR. t me ask Mr. Golden this. In 1986, it seemed
like we spent about 4,000 hours in this room on the tax reform bill.
It was the first major tax bill I went through on this committee.
Since that time, we have been waiting for the Treasury Depart-
ment to give us rulings or regulations for most of the changes we
made in the pension area.

Now, why does it take them so long? What is the holdup? How -
can we force them to do something? What should Congress do?

Mr. GoLbEN. Well, Mr. Chairman, I think that, first of all, it is
appropriate to say that there are people in the Internal Revenue
Service and Treasury Department who are trying hard to meet
deadlines, and are aware of the detailed requirements that necessi-
tate delay. On the other hand, our statement, in appendix B, shows
a listing of regulations that were supposed to be out over 2 years
ago and are not yet out. And our statement in appendix C, shows
some of our interactions with the Secretary of the Treasury in
terms of attempting to cause a diminution in employer anxiety
about what these rules are %(Lin%to say.

I think that it may well be the case that oversight by this com-
mittee could relate to the fashioning of regulations on a more
timely basis and on a more equitable basis, and particularly with
respect to the Tax Reform Act regulations, enable—either through
legislation or through oversight—some kind of guarantee that, for -
years that have passed, the requirements of the Tax Reform Act
will not be retroactive. Particular issues relate to plan years begin-
ning in 1989, both in terms of complex aspects of the integration
rules, and complex issues of the coverage rules where we don’t
have all the answers yet. It is not clear to us that the Treasury,
although working in good faith, is going to give employers and em-
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ployees some certainty that what they have done up to now is okay
until the regulations come out.

Senator Pryor. I don’t think any of us in Congress realize how
many individuals have to sign off on a regulation, how many desks
that a regulation is ultimately going to have to cross, or how long
it stays on each desk. Ultimately, I guess it goes to Dick Narman’s
desk at OMB.

One day I think it might be of interest to ask all of those in the
IRS to come to the committee just to get an idea of how many
people are involved in the issuing of a regulation.

And I imagine it would fill this room several times.

Any comments on that?

Mr. GoupeN. I completely agree, Senator. And I also feel that,
from my many years experience in the field—and there may be
good policy reasons for this—but there is a duplication of effort in
terms of both the IRS and the Treasury working on a particular
regulation that has to go within both bodies for various types of in-
ternal review before it gets to the higher regions of the Treasury
Department.

I want to emphasize that the IRS and Treasury have attempted
to issue the regulations, but the task was well beyond their capac-
ity and they have not performed sufficiently to enable employers
plan participants, and beneficiaries to have clarity about the situa-
tion now.

Senator PrYOR. Paula, you mentioned pretty alarming facts
about the number of pension plans that are terminating on how
few new pension plans are being started. Is that because of the con-
fusion or the fear of doing something wrong, or is it just pure disil-
lusionment with the system?

Ms. CALiMAFDE. I think it is two different things. I think the first
is the fear of not knowing what the laws are, coupled with the cost.
Because as things get more complex, normal business owners
cannot rely on themselves to do the work any more in the small
business context. So they have got to go out to the specialists. And
in many cases, the specialists are saying this is the best I can give
you. This may not be the law either. And it is hampered by the
way IRS is currently operating. For instance, IRS right now is ap-
parently working on regulations on Section 401(a)}4) which is the
underpinning of the whole retirement plan system. Congress has
not asked them to work on those regulations. This is sort of a
gratis act on their part. What is happening is that companies who
sponsor these retirement plans are being told at major conferences
by IRS spokesmen that there is going to be a major change in the
law and it is going to be imminent. Well, we have heard this since
last spring. And if you are running a retirement plan, and you
know there is going to be some major change but you don’t know
what it is, then how do you operate your plan? This is the context
in which companies are attempting to operate their retirement
plans. Now, of course, I have to be honest with you, Senator. Bene-
fits have also been cut back. So as costs go up and benefits go
down, you know, there are a lot of companies saying we can do
better by just skipping the whole retirement plan system here.

Senator Pryor. All right.
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q ng?can we reduce paperwork for small businesses? How can we
0 this? )

Ms. CaLiMarDE. Well, the steps outlired in the APPWP report
and the steps that we have also outlined in our written testimony
would go a long way. There is a lot of complexity that is really un-
necessary because of the phobia of abuse, on the part of staff tax
writers. For instance, this highly compensated employee definition,
it is 94 lines to decide what a highly compensated employee is.
Well, you and I would say a highl{ compensated employee is some-
body who makes more than X dollars. And that’s it. And it doesn’t
matter if they are an owner. And if they are making $30,000 and
they are an owner, why should they be highly compensated?

So just by simplifying, getting to the meat of what was intended
will go a long way in this area.

Senator PrYor. Thank you.

Dr. Van Egmond referred to a recent General Accounting Office
report which I am going to have printed in this record. I think it
would be a real addition to the record. I would like to read just a
couple of sentences from it and I would like all of you, if you
would, to comment on it. And I quote: for a participant who would
have lost vesting status had top heavy rules not been replaced by
the Tax Reform Act rules, the effect on retirement income would
likely be small and would occur only if she or he left the job before
ful_!f( vesting. End of quote.

g he GAO report appears in the appendix.]

senator PRYOR. Now, my question is: what does this mean in real
dollars? What are we talking about here, if we could take some of
those cases, for example, that Mr. Golden is going to share with us
for the record? What does that mean in real dollars who has had 4
years of service, for example?

Mr. Certner, if you want to help and participate in this answer
you are welcome. ~

Dr. VAN EcMonD. I think 1 would defer to Mr. Certner on that.

Mr. CerTNER. In many instances, we are talking about small ad-
ditions to retirement income. But I think we have to remember
who the people are that we are talking about. We are talking about
the lower paid, shorter service employees. And these are the people
who are least likely to earn a pension, the least likely to earn a
sufficient pension. And we think that anything we can do to help
bring these people who are on the bottom up—and these people
generally tend to be some women minorities who are in and out of
the work force—anything we can do to help them meet retirement
income needs will be certainly a benefit. And we are talking about
a $2 trillion pension system. And we think it is important that we
help those people on the bottom have a chance to earn an adequate
retirement income.

Senator Pryor. Thank you.

Are there any other further comments on the GAO statement?
Yes, Paula.

Ms. CALIMAFDE. Mr. Chairman, ‘I would just say that in the top
heavy rules, if you are technically expert in the area, they really
only do two things at this time because of the reforms that have
been put in the system over the years. In some cases, they give an
employee a slightly higher defined benefit minimum accrual in a
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defined benefit plan. But I am afraid that issue is more or less
moot because there are really very few small business defined ben-
efit"plans left. And I think; after this next go around there will
probably be none left.

The other thing that the top heavy rules do is that they provide
for a 3-year cliff vesting instead of a 5-year cliff vesting.

Now, if that is what we are really concerned with in the top
heavy rules, then it seems to me you can junk the top heavy rules
and simply put in a provision that says if you have got a plan with
fewer than 50 participants then the plan must have 3-year cliff
vesting if it is going to have cliff vesting at all.

Technically, you have done it all at that point. And I think that
that is the kind of simplification that again would go a long way in
this whole area. B

Senator PrYOR. Are there any further comments on that? Mr.
Golden?

Mr. GoLpEN. Mr. Chairman, I want to associate my feeling with
those just expressed. Our paper suggests, and I think many employ-
ees in our association both large and small feel, that the Tax
Reform Act change to 5-year vesting, which is generally being used
rather than the graduated vesting took care of most of the top
heavy problems.

But even if it is a good thin to retain top heavy as a separate -
policy for small employers, we also suggest that certain aspects of
the technical top-heavy rule can be modified to eliminate adminis-
trative complexities, such as eliminating a 5-year look-back rule in
determining who the key employees are and so on. This is much
beyond the need and also the abilities of the small employers to
whom it is addressed.

And if I may, Senator, one very brief further comment. This
whole GAO report raises the issue of the difference between simpli-
fication and policy. We have not attempted to usurp or even advise
Congress’ function with respect to policy.

There are good or bad reasons for integration, for example. I
happen to think there are good ones, but there are arguments on
both sides. What we are simply saying is whatever the policy is, it
can be made more simple.

Senator PRYorR. Mr. Anderson in your statement you state you
believe that repealing the integration rules would—and I quote—
i‘lr,r,npair the ability of employee benefit plans to operate effective-
y.
WHhy is this, Mr. Anderson?

Mr. ANDERSON. Mr. Chairman, let me qualify my remark if I was
misunderstood.

I think that the charges, if we remain in a situation, where the
Service is incapable or unable to come up with the regulations that
we need to implement or to tell us what proper compliance is with
the integration rules, then it would seem to me that the 1986
amendments to those rules should be repealed, and we should go
back to the requirements that were in existence prior to 1986 with
respect to permissible integration.

It strikes me that integrating the benefit structures between
Social Security, or the Social Security benefit and the private bene-
fit, allows participants and employers to come up with a salary re-
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placement ratio which is rational and makes sense. Now, if Con-
gress feels that it is appropriate to put some limitation on the per-
centage of the private plan benefit that can be offset or reduced be-
cause of the Social Security benefit, that makes good sense. But let
me submit to you Mr. Chairman, that I think Congress tried to
come up with that new rule almost 4 years ago, and whatever they
did, either the Services doesn’t understand it or we don’t under-
stand, or it just didn’t get put down the right way. And it iz a prob-
lem that ought to be remedied.

Senator PrYor. You know, listening to this panel, I don’t know
why anyone today would try to establish a plan for their business,
small or large. One thing that we did in the 1986 Tax Reform bill
which I did not like was to make some requirements retroactive. I
felt that was very bad policy. Mr. Anderson talks about some
degree of retroactivity. He also mentions allowing some reasonable
good faith interpretation of the statute by businesses until 6
months after the issuance of final regulations. Would this help to
give some degree of assurance to employers who are looking at the
possibility of setting up a plan?

Ms. CariMAFDE. I think it would give a lot of assurance. It would
also be helpful if IRS would stay within the guidelines that Con-
gress has given it, because in a lot of cases they are just legislating.
And the area is so technical that few people in Congress are aware
of what is going on. :

Senator PrYOR. I am very interested in your statement on the
IRS legislating. If you, Paula, or if any other of our panelist this
morning could cite some examples of this, I would appreciate it. I
would like to ask the IRS to respond to this practice.

Ms. CaLIMAFDE. I would be glad to.

Senator PrYoR. I am concerned that they are doing this. If you
have any examples, I would appreciate your giving them to the
committee,

Senator PrYor. We are going to move on in just a moment. I
want to ask one question on safe harbors. What about safe harbors
for small plans as substitutes for the current top-heavy rules or
other areas of particular concern, especially to smaller plans? Any
further comment on this? Mr. Certner.

Mr. CerTNER. Senator, we would support changes like that in ad-
dition to some of the rules that already exist. And I think what we
have said in our statement is instead of repealing rules that pro-
vide real benefits to some lower paid persons, what we should try
to do for the small businessmen is to give them some simplified
models or simplified plans that they can follow so that they can
avoid the complexities.

Senator Pryor. You are talking about a prototype plan?

Mr. CERTNER. Prototype plans, I think you had a booklet that
you showed before that talked about simplified employee plans that
can provide benefits without the complexities so we can ensure
both equity and simplicity at the same time, and we would support
pursuing those efforts.

Senator Pryor. Thank you. ’

Ms. CALiMAFDE. Mr. Chairman, can I make a comment on that?

Senator Pryor. Yes, Paula.
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Ms. CALIMAFDE. Model plans are portrayed as a solution to the
complexity problem, but in reality, the plan itself is very seldom
the problem. It is the rules that underline the plan that are the
problem. Someone can hand me a very simple plan, but if I still
don’t know how to get benefits out of that plan and I don’t know
how to get contributions into that plan, the fact that the plan itself
is simple really makes no difference. The simplification efforts
have to go far beyond simply a set of model plans. That won’t do.it,
in my opinion.

Senator Pryor. Thank you, Paula. -

Are there further comments from this panel?

[No response.]

Senator PrRYor. We want to thank you on behalf of the commit-
tee for being here today and sharing your thoughts with us. And
we will have your full statements, as I have stated, in the record.
Also, we would appreciate the additional information we requested
which will help us in our discussions. Thank you very, very much.

We are going to call our next panel, please.

This also is a distinguished group of Americans. Dallas Salisbury,
the president of the Employee Benefit Research Institute. Mr.
Salisbury is certainly no stranger to this committee, and we appre-
ciate him as we appreciate all of you.

David Kautter, national director of Compensation and Benefits
Tax Service, Ernst & Young, testifying on behalf of the American
Institute of Certified Public Accountants; James Holden, Steptoe &
Johnson, testif%:ing on behalf of the American Bar Association; and
Andrew Fair, Fair & Aufsesser, testifying on behalf of the Ameri-
can Society of Pension Actuaries.

We will ask Mr. Salisbury to go first. We would respectfully re-
quest your statements be limited to 5 minutes each. The full body
of your written statements will be placed in the record.

STATEMENT OF DALLAS L. SALISBURY, PRESIDENT, EMPLOYEE
BENEFIT RESEARCH INSTITUTE, WASHINGTON, DC

Mr. SaALISBURY. Senator, it is a pleasure to be here this morning.
I would just summarize a couple of brief points.

First, I would underline that the biggest problem vis-a-vis the
plan growth and decisions of employers to start plans with very
frequent legislative and regulators change, very frequently comes
down to the absence of individuals going out and asking employers
to start new plans. If the people at companies are spending all
their time trying to figure out how to comply, they are not out
marketing. And much of the history of these plans, vis-a-vis small
employers, has led small companies to set up a plan to begin with
is somebody coming in and taking the time to explain to them why,
how, the advantages, et cetera. If they never get a visitor, or if the
only visitor the individual sees now & the accountant, and he says,
“now, understand that there are several thousand pages of regula-
tions that we will have to review before we take this step,” it
doesn’t exactly encourage plan creatica.

The legislation enacted clearly has increased benefit security, but
it has moved us toward complexity and the loss of flexibility. And I
would underline that on the last panel there was some discussion
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of whether or not pension integration should be allowed. Setting
aside the merits of the argument, the presence of integration
allows companies the flexibility to make choices in plan design.
Eliminating integration might well lead some companies that
would otherwise have pension plans to say they are not going to
have one at all. I would underline the difference between policy
atr}dhthe complexity issue. I think the witnesses were on both sides
of that. :

If we look at the system as well, it is interesting to note that
while Congress is consistently looking at new legislation, and while
the IRS is moving forward on proposals, the fundamental environ-
ment around pension J)lans and why people might or might not
want them has changed fairly fundamentally.

For the small businessman some years back who was at a 70 per-
cent marginal tax bracket, putting in a pension plan had signifi-
cant tax advantage. At this point, with rates much, much, much
lower, the economic value has significantly dissipated. And without
wanting to argue with any of the prior witnesses, the fact is that
with small businesses the tax angle is an exceptionally important
one. Lower dollar limits have reinforced the effect of lower tax
rates. First, I lower the tax rates, then I significantly lower what
the individual can put aside. Then I lower the contribution capa-
bilities with a 150 percent funding limitation. And as one of the
last witnesses noted, then I go, as the IRS is now in the eyes of
many, contrary to years of regulation, and saying retroactively to
small businesses, you used the wrong interest rate assumption even
though the regulations implied you were using the right one. And
at that point, the small number of small businesses still having
rension plans get to the point of putting up their hands and literal-
y saying, why am I doing this anyway when there is no financial
advantage for me? The businessman and the degree to which I can
deliver benefits per dollar of administrative expense is constantly
becoming a less favorable ratio.

And I underline that particular ratio. How much it cost me to
have a plan, not contributions, but just purely what I pay, to actu-

, aries, to lawyers, to investment people, to the accountants. The pro-
posals the administration sent to the Hill this week which would
increase the financial burden of the audits on individual plans will
further aggravate that relationship such that the result on small
business—now only 16 percent of workers in the very smallest busi-
nesses having ﬁfnsion coverage—we should expect that to dissi-
pate. And, frankly, if policy stays the way it is we should presume
that that is an objective of policy or at least a known result of

policy. .

1 tKink the other point, vis-a-vis the last panel, that I would just
underline is at times we seem to be losing sight totallly as to why
we have got any of this stuff in the law anyway. The last witness,
one of them noted that if we did away with integration and re-
quired 100-percent coverage that the individual down there that is
a sporadic worker, part-time worker, would be able to have pension
coverage. I submit to you that it would be meaningless for that
person to have pension coverdge in the scheme of current law, We
allow lump-sum distributions. We allow mandatory distributions
for an amount of $3,500 or less, and the evidence of faster vesting,
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3-year vesting, and top-heavy plans, low-income workers is that it
does not produce pensions. It does not produce retirement income.
It very effectively produces small severance payments for individ-
uals. Is the objective severance payments? If so, we are moving well
in that direction. But if the objective is supplementation of Social
Security and retirement income, we are spiting ourselves at each
turn. And if we look at what the administration is now talking
about, setting aside its merits on a stand-alone basis of a family,
savings account which would allow the ability without any or this
hogwash, to be pejorative, to set money aside, and then if we look
at proposals the administration says they are going to put forward
on tax integration that would make dividend and interest pay-
ments non-taxable to any entity, let alone a pension plan, suddenly
one of the final financial advantages for companies to have pension
plans on top of contributions is eliminated while nothing will have
been done to decrease the administrative cost of dealing with these.

So I just, in conclusion, note that I think it is time for a step
back review of the way all of our tax policies interact in this area,
and an understanding that changes that have nothing to do with
pension programs are fundamentally affecting the equation of
whether a business wants to have one. Thank you.

Senator PrYor. Thank you, Dallas. ’
d‘['Iihe prepared statement of Mr. Salisbury appears in the appen-

ix. :
Senator Pryor. David Kautter, we appreciate your being here
this morning.

STATEMENT OF DAVID J. KAUTTER, NATIONAL DIRECTOR OF
COMPENSATION AND BENEFITS TAX SERVICE, ERNST &
YOUNG, TESTIFYING ON BEHALF OF THE AMERICAN INSTI-
TUTE OF CERTIFIED PUBLIC ACCOUNTANTS, WASHINGTON, DC

- Mr. Kaurter. Thank you, Mr. Chairman, for the opportunity to
testify on a subject of considerable importance to the American
public and to our membership. I am David Kautter, chairman of
the Employee Benefits Taxation Subcommittee of the American In-"
stitute of Certified Public Accountants.

Our testimony is from the perspective of CPA tax practitioners
who constantly observe the conduct of taxpayers, both individuals
‘and businesses.

The rules governing the taxation of private retirement plans
have become increasingly intricate and-complex over the past 15
years and we believe that they now rival any other area of the tax
law in their complexity. In our opinion, his complexity is now at a
point where it is adversely affecting both the private pension
system itself and the administration of the tax system, and we be-
lieve this is an unbealthy state of affairs.

Specifically the current rules are having three adverse effects.

First, they are discouraging the establishment of new plans and
encouraging the termination of existing plans. Employers without
qualified plans, primarily small employers, are discouraged from
establishing new plans because of the cost of establishing and
maintaining arrangements which they cannot understand. Employ-
ers with existing qualified plans have grown weary of continuously
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amending their plans with provisions that they cannot understand
and which do not, to them, seem to enhance employees’ retirement
security.

We will, Senator, in response to your request to the first panel,
submit some specific examples of terminations, which have oc-
curred as a result of this complexity. »

Senator Pryor. The committee would appreciate those examples.
Thank you.

Mr. KAutteER. Second, the current rules are diverting more
money toward plan administration and less toward actual benefits
to plan participants than would a simpler system.

hird, the current rules are resulting in increased noncompli-
ance, both intentional and unintentional. We believe this last trend
is a particularly dangerous one since it not only means that our
voluntary compliance system is diminished, but it means that tax-
payers who attempt to comply with the law are at a competitive
disadvantage with those who do not.

In the retirement plan area, as in other areas of tax policy, a bal-
ance must be struck between simplicity and equity. Equity usually
comes in the form of nondiscrimination rules in the pension area.
The size, shape, and scope of undue complexity are elusive and rel-
ative concepts, but it is clear that in reducing the complexity im-
{)licit in some of the current pension rules, some equity of current
aw will be lost. In simplifying other areas of the pension rules,
however, equity will be enhanced. We believe the goal is to find the
right balance between inhibiting as much discrimination as possi-
ble while utilizing rules that can be broadly understood and imple-
mented, and which encourage employers to establish and maintain
qualified pension plans. We also believe that it is possible to sub-
stantially reduce the complexity of current law while still achiev-
in%vvirtually all of the tax policy objectives of current law.

e propose that as Congress looks at this area in the upcoming
months it use the following test to guide it in determining which
rlt:les o({ existing law should be retained and which should be
changed.

Is the incremental contribution to equity made by the rule out-
weighed by its incremental contribution to complexity of the law?

Although that test is easy to state, answering it in many cases
will not be easy. In some cases, reduction of complexity will not in-
volve a re-examination of the tax policy underlying the current
rules. In others, tax policy re-examination will be required and
may involve accepting, as a society, some incremental discrimina-
tion or enhanced equity beyond that which is currently provided. It
may also involve accepting less flexibility on the part of taxpayers
in the design and operation of tax-favored pension arrangements.
These choices may not be easy for some to accept.

In applying our test, we would urge you to follow two general
principles. First, completely eliminate rules which do not meet the
test instead of trying to patch them up in walys that will only add
more complexity. Second, use design based rules whenever possible
in order to avoid detailed testing rules which add to uncertainty
and plan administration costs.

As to specific proposals, my written testimony identifies 23 spe-
cific proposals which we believe would substantially simplify the
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qualified retirement plan rules while retaining substantially all the
underlying legislative policy behind current law.

Unless the complexity of the retirement rules is reduced, the
trends of increasing plan termination and refusal to establish plans
are likely to continue, increasing noncompliance, both intentional
and unintentional, is likely to continue, and we will end up with a
weakened private pension system. We would be glad, Senator, and
enthusiastically look forward to working with you and your staff
on specific proposals in this area. Thank you.

Senator Pryor. Thank you, Mr. Kautter. We appreciate very
n}u%h your statement and your suggestions, especially the 28 or 29
of them.

Mr. KAuTtER. Twenty-three.

Senator Pryor. We will look at each and every one.
d_['Iihe prepared statement of Mr. Kautter appears in the appen-

ix.

Senator PryYor. Now, representing the American Bar Associa-
tion, Mr. James Holden. We appreciate your being here, Mr.
Holden, and look forward to your statement.

STATEMENT OF JAMES P. HOLDEN, ESQUIRE, STEPTOE & JOHN-
SON, TESTIFYING ON BEHALF OF THE AMERICAN BAR ASSO-
CIATION, ACCOMPANIED BY MARK DRAY, CHAIR OF THE EM-
PLOYEE BENEFITS COMMITTEE OF THE SECTION OF TAX-
ATION, AND STUART LEWIS, CHAIR OF THE EMPLOYEE BENE-
FITS COMMITTEE OF THE SECTION OF TAXATION SUBCOMMIT-
TEE ON PROPOSED PENSION LEGISLATION

Mr. HorpenN. Thank you, Mr. Chairman. My name is James
Holden. I am chair of the section of taxation of the American Bar
Association and I am testifying today on behalf of the American
Bar Association. I am accompanied by Mark Dray, who is chair of
“the Sections’s Employee Benefits Commitiee.

Senator PrYyor. We welcome you, Mr. Dray.

Mr. HoLbpEN. And by Stuart Lewis who is chair of our Subcom-
mittee on New-Pension Legislation.

Senator PrRYor. Mr. Lewis, thank you for coming.

Mr. HoLpeEN. We are pleased to have this opportunity. The asso-
ciation is deeply committed to the principle of reducing the com-
plexity of the Internal Revenue Code and there is no portion of the
Code where that is more required than the emplom benefit area.

The rules governing private pension plans have become far more
complex than is necessary. The adverse effects include increased
employer costs, reduced employee benefits, increased costs for the
Government and noncompliance by both employees and employers.

We believe that there are several areas for immediate improve-
ment and these involve statutory simplification, regulatory simpli-
fication and paperwork simplification. Under the heading of statu-
tory simplification, we are concerned with the qualification rules,
the taxation rules, and the funding rules.

With respect to the qualification rules we believe that the defini-
tional terms, the discrimination tests, the contribution and benefit
limitations, and the distribution requirements all create more com-
plexity than is necessary to carry out their basic purpose.
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I am happy to say that individual members of the tax section are
now working with the staff of the Joint Committee on Taxation to
develop simple alternatives to these complex requirements.

With respect to the taxation rules, complexity is particularly on-
erous because it falls directly on employees since they are the indi-
viduals who have to pay those taxes rather than the employer.

Our written statement identifies five areas that require congres-
sional attention in this area. With respect to the funding rules, we
believe that complexity seriously impedes the adequate and level
funding of retirement plans. -

Under the heading of regulatory simplification, we believe that
encouragement from Congress will be very helpful. We applaud the
current efforts by Commissioner Goldberg to achieve regulatory
simplification. And we are also greatly heartened by the fact that
Assistant Secretary Gideon has createx the new position within the
Treasury of Benefits Tax Counsel, and that that position will be
filled by Thomas Terry who is a nationally recognized expert on
the subject of employee benefit law.

Our written testimony, again, identifies four areas that we be-
lieve gjustify simﬁliﬁcation in the regulatory area. Under the head-
ing of paperwork simplification, we believe that the reporting and
disclosure requirements as they currently exist are in great need of
streamlining. Our written testimony, again, identifies specific con-
tributions in this particular area.

Our recommendations are that Congress enact this simplifying
legislation, and we applaud the chairman and this committee for
its interest in that area. There are six principles that we would
like to call to the committee’s attention. First, we urge that the leg-
islation avoid excessive concern over hypothetical and very limited
abuses. Too often the legislative draftsmen seek perfection.

Second, simplification should be a priority goal and not merely a
by'-Igroduct of other legislative attention.

hird, we urge that the Congress minimize the short-term reve-
nue considerations. We recognize the great concern about revenue
neutrality in today’s tax legislation. (%n the other hand, this par-
ticular system demands long-term rather than short-term thinking.

Fourth, we urge Congress to refrain from frequent modification
of the law. We recognize that we are here urging changes and at
the same time making that statement. On the other hand, after
simplification has been achieved, a period of relative repose would
be greatly welcomed.

Fifth, we urge the Congress take steps to encourage the regula-
tory agencies that administer the ERISA provisions to stress sim-
plification.

And, finally we recommend that any changes in this area be
made prospective only to avoid the reliance problems that other
speakers have mentioned this morning.

In the face of all of this, the tax section looks forward to working
with you and your staff. Our goals are to maintain the essential
soundness of the existing system, to work to improve and simplif:
it, and to educate our members and the public that has to wor
with the system to operate within it.

And we thank you for your interest in this subject.

Senator PrYor. Mr. Holden, thank you very much.
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[The prepared statement of Mr. Holden appears in the appendix.]

Senator PrYorR. And now from the American Society of Pension
Actuaries, Mr. Andrew Fair. Mr. Fair, we appreciate you being
here this morning.

STATEMENT OF ANDREW J. FAIR, ESQUIRE, ’l‘ES’l‘lFYlNG- ON
BEHALF OF THE AMERICAN SOCIETY OF PENSION ACTUARIES,
WHITE PLAINS, NY

Mr. Fair, Thank you, Mr. Chairman.

My name is Andrew Fair. I am an attorney and co-chairman of
the Government Affairs Committee of the American Society of
Pension Actuaries. ASPA is an organization whose 3,000 members
are involved in the development and design of qualified retirement
plans, primarily plans for small businesses, and, we estimate that
our members service approximately 30 percent of the plans in this
country. We thank you for the opportunity to present some of our
suggestions to this committee as to how to better enable the pen-
sion law to operate to support the growth and maintenance of the -
system. And what I would like to do in the few minutes available
to me is review some of the suggestions that we gave to this com-
mittee, and through this committee to the Congress, as to how
these goals can be achieved. And these suggestions are both long-
terlrln suggestions in a couple of areas and some short-term goals as
well.

On a long-term basis, one of our concerns have been and remains
that pension legislation tends to be passed and developed in recent
years as part of a body of other legislation, usually in the tax law,
and it gets lost in the shuffle. It gets buried in all of the areas of

"consideration that are dealt with in the omnibus legislation in
which it appears. And one of our recommendations is that pension
legislation in the future—and that Congress specifically deter-
mine—that pension legislation in the future will be dealt with by
itself; that legislation affecting the retirement income security of
our Nation be dealt with separately from other areas of concern
that Congress may have.

Senator PrYOR. In other words, not in a big tax bill.

Mr. Fair. Not in a big tax bill. And also the legislation, as it de-
velops, that the public be given the opportunity to speak on it, and
to participate in hearings with reference to the specific areas that
are proposed in the pension area, something that has been lacking
in the last couple of years.

The other thing we feel very strongly is necessary is that Con-
gress develop a national retirement income policy against which to
measure legislation that is proposed. The legislation that is devel-
oped is generally scattered legislation, certainly in recent years,
and doesn't relate to a coherent national policy, and as a result
doesn’t produce a consistent position with reference to where we
are going with the retirement income security of our Nation. We at
ASPA have already commenced a series of papers dealing with the
national retirement inccme policy and submit it to this committee
the first of a series of papers which we have developed.

Now, those are long-range goals, and those are things that we
feel are an essential step that has to be taken in order to make on
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a long-range basis our retirement income policy and our private
pension system function.

On the short range, we have the complexity that we have todaf'.
We have the problem of the decline in new plan formation. Paula
gave us some numbers based on an 8-year measure. We have fig-
ures showing that between 1986 and 1989 the new plan formation
in this country declined by 63 percent, and the new defined benefit
plans in this country declined by 80 percent. There are three times
more defined benefit plans terminating in 1989 than we formed in
1989. And these are short-term concerns that we also feel we have
to address. Those short-term concerns can only be addressed by
doing away with some of the complexity that we are addressing,
and modifying not just on a legislative basis but also on an admin-
istrative basis the manner in which the system now functions.

We have included in our written statement a series of proposals
for change, modifications and repeal. These a;'oposals are not too
different from those contained in the APPWP report or in the
other reports that members of these panels have prepared. Howev-
er, one area that we also would address is that there has to be
some recognition that the penalty structure that we are now deal-
ing with is also operating as a significant chilling effect on the pri-
vate pension system, on the new plan formation, and on the will-
inggiass of advisors to assist their clients in dealing with these plan
problems.

In addition to legislative changes, however, we feel it is essential
that there also be some changes involved in the manner in which
the private pension system is administered. We have heard from
other speakers on this panel about the Internal Revenue Service’s
delays, the policies that have been developed, and some of the steps
that have been taken. There are two areas—actually one area—in-
volving a change in the law. We would strongly recommend that
Congress delay the implementation of a change in the law until
after final regulations are issued to avoid the situation we are now
in for more than 2 years, we are worried about these discrimina-
tion rules.

If I may have another minute, there are two points that I really
would like to share with this committee.

Senator Pryor. Surely.

Mr. Fair. With reference to the administration of the private
pension system, we have a law which is now in effect which applies
a series of rules to these programs without the guidance from the
Internal Revenue Service that is necessary to make these programs
work. We have a position from the Internal Revenue Service which
allows us, in effect, to pretend that these plans froze in 1988, and
that since 1988 the plans basically have frozen their accruals under
a model amendment proFram developed by the Internal Revenue
Service because of the delays that have been resulting. Because the
regulations just are not out, the guidance is not available.

As a result, we are not in a position to advise many of our clients
what the benefits are for their employees, what the costs are for
the benefits they will ultimately have to provide retroactively to
1989, and, therefore, we are dealing in a situation where we are to-
tally lost in describing to people what it is they are doing or what
their benefits are.
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On top of that, we have an Internal Revenue Service policy ap-
parently developed as part of a revenue estimate that, from what
we can best tell, they are trying to support it this point, developing
this small plan audit program which basically is going after 20,000
small plans in this country, challenging the methods used to devel-
op contributions to these plans 2 years ago, using procedures
which, in response to your invitation we will supply to you, using
procedures which are not permitted under the law, and a policy ap-
proach that, in our opinion, is one that is, the best word we can
.describe it with, is reprehensible.

We are structured in a system where 20,000 employers in the
small plan area have been told that they are going to have an
audit of their plan. These audits are being conducted in a fashion
where essentially the procedure that the Internal Revenue Service
has set up vests in four individuals in the national office final au-
thority to determine whether or not the program will be accepted
or the deduction will be disallowed.

We are in a system where this whole program is creating a tre-
mendous amount of additional costs, and has a significant chilling
effect on individuals who might want to consider establishing or
continuing to maintain one of these defined benefit programs.

And with that, I thank you for the time you have given me.

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

Senator PrIoR. Mr. Fair, I am fascinated by this issue of the IRS
going after small businesses, and I am going to return to that in a
moment. We are very fortunate to have Senator Heinz, of Pennsyl-
vania, who I have worked with for many, many years, even when
we i;vere both young men in the House of Representatives. [Laugh-
ter.

And here we are as old codgers and old nesters in the U.S.
Senate.

Senator HEINz. You are straining your credibility in saying that
we were ever young men,

[Laughter.]

Senator Pryor. Still together. But we are very proud that Sena-
tor Heinz is with us. John, you have been referred to favorably by
at least one and perhaps two of our panelists this morning. And we
look forward to any statement you have or any questions. And if
you would take over for about 2 minutes, I will return.

Senator HEINz. All right Mr. Chairman, thank you. Now, we can
get some work done around here. [Laughter.]

Senator Pryor may pretend to be advanced in age but, as you can
?_ee, he is quite alert, particularly to any hostile takeover by Repub-
icans.

I want to apologize not only to this panel but also to the previous
panel of witnesses for not having been able to hear all the testimo-
ny, but this is one of those mornings when I have several hearings
to attend.

I do share the general concern expressed today about the com-
plexity of existing rules and the inability of the IRS to promulgate
regulations quickly and fairly. I am also ﬂersonally quite concerned
about the failure of our public policymakers to develop a national
retirement income policy.



27 %

Such a policy would include both equity and stability. Unfortu-
nately, fairness and simplicity are natural enemies. Efforts to sim-
plify the tax code may cause taxes to be assessed unfairly.

I do have one general question for the witnesses. Are the low
pension participation and coverage rates by small businesses
caused by legislation, the complexity of the tax code, or a function
gg changing labor market conditions? Let me start with Mr. Kaut-

r.

Mr. Kautter. Well, Senator, I think it is at the moment largely
a function of the legislation and the cost of maintaining plans. We
have a number of clients of our firm who have terminated plans,
small clients. We have got other clients who will not set them u
because: (a) they cannot figure out what the cost of the plan will
be; and (b) they cannot understand what the rules are or what they
are expected to do for their employees. They have talked to other
small business people and hear horror stories about what has hap-
pened to them and their plans.

There is a natural inclination to stay away from these plans.

Senator HEeiNz. Is there one factor you can single out above the
others? .

Mr. KauTTrkR. I think it is the complexity.

Senator HEINz. And what is the best, or if you prefer, worst ex-
ample of that complexity that you would care to mention?

r. Kaurrer. Well, I think the best example that you will see is
a regulation that is going to come out in the next few months on
discrimination in qualified plans under what is 401(aX4). And that
is really the heart of the issue. When you cannot answer that ques-
tion simply, it becomes just a morass after that.

But I think, to finish my statement and move on to the other
panelists, with small business people right now it is really the com-

lexity, the cost and the uncertainty that comes along with that.

hey rely on their advisors to deal with the complexity, but when
it gets too expensive—and even then we cannot tell them what the
answers are for sure—they are discouraged and won’t adopt a plan
or will terminate the plan.

Senator HeINz, It doesn’t exactly make your job easy.

Mr. KAuTTER. It does not.

Senator HEINzZ. They must say, I wonder if this fellow really
knows his stuff. Right?

Mr. Kaurter. That is true. And I think if you are honest with
iourself as a practitioner, you don’t take pride in saying you don’t

now the answers to these questions. When you run across a prac-
titioner who says they do know all the answers, the don’t have a
whole lot of_credibility with me, frankly.

Senator HEinz. Yes. Beware of people in our line of work who
tell you we have the answers, too.

Mr. Holden?

Mr. HoLpeN. Senator Heinz, as I explained to the chairman, Sen-
ator Pryor, a few moments ago, I delivered the testimony on behalf
of the American Bar Association, but I am accompanied by two ex-
perts. I am simply a chair; they are experts. So with your permis-
sion and his, I am going to turn to Mark Dray and Stuart Lewis to
handle questions for the association.

Senator Heinz. All right. Thank you very much.



28

Senator Pryor. Mr. Holden, that is the same role I occupy
around here. [Laughter.] ., .

I just chair this thing. I am the referee but the experts are
behind us.

Mr. DrAY. I think I would pretty much echo David’s comments. I
think in the context of coverage issues where we see loss of cover-
age is in plan terminations and a failure for new plans to start up,
I think both cost and complexities are major issues in this area and
are what are leading to both of those events.

As an illustration, for the first time ever-we now have a system
where we have to pay to apply for a determination letter from the
Internal Revenue Service.

The proposed fee for simply filing an application for a-determina-
tion letter from the Service on an individually designed plan is pro-
posed to move to $700. Again, that in itself is a deterrent for péople
wanting to be a part of the system.
$7!8‘8‘x?1ator Pryor. Excuse me. Would you say that again about

Mr. Dray. Under the system that we came to after the 1987 Act
to help spread the cost of the work that the Internal Revenue Serv-
ice does in giving an employer a determination letter that their
plan meets the statutory requirements in form, not in operation,
we now have a user fee, and that fee started out at $225 or so for
an individually designed plan. The proposed increase—I am not
sure when it is to take effect—would bring the fee to be $700 just
to apply for a determination letter on an individually designed
plan. These are the kinds of issues that do deter the consideration
of a new plan or the continuation of an existing plan. At least that
is a very simple threshold type of example of what we are dealing
with here.

I would add to it——

Senator Heinz. Mr. Dray, on that point, if they went to you or
Mr. Kautter, how much would it cost to prepare such a plan.

Senator Pryor. I wish I had the courage to ask that question. I
wanted to ask that a while ago. And I am glad you are here.
[Laughter.] .

Mr. Drav. I think you are talking about minimum fees for firms
like ours of somewhere around $3,000 to $5,000 to set up a new
qualified plan with summary plan descriptions and the like. And
this is an individually designed plan. This wouldn’t be a model
plan or a shelf type plan. This would be an employer that wants
something that may not be a shelf type product.

Senator Pryor. But when you set up that plan then you say
$3,000 tc $5,000. Then there is a continuing cost.

Mr. Dray. Every time you change the law we have to go in and
tinker with it. And we keep charging fees every time we make plan
amendments.

I would add one kind of a footnote to it, that it is not only the
lack of coverage, it is the type of coverage. What we have seen, be-
cause of the complexity in particular in the defined benefit plan

.. .area. is really a termination of those kinds of plans in favor of de-

fined contribution plans. And again, my reaction is that that is a
very shortsighted kind of solution to a long-term problem.
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We are fortunate in this country to have a private retirement
system, unlike our health care system, that it is on a pretty sound
funding basis, with assets that have been reserved to meet some
very significant retirement income needs in the future. But we are
clearly in the process, because of issues of cost and complexity, of
undermining or perhaps even destroying that system.

Our firm, for example, is in the process of considering terminat-_
ing a defined benefit plan that covers some 600 staff type people in
our firm. ‘

Senator HEINz. Are there other comments on the panel? The
chairman probably does not know that I had asked while he was
out of the room.

Senator PrYoR. Yes. I heard you.

Senator HEeinz. Oh. I apologize. All right.

Mr. Fair. I think I would add to the comments that were made
by the other panelists. One other area that we are finding is of
grave concern to people that are sponsoring these programs, and
that is the penalty area. I mean, we have all heard the too little,
too late, too much, too soon idea. No matter what you do, you are
walking into a wall where there’s a penalty in front of you.

We have a line we can’t quite see that we have to walk, and if
we slip off it, we owe somebody some money. And the penalties
that have involved running from 10 percent for taking the money
too soon, to 50 percent for not taking it soon enough, topped off
with the costs involved of maintaining a plan make it very difficult
to convince sornebody that this is a good program to become in-
volved in. And I have to come back again to the audit program
which adds another element of uncertainty to the various elements
of uncertainty that a plan sponsor faces, because IRS can walk+in 3
years later and say this is what the rule used to be, and we are
going to penalize you for not satisfying that rule.

All of this layering of penalty upon penalty for people who don’t
do the things that they can’t quite understand in any event, cou-
pled with the complexities and the inability to tell people what it is
will really happen when they establish a plan, what benefits will
really develop when they provide it, is affecting especially the
small businesses because the small businesses cannot hack that
kind of a risk.

We have a rule whichis the subject of a lot of discussion under
Section 401(aX126) which sets up a structure for trying to describe
how many people you have to include in a plan. We have regula-
tions that are incomprehensible. In fact, they have been revised at
least once. And we understand that when the 401(a)4) regulations
are issued they will be revised a little bit again.

These regulations were issued in February of 1989. They were
issued in proposed form, but the IRS indicated that we can rely on
them, meaning they are going to apply them as if they are final
regulations, beginning in the plan years in 1989, meaning for many
plans, Januarly of 1989. If you fail that test, which you don’t under-
stand, your plan loses its qualification with the effect that certain
employees—highly compensated employees who generally are the
decisionmakers—have to pay income taxes immediately with what-
ever associated penalties are involved on the value of their benefit.

34-866 0 - 90 - 2
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This kind of a structure, this kind of a penaltg position in a pro-
gram that is intended to support, or presumably to support the
growth and maintenance of the private pension system, makes it
impossible for advisors to advise their clients to go ahead, start a
plan, go ahead, keep your plan. We just don’t know what we are
- doing because we don’t have the proper guidance and because of
the complexity, and we run the risk for our clients, and in some
cases, for ourselves, if we advise people in a certain way, and one of
those myriad of penalties falls upon them.

Senator HEiNz. Thank you.

May I ask Mr. Salisbury?

Mr. SALisBURY. Senator, I would just add that I think we again
are getting a little more realistic; have to note the fact that the de-
cision as to whether or not a small business decides to have a plan
or maintain a plan is principallIy financial. And on top of the
things I mentioned earlier, I will just note, for small businesses
today with the accommodation of recent increases in the minimum
wage level—and -they most predominantly have minimum wage
employees—with the very significant increases in fica taxes, which
have been the subject of debates in this committee of late, the cost
of labor, per se, is going up significantly for small businesses that
affects their decision as to whether or not they can financially
afford to also have a pension plan.

A second factor is just what is haplpeninfl in the system. The
issue of a small business with relatively high turnover, compared
to other businesses, of who is getting what. Whether they are pro-
ducing retirement income or whether they are producing sever-
ance. And one of the reasons that many small businesses said in
work that we did at the Institute in cooperation with the AARP
found that small businesses weren’t even attracted to the simpli-
fied employee pension that Senator Pryor has a booklet on, was
this issue of severance versus retirement. The fact that because of
the very fast vesting and other factors that they just aren’t inter-
ested in giving people that are only with them for 2, 3, 4, or 5 years
a severance payment out of a Simplified Employee Pension; that
they would rather take those people that stay with them longer
and pay them more compensation, or to give them a bonus, or to do
_ it through some other means, which isn’t an issue necessarily of
complexity. It is far more just that simple issue of reward. So you
have got two factors that go beyond I suggest the subject of the
hearing in terms of complexity. It is the degree to which other ac-
tions taken by the Congress, whether they be fica taxes, minimum
wages, anything that affects the cost of doing business and the cost
of labor, ultimately has an impact on a decision particularly if a
small business, as to whether or not to sponsor a plan.

Finally, I note that in the small business setting you have one
other factor. From limited work we have done, it appears that until
a company has between 250 and 300 employees, they do not have
anyone on the staff who even claims to attempt to be a f)ecialist in
these programs. And up until that point, they are totally depend-
ent on high hourly rate, outside technical expertise. And at the
point that the senior people in that small business have to start
worrying about and paying attention to these issues, frankly, they
frequently say, look, that is not why I put this in. This is not the
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way 1 want to spend my time. It is not worth my time for the en-
terprise if I have got all this stuff to worry about, and I can no
longer rely on your advice, per the last example, if IRS comes back
retroactively and says that the professional advice you are getting
from your enrolled actuary was wrong, because they misinterpret-
ed what we were going to say, but they didn’t know we were going
to say it. Then that executive says hey, I give up. I am paying this
_ big hourly fee and I can’t rely on it. Life is too short, I'll get rid of
the plan. I'll pay myself more cash and I will save it in a post-tax
reform environment quite favorably. Thank you very much.

So it all wraps up into economics and the various economic fac-
tors that go well beyond, if you will, pension law, per se.

Senator HeiNz. I might just follow that up with a question. If
Senator Pryor and I were able to wave a magic wand of simplifica-
tion and stability, is it your position, Mr. Salisbury, that even
under those favorable circumstances small employers increase pen-
sion coverage because they must spend their money on too many
other things? :

Mr. SaLisBury. Well, if you look back, take 20 years, when I
think everyone at this table would argue that the system was sig-
nificantly simpler than it is today, that margin tax rates for busi-
nesses and individuals were far higher than they are today, the
percentage of small businesses, and particularly the percentage of
all employees of small businesses that were covered by pensions
were larger than they are today, but they were not significant,
meaning by itself.

. Se?nator Hrinz. Is there anybody who disagrees with that conclu-
sion?

[No response.]

Senator Heinz. All right.

Mr. SALISBURY. I just want to add that I think what we are talk-
ing about to a very large degree at this point, if we look at the
overall tax system and the overall economic system, is more an
issue of how can we get people who already have plans to at least
keep them. Than, frankly, in my view, we are looking at ways or
ability at the moment to significantly increase through a voluntary
action plan formation at the small employer level, I mean the very
small employer level. We are talking 25, 35, 50. At the point you
get to 250, 300 employees I think the dynamics of that change.

Senator HEinz. Is there anybody who substantially disagrees
with that conclusion?

Mr. LEwis. The only thing I would like to add, Senator, is I think
Mr. Salisbury would agree that the complexity is a piece of the cost
factor that’s involved here, and that there would be some incre-
mental improvement. But, fundamentally, I think he is correct.

Senator Heinz. All right. Thank you, gentlemen. And thank you,
Mr. Chairman. -

Senator PrYoR. Senator Heinz, I wil} tell you what we have done.
We have created—the Congress and the IRS—we have created
America’s new growth industry. They are represented here in this
room, those individuals who advise business how to stay out of jail
if they establish any kind of a retirement plan. Truly, it is a new
industry out here. .
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Now, what I would like to do—I would like to have a plan so
simple and so fair and so stable, as Senator Heinz has stated, that
all of you all would be out of work, and that we wouldn’t need ac-
;:auayies, and CPA’s, and lawyers and consultants on almost a daily

asis.

Now, having said that, I don’t know where we go from here in
the pension arena. I don’t know that we even need any more hear-
ings. But I would like to suggest that some day all of the witnesses
who have appeared here—all of you and the panel before, Senator
Heinz and myself and the other parties—that we ask officials from
IRS to come up here and we close the doors and just see whether
we can hammer out a plan. Maybe it would be a prototype plan. 1
don’t know. Maybe that is too simple. Maybe it would be another
avenue of approach. But I truly think that pension complexity has
gotten to be totally absurd. Here we are at Congress trying to in-
vigorate retirement systems and to protect benefits of employers
and employees across the country. And here we have the IRS seem-
ingly doing everything it can to chill anything that Congress at-
tempts to do.

Let me ask this question. Does the IRS today have an advisory
- committee from business to meet with them from time to time
before they implement any rules or regulations?

Mr. SaLisBury. Well, it’s the next process, Senator, if I might.
They have many advisory committees, as does the Department of
Labor and other agencies. But under the terms of the advisory
committee statutes passed by Congress and signed by the Presi-
dent, it is improper and technically illegal for those agencies and
departments to submit any proposal to those groups until after it
has been published in the Federal Register.

Senator PrRYOR. It is too late then.

Mr. SaLisBURY. So it basically ends up being the Catch 22, that
they do not even have the legal ability to get the advice from the
people that have been appointed to these groups before they take
action. And I would add the statement which others in the panel
might disagree with, that all too frequently by the time it is in the
Federal Register so much is invested in it, and so much is tied to it,
and it has taken so long for it to even get to that stage that the
ability to then have meaningful change take place is very difficult
unless they come and make your life and others very very difficult
to the lg)oint that you make their lives difficult at the IRS, which is
I would suggest not the ideal way for the system to work.

Senator PryoR. I just finished reading a book by Mr. David Burn-
ham, formerly of the New York Times, entitled, “A Law Unto
Itself.” It is a history of the IRS and it is very good. And a lot of
the book talks about some of the class action decisions of the IRS
in the past. I hope that we have curtailed that activity. But it ap-
pears to me, now, Mr. Fair, that the IRS is focussing on small busi-
ness, and that this is almost a class action operation against small
businesses with retirement plans. They are going to automatically
audit them and raise revenue through penalties in the small busi-
ness area. Is this a class action? Where did the IRS get this author-
ity? Where did the IRS obtain this authority to single out small
business firms?
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Mr. FAIr. Actually ASPA has been asking them that for the last
couple of months since the program was implemented, and at this
point it is a little difficult for us to explain why or how they have
the authority to run the program certainly in the way they.are
running it. In fact, we have had a difficult time at ASPA trying to
determine, because our concern is, in part, for our membership.
Our members are many of the people who have been designing and
operatini these programs that are now under challenge. And of
course, their concern on their own basis is what happens if IRS is
extremely successful in a program of this nature. And what we
have been doing is trying to get background information from the
Internal Revenue Service as to the program itself. And what we
have ended up having to do was file one after another freedom of
information request which, after a certain period of time, we may
or may not get a response,.

I believe this morning we went into court another time for infor-
mation that has not been supplied to us upon our request. Twice
before we have received information, and in one case we only got
part of what was requested for reasons we still haven’t quite gotten
clear ourselves.

In order to understand the program we need to know how the
program developed and what the genesis of the program is. And,
frankly, it looks to us as ii this particular program was developed
in part because somebody came up with a revenue estimate, and
then had to make the program that was being conducted try to
produce that revenue. It is like sending the traffic cops out in the
morning with a certain number of tickets that must be delivered.
IRS then sends out notice to the field basically directing the field
personnel who are conducting the audits to conduct the audits
without taking into account, as the law requires, the individual
facts of the case, and then sets up a procedure a few months later,
after we wrote to the Commissioner about the program, that says,
if you think at the field level—and there are 20,000 audits in proc-
ess at this point from what we understand—IRS sends a letter to
the field agent, the fellow conducting the audit, and says, if you
think you shouldn’t disallow the deductions and raise these various
Eroblems, you must send that thought and the reasoning behind it

ack to the national office. And there are four individuals in the
national office who are then supposed to pass upon it.

The cost to our clients of these audits, the cost to our members—
ASPA’s members, in this case the actuaries and advisors for these

lans—of these audits is excessive. And the effect of the program
itself, as I have indicated earlier is another element, and one that
is extremely significant in adding a chilling effect to people who
are considering maintaining or operating these programs.

Senator PRYOR. Let’s take an audit like this. The IRS agent
walks in. At that point where is the presumption of innocence and
%:ilt? Where does that presumption really rest when that audit

ins? Who has to come forward and prove his case?
r. FAIR. The taxpayer. The plan sponsor,

Senator PrYOR. The business. o

Mr. Fair. What happens is the internal Revenue Service comes
in requesting information. Accumulating that information is in
itself an expense. Much of that information they already have, al-
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though that is in accessing it from the reports that were filed; tax
return information, 5,500 filings. They come back and ask for it
again from the plan sponsor. And this is information in a small
business going back 3 years in most instances to a 1986 filing
income or pension filin?.

That information, plus certain information from the actuary,
which in many instances was not prepared as part of the normal
operation of the plan, has to be develo and submitted to the In-
ternal Revenue Service agent. From there, depending on how the
agent operates and how the audit process works—there was a com-
puter program that was being used, which we understand has been
discontinued—and basically the agent looks at this information,
and then under instruction from the national office, appears to be
sll;ggesting that there just be a disallowance without going any fur-
ther. .

Senator Pryor. Thank you. - '

Senator Heinz has to go. Let me ask Senator Heinz if he has fur-
ther questions.

Senator Heinz. No, I don’t, Mr. Chairman, I think the panel has
been extremely int:erestin&9

Senator PrYor. It has been a fascinating panel and it has been
an interesting morning. .

Senator HEINz. Thank you, Mr. Chairman.

Senator Pryor. Thank you, Senator Heinz, for coming today.

I don’t have many more questions. And perhaps I may ask your
permission, if I think of further questions 1 would like to follow in
writing with our panel.

I wonder if any of the panelists would like to make any com-
ments before we close our hearing? Mr. Holden?

Mr. HoupEN. Mr. Chairman, with your permission, I would like
to comment on the question of the availability of advisory informa-
tion to the Service before they act on some of these matters.

In the ordinarK course of rulemaking, of course, a proposed rule
is published in the Federal Register and comments obtained. How-
ever, in this era of a great backlog in the regulatory process, that
has broken down. What we see today are either temporary regula-
tions issued without advance hearings or, even more frequently, po-
sitions are adopted in notices and announcements that become
binding immediately on the taxpayer. And these directives are not
even signed by the Commissioner or the Assistant Secretary.

We have moved substantially away from the normal process of
advisory guidance from the business community before the Service
acts, and that has become I think a significant problem.

Mr. SaLisBURY. Senator, if I could add to that.

Senator PrRYOR. Yes.

Mr. Sarissury. I think it goes even more dangerously beyond
that, as there is a degree to which increasingly in this area we are
also running into regulation by speech.

Senator PrYor. Now, what do you mean there?

Mr. SauisBury. That individuals from the Actuarial Division of
the IRS go to meetings of the ABA tax section and other organiza-
tions and sort of mention things that, their positions or what they
are doing or what will be happening or what tentatively, a conclu-
sion is, and you get the Catch 22 that regrettably not everyone in
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the world that deals with these issues can be at the ABA tax sec-
tion meeting. And they may not, as a small business, choose to pay
the several hundred dollars a year to subscribe to the Daily Tax
geporter, or now maybe $1,500 a year or whatever it happens to
e.
- And so you have change taking place in this area by the frustra-
tion and breakdown of the regulatory process, that there is literally
no conceivable way that the small businessman in CENO is going
to have any idea that something has happened that they should be
aware of, let alone in many cases the small business person in
_ Washington, DC.

Senator PrYOR. Are there other comments?

Mr. KAUTTER. Senator, let me just amplify. It is funny, looking at
the people on this panel, most of us I think were in practice at the
time when there was a fellow at the Service named Isidor Good-
man, and his speeches were as good as the law. And we got away
from that with ERISA. And it turns out that we are back to the
same position now, 20 years later, where statements by IRS offi-
cials are more inciteful than either the law or the regulations
‘themselves. :

Senator Pryor. Thank you.

When this transcript is completed, when our distinguished friend -
over here gets a copy of this in my hands——

Mr. Saussury. Will you give us protection

Senator Pryor. Yes, I will. [Laughter.]

I am going to call Mr. Goldberg, and I am going to respectfully
invite him to my office and I am going to hand it to him. And I am
going to say, Mr. Goldberg, I know you are new on this job, but you
need, to read this transcript. I think it will be very, very education-
al for him. I am going to do that. And this hearing has been an
education for me, and I know that this transcript and the proceed-
ings of this session will be educational to this committee.

Once again, I may follow on with some written questions to the
panel. I must say that I have got to go get on the plane. Tonight, in
Bentonville, AR, up in the northwest corner of our State, is the
annual bean supper, and I have got to go and attend that. I will
tell them about our hearing this morning. [Laughter.]

Thank you very much

[Whereupon, at 11:33 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF VANCE J. ANDERSON

Mr. Chairman and members of the Committee, my
name is Vance J. Anderson. I am Assistant General Counsel
of Allied-Signal, Inc. I appear today on behalf of The
ERISA Industry Committee, commonly known as ERIC, My
remarks represent the views of The ERISA Industry
Committee.

ERIC

ERIC is an association of more than 125 of the
Nation's largest employers concerned with national
retirement and welfare benefit issues. As the sponsors of
pension, savings, health, life insurance and other welfare
plans, covering some 25 million participants and
beneficiaries, ERIC's members share with the Committee a
deep interest in the asuccess and expansion of the employee
benefit plan system in the private sector.

Discussion

Over the past decade, the Congress has produced a
torrent of legislation affecting private-sector employee
benefit plans. The legislation has --

¢ generated hundreds of pages of technical and
convoluted rules,

¢ increased the cost of plan administration,
thereby reducing the funds available to provide
benefits to employees,

¢ created confusion among plan participants,

¢ caused uncertainty on the part of plan sponsors
regarding their compliance obligations,

. discouraged the formation and continuation of
benefit plans,

¢ shifted incentives away from defined benefit
plans and toward defined contribution plans,
thereby weakening the financial condition of the
Pension Benefit Guaranty Corporation, and

* produced a regulatory logjam at the Internal
Revenue Service that has required many pension
plans to stop accruing new benefits for many or
all of their employees.
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The backlog in regulations is substantial. Most
of the new requirements imposed on pension plans by the Tax
Reform Act of 1986 became effective in 1989. However, the
Internal Revenue Service has not yet issued most of the
regulations that are required to implement the new rules.
None of the required regulations are in final form. Until
the Internal Revenue Service issues a complete set of the
final regulations governing qualified pension plans, many
plan sponsors cannot reasonably be expected to amend their
plans to comply with the Tax-Reform-Act.

The areas of particular concern to ERIC's members
are the following:

¢ The Internal Revenue Service has failed even to
propose nondiscrimination regulations for
qualified plans under the Tax Reform Act.

¢ The IRS has fajled to issue even proposed
regulations under the separate line of business
rules, which are an integral part of Tax Reform's
new coverage requirements for qualified plans.

¢ The IRS has not been able to issue proposed
regulations under the average benefit percentage
test, which is also an integral part of the new
coverage requirements. -

[} The proposed integration regulations for
qualified plans are complex, rigid, and
incomplete.

¢ The proposed regulations under the Code's new
minimum participation standards are inordinately
complex and completely inadministrable; even the
Service now appears to concede that major surgery
is required.

L The proposed regulations on leased employees are
generally recognized to be unworkable; although
the IRS issued the proposed regulations in 1987,
it has failed to revise the proposed regulations.

¢ The IRS has completely disregarded the
requirements of the Administrative Procedure Act
when issuing legislative regulations.

gquida 2. Tax
The IRS has encouraged employers to adopt one or more of a

series of IRS "model amendments" that freeze the accrual of
pension benefits until the Service issues further guidance.

: This is not an acceptable solution. It creates
an enormous employee relations problem. When an employee
with suspended benefits retires, he currently receives only
a portion of his ultimate retirement benefit and typically
does not know what his ultimate benefit will be. The
thousands of employees each year who are affected do not
readily accept being told that their benefits have been
frozen, that their benefits are uncertain, or that their
benefits depend on the content of future IRS regulations.
More fundamentally, suspending the accrual of benefits
prevents a plan from achieving its basic purpose: providing

- pension benefits to employees in accordance with the plan's

benefit formula.
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Indeed, "model amendments” are compelling
evidence that the system has broken down.

Although complexity is a major source of the pro-_
blem, we urge the Committee to be wary of simplistic solu-
tions. Broad-based "simplification" that overhauls funda-
mental aspects of current law might well be a source of
still more complexity. Additional complexity is the last
thing that we need.

*Simplifying® basic features of current law would
require plans to make substantial changes that will make
their operation even more complicated and unstable than it
already is. . The complexity
that concerns this Committee lies as much in the frequency
of new rules imposed on benefit plans as it does in the
composition of the rules themselves.

We would oppose any efforts to "simplify" the law by
repealing the rules that allow.plans to maintain integrated
benefit structures, to receive after-tax contributions from
employees, or to provide post-retirement medical benefits.
We also would oppose efforts to repeal provisions that
allow employees who receive lump-sum distributions to
qualify for income averaging. These proposals have
recently been presented to Congress on the basis of the
argument that they would simplify current law. In our
view, however, the proposals would further impair the
ability of szplovee benefit plans to operate effectively.

At the gsame time, there are constructive steps
that the Congress can and should take to alleviate the
problems facing employee benefit plan sponsors and
participants.

First, the Congress should identify discrete
areas that can be simplified without creating more
complications. For example, the leased employee provisions
in Section 414(n) of the Code clearly require revision.
Last year, the Senate passed a bill that would have
successfully and simply addressed the problems created by
Section 414(n) without defeating the statute's basic
purpose. §See S. 1750, § 6303(a) (1989). We would be
pleased to work with the Committee to identify other
discrete provisions that can be simplified without creating
new complications.

In addition, the Congress should resist proposals
to "improve" the law by imposing "theoretically correct,"
but highly impractical, restrictions on employee benefit
plans. As Commissioner Goldberyg testified before the House
Ways and Means Committee on February 7th, although the
quest for theoretical purity might be well intended, it is=s
extremely destructive. We should seek what is fair and
practical, not theoretical purity.

The Congress should reject proposals to "micro-
regulate” employee benefit plans. The key is to be
practical and "do it simple."®

The Congress should carefully evaluate the costs,
including the compliance costs, of imposing new
requirements on employee benefit plans. For example, it is
clear that when Congress originally enacted section 89 as
part of the Tax Reform Act of 1986, the Congress did not
give sufficient attention to the onerous recordkeeping and
testing burdens tput section 89 imposed on employers.
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The Congress should avoid changing the rules
governing benefit plans in the context of the budget
reconciliation process. The experience of recent years
graphically demonstrates that the budgetary process
produces employee benefit rules that are complex, not fully
thought through, and riddled with drafting errors. 1In
addition, the revenue constraints imposed by the budgetary
process encourage Congress to enact rules that are based on
unrealistic expectations of how quickly the Internal
Revenue Service and employers can implement the changes
that the new rules require.

Entirely apart from budget reconciliation, the
Congress should be more sensitive to the lead time that the
Internal Revenue Service requires to issue regulations and
to the lead time that employers need to digest the
regulations and to make the required changes in their plans
and in their administrative systems. If budgetary
constraints or other considerations require the Congress to
adopt an accelerated effective date, the Congress should
insist that the Internal Revenue Service allow taxpayers to
act on the basis of a reasonable good faith interpretation
of the law until a reasonable period of time after the IRS
issues final regulations.

Specifically, we think that the reasonable good
faith standard should apply until the beginning of the
first plan year that begins at least six months after the
issuance of final regulations. In the case of a
collectively bargained plan, the date should be extended
until the beginning of the first plan year that begins at
least six months after the expiration of the last to expire
of the applicable collective bargaining agreements that are
in effect when the final regulations are issued. (The
traditional "25 percent" test should be used to identify
collectively bargained plans for purposes of this rule.

See H.R. Rep. No. 807, 934 Cong., 24 Sess. 52 (1974):; H.R.
Rep. No. 1280, 934 Cong., 2d Sess. 267 (1974); Staff of
Joint Comm. on Taxation,.

. , 97th Cong., 24 Sess. 290-91
(1982); 53 Fed. Req. 29722 (Aug. 8, 1988).)

Until the Treasury issues a complete set of final
regulations, many employers will not be able to adopt plan
amendments on which plan participants and plan
administrators can rely. Proposed regulations, which have
not yet been revised to reflect public comment, do not
represent an authoritative interpretation of the law and
often do not provide a reliable basis for adopting plan
amendments. For example, the proposed regulations on
leased employees -- which are now generally acknowledged to
be excessively broad -- fail to provide the guidance that
employers need to comply with the Tax Reform Act's coverage
and nondiscrimination requirements.

Until the Treasury issues a complete set of final
regulations, an employer or plan administrator should be
protected if he relies on a reasonable good faith interpre-
tation of the statute. The legislative history of the *
Technical and Miscellaneous Revenue Act of 1988 ("TAMRA")
provides that until the regulations under section 89 are
issued, a taxpayer may comply with the provisions of.
section 89 by following its own reasonable good faith
interpretation of the statutory requirements. gee H.R.
Rep. No. 1104, Vol. II, 100th Cong., 2d Sess. 30 (1988)
("Conf. Rep."); H.R. Rep. No. 795, 100th Cong., 2d Sess.
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493 (1988) ("H. Rep."); 8. Rep. No. 445, 100th Cong., 24
Sess. 487 (1988) ("S. Rep."). According to the committee
reports for TAMRA, the interpretation must be based on the
statute and legislative history and must represent “an
objective determination of the likely position that would
be taken by the IRS and the courts." H. Rep. at 493; 8.
Rep. at 487. ‘The taxpayer, however, will not be considered
to be acting in good faith if it consistently resolves
unclear issues in its own favor. Conf. Rep. at 30; H. Rep.
at 493.

Although the explanation of the *"good faith
conpliance" standard in the legislative history of TAMRA
refers specifically to section 89 (which has since been
repealed), the House and Senate reports make clear that
this standard is generally applicable to all statutes for
which the Treasury has not issued rules on which the
taxpayer may rely. The House and Senate reports state that
"(i)f the Secretary does not issue the required rules by
October 1, 1988, then until the issuance of such rules,
taxpayers are expected to make reasonable interpretations
of section 89 based on the statute and its legislative
history,

." H.
Rep. at 493; S. Rep. at 487 (emphasis supplied).

~ We are gratified that Assistant Treasury
Secretary Gideon and IRS Commissioner Goldberg are
committed to the issuance of more timely and less
complicated regulatiocns. We urge the Committee to do what
it can to support and encourage their efforts.

Although many of the regulations that the IRS
issues are interpretative, and therefore exempt from the
Administrative Procedure Act, a significant number of the
regulations in the employee benefits area are legislative,
and therefore subject to the Act. lLegislative regulations
are those that are promulgated under a specific grant of
authority to define a statutcry term or to implement a
statutory provision. For example, regulations under the
following sections of the Internal Revenue Code clearly
represent delegations of legislative authority that require
the Service to comply with the Administrative Procedure
Act:

. Section 401(a) (26} (1), which authorizes the
Service to issue regulations providing that a
separate benefit structure shall be treated as
a separate plan for purposes of applying the
Tax Reform Act's new participation
requirements;

. Bection 414(0), which authorizes the Service
to issue regulations to prevent the avoidance
of certain employee benefit requirements
through the use of separate organizations,
employee leasing, or other arrangements; and

. Section 415(b) (5} (D), which authorizes the
Service to issue regulations providing that
the reduction in the Section 415 dollar limit
on benefits for .ngloyeea with less than ten
years of plan participation shall apply to
each change in a plan's benefit structure.

This is an illustrative list; it is not exhaustive.



43

Compliance with the Administrative Procedure Act will
assure that employers, employees, and other- interested parties
have an opportunity to comment on the IRS's proposed
regulations and that they are given a reasonable time to
prepare for the effective date of the final regulations. We
regret to say that, to date, the Service appears to have
ignored the requirements of the Administrative Procedure Act.
This Committee can make a real contribution by insisting that
the IRS comply with the Act.

Finally, we are concerned about so-called ERISA
enforcement proposals that would subject employee benefit plans
to still greater burdens. If the IRS or the Department of
Labor requires additional resources or personnel to discharge
its enforcement responsibilities, we would support the
necessary appropriations. However, this Committee and the
Congress should resist any effort to impose unnecessary and
superfluous private litigation, auditing, recordkeeping, and
testing requirements on employee benefit plans.

Like Section 89, such requirements will only place
more costs and more burdens on plan sponsors, further impairing
their ability to provide benefits to employees and their
beneficiaries. Moreover, encouraging litigation is a costly,
inefficient, and haphazard way of assuring that plans are
properly administered and that employees receive the benefits
to which they are entitled. If, in addition, participants are
given standing to sue to enforce the provisions of the Internal
Revenue Code, as was proposed last year by the House Labor
committee, it would establish a dangerous precedent that could
cause the IRS ultimately to lose control over the
administration of the tax laws.

An employer has only limited resources for employee
benefits. To the extent that those resourc:s are spent to
conduct compliance audits and to defend luwsuits, less is
avajilable to provide the benefits that the employer and its
employees desire.

ERISA already gives employees the right to bring suit
to recover their benefits, to correct a breach of fiduciary
responsibility, and to recover attorney's fees and other costs
of the suit.-- The Committee should oppose any efforts to enact
superfulous remedies that increase the cost of providing
benefits and discourage additional coverage.

Thank you very much. I will be happy to respond to
any questions that the Chairman or other members of the
Comnittee might have. ®



44

PREPARED STATEMENT OF PAULA A. CALIMAFDE

Mr. Chairman and Members of the Committee, I am Paula Calimafde, President
of the Small Business Council of America, Inc. (SBCA). I am pleased to appear today
on behalf of the SBCA, the Small Business legislative Council and the National As-
sociation of Women Business Owners. As representatives of millions of small busi-
nesses, we strongly support the effort to promote the voluntary retirement system
by simplification.

I can also speak on behalf of the Small Business Delegates to the 1986 White
House Conference on Small Business at which I served as the commissioner of the
Payroll Cost Section. This section covered emplﬁyee benefits and the private retire-
ment system. The 1,813 delegates to the White Housc: Conference on Small Business
from across the country formulated, for the President and the Congress, 60 detailed
policy recommendations. The 20th recommendation reads as follows: To promote the
retirement security of our nation’s employees, Congress must support and promote
the continued viabilit{ of the private retirement system in the small business com-
munity. In support of this goal, there must be a five-year moratorium on further
changes in our private retirement plan laws except for the following changes which
we recommend: (a) promote-parity between large and small plans and between pri-
vate and public sector plans; simplify filing requirements and paperwork; (c) in-
crease contribution benefit limits, including 401(k) plans and IRAS, to be at least as
great as the pre-1986 tax reform act limits . . . . ’

NEEDLESS COMPLEXITY IN THE PRIVATE RETIREMENT SYSTEM AND ITS NEGATIVE IMPACT .
ON PENSION COVERAGE

The voluntary private retirement system is being slowly destroyed by a relentless
layering of complex tax laws. Over the last decade, Congress has amended and re-
vised the tax laws governing retirement plans at an alarming rate. In the quest to
find short term revenue to offset the budget deficit, the long term impact of a bill
on the retirement s{stem is not given enough consideration. This piecemeal legisla-
tion is taking its toll on the retirement system in America.

In the last seven years alone, the following major laws have impacted significant-
ly on retirement plans: The Tax E?&ity and Fiscal Responsibility Act of 1982; The

ficit Reduction Act of 1984; The Retirement Equity Act of 1984; The Tax Reform
of 1986; The Omnibus Budget Reconciliation Act of 1986; The Omnibus Budget Rec-
onciliation Act of 1987; The Technical and Miscellaneous Revenue Act of 1988, and
The Revenue Reconciliation Act of 1989. This is simply teo many chan%lee for any
system to assimilate properly. One of the outstanding practitioners in the count:
recently wrote to Mr. Gideon at the Department of the Treasury, “You may recall
that Wilbur Mills insisted that there be 15 years between major tax laws. We had
the 1939 Code, the 1954 Code, and what we thought (erroneously by today’s stand-
ards) was a major tax bill in 1969. Such a time frame allows the t;;xagayers, their
advisors, and those of you in tax administration to become comfortable with the
system. It is constant change which is the problem.” This same practitioner has de-
termined that there have been over 8,280 changes to the Internal Revenue Code sec-
tions since 1981!

The frequency and colxrx‘xglexity of these changes in the retirement plan area is
greqtly exacerbated by reiulations which are often untimely, retroactively ef-

ective, and difficult to comprehend. In some cases, the change is so incomprehensi-
ble that IRS basicallﬁuspends operation of the law until it can figure out what to
do with the change. This is what it has done in determining the rules for infegrat-
ix}l‘%plan contributions with Social Security. This suspension of benefits has assisted
IRS and companies sponsoring retirement plans, but it sure makes for bad plan law.
For over a year, IRS spokespersons have said new regulations on Code section
401(aX4) will be issued “imminently.” These regulations were not mandated by any
Congressional change to that Code Section, but rather have been devised by IRS as
part of an overall plan to revamp the rules of cqm?arability. IRS says that these
new regulations will dramatically change the way cg ans are designed, written and
operated not because of any change in the law by Congress but because of IRS fiat.
At this writing, these regulations are still expected to be issued “imminently.” In
this same time frame, Rumania has ousted its leaders, Nicaragua has ousted the
Sandinistas, the Soviet Union has become capitalistic, but the IRS cannot release
the 401(aX4) lations. Companies, however, are attemptingéto make major deci-
sions based on the law as it stands today, knowing there may be substantial changes
coming, and having no way of ascertaining the possible impact of those changes.
Meanwhile, there are many other areas where regulatory guidance is essential but
not forthcoming. Apparently, the IRS would rather restructure the entire retire-
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ment plan system through changes to the 401(aX4) regulations even though Con-
gress has not changed the law in this area or asked IRS to rewrite the regulations.

Today the laws governing the retirement plan system even confound the “best
and the brightest.” By this, I mean the elite of the pension world—the practitioners
who work exclusively in this area as well as the people at IRS and Treasury work-
ing at the very highest levels. Few if any, of these practitioners, can honestly say
that they completely understand the law in its present state or that the plans they
represent are operating in compliance with the law at this time. This is the result of
overly complex, piecemeal legislation where one small change in a Code section im-
pacts other Code sections—even though the impact may not be discovered until
months after the legislation has been passed.

CURRENT STATE OF AFFAIRS: INCOMPREHENSIBLE LAWS AND REGULATIONS, ESCALATING
TERMINATIONS OF EXISTING PLANS AND DRAMATIC SLOWDOWN OF NEW PLAN ESTAB-
LISHMENTS

Statistics are now available which show that retirement plan terminations are in-
creasing rapidly while new plan adoptions are slowing down dramatically. Data de-
rived from Internal Revenue Service determination letter requests Indicates that
the establishment of new retirement plans has declined by at least 70% in the last 8
years. The decline for new defined benefit plans is even more precipitous—a drop
greater than 80%. Conversely, termination of ]plans has increased markedly more
than 100% in the last 9 years. This is the result of additional costs and complexity
injected into the private retirement system over the last decade and the reduction of —
benefits to retirees. It is not clear how much the system has been harmed by the
cutback in benefits as compared to the Increased costs of complexity. It is clear,
however, that the needless complexity is a real threat to the continued health of our
private retirement system and that the Congress, under the leadership of this Com-
mittee, can simplify the system without adversely impacting revenue or the under-
lying policy of the changes.

Small business represents the most vital sector of our Nation’s economy the new
ideas, the new jobs, the entrepreneurs willing to take risks—are found in this
sector. Small business employs approximately 60% of all employees. If the small
business sector has to offer comparable benefits to retain employees, staff as well as
key employees, then it cannot be whipsawed by costs which are far higher propor-
tionately than those assumed by larger businesses. It has been shown that the costs
of maintaining a retirement plan for a small business on a participant to ici-
pant basis is as high as 10 to 1 (Mitchell & Andrews, 1981). Nonetheless, stable and/
or profitable small businesses will voluntarily sponsor a retirement plan when bene-
fits are meaningful in order to provide retirement security for its key as well as
staff employees to attract and retain a good labor force.

A current trend facing employers is the aging of the population. The percentage
of the population 65 f'ears and over has grown from 10% in 1970 to 12% in 1985 and
is projected to go to 13% by the year 2000. In 1970, apgx‘;oximabely 20 million Ameri-
cans were age 65 or older; by the year 2000, that number Is projected to be approxi-
mately 85 million. Further, several economists predict that employers will be facing
a labor shortage as we approach the year 2000. An estimated 76% of the work force
. for the year 2000 Is already in the labor force today. Small businesses employ ap-
proximately 60% of all employees.

If the retirement security of our Nation’s employees em{Jloyed by the small busi-
ness sector—including the retirement security of key employees and entrepreneurs
who are driving this sector—is important, then Congress should take immediate
steps to resuscitate the system. Retirement benefits in the small business context
are provided primarily by the retirement plan; this is not true for key employees in
a large company. In the large company context, other vehicles provide most of the
retirement savings for top management. If Congress wants to ensure the competi-
tiveness of the small business sector in the Nation and the world, then Congress
must place retirement benefits within the reach of small business by making the
provision of benefits affordable.

IF THE VOLUNTARY RETIREMENT S8YSTEM ISN'T WORKING, SHOULDN'T IT JUST BE THROWN
. OUT AND A NEW SYSTEM PUT IN ITS PLACE?

Ten years ago, when the voluntary retirement system wus stable and the rules
were clear, the system was flourishing. Costs to administrators and pension special-
ists were reasonable and companies were able to take actions knowing what the re-
sults would be. The system was working extremely well. Instead of throwing out the
baby with the bath water, Congress, under the leadership of this Committee, has a
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real opportunity to return the system to its prior simplicity, reliability and clarity
while retaining the reforms that have been injected into the system during the last
several years. The second step in restoring the system to its prior viability would be
to] restore retirement benefits to the levels that existed prior to the onslaught of leg-
islation. .

SIMPLIFY THE SYSTEM

The following proposals are respectfully offered, for changes to the present law
which could simplify the administration, and thus, the costs of maintaining retire-
ment plans. These changes would be a necessary first step to revitalizing the
system.

* Repeal or modify Code Section 401(a)26). The reach of the froposed regulations
is to broad that almost all plans, except the most elemental, will be subjected to this
code section. These proposed regulations are the antithesis of simplification and can
be expected to waste taxpayer and IRS dollars.

¢ Simplify the definition of Highly Compensated Em}ﬂoyee. The definition of
highly compensated employee which a})plies a number o hlihly complex rules to
four basic definitions should be streamlined to a single rule that says that any em-
ployee who earns over 875,000 (indexed) is a highly compensated employee.

¢ Modify the full funding limitation. Code tion 412(cX7) was amended to pro-
hibit funding of a defined benefit plan above 150 percent of current termination li-
ability. This is misleading because termination liability is often les- that the actual
liability required to close out a plan at termination, and the limit is applied to on-
going plans which are not terminating. In effect, current law inappropriately mort-
%ages nefit ;ln'omises by prohibiting the level funding that is the reasonable waf\;
or plans to fulfill benefit obligations and, instead, requires plans to be funded wit
g:yments which escalate in later years. Instead, the full funding limitation should

based on ongoing (projected) liabilities, and not on termination liability.

¢ Eliminate the Top-Heavy Rules under Code Section 416. Because of many of the
changes enacted under the 1986 Tax Reform Act, including the new coverage and
participation rules, new vesting standards, strengthened integration requirements,
and new limits under Sections 401(aX17), 402 and 415, the top-heavy rules are un-
necessary and redundant. They should now be repealed. The slightly higher defined
benefit minimum accrual which resulted from the top-heavy rules is no longer an
issue since small business is terminating defined benefit plans due to the combina-
tion of increased costs and reduced benefits. Some people argue that if the top-heavy
rules are repealed, small business employees, in particular women employees, would
be hurt by the three-year cliff vesting provisions changing to a five-year cliff vest-
ing. A simple solution to this problem would be to require small business employers
(for example, with less than 50 employees) who elect cliff vesting to vest employees
after three years of service. Although this is patently unfair, the top-heavy rules
themselves are patently unfair in operation.

¢ Make uniform the definition of compensation under the Code. Code Sections
414(s), 414(q), 415, and 401(aX17) all provide different definitions of compensation
which are relevant for different purposes under the pension laws. Having to comply
with so many different definitions is confusing and invites error.

* Simplify the rules on affiliated service groups and leased employees under Code
Section 414. Inexact language in the statute and overboard regulations issued in
proposed form have combined to creates artificial affiliations which do nothing to
promote the integrity of the retirement plan system. Solution: have Congress give
greater direction to the IRS on the types of abuses to be covered.

¢ Simplify the minimum distribution rules under 401(aX9). Solution: return to a
rule similar to the one in effect prior to the 1986 Act: requiring that distributions
begin by the April 1 of the year following the later of (i) the year in which the em-
ployee attains age 71 or (ii) the year in which the employee retires; and by simplify-
ing the calculation of the 'minimum distribution (e.g., by requiring that the full
amount be distributed in 25 years, which is the expected return multiple for an or-
dinaEy joint and last survivor annuity for a 71 and 61 ;I/‘(}elar-old individual).

¢ Eliminate the excise tax on excess distributions. The rationale for maintaining
such taxes, the prohibition against excessive accumulations, is outweighed by the
comglexity of the i)rovisions. his provision was initially intended to take the place
of the complex 415(e) calculations. However, since 415(e) was not repealed, the
excise tax is unnecessa?'. Alternative: repeal the 415(e) fraction.

* Repeal the new 401(}) rules on permitted disparity. These rules are incompre-
hensible to many practitioners. Solution: Outright repeal of the new rules and a
return to the former rules with a minimum benefit or contribution requirement to
ensure inclusion of all eligible employees would go far towards simplifying this area.
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* Repeal new Code Section 401(m) and the multiple use limitation. Subjecting
matching contributions to the 401(aX4) rules and defining voluntary after-tax contri-
butions as annual additions for purposes of the 415 limits provides sufficient restric-
tions on the use of such contributions.

* Eliminate Code Section 414(0). This section provides a broad grant of regulatory
authority to the IRS to deal with business arrangements which would allow circum-
vention of the qualified plan requirements. We believe that this section should be
eliminated because it has made it virtually impossible for a sole proprietor and
other small businesses to determine eligibility for plan contributions when it is in-
volved in any way with another entity.

* Simplify coverage under Code Section 410(b) by eliminating the second part of
the average benefit test. Solution: return to the “old” fair cross-section test as the
alternative test for determining adequate coverage under a qualified plans.

¢ Simplify distribution of qualified preretirement survivor annuity. Solution: No-
tices of such survivor annuities should only be required upon commencement of em-
ployment and when requested thereafter.

* Eliminate the average deferral percentage test under Code Section 401(k). This
test was initially adopted prior to the $7,000 limit on elective deferrals. The ADP
test was found to be unnecessary for the Federal Employees Thrift 401(k) Plan be-
cause the $7,000 limit on elective-deferrals adequately limited participation by
highly compensated employees. The same reasoning should be applied to eliminate
the ADP test for 401(k) altogether. - -

¢ Eliminate the tax on nondeductible contributions. This tax combined with the
quarterly contribution rule of Code Section 412 places many employers in an unfair
position. Either or both of these rules should be repealed.

» Simplify basis recovery rules under Code Section 72. Solution: repeal the rule
requiring pro-rata recovery of basis and return to the ruler permitting basis recov-
ery in three years. Any potential benefit of pro-rata recovery is outweighed by the
administrative costs of compliance.

* Simplify the distribution rules of Code Section 402. Solution: Code Section 41)2
should be restructured in a more comprehensible form and unnecessary distinctions_
between the treatment of types of distributions should be eliminated. A participant
should be able to roll any amount over into an IRA from any type distribution
(other than from required minimum distributions). The current restrictions on par-
tial rollovers not only add complexity but also limit portability.

Finally, Congress must halt the overt discrimination audits which is occurring in
IRS small business defined benefit plan audits. The President in his proposed budget
has directed IRS to collect 660 million in 2 years from small business defined benefit
plans. Next year, we’ll be told they want 1 billion dollars from any small business
plan! This is, plain and simple, reprehensible. To go after a class of taxpayers be-
cause it is known they do not have the deep pocket necessary to litigate against the
IRS cannot be tolerated. This program is unseemly—secret memos requiring agents
guidelines for small business, key officials at IRS and Treasury publicly stating they
know nothing of the program: ard forcing the public to get the memos and other
data through Freedere of Information. It will not be enough to simplify the system
if companies know that by sponsoring a retirement plan, they are basically
“buying” an audit. Audits are expensive. Congress must direct the White House and
the IRS that overt discrimination against any sector of our economy cannot be toler-
ated and to call off this unseemly witch hunt immediately.

Attachments.
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December 12, 1989

Paula Calimafde, President

Small Business Council of America
1 Bethesda Center, 7th Floor

4800 Hampten Lane

Bethesda, MD 20814

Dear PYaula:

Recent news reports have documented the decline in the number

of pension plans administered by small businesses for their
employeeg. The Social Security Administration esiimates that the
number of full-time workers with employer-financed pension plans
fell to 46 percent last year, from 50 percent in 1979. Further,
only 29 percent of the workers in companies employing between 25
and 49 workers have such plans.

As the ranking Republican on the Senate Committee on Small
Business, I have for some time been concerned that Congress is
slowly but surely regulating the retirement planning industry out
of business. Although the latest figures seem to support this
viaw, my colleagues here in Congress take a different view and
seem to think the number of pecple covered by retirement plans is
not declining.

I am writing to ask your assistance in answering this question.

I am gravely concerned with the proclivity of members of Congress
to further micro-manage these plans. In order for me to
effectively respond to advocates of further regulation, I need
solid data. My intention is to review thie—at a hearing in the
Small Business Committee in the Spring on, I will be
looking for ideas to reinvigorate the
industry, especially in the context

gsses. Any

cc: Sam Gilbert
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ROBERT WILLIS ASSOCIATES

PAOIERBONAL CORROMATION

NORTHPARK TOWN CENTER
1000 ABERNATHY ROAD
BUILDING 400, SUITE 185
ATLANTA, GEORGIA 309328

April 18, 1990
ROBERT T WILLLS. R, CPA (404) 396-7t60

Rudy Boschwitz

United States Senator
Committee on Small Business
Washington, DC 20510-6350

RE: SMALL PENSION PLANS BEING REGULATED OUT OF EXISTENCE

Dear Senator Boschwitz:

The purpose of this letter is to comment. on your letter to Paula
Calimafde, President of the Small Business Council of america,
dated December 12, 1989 (copy of your 1letter attached). I am
also sending a copy of this letter to Laura Wilcox, Hearing
Administrator for the Senate Finance Committee concerning this
subject, and to Senator Sam Nunn.

Many large pension benefits consulting firms have undoubtedly
provided their comments. This letter will succinctly put the
matter into simple dollars and cents perspective. My firm has
been involved exclusively with small pension plans, Over the
last ten years, we have handled most every aspect of pension plan
implementation and administration: plan design, document amend-
ments for law changes, annual administration, participant record-
keeping, and investment of plan assets, our typical client has
less than 50 employees, does not have a personnel or benefits de-
— partment, and does not have in-house legal counsel.

The following cost analysis_should clearly explain why many small
businesses are terminating their pension plans and why an
increasing number of small businesses are deciding not to incur
the prohibitive cost of implementing plans. The result is less
retirement security for the rank and file employee and therefore

%geatet dependence on the social security system and government
inancing thereof.
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Frequency
Description of of Estimated
Services Required Services Fee
1. Explanation of plan One time cost $ 500
design alternatives to
client
2, Adoption of prototype One time cost 750
plan and submission to
IRS for approval
3. Explaining plan amendments Every two or 500
to client and change in admin- three years when
istrative procedures Congress changes
the law
*4, Annual administration in- Annual amount 700
cluding IRS 5500 and partici-
pant reporting
*5, Participant termination whenever a parti- 100
procedures and forms cipant quits, is
fired or dies
*6. Independent investment Annual fee at 1% 1,000
management to avoid ERISA of trust value
trustee liability
*7, CPA audit Annual amount - 700
8, Proxy voting New DOL require- ?

ment

Plus proposed legislation that would add to these fees.

9, visclosky bill

annual legal fees

250

to deal with joint
trustee issues

* sum of these amounts approximates annual administrative costs.
Note, the CPA audit requirement currently is not required for
plans with less than 100 participants. However, the DOL is now
strongly lobbying for that 100 participant exemption to be
removed thereby requiring all plans to have an annual audit.

$2,500 -
a.

sSum of *s
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The typical owner of a small business cannot justify the above
costs and administrative burdens because of the following cost-
benefit analysis:

Amount of plan contribution
fer 15 employees, including
owners, at 10% of employees'
compensation $ ~-30,000

Amount of contribution allocated

to owners 10,000
Amount of contribution allo-

cated to non-owners and viewed

by owners as an expense -20,000
Tax savings on $30,000
contribution deduction 10,000
After tax cost of providing
pension to non-owners -10,000
Annual administrative ~-2,500
fee cost (see *s p.2) m————————
Net cost to owner to maintain $ -12,500
a pension plan ==zzzzaaz
versus
Economic benefit to owner $ 10,000
a=mzaszas
LOSS $ -2,500

TzzIT=IID

The above cost-benefit analysis ignores the initial implementa-
tion cost of a plan and the enormous amount of time an owner has
to spend with advisors regarding ongoing administrative issues.
The owner has no economic incentive or reason to establish a plan
because of the excessive annual costs and the lack of tax or
economic benefits for himself.

The foregoing analysis should clearly illustrate why more and
more small business owners are concluding it simply is not worth
it to implement a plan, or to keep the plan they currently have.
Respectfully,

ROBERY /WAN.LLIS ASSOCIATES, P.C.

Rojfert T. Willis, Jr., CPA
RTWJR/ab

cc: vfaura wilcox
Senator Sam Nunn
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PREPARED STATEMENT OF HON. Rop CHANDLER

Mr. Chairman and members of the subcommittee, I am pleased to appear here
today on a topic of great personal interest to me, and of vital importance to millions
of Americans—the simplification of the nation’s retirement system.

I am a former state legislator, and now a Member of congress who served first on
the Education and Labor Committee and serves now on the Ways and Means Com-
mittee. During my career, I have tried to promote policies that would protect the
benefits of the current private retirement system and foster the growth of that
si:stem. Frankly, from my review of the recent litany of Congressional tinkering in
the pension area and from speaking to my constituents who are sl:rugglinsge to
comply with what Congress, the Treasury Department, the Internal Revenue Serv-
ice, the Labor Department and the Pension Benefit Guaranty Corporation require, I
am sometimes surprised that we still have a private, voluntary pension system. And
if the current trend continues, the system may not survive.

I have long been concerned that too many changes in pension law have been
driven by revenue needs, rather than by what constitutes sound retirement income
policy. I said at the time that I thought it was a mistake to include such far-reach-
ing pension changes in the 1986 Tax Reform Act. There was neither the time nor—
to some extent—the inclination during that process to carefully evaluate how these
changes would effect the ability of employers to continue to provide retirement
plans to their employees.

And, of course, TRA was only one example. The entire decade of the 1980’s was
replete with tax and budget bills that became vehicles for massive changes in pen-
sion law. The jargon of the benefits field is littered with acronyms: TEFRA, DEFRA,
COBRA, OBRA and, of course, the TRA, and its offspring, TAMRA. Of course, the
process itself makes it virtually impossible to consider the pension provisions apart
from the others when congress legislates by megabill.

We should take pride in the fact that tax incentives we have enacted enable em-
ployers to provide pension coverage to 45 million workers in this country. Employ-
ees and retirees are well served by the fact that employers make 87 percent of total
g:nsion contributions. The Treasury, too, benefits from this private system. Since

nefits are financed privately—either with tax deferred or after-tax dollars—the
burden on public programs is lessened. The question is hardly whether we can
afford to support the private pension system, it is whether we can afford not to sup-
port it.

The nation’s pension system is not only important to ensure the retirement
income security of America’s elderly, but it is also vital to improving the nation’s
savings rate. In 1986, pension fund{; accounted for 34.8 of the investment capital
supplied by non-bank financial institutions, up from 27.6 in 1970. Equity holdings as
a share of pension portfolios quadrupled from about 7 to 35 from 1950 to 1987. This
money provides the equity capital necessary to fuel America’s growth. That means
we should encourage employers to sponsor retirement plans and we should make it
possible for individual participants in these plans to contribute savings.

Let there be no confision on this point: the complexity of the pension system is
not some esoteric issue. It is directly and significantly related to the issue of pension
coverage. If Congress and the Executive branch write laws and rules that sponsors
of pension plans cannot understand—or that cost them too much to implement—the
time will come when they will drop their plans. Certainly, new and small companies
are not going to set up retirement plans in this environment—and that’s where the
new jobs are.

Like so many of my colleagues, I support legislative efforts to allow individuals
and families greater opportunities to save for retirement, education, new home pur-
chases and a host of other good purpsses. I hope the outcome of the current debate
over expanded Individual Retirement Accounts and Family Savings Accounts will
be a responsible and attractive savings vehicle. But while Senate and House and Re-
publicans and Democrats are trying to outdo one another in crafting the best indi-
vidual or family savings program, I hope that we will not overlook the proven value
of the employer-sponsored retirement system.

A criticism leveled against IRAs in the past (and one to which I take exception) is
that they are attractive primarily to wealthy individuals who have money to save.
Certainly that was the theory behind the limitations on IRAs in the 1986 Tax
Reform Act. But while reasonable people may differ on the accuracy of that claim
about IRAs, no one can argue that employer-sponsored savings plans——such as
401(k) plans with their typical employer matching contributions—are especially val-
uable to lower paid workers. These plans allow workers of moderate means to save
for their retirement.
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Considering this reality, it troubles me that 401(k) plans which we should be en- -
couraging—are hamstrung by extraordinarily complex average deferral percentage
(ADP) tests. Before 1986 when highly-paid individuals could put up to $30,000 into
401(k) plans, there was a justification for strict nondiscrimination rules. But when
we drastically lowered the limits to $7,000 (indexed) in 1986 we should have elimi-
nated the ADP tests. Instead we made them harder. The irony, of course, is that the
very highly compensated executive can still put aside $7,000 into the 401(k) plan be-
cause he or she is limited by the dollar limitation. But the middle income earner
who falls just inside the so-called “highly compensated” group is drastically limited
in the amount he or she can save—while co-workers earning just a shade less can
save higher amounts. This is complex, inequitable and just plain silly if we are
trying to encourage middle and lower income Americans to save.

I am, of course, pleased that Chairman Rostenkowski has announced that simplifi-
cation of the Internal Revenue Code is a priority for him and for the Committee. I
intend to work with the chairman-and my House colleagues to make sure that a
large component of any internal Revenue Code “‘simplification” bill includes much-
needed simplification in the pension area.

Mr. Chairman and members of the subcommittee, like you, I have received a copy
of an excellent report prepared by the Association of Private Pension and Welfare
Plans (APPWP) entitled “Gridlock: Pension Law in Crisis and the Road to Simplifi-
cation.” I have reviewed the report and believe that it contains many practical, eq-
uitable and doable recommendations. I understand that other respected organiza-
tions also are preparing reports urging the adoption of these and other simplifica-
tion measures that will help the pension system prosper.

1 note that APPWP and some of these other groups are appearing here today to
describe their recommendations. I commend you for bringing before your subcom-
mittee these experts who will help us determine which areas of pension law are
most “in crisis” and how we can start down that “road to simplification.”

Mr. Chairman, I commend you for initiating this important effort in the Senate. I
will be working with my colleagues in the House to do the same. Together, on a
bipartisan basis, we can achieve something positive for the-pension system. It is es-
sential that we do so if we are to provide the financial security to which older
Americans are entitled.

Thank you.
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PREPARED STATEMENT OF ANDREW J. FAIR

REASON FOR CONCERN

The American Society of Pension Actuaries (ASPA) is an organization whose 3,000
members are primarily involved in the design and administration of qualified pension plans,
primarily plans maintained by small businesses. ASPA estimates that its members provide services
to about 30 percent of the qualified pension plans in the country.

Statistics developed from Internal Revenue Service records indicate a disturbing trend: From
1986 to 1989, new pension plan formation has declined by about 63 percent; defined benefit plan
formation has declined by about 80 percent. For 1989, there were about three times as many
terminations of defined benefit plans as there were startups. In addition, the level of confusion on
the part of plan sponsors, plan participants, and their advisors, and the uncertainty which prevails
throughout the private pension system, leaves those still maintaining qualified plans without
confidence in the system upon which they depend.

NEED FOR SIMPLIFICATION

The private pension system in the United States is in disarray because the legislation
governing the system has become too complex and overbroad for even those administering the
system to understand. This is clearly indicated by the inability of the Intemal Revenue Service to
issue regulations within the time mandated by Congress and by the need for the Internal Revenue
Service to withdraw and/or modify regulations once they are written. The problem is compounded
by the unwillingness of the agencies administering the law to recognize that the confusion and
uncertainty make it difficult, if not impossible, to operate a plan in total compliance with the law.
The problem is further compounded by the perception on the part of those within the Intemal
Revenue Service that the primary functions of the IRS in its administration of the private pension
system are revenue generation and the prevention of any possible abuse (without consideration of
the likelihood of such abuse occurring).

The only way the problem can be resolved is through a two-part simplification process.
The first part is legislative, and is addressed in the immediately following material. The second
part is admini;uau’ve, and is addressed toward the end of this series of proposals.

Legislative Changes

A workable private pension system must be governed by a consistent set of rules, developed
in an understandable fashion and interpreted intelligendy. The staming point for such rules is a
national retirement income policy, against which proposed legislation is tested. Such a policy does
not now exist.

— /

ASPA has been in the forefront in-the development of a national retirement income policy
and has already released the first in a series of papers addressing the need and a suggested
approach. Copies of this paper have been provided to the Subcommittee.

We urge the Subcommittee to consider the paper, and the policy outlined, in its
determination as to the long-term retirement income security of our populace. However, we
recognize that the development of a national retirement income policy is a long and difficult
process; in the meantime, the private pension system must obtain some relief from the onerous rules
under which it now attempts to operate. Without such relief, the system will not survive.

Provisions Which Should be Repealed

. With reference to specific legislative provisions, we recommend the repeal of the following
rules: -

1. Top-heavy rules under section 416 of the Internal Revenue Code.

These rules 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 difference in the
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compensation limits applicable to top-heavy and non-top-heavy plans. There is limited difference
between the vesting schedules applicable to each type of plan. The minimum accrual and
contribution requirements are almost irrelevant as a result of the permitted disparity requirements
of section 401(1). 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.

2. The minimum participation requirements of section 401(a}(26) of the Code.

These rules, which require that a minimum of S0 employees or 40 percent of the employees
participate in the same plan, were intended to address a particular concem relating to the com-
parability of benefits provided under separate plans maintained by the same employer. The
proposed regulations issued by the IRS in February 1989 (and which we understand are to be
substantially modified whenever proposed regulations are issued with reference to section 401(a)(4),
which prohibits discrimination in favor of high compensated employees) are so broad in their
application, and have been interpreted in so complex a fashion, that no one appears to really
understand the rules. The repeal of section 401(a)(26) will go a long way toward reducing the
confusion now confronting the private pension system.

The coverage requirements of secton 410, in conjunction with modifications to the
comparability formula developed by the Internal Revenue Service in Revenue Ruling 81-202, will
more than protect against the perceived abuse against which section 401(a)(26) is directed.

3 The family attribution rules under section 414(q) and 401(a}(17).

These rules limit the compensation considered for benefit purposes for ali family members
of certain highly compensated employees to $200,000, indexed for inflation. The law discriminates
against spouses and children, who are effectively prevented from receiving pension benefits on their
camings simply because they are married to or the offspring of a highly compensated employee.
The law presumes that there is something reprehensible about a business which employs family
members of highly compensated employees, apparently because somebody assumed the compensation
would, of necessity, be excessive. IRS already has in its arsenal a procedure to prevent the abuse
against which the family attribution rules are directed through its ability to disallow deductions for
unreasonable compensation and benefits related to such compensation,

4, Rules which distinguish plans for self-employed individuals from those for
corporate employees.

Special aggregarion and deduction rules, and a'myriad of other provisions, continue to be
different between plans for self-employed individuals and those benefitting common law employees.
These distinctions serve no useful purpose.

5. Permitted disparity under section 401(1).

Like the provisions of section 401(a)(26), the permitted disparity rules as interpreted by the
Internal Revenue Service are incomprehensible. The IRS has announced it will be "simplifying”
some of the rules contained in proposed regulations issued in November 1989 when it finally
produces regulations under section 401(a)(4), but it seems virtually impossible to apply that section
in 2 manner which makes sense. Repeal of permitted disparity should be replaced by rules similar
to those in effect prior to 1989, with minimum benefit or contribution requirements to avoid the
exclusion of otherwise eligible employees.

6. Virtually all of the draconian penalties established by the Tax Reform Act of
1986.

The penalties and excise taxes imposed on plan sponsors, advisors, and participants have
had a serious chilling impact on those affected. In some instances, affected individuals are unable
to determin'e the proper application of a rule which, if they fail to apply same, results in a penalty.
This is especially true in the funding of defined befefit plans, where lack of regulations leaves
employers uncertain of required contributions and subject to penalties for nver-contributions and
under-contributions, and to artack by the IRS if assumptions used to develop cuss do not accord
with IRS determinations.
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Provisions Which Should be Modified
1. The combined plan limits set forth in section 415(e).

These limitations require complicated calculations to test benefit limits when more than one
plan is maintained by the same employer. In some cases, annual testing is required, and records
of benefits, contributions, and compensation must be retained for the entire period of an employee’s
employment. If the combined limits are retained, the formula for measuring the limit should be
simplified by using projected rather than accrued bencfits and contributions.

2. The definidon of highly compensated employee undzr section 414(q).

The definition of highly compensated employee is much too complicated to be accurately
applied, especially in larger plans. There is no reason a simple compensation measure (for example,
$75,000 indexed for inflation) can not be used in place of the alternate tests now imposed. This
would eliminate the need for plan administrators and employers to maintain detailed data with
reference to employees without affecting the ability to test discrimination concems,

3 Modify the full funding limitation.

The computation of the full funding limitation now required under section 412(c)(7yinvolves
actuarial calculations using methods and assumptions not othcrwise necessary. In effect, a second
actuarial valuation is required for all defined benefit plans, purely to verify the full funding
limitation. The cost of such calculations, and the inability in many instances to adequately fund
benefits, jeopardizes the retirement income security of plan participants and the long-term viability
of the defined benefit plan. The full funding limitation should be returned to its pre-OBRA 1987
position.

4. Require the use of projected benefit calculations in measuring discrimination
under section 401(a)(4).

Since the introduction of discrimination rules under section 401(a)(4), the Intemal Revenue
Service has measured discrimination by comparing projected benefits available to employees under
defined contribution and defined benefit plans. During the last two years, the IRS has threatened
to change its approach to such testing, and to measure benefits accrued each year by highly and
non-highly compensated employees. That process would virtually eliminate the defined benefit plan,
since the accrual for older employees, by definition, must exceed the accrual for younger employees
in defined benefit plans in almost all cases. Section 401(a)(4) should be clarified to indicate that
the measure of discrimination is the projected benefit provided employees under a plan, not the
benefit accrued in the year tested.

5. Simplify the affiliated service group rules and the leased employee provisions
under section 414.

The affiliated service and leased employee rules under section 414 have proven a fertile
ground for confusion, in part because of the imprecise language of the statute and in part because
of the overbroad definitions contained in IRS proposed regulations. Those regulations, proposed

"‘some years ago and neither finalized or withdrawn, were an abuse of the discretion vested by
Congress in the IRS under section 414. The IRS now states that the proposed regulations were a
trial balloon, not intended to be applied, yet those regulations caused a major problem for certain
professional organizations in 1989 because the IRS would not respond to their concern as to the
IRS interpretation. -

The discretion vested in the Intemmal Revenue Service to draft regulations to prevent
avoidance of the statute should be rescinded, and specific rules should be set forth in the_law to
address whatever concerns remain with reference to the use of separate entities to avoid
discrimination requirements.

Administrative Changes
The manner in which a law is interpreted and administered is as important as the content
of the law, and in recent years the interpretation and administration of the pension laws, primarily
by the Intemal Revenue Service, has compounded the confusion and complexity now destroying the
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private pension system. In many instances, the Internal Revenue Service has not only contributed
to the problems of the private pension system, but has actually caused them.

Consider the following examples:

1. Regulation delays.

Despite a Congressional mandate to issue final regulations with reference to certain pension
provisions of the Tax Reform Act by February 1988, the IRS not only failed to provide such
guidance in the time provided, but in certain areas has yet to provide needed information to the
industry. The private pension system is now operating under a law which has not yet been fully
explained, with promises from the IRS that the explanations already provided are being rethought.
Many plans are already well into their second year under a law which is not yet understood, and
many plan participants remain unsure as to their benefits.

The regulation delays are.in part the result of the complex nature of the law, but are, in
our opinion, more the result of the refusal of those writing the regulations to deal with the issues
in a responsible manner. The attempt to prevent any possible perceived abuse, whether or not there
is evidence that such abuses exist, has led to a virtual paralysis in the regulatory process. When
regulations are finally issued, they are so complicated and confusing that they are literally
meaningless. The 401(a)(26) regulations, the 401(1) regulations, and it would appear, the as yet
unissued 401(a)(4) regulations, are all examples of the problem created by the overprotective
approach to the regulation process.

2 The nondeduction penalty.

The Tax Reform Act of 1986 imposes a penalty on employers who contribute amounts to
plans which are not deductible. The legislation was- passed in 1986 and first applied to .
contributions made in 1987. There was a great deal of confusion after the 1986 law was passed
as to the amounts which could be deducted for contributions to qualified plans, and that confusion
was compounded by the changes in funding limits imposed by the 1987 Omnibus Budget
Reconciliation Act. That confusion was further compounded by quarterly contribution requirements
which were added at the same time.

The Internal Revenue Service was aware that many employers were confused and
contributions were made in 1987, 1988, and 1989 which could not be deducted in the year made.
These contributions were made in good faith, and, in fact, in the legislation Congress permitted a
withdrawal within a certain period of time to avoid the application of the otherwise applicable
penalty. However, almost as soon as the problem developed, the Intemal Revenue Service began
advising employers that a withdrawal of a nondeductible amount could disqualify the plan. Effonts
to encourage the Intemal Revenue Service to develop a procedure to deal with such withdrawals,
although commenced immediately after the law was passed, did not bear fruit until mid-1989 with
the issuance of a Revenue Procedure. The procedure established required an employer to spend
almost $1,000 in actuarial and user fees to obtain a ruling from the Intenal Revenue Service that
a conmribution was not deductible. That procedure was issued more than two years after the IRS
became aware of the problem, and at a time and in a manner which made it unavailahle to
employers who made nondeductible contributions in 1987 or 1988 if they filed their tax returns
on time.

Now, the Internal Revenue Service has announced that it is reconsidering the procedure
because it has not worked, and it has indicated it may adopt a method recommended by ASPA
more than a year ago involving actuarial certifications. The extraordinary delay, the development
of a procedure which was structured to discourage its use, and the belated recognition of the
problem it created is a classic example of the problems created by the IRS for the private pension
system.

3. Improper procedures.

In the last few years, the Intemnal Revenue Service has followed procedures which we
consider improper in its administration of the pension law. We have already discussed the proposed
regulations under section 414 relating to affiliated service groups and leased employees and the
difficulties presented to certain employers by those regulations. In fact, those regulations apparently

were proposed, even though the IRS had no intention of finalizing the rules in that fashion, purely
in the form of a trial balloon. Those regulations defined management services so broadly that
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virually all service providers fell under the definition, and they extended the concept of leased
ernployee to include many professionals who are clearly independent contractors.

In 1989, the IRS issued a notice establishing an effective date for new limitations on
benefits provided under a defined benefit plan, even though the law and prior pronouncements by
the IRS required that the limitations would not be effective until regulations were issued. No
reason was given for the violation of law here involved.

In 1987, Congress imposed a new series of rules for the determination of the full funding
limitation under defined benefit plans. Congress directed the IRS to issue regulations with reference
to the rules by August 1988 and to provide Congress by that date with the results of a study as
to the effect of the limitation. IRS neither issued the regulations (they remain unissued at this
writing® nor conducted the study.

Many actuaries expressed concem that the limitation would adversely affect the security of
benefits provided under defined benefit plans. ASPA formed a task force specifically to provide
information and recommendations with reference to the regulations to IRS representatives. Our task
force proposed a method of determining liabilities which we felt would go a long way toward
protecting benefits for participants in defined benefit plans. Representatives of the IRS repeatedly
stated over a two-year period that the rules, when finally published, would not permit the approach
suggested by ASPA.

Then, in 1990, IRS issued Notice 90-11, which did incorporate the ASPA suggestion, but
for reasons not explained permitted its use only for 1988 and 1989 plan years. Again, the guidance
was not issued in the form of regulations, as mandated by Congress, but in the form of a notice.

~ Again, the guidance was issued well after the date Congress set. And the guidance, issued almost
one and one-half years after it was supposed to be issued, permits the calculation of liabilities in
a way the IRS insisted would not be available. This, of course, requires the recalculation of
funding liabilities for years already completed, at additional expense to the plan sponsor, if the
additional protection accorded by the notice is to be used.

There are many other examples of mtcrpretanons given by the Internal Revenue Service in
a manner most devastating to the private pension system. The regulations which have been issued
under section 401(k) have been modified and may soon be modified again because of too harsh
initial interpretations of the rules. The regulations issued under section 401(a)(26) and 401(1) have
been modified and will soon be modified again. Regulations issued in proposed form are applied
as if they were final and, in what ASPA considers one of the most egregious abuses of power by
an administrative agency, the IRS has launched an abusive attack against the small plan segment
of the private pension system.

4. The small plan audit program.

In 1989, the Internal Revenue Service launched a purely revenue driven campaign to
disallow deductions taken for contributions to small defined benefit pension plans in 1986 and 1987.
The IRS first estimated the revenue which would be obtained through the program, and then
apparently designed the program to assure the generation of the projected revenues. The program
requires the agent conducting an audit of a small defined benefit plan to deny the small plan
sponsor the opportumty to demonstrate compliance with the requirements of the law, forcing the
plan sponsor to expensive appellate procedures and possible litigation.

The law provides that contributions to a defined benefit plan must be determined based on
actuarial a.ssumpnons which are reasonable based on facts and circumstances. The IRS, ignoring
the statutory provmon, has directed its field personnel to disallow deductions if certain
predetermined assumpuons were not used. Through ASPA’s efforts, certain information with
reference to the campaign was made public, and the IRS modified its audit position slightly.
However, the effect of the modification is primarily cosmetic, ard still precludes an agent auditing
a small plan from exercising his or her own judgment.

The audit program is, in ASPA’s opinion, a reprehensible exercise of power by the IRS.
The program taggets only one segment of the private pension system, the small plan. The program
targets that segment because it is least able to defend itself, both because of the costs of such
defense and the time involved. The development of an audit program purely as a revenue
generating measure, the determination to ignore the law in the audit process to generate the



-

59

anticipated revenue, and the failure to adequately modify the instructions to the field auditors even
after the program was revealed, provide significant evidence of the need for oversight with reference
to IRS administration of the pension law.

5. Model amendments and compliance.

Because the IRS did not provide the needed guidance to permit employers to comply with
the changes made by the Tax Reform Act of 1986 in time, the IRS published model-amendments
and permitted plan sponsors to freeze benefit accruals until the guidance was provided. The first
notice was published in December 1988, less than a month before the new law became effective,
and required employers to operate plans as if they were in compliance even though plan language
did not conform. Apparently, at the time the notice was issued, the IRS expected to provide
guidance some time in 1989 because the original amendments expired at the end of the 1989 plan
year.

Because guidance was not forthcoming, in November 1989, IRS issued a second notice
extending until the end of the 1991 plan year the date by which plan documents must be brought
into compliance with the 1986 law changes and imposing a series of conditions on employers
electing to continue the freeze on accruals. Those conditions include, in some instances, an
inability to deduct contributions which must be made to satisfy funding rules, with the resulting
penalty for making nondeductible contributions imposed on the sponsor.

As a consequence of the delays, all the result of IRS failure to provide the necessary
guidance, many employees participating in pension plans do not know the benefits to which they
are entitled. Many plan sponsors have no way of determining the costs of the benefits they are
providing. Most advisors to participants and plan sponsors are unable to provide coherent advice
to their clients.

It seems strange that IRS can find the time and resources to launch a massive audit
campaign against small defined benefit pension plans, but can not find the time and resources to
develop the guidance necessary to permit employees and plan sponsors to know the benefits the are
providing.

Administrative Simplification

-~ Because the administration of the pension law is as important to the simplification process
as the language in the statute, ASPA recommends the following procedures be adopted to better
control the administrative process:

1. Delay the effective date of the law,

The effective date of pension legislation should be delayed until plan years beginning at
least eleven months after the final regulations are issued. This will prevent the confusion and
uncertainty which results when IRS is unable to complete regulations before the law is effective,
and it will allow plan sponsors to know the rules which apply before they are effective. This will
encourage new plan formation and benefit improvements during the period prior to the effective
date of the law change by eliminating the fear that a new rule with retroactive effect will be
radically difference than anticipated.

2. Develop pension legislation independently from other law.

Pension legislation must be developed on its own merits, and only after hearings are
conducted and the public is given the opportunity to be heard. The piecemeal approach followed
in recent years is automatically destructive since it develops neither consistent nor intelligible rules.
The private pension system is becoming the most important element in the retirement income
security of our populace, and modifications to that system must be given the attention so important
a system deserves. .

- Pension legislation must not be lost in larger tax bills nor slipped into unrelated legislation.
ASPA recommends that Congress specifically direct that pension legislation be proposed only afier
appropriate hearings have been conducted and full consideration has been given to the effect of the
legislation.
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3. Conduct frequent oversight hearings.

ASPA strongly recommends that frequent oversight hearings be conducted with reference
to the administration of the pension law by the agencxes charged with that responsibility.
Congressional oversight will cause the administrative agencies to listen to the concems of the
private pension system and encourage intelligent and supportive responses. Congressional oversight
will permit the early recognition of serious problems and assist in preventing such problems from
becoming major roadblocks to the stwrengthening and growth of the private pension system. We
recommend that such hearings be held at least twice a year.

CONCLUSION

In any attempt to develop a blueprint for simplicity in the rules goveming qualified pension
plans, the process must involve not only the repeal of too complex or overly broad legislation and
its replacement by sunplcr and less a.ll-cncompassmg rules, but also the exercise of a gmater degree
of control over the agencies administering the pension law.
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EXECUTIVE SUMMARY

There is no national policy on retirement income, even though it affects vir-
tually all Americans and has great impact on the economy and the social stability
of the nation.

Such a policy is urgently needed.

There are three challenges:

1. Achieve a consensus on the best policy in light of the many complexities
and diverse factors involved.

2. Convince Congress of the necessity for such a policy and that it must make
no more changes without having such a policy to follow.

3. Educate and persuade the public on the mutual advantages of this policy
to all segments.

The goal of the National Retirement Income Policy should be: Income from
all sources throughout retirement that provides the same standard of living as
that enjoyed in the later years of full-time employment.

This requires a four-legged retirement structure:

1. Social Security.

2. Voluntary employer-sponsored retirement plans that are virtually universal,
with incentives for small employers.

3. Personal savings (including use of home equity as a form of savings).

4. Availability of gradual retirement.
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MEMORANDUM
TO: " ALL RETIREMENT BENEFIT PROFESSIONALS
FROM: AMERICAN SOCIETY OF PENSION ACTUARIES
DATE: FEBRUARY 1, 1989
RE: A NATIONAL POLICY ON RETIREMENT INCOME

Practitioners in all aspects of retirement benefits share an awareness of the need
for a single, cohesive national policy on retirement income. As legislation af-
fecting retirement benefits becomes increasingly complex and seemingly irra-
tional, our awareness of this need becomes increasingly acute.

We all share, as well, a consternation that the people making the laws do not
always appear to see this need. Or, even worse, it appears at times they pretend
that we do have a policy and that the morass of recent legislation reflects it.

What follows is PART 1 of a series of proposals. It presents an overview of a
possible policy. It will be followed shortly by several other parts, to focus on
the details.

In PART 1, we state that “‘the first challenge is to develop a statement of national
retirement income nolicy and obtain a broad consensus of agreement on its
appropriateness.”’

Then, we state that “the next challenge is to convince our legislators and public
servants of its importance.”
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MEETING THE FIRST CHAiLENGE: DEVELOPING A CONSENSUS
We must unify ourselves and those we serve regaiding a national policy.

A considerable portion of this task will be educational. For example, we must
address soberly and unemotionally the conventional wisdom among employers
that full immediate vesting and cost of living indexation will increase costs pro-
hibitively. We must measure the costs objectively and then determine whether
they are prohibitive.

It is particularly important that the business oriented groups, consumer oriented
groups, women'’s groups, and retired pensioner groups find a common ground.
ASPA is proposing a policy. But adoption of ASPA's proposals doesn’t come close
to being the most important goal.

THE REALLY IMPORTANT GOAL IS A POLICY WHICH ENJOYS
A BROAD CONSENSUS OF SUPPORT.

We offer ASPA’s proposals as a first step.



65

MEETING THE SECOND CHALLENGE: CONVINCING CONGRESS
OF ITS IMPORTANCE

Once we have a consensus, we must convince our elected legislators they can- -
not afford to ignore us.

We propose an important interim step in this second challenge. We propose that:

. -

THERE SHOULD BE AN IMPACT STATEMENT REQUIREMENT
ASSOCIATED WITH EVERY LEGISLATIVE PROPOSAL
AFFECTING RETIREMENT INCOME.

This impact statement should undergo the same lawmaking scrutiny as every
other aspect of the bill to which it is attached. It should be part of every
introduced bill. It should be discussed in hearings. It should be addressed at
markup time. And it should be fully subjected to the checks and balances of
a bicameral legislative body.

But on a long term basis, we must be much more ambitious. We must reach
out to the rank and file. We must sell the workers, the voters, on the impor-
tance of our policy.

Congress is not easily swayed by entrepreneurs. Congress is not easily swayed
by the retirement plan industry. But Congress listens ever so closely to the voters.
The fact of life, the essence of democracy, is also our biggest challenge.

WE MUST SELL RANK AND FILE AMERICA
ON THE IMPORTANCE OF OUR MISSION.

We would do well to treat this as a challenge to be attacked with the same
resources and the same vigor that Madison Avenue brings to its public infor-
mation assignments. We'll need to utilize all the media available to the modern
communicator.

The job will require tremendous effort and a tremendous expenditure. It will
be a selling job of the first magnitude. But the stakes are worth the effort.

First things first. Before we talk about large amounts for advertising, we must
reach agreement on a policy. In the months to come, the American Society
of Pension Actuaries will be reaching out to other professionals to offer — and
to seek — help in accomplishing this important goal. We hope you will welcome
our overtures as we shall welcome yours.

If we unify, we can achieve our goal. The issues are too critical for us to do
anything but.
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A NATIONAL POLICY ON RETIREMENT INCOME
PART 1: OVERVIEW

This is the first in a series of position papers by the American Society of Pension
Actuaries (ASPA). This paper discusses the need for a national retirement in-
come policy and outlines a proposed basic framework. Later papers will add
detail to various portions of that framework.



THE NEED

ASPA believes it is time to acknowledge that our nation has been making deci-
sions affecting retirement income without benefit of a consensus on policy.
Indeed, acknowledgement is way overdue.

We seek an integrated, cohesive policy setting forth our nation’s goals on retire-
ment income for our citizens, and stating how we expect to achieve those goals.
The longer we wait to define these goals, the more difficult (and painful) it will

be to achieve them. T )

It is not acceptable to say, simply, that our nation should constantly strive to
do more for its retired citizens. As with any society, we have limited resources.
We must acknowledge that more resources spent on one need will inevitably
mean fewer spent on another. As with any society, we must intelligently ration
our resources.

This basic concept is made more critical by our rapidly changing demographic
profile. In just a few decades, our birth rates have fallen dramatically. They have
declined from levels sufficient to support continued population growth to levels
not even sufficient to maintain current size. The inevitable impact of this change
is an aging society. This process is already far advanced and its consequences
abundantly evident. Experts predict that this trend will continue. They predict
that in 30 years the average age of the U.S. population will increase by 24%.

The bottom line is clear: we can no longer be casual in our policymaking on
retirement income. In earlier days, when we perceived needs among our retired
retirement that the funding to implement these actions could occur gradually
— and painlessly.

This comfortable posture is being changed rapidly. Today, when we perceive
needs, we can still take action. But funding is no longer painless. A large percen-
tage of our population is closing in too rapidly on retirement. Our nation is
approaching the day when making decisions and implementing them through
gradual funding will be nothing more than a historical memory.

If we reach that day without having implemented a cohesive policy, the results
will spell disaster for our older citizens. The younger ones will be asked to make
the sacrifices which should have ‘been spread evenly over many generations.
They may refuse. The ultimate protective net of prior days, the extended famtly,
will noTonger exist. It has already disappeared. At least figuratively, we could
end up placing our older citizens on ice flows, casting them off to die quietly
and’ unobtrusively.

Do we not have a policy already? Yes, we have one, of sorts. But it is framed
in broad generalities — so broad that virtually any legislative or regulatory action
can be claimed to fit within it. And in many cases, even the broad generalities
are ignored.
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The current scene is pock marked with two types of legislation. Although at
opposite extremes, they are equally destructive to coherent retirement income
planning. .

At one extreme,

WE HAVE BEEN ROCKED WITH LAWS AFFECTING
RETIREMENT INCOME WHICH DO NOT EVEN PRETEND
TO FIT INTO A LONG TERM POLICY.

These ar: the laws enacted solely to help control the federal deficit. The objec-
tive is to increase taxes without admitting it. Laws affecting future retirement
income have proven to be easy, if irresponsible, ways to accomplish this,

At the other extreme, are laws aimed at buying the votes of rank and file America.
These are the “get tough” laws. They tighten anti discrimination rules. They
mandate benefit and vesting levels. They restrict the extent to which all sources
of retirement income can be integrated to form a rational whole.

Some laws in this second category may be highly desirable. But many are
counterproductive. The counterproductive ones share the same flaw. They were
formulated without asking the crucial question: how does this proposal serve
our long term national policy? They were formulated with the assumption that
the only goal to be considered is doing more for rank and file workers. They
ignore the limited nature of our resources.

We believe:

THE FIRST CHALLENGE IS TO DEVELOP A STATEMENT OF
NATIONAL RETIREMENT INCOME POLICY AND OBTAIN
A BROAD CONSENSUS OF AGREEMENT ON ITS APPROPRIATENESS.

THE NEXT CHALLENGE IS TO CONVINCE OUR LEGISLATORS
AND PUBLIC SERVANTS OF ITS IMPORTANCE.
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THE TOTAL RETIREMENT INCOME GOAL

Probably the element on which a consensus will be easiest is the one describ-
ing our goals for total retirement income. We doubt there will be much disagree-
ment over this:

INCOME FROM ALL SOURCES THROUGHOUT RETIREMENT
SHOULD PROVIDE THE SAME STANDARD OF LIVING AS THAT
ENJOYED IN THE LATER YEARS OF FULL TIME EMPLOYMENT.

We choose our words carefully:

* Medical needs, including long term care, could require greater income just
to maintain an earlier standard. These medical needs must be considered
in setting any National Retirement Income Policy.

« A reference to income throughout retirement is quite different from a reference
to income immediately after cessation of full time employment. Inflation must
be accepted as a fact of life.

¢ “The same’” means “‘not better than” as well as “‘not worse than.’ There is
poverty in our society which demands attention long before an individual
reaches retirement age. Orderly solutions will not be fostered by the posi-
tion that the disadvantaged person should receive more after retirement than
before. Here, the fix should be aimed at the problem: inadequate education
and training, leading to lost employment opportunities.

o The standard enjoyed in the later years of full time employment is likely to
exceed that of earlier years, when child rearing sacrifices were being made.
We do not believe an individual should be asked to step backwards, to the
standards of those earlier years.

¢ Finally, we define full time employment to include unpaid child care, in those
households which have_elected to follow the more traditional single wage
earner model. Where this traditional model has existed and is broken by death
or divorce, survivors’ shares should not depend on who was the wage earner
and who was the child care provider. The thrust here is equity between the
parties, not the doubling of their aggregate benefits.

In a separate paper, we shall explore the question of replacement ratios necessary
to achieve this overall retirement income objective. In others, we shall discuss
the potential mix of devices (such as social security, private plans, and personal
savings) to produce these ratios.
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MEETING THE GOAL

Much has been said of the three legged stool as a fundamental basis of our
nation’s retirement income policy. The three legs are social security, voluntary
employer sponsored retirement plans, and personal savings. We embrace the
concept of these three legs working together. However, we would add a fourth
leg.
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THE FOURTH LEG: AN END TO CLIFF RETIREMENT

With some trepidation, we refer to this fourth leg as /part time work after com-
mencement of retirement.” Our trepidation stems from our concern lest we be
cast as ogres, advocating forced employment until death. We mean no such
thing.

We address the question of work following retirement from the viewpoint of
years spent observing the traditional approach. Traditionally, one works full time
until retirement date, and then stops working. We call this cliff retirement. It
would be difficult to overemphasize the emotional trauma wrought by this tradi-
tional approach.

CLIFF RETIREMENT CAN BE MENTALLY UNHEALTHY.

From the standpoint of health and well being, we believe gradual retirement
is far better. Gradual retirement means cessation of full time employment fol-
lowed by gradually reducing amounts of part time work.

Gradual retirement has other merits for today’s society:

we see' a dec’hhe in
eling. In thei place, we

continue on, past traditionally
ere wisdom and experience are
needs this wisdom and experience.

* As we move from a smokestack to a'servi
those jobs which are both boring and*ﬁhv
see jobs where the worker i 45 able

normal retirement ages. We
s&t&y which

positive attributes. We see a
From the standpoint of human resource management, continued work by
older employees is changing from a negative to a positive.

¢ As longevity and productivity continue: to increase, we face both the ability
and the desire to increase the portion of our lives spent in leisure activities.
One approach would be to keep the years spent in full time employment
unchanged, and lengthen the time spent in retirement.

But the extent to which our leisure is enforced leisure — enforced by physical
deterioration — is diminishing. - ¢

So, we are experiencing increasing opportunity for Ielsure, and increasing
control over when it is spent. N

Solid work for the first part of an adult lifetime followed by uninterrypted
leisure for the remaining part is no longer the only possible model. As options
become available, many of our citizens will find them more attractive. It
will seem increasingly rational to intersperse work and play throughout the
entire adult lifetime,
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e Whether the stool has three legs or four, one of them is voluntary personal
savings. But there will always be those among us who, although able, do
not save in advance. With some, this will involve a rational, conscious deci-
sion. With others, it will simply reflect improvidence. Either way, the individual
needs an optional plan. Work after retirement date facilitates this optional
plan.

In a separate paper, we shall.develop details of possible models for gradual retire-
ment, and a rationale for offering work after retirement as a tradeoff for per-
sonal savings. We shall also make suggestions on steps to make part time work
more readily available and more attractive to both workers and employers.
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THE FIRST LEG: SOCIAL SECURITY

In a paper on Social Security, we shall develop detailed proposals for a drastic
but very gradual reshaping of the program.

We shall be suggesting a transition, to occur over a 50 year period. Thence,

UNDER OUR PROPOSALS, THE ENTIRE FOCUS
WILL BE CN THE PROVISION CF A SAFETY NET
DESIGNED TO PROTECT ALL OLDER CITIZENS FROM POVERTY.

We believe benefits should be unrelated to wages. In fact, a wage history should
not be a condition for benefit receipt.

In general, the ultimate arrangement would reflect a significant diminution in
the social security progtam. But this diminution would affect only those workers
with incomes comfortably above the poverty threshold. As at present, the pro-
gram would avoid needs tests, with their demeaning implications. Yet, by its
very structure, the program would be far more effective than the current arrange-
ment in funneling benefits where they are most needed.

Viewed in combination with our other recommendations, our proposals on
social security represent a significant change in approach to funding. Over a
very long period, this change will substitute advance funding for non funded
benefits. One consequence may be an increase in the formation of investment
capital. .

The current social security tax scheme is highly regressive. The tax, as a percent-
age of total wages, goes down as wages go up.

OUR PROPOSALS WILL ELIMINATE THIS HIGHLY
UNFAIR REGRESSIVE TAX.

By decoupling benefits from earnings histories,

OUR PROPOSALS WILL ELIMINATE TWO SERIOUS SOURCES OF
INEQUITY WHICH CURRENTLY FALL MOST HEAVILY ON WOMEN.

First is a relationship between taxes and benefits which is less attractive for two
wage earner couples than where there is only one breadwinner. Second is the
unfair impact of divorce on a non wage earning homemaker.

Our proposals will provide for benefits whether or not the individual_works
after retirement. This will give meaning to our™proposals on part time
employment. -~
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By incorporating a very long transition period, our proposals will not be viewed
as a threat to current generations of older workers.

Because they would scale back taxes, we believe our proposals will be welcomed
by younger Americans. These younger Americans are becoming skeptical, in
the extreme, over the continued viability of the existing arrangement.

Indeed, we shall make it clear that no generation will be asked to sacrifice,
as the program is shifted to a more rational basis,
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THE SECOND LEG: PERSONAL SAVINGS -

It has become conventional wisdom that saving for retirement is almost impossi-
ble, in the face of the current demands of modern life. The facts speak differently.
Indeed, many segments of our nation’s most recent generations of retirees are
enjoying unexpectedly comfortable life-styles. And the most decisive factor is
personal savings.

But these generations were the beneficiaries of certain economic accidents of
good fortune which may not be repeated for future retirees. In fact, statistics
already point to declines in savings, in recent years, and the rate of decline
appears to be steepening.

America’s citizens are not, by and large, improvident spend-thrifts. Now, we
must find ways to encouarge and utilize personal savings under all different
economic and demographic circumstances.

We see three different levels of savings.

The first should be defined in terms of equivalency to a specified amount of
post retirement wage income. This is the other side of the coin of personal choice
already mentioned: you can save now or work later.

To help encourage saving now, we believe:

EVERY WORKER SHOULD BE GIVEN ACCESS TO A TAX
SHELTERED VEHICLE FOR PERSONAL SAVINGS.

The structure, today, is a hodgepodge. It includes IRAs, tax sheltered annuities,
401(k) plans and personal Keogh plans. At present, some workers have access
to many of these. Some are prohibited from making deductible contributions
to any of them. In a paper on tax incented personal savings, we shall recom-
mend a rational replacement for the current morass.

In a separate paper, we shall offer a possible basis for defining the degree of
self sufficiency expected of each citizen. This will be defined in terms of sav-
ings before retirement or wage earning thereafter.

The second level of savings is one we believe should be expected only of per-
sons of middle class stature or higher, At this stature,

HOME EQUITY OR ITS EQUIVALENT SHOULD BE VIEWED
AS AN IMPORTANT SOURCE OF RETIREMENT INCOME.

Currently, it is not as easy as it should be to unlock this source. Many citizens
have been trapped into frugality, in their final years, only to die leaving substantial
home equity behind.
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We shall be making proposals to mitigate this problem. One will bear the
acronym HERO: Home Equity Roll Over. Working much like a rollover IRA,
it would permit a tax sheltered conversion of home equity into a retirement
spending account. Another would make the concept of a reverse annuity mean-
ingful. Under this concept, retired individuals could remain in their homes and
at the same time use their equity to meet current expenses. These proposals
will be set forth in a paper on unlocking home equiiy.

The final level of savings reflects the inevitable differences among us. Some
of us have greater retirement income needs than others. An example would be
the cost of college education, where the worker formed a family late in his career.
These individually different needs will also be well served by our proposals
for tax sheltered savings.
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THE THIRD LEG: VOLUNTARY EMPLOYER RETIREMENT PLANS

In a separate paper, we shall define the total retirement income goal. In other
papers, we shall define the roles of part time work, social security, and per-
sonal savings in meeting this objective. We propose that voluntary employer
retirement plans will constitute the balancing item. They will tie the whole to
the sum of its parts.

When we talk about voluntary plans, we mean employer sponsored plans
(whether or not collectively bargained) and jointly sponsored labor manage-
ment plans. We do not mean employer financed plans which exist because of
a mandatory pension law.

Voluntary plans have made great strides in recent history. Since the middle of
this century, coverage percentages among U.S. workers has increased from less
than 25% to roughly 50%.

But we must do more.

If the voluntary approach is to be viable,

VOLUNTARY PLANS WILL NEED TO BE VIRTUALLY UNIVERSAL.

This will require incentives stronger than those available today. It will require
a more intelligent and rational approach to benefit standards and anti discrimina-
tion rules. And, it will require a regulatory climate which offers stability and
freedom from political gamesmanship.

Satisfaction of these requirements will involve new approaches to:

® Vesting,

¢ Portability,

Inflation protection,

* Protection for non working or lower earning spouses,
¢ Special incentives for smaller employers,

¢ Funding, and

¢ Plan termination insurance.

We shall treat these issues in separate papers.
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We shall be devoting special attention to incentives. We believe:

“THERE SHOULD BE SPECIAL INCENTIVES FOR SMALL EMPLOYERS.

Firms with fewer than 20 employees are generating more than 90% of the net
new jobs created in this country. Unfortunately, these same firms account for
a large portion of the jobs not yet protected by employer sponsored retirement
plans.

Too much legislation in the past has.involved provisions which served as
disincentives to plan formation among these smaller employers. High on the
list are complex rules which serve to increase administrative and actuarial costs.
With elimination of these disincentives, a great deal will be possible without
overemphazing tax favors for highly compensated employees.

We have emphasized the word “voluntary.” We believe the diverse needs of
various worker groups in various parts of our nation will be best served by strong-
ly incented voluntary programs. And, we are impressed by the lack of success
of mandatory arrangements, wherever they have been tried.

We must not give up on the voluntary approach. it must be giver a fair chance.
The endless stream of legislation in the years since 1981 has impeded oppor-
tunities for voluntary growth. We must clear away the impediments and restore
incentives. Once this is done, once a fair chance for growth has been restored
and given a reasonable period to work, we must rationally evaluate progress.
We believe this rational review will lead to a conclusion that the voluntary
approach does work.
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PREPARED STATEMENT OF HOWARD J. GOLDEN

Mr. Chairman and members of the Subcommittee. My name is Howard J. Golden.
I am a partner of Kwasha Lipton, an employee benefits consulting firm headquar-
tered in Fort Lee, New Jersey. I also serve as chairman of the Retirement Savings
Committee of the Association of Private Pension and Welfare Plans (APPWP) on
whose behalf 1 appear today. The APPWP is a national trade association whose
members include not only employers of all sizes who sponsor employee benefit plans
for their employees, but also the leading support organizations for benefit plans
such as banks, insurers, accounting, investment, actuarial and benefit consulting
firms. Together, our members speak for employee benefit programs covering more
than 100 million Americans.

We applaud you, Mr. Chairman, for holding these hearings to investigate the
state of the nation’s private retirement system and to determine whether there is a
need for simplification of the laws and regulaticns governing this system. It is not
overstating the case to tell you today that the retirement security of literally mil-
lions of America’s current and future elderly depends on the Congress uncovering
how the regulation of the nation’s private pension system has gone awry and taking
immediate steps to simplify it. By doing so0, the impediments to maintaining quali-
. fied retirement plans created by needless complexity ¢an be reduced and employers,
who are frustrated and dispirited by rule changes which raise administrative costs,
can be encouraged to continue to provide retirement income to their employees.

A MAGNIFICENT PENSION SYSTEM IN PERIL

The nation’s pension system is a paradox. On one hand, it is a model of success
thanks, in great measure, to tax incentives that Congress has wisely encouraged
over many decades. On the other hand, the very survival of that system is threat-
ened as never before. First, the good news.

Today, some 45 million Americans are covered by the private pension system and
employers account for roughly 87 percent of the contributions to retirement plans.
According to the U.S. Department of Labor Statistics, the private pension system
has grown from $17 billion in assets in 1950 to $1.7 trillion today.

Moreover, the private pension system stands out as perhaps the only bright light
in an otherwise dismal record of national savinge. In 1986, pension and profit-shar-
ing plan contributions accounted for roughly 51 percent of new savings. According to
a study submitted by David Wise to the National Bureau of Economic Research, em-
ployees would have to save an average of 3 to 7 percent of their wages to make up
for what employers put aside for them.

The best news, however, is that the private retirement system is one of the best
bargains for retirees and for the Federal Treasury. Although the Federal revenue
expenditure for private pensions is estimated at l3'47.4 billion in Fiscal Year 1990,
the benefits paid to retirees by employer plans in 1988 (the most recent year for
which data is available from the National Income Accounts of the U.S. Commerce
Department) is approximately $200 billion. Benefits paid are 4.6 times the foregone
Federal tax collected! And of course pension contributions are not tax excluded but,
rather, tax deferred until benefits are paid. .

While the good news is very good, the bad news is very bad. For those fortunate
enough to participate in the system, employer plans are generous and fair. But em-
ployers—in truly alarming numbers are finding that it has become too costly, too
cumbersome and too-enerous to continue sponsoring retirement plans.

Data reported by the Internal Revenue Service for 1989 tells the story in graphic
terms. Last year there were three times as many terminations of defined benefit
pension plans—plans which are the bedrock of the American pension system—as
there were new plan creations. That is even worse than in 1976 when the full
impact of the Employee Retirement Income Security Act (ERISA) was felt and ter-
minations doubled new plan establishments. (See Appendix A)

Regrettably, we can not even take comfort in the belief that the bad news last
year was due solely to provisions of the 1986 Tax Reform Act (TRA) which required
the termination of many plans in 1989. The really alarming news last year was that
while terminations of existing plans rose by 37 percent, new plan creations plunged
by 67 percent. American businesses are dissatisfied with the system and are cancel-
ing plans. And newer companies are concerned with the confusion, cost and com-
plexity of the system and they are avoiding the formation of new plans which are
essential if we are provide tomorrow's retirees with more than just a Social Security
check to meet their income security needs.
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THE CAUSES OF PENSION GRIDLOCK

What has caused all this complexity? Several factors. In great measure it has

_been the unrelenting legislation and regulation in the pension arena. Congress has

significantly revised the rules governin% the benefits system in 1980, 1981, 1982,
1984, twice in 1985, twice in 1986, 1987, 1988 and 1989. ..

Since 1986 alone, over 300 typewritten pages of proposed employee benefits regu-
lations have been published by the Treasury Department. And that is the good
news. What has really frustrated employers and employee benefits professionals is
that the regulatory agencies are nowhere near completion of the issuance of regula-
tions. For most employee benefits l:provisiom; of the 1986 Tax Reform Act, the Treas-
ury Department was given until February 1, 1988 to issue final regulations so that
plan changes could be made in 1989. Many of these regulations are not even yet
published in proposed form. Employers are l‘;eing forced to comply with many provi-
t,ssions of law with little or no guidance from the regulatory agencies. (See Appendix

)

What has caused this flood of legislation and regulation? Unquestionably, a desire
to raise revenue is partially to blame. Fully 15 percent of the $280 billion in tax
increases levied by the Tax Reform Act came from pension and other benefits
changes. For too long pensir law has been governed by revenue considerations,
rather than retirement policy. But that is not the whole answer. Revenue alone does
not explain why one third of the TRA’s volume involved employee benefits provi-
sions.

The reason for complexity, we believe, lies also to a great extent in two erroneous
beliefs held by many lawmakers and regulators. The first is something we call “evil
plan myopia.” In short, it is the myopic view of many policymakers who believe that
employers are intent upon cheating their employees out of a fair share of benefits
and, therefore, the rules governing plans must take into account every theoretical
kind of alleged abuse imaginable. Instead of focusing on actual abusive situations,
form is elevated above substance. The result is that the vast majority of employers
are compelled to comply with complicated rules that have little bearing on their
practices.

The second erroneons belief is what we call “computer omnipotence.” This is the
equally unrealistic assumption that once employers are directed to make certain
changes to their plans, or to apply certain tests, all the employer needs to do is
press a button and magically compliance will be possible. Computer omnipotence to-
tally overlooks the reality of corporate recordkeeping. Companies typically have dif-
ferent payroll systems—especially where there are separate lines of business or fa-
cilities in different geographic areas. Much of the compliance rvquires obtaining in-
formation from employees and former employees who are often reluctant to disclose
this information. Even where accurate compliance is possible, the expense of engag-
ing lawyers, accountants, actuaries and consultants—to say nothing of inside per-
sonnel—to cope with continually changing laws and regulations is driving employ-
ers away from their {raditional support for the pensioh system.

More than a decade of legislation, delayed and voluminous regulations, a thirst
for revenue from the I’)rivate employee benefits system, “evil plan myopia” and
“computer omnipotence” have all combined to cause total pension gridlock. Pension
law—and along with it the future income security of America’s retirees—is in crisis.

ROAD TO SIMPLIFICATION

The APPWP does not wish to dwell simply on the complexity of the private retire: -
ment system. We want to tell you that what can be done to achieve simplification.
The APPWP’s Retirement Savings Committee and its Board of Directors spent
nearly a year developing a list of legislative changes that Congress could enact to
erase much of the complexi:fr oizat is due to duplicative, obsolete or simply unneces-
sary rules. Our report: “Gridlock: Pension Law in Crisis and The Road to Simplifica-
tion” published in September 1989 contains 29 specific recommendations that, if
adopted, would make the system simpler and more rational.

We_are heartened that since the publication of “Gridlock” other organizations
have endorsed the recommendations made in our report. Likewise, we are gratified
that many on Capitol Hill and in the Administration have recognized that simplifi-
cation of the Internal Revenue Code is a worthwhile goal. We commend Rep. Dan
Rostenkowski for stating that simplification will be a personal priority for him and
the Ways & Means Committee this year. We hope that proposals in the House of
Representatives will include a number of the simplification recommendations we
have made in the pension area.
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It is not possible to describe today all 29 recommendations we have made. A copy
of our “Gridlock” report has been sent to all members of the Senate Finance and
House of Representatives Ways and Means committees and we submit it to you
today for inclusion in the formal hearing record. I would just like to take this oppor-
tunity to list a few examples of egregious complexities in the pension system in
need of simplification: -

A. Excise Tax on Excess Distributions

A provision enacted by TRA, Section 4980A, imposes a 15 percent excise tax on
individuals to the extent that annual aggregate distributions from tax-favored ar-
rangements exceed the greater of $150,000 or $112,500, indexed.

This excise tax originally was intended during TRA to replace the complex com-
bined plans limitations of section 415(e) with a_simpler and more equitable scheme
for limiting retirement income. However, as finally enacted, the excise tax does not
replace the combined plans limitations but is applied in addition to them, and it is
neither simple nor equitable. We believe, therefore, that tax should be eliminated.

B. Minimum Participation Rules

The minimum participation rule, Section 401(aX26), was designed to prohibit dis-
crimination in favor of highly compensated employees and employees with signifi-
cant ownership interest in the employer. Its original focus was comparatively
narrow: it was aimed at the elimination of individual defined benefit plans, plans
which covered only the highest paid employee of the employer. However, the provi-
sion has grown a life of its own, and now appears so broad that nearly all plans will
be affected by it, and so complex that compliance necessitates review of a large
number of pages of regulations and expenditure of excessive amounts of time and
money.

The regulations will prohibit small employers from using a variety of comparable
plans to tailor their benefit packages to individual groups of employees. For many
plan sponsors these rules are equivalent to Section 89 in pension clothing. While we
understand that the Treasury and Internal Revenue Service are considering repro-
posing regulations under section 401(a)26) Congress needs to reconsider the policy
underlying the statute. -

C. 401(k) Average Deferral Percentage (ADP) Tests

As we all know, the contribution limits for 401(k) plans, the most popular saviggg
vehicle ever in a savings starved nation, were severely reduced by TRA from $30,
to $7,000. But the TRA, in the name of greater equity, also further tightened the
average deferral percentage test (“ADP”) permitted under the law. The ADP test
was originally designed to assure participation by nonhighly compensated empl:{-
ees (i.e. those who earn less than about $50,000 per year) by limiting 401(k) deferrals
by highly compensated employees to a ratio based on deferrals by the lower paid.
The rules for calculating, returning and taxing deferrals in excess of the ADP
limits are extremely complicated. In addition, the ADP tests include a multiple use
test which make 401(k) contributions subject to still other test limitations under sec-
tion 401(m) rules on lineal descendants, separate testing for ESOP portions of the
plan, and an “adjusted balance” provision for determining income on excess
amounts, all of which are examples of unnecessary complexity that far outweigh
any possible utility. - -
ile the ADP test may have made sense when the maximum 401(k) deferral was
$30,000, its impact on senior management under the reduced limitation is negligible.
Because of the interaction with the maximum limitation (once again, originally
$7,000) on 401(k) deferrals, the ADP test only serves to penalize the lower end of the
highly compensated groug. In a typical situation, if an emlployee earning $50,000
contributes $7,000 to a 401(k) plan, the individual’s deferral percentage will be 14
percent. If the firm president contributes $7,000 and earns $200,000 that person’s
deferral percentage is 3.50 percent. If the ADP tests are not met, the $50,000 em-
ployee’s deferral must be reduced first, because of that person’s higher deferral
ratio, even though that individual’s contribution was the same as the president’s.
To assure compliance with the ADP tests, many plan sponsors enact rules limit-
ing the amount that the highly-compensated can defer, unfairly penalizing the
lower end of the highly compensated group to the advantage of the most highly paid
employees. For example, if a company places a 3.5 percent ceiling on contributions
by the highly compensated, a president earning $200,000 could defer $7,000, but an
employee earnix}g $50,000 could defer only $1,750. Another employee earning
$49,000 could defer the full $7,000 simply because he or she is not deemed to be
“highly compensated.” Because of results like these, the incentives associated with
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having senior management'’s level of contribution dependent on the contributions of
lower paid individuals is dissipated.

It further frustrates private employers that the Federal Government recognizing
that the degree of equity obtained versus the complexity introduced by these re-
duced limited was out of balance sought and obtained an exemption to the ADP
tests In its own savings plan.

In sum, while the rules may have made some sense when the deferred limits ap-
lied to 401(k) <i)lans; were $30,000, they don’t make much sense when the maximum
imit is around $7,000. Given their complexity and the anomalous situation that

many highly paid executives can put more money into 401(k) plans than lower paid

executives, the additional costs associated with the tests are not warranted by any

corresponding increase in equity. This test is unfair, inequitable and discourages

ggxp]lpygrs ggm offering 401(k) savings plans to employees. These “ADP” rules must
eliminated.

D. Paperwork Burdens

The burdens of the-various reporting and disclosure re(fuirements that ERISA and
the Internal Revenue Code impose upon retirement plans cannot be overstated.
While many such requirements are valuable, and almost all are well-intentioned,
many of these requirements are costly and serve to confuse plan participants. Em-
gloyers are deluged with paperwork requirements which include Annual Reports,

ummary Annual Reports, Summary Plan Descriptions, Summary of Material
Modifications, IRS forms 5300, 5301, 5302 and so on, PBGC Form 1, etc. Following
1987 tax and accounting changes, employers who previously could meet ERISA re-
quirements by paying an actuary to do a single valuation, must do at least four
valuations.

Much of this required ggperwork is duplicative and unnecessary. The Summary
Annual Report, which is distributed for all ERISA plans to emglgyees, is a good ex-
ample. Employers are required tc use a format dictated by the Department of Labor
which is intended to insure uniformity and clarity. This requirement needs to be
eliminated. )

Reporting requirements, should be reviewed so that they only require disclosure
of information that is truly useful to either participants or the government. The
APPWP urges that aniy changes in required reports or forms only be made if the
changes are substantial and made at one time. pically, it costs more to reprogram-
computers, retrain employees and set up new filing systems than is saved by just
minor changes.

E. Rational Effective Dates :

As I described above, many employers and others who provide services to retire-
ment plans find that compliance with the law is made infinitely more difficult by
the enormous delay of the regulatory agencies in issuing regulations. Sometimes the
delay is caused by the regulators’ overly-complex evaluation of Congressional intent.
Other times, Congress, itself, has not given clear guidance or has sixendply legislated
so much that those who write the implementing rules are overwhelmed.

In either case, employers should not have to squander resources simply because
regulations are issued years late. Retirees should not suffer because employers are
forced to freeze benefit accruals due to a lack of guidance from the government.

We propose that, henceforth, Congress make clear whenever it is adopting new
benefits legislation, that the effective date of the changes made be delayed until
some reasonable period (perhaps eleven months as envisioned in TRA) after the is-
suance of final regulations. This period should give plan sponsors an adequate
period of time to make any necessary plan changes and communicate those changes
to plan participants. Congress must also step-up its oversight of the regulatory agen-
cies to ensure that they meet the deadlines set for them by law. .

On a very specific and immediate level, we urge Congress to adopt new effective
date relief for implementation of the vast changes made to the pension system
under the TRA. Attached to Appendix B, the aforementioned list of the status of
regulations to implement TRA's provisions, is a letter the APPWP sent to Secretary
of Treasury Nicholas Brady urging his assistance in granting whatever administra-
tive relief possible in the area of effective dates. (See Appendix C) We urge you.to
work with the Administration to achieve this goal which will benefit Congress, the
Administration and employees, retirees and sponsors of pension plans.

PENSION SIMPLIFICATION I8 COST-EFFECTIVE

We are mindful that two charges may be made by some against an effort to
achieve major simplification. The first, is that simplification, itself, may cause addi-
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tional administrative expense if it necessitates plan or operational changes. Of
course we oppose change for the sake of change. When the APPWP developed
“Gridlock” we considered and rejected a number of changes that, while furthering
simplification, might have caused additional administrative changes that were not
_worth the level of simplification achieved. The APPWP has taken great care to
ensure that the enactment of the changes meet the test of common sense practicali-
ty. These are changes that real corporate benefits managers will find helpful and
worthwhile.

Most of our recommendations involve specific elimination or modification of un-
necessary, obsolete or duplicative rules—or at least giving plan sponsors options
from which to choos¢. Hence, Congressional enactment of these recommendations
will for the most part not necessitate additional regulations nor plan or operational
changes by benefits managers.

The APPWP strongly believes that those who may contend that adopting simplifi-
cation recommendations will somehow cause more complexity and expense because
employers would then have to comply with new albeit simpler—rules, are applying
the same kind of tortured reasoning that regulators sometimes use in justifying
pages and pages of regulations on the basis of a few simple lines of statutory lan-
guage. Benefit managers who are on the front lines of administering plans are the
ones who developed these recommendations. Even where additional plan or oper-
ational changes might be necessary, they believe that the overall resulting sipaplifi-
cation and long-term cost savings will be well worth the immediate changes made.

The sécond concern that may be raised regarding pension simplification, is that
some important changes may result in lost Federal revenues. In the current budget
deficit climate, it is vital to squarely address this matter. It is ironic that so much
pension complexity has been championed over the years in the name of achieving
equity—while the sponsors of pension plans have long suspected that raising reve-
nue was often the real culprit. Now that virtually everyone acknowledges that the -
pension system is a complex mess, revenue loss is mentioned as an obstacle to
making changes that are essential to simplifying the system so that its benefits can
more equitably be enjoyed by more Americans.

In calling for pension simplification, the APPWP is not urging new revenue ex-
penditures. Congress has already wisely concluded that certain revenue expendi-
tures are appropriate to encourage the growth of the private sector pension system.
What we do urge is that the system be allowed to work. overly complex and techni-
cal rules that constrain the growth of the system and that require employers to
waste money on needless plan administration—rather than on benefits—should be
corrected or eliminated.

At the same time, we urge the Congress to keep in mind not just the cost of the
private pension system—but its value as well. We discussed above the enormously
positive cost/benefit ratio of the pension system in terms of tax revenues deferred in
exchange for benefits paid. Congress must consider how much more expensive it
would be-for taxpayers to directly subsidize—either through increased Social Securi-
ty benefits or other programs—the same level of retirement benefits now provided
by private pensions.

CONCLUSION

The need to simplify the nation’s private pension system in order to save it is ap-
parent. The APPWP offers 29 specific recommendations for simplification. We stand
ready to work with Congress to enact these and other measures that will help con-
tinue the vibrancy of the private retirement system. Thank you.

Enclosures.
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APPENDIX B

REGULATIONS REQUIRED TO BR ISSUED BEFORE FEBRUARY 1, 1988
BY SECTION 1141 OF THE TAX REFORM ACT OF 1986

STATUS AS OP’ FEBRUARY 23, 1990

SUBJECT PROPOSED REGS.  EINAL REGS.
Application of nondiscrimination Published Not ‘issued
rules to integrated plans 11/15/88
00verago requirements for Portion Not issued
qualified plans published
5/18/89 2
Minimum vesting standards Published Temporary
1/6/88 ) Regulations
. issued
1/6/88
Definition of highly compensated Published Temporary
employee 2/19/88 Regulations
issued
2/19/88
(1) Separate lines of business  Not Not issued
published
(2) Definition of compensation Published Temporary
- 2/19/88 Regulations
issued
2/19/88
Rules for 401(k) plans Published Not issued
8/8/88
Nondiscrimination requirements Published Not issued
for employer matching and 8/8/88 :
employee contributions
Nondiscrimination requirements Not Not issued
for tax sheltered annuities published
Tax on excess distributions Published Temporary
12/10/87 ?.gu::tions
ssu

12/10/87
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A p pw APPENDIX C

Association of Private Pension snd Wettare Pians
T —
Howard C. Welzmann
Executive Director. .
- October 19, 1989

The Honorable Nicholas P. Brady *
Secratary of the Treasury

1500 Pennsylvania Avenue, NW

wWashington, DC 20220

Dear Secretary Brady:

The Tax Reform Act of 1986 ("TRA") brought profound changes to the
rules regarding u{lo ee retirement plans. Recognizing that these
changes would revolutionize the way in which employers design and
administer retirement plans and would affect huge numbers of
amployees, Congress mandated that the Treasury Department issue final
regulations in most of these areas by February 1, 1988 (TRA Section
1141). We are writing to express our concern that, nearly three
years after the statute was passed, rcqulatog guidance from the
Treas Department is still 1ncon§10tc and the private retirement
system is in disarray. Our specific areas of concern include:

Saction 401(a) (26). The TRA added the requirement that tax
qualified pension and profit sharing plans benefit a
specified number of garticipant:. On FPebruary 13, 1989, the
Treasu Department issued over 120 pages of proposed
regulations which many feel go significantly beyond the
{ntent of the statute. Many of the requirements contained in
the proposed regulations are new to employers and, like
section 89 which was enacted at the same time, will require
employers to dissect plans and test different levels of
benefits against the statutory requirements.

Section 401(1). This section concerns the integration ot
private employer retirement plans with social security and
railroad retirement benefits. These proposed regulations
were originally issued on November 15, 1988 and have been
supplemented by three subsequent notices. Virtually all
retirement plans using a formula which coordinates benefits
with social security or railroad retirement benefits will
have to be studied and redesigned to comply with the
regulations. Because guidance is still unclear and
incomplete, enplo{ers cannot compute the retirement checks
for employees retiring in 1989. As a result, both employers
and employees alike are uncertain and confused as to how much
retirement income they will receive.

“ section 410(b). These proposed regulations which grovide
minimum coverage rules for retirement plans were issued on
May 17, 1989. They are incomplete as to key requirements for
compliance and provide no guidance as to the most difficult

1212 New York Avenve. N'W @ Suts 1250 & Wastwngion D C 20005 #1202) 289-6700 @ FAX (202} 289-4582
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of the statutory tests. Without this information, employers
cannot determine whether they comply with the newv coverage
requirements.

Section 414(r). This section deals with the definition of
separate lines of business. These regulations are necessary
to determine compliance under most of the above regulations.
We are informed t gropoud regulations under this section
will be issued no earlier than late this year.

The provisions cited ahove create additional burdens becauss they are
interrelated. Thus it is inpossible to be assured that compliance
with one set of regulations will alsc mean compliance with others
vhen they are issued. For example, it unreasonable to expect
uploIora to r-duign benefit foramulas or section 401(1) while
essing at regulations which have been promised but are yat to be
ssued under the forty year old general rule of non-discr: tion
under section 401(a)(4). Likewise, it is inequitable to require
compliance with the minimum coverage standards without guidance on
appropriate lines of business under section 414(r). .

We are sympathetic to the enormous burden the TRA has placed upon
Treasury. But as Congress initially recognized, it is unfair and
needlessly costly to require employers to commit millions of dollars
to comply under incomplete requlations which themselves are subject
to-change. It should also not be overlooked that in addition to
these statutes, employers are racing to comply with final and . _
proposed rcgulatiom on 401(k) plans, fringe benefits and plan loans.
The aystem 1is singly overloaded. The co-ploxig and sheer volume of
the proposed regulations issued to date under the above Code sections
(nearly 300 pages) alone suggests that a reasonable period of time
for compliance should be permitted.

on behalf of the APPWP’s over 400 members who sponsor or represent
plans covering tens of millions of workers, dependents, and retirees,
we urge you to delay the effactive dates of these rules to the
earlier of plan years beginning after 1992 or 11 months after the
issuance of the last of the above tax reform regulations (i.e., the
time originally allotted by Congress). . We believe that both
authority and precedent exists for such action. Except for certain
plans femittud under prior integration rules, such a deferral would
have little or no negative impact on plan participants or federal
revenues. In the case of the relatively few situations necessitating
corrective action, we would suggest that approgriate interim rules
could be issued which would ca out Congressional intent in these
narrow areas while final regulations are being developed.

We will be happy to provide additional information concerning these
issues and to work with your staff in fashioning appropriate relief.

Sincerely yours, X

Howard C. Weizmann
Executive Director
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BookE & COMPANY,
Winston-Salem, NC, April 4, 1990.

Mr. Howarp C. WEIZMANN, Executive Director,
Association of Private Pension and Welfare Plans,
1212 New York Ave, N.W,

Suite 1250,

Washington, DC

Dear Howie: We applaud the efforts Senator Pryor is making towards the goal of
simplifying the rules governing qualified retirement plans. As pointed out in the
APPWP’s paper entitled, Gridlock: Pension Law in Crisis and the Road to Simplifi-
cation, the private pension system is in jeopardg.

Although I currently serve as Chairman of the APPWP, the purpose of this letter
is to give you the views of Booke & Company.

The vast majority of our clients truly want to assist in providing an adequate re-
tirement income for their employees, but have become frustrated over the ever-in-
creasing complexity in the system. Some have even terminated plans, both defined
benefit and defined contribution plans, because of the costs and other burdens of
administration. Further, many clients have expressed the frustration their employ-
ees have felt when trying to understand their own retirement plans.

The major causes of this complexity are twofold:

* First, the frequency and inherent complexity of legislative changes.
* Second, the degree to which regulations issued by various agencies have become
not only complex, but often in conflict with other laws or regulations.

It is no wonder that plan sponsors are frustrated with the private retirement
system.

We need to support the private system and help plan sponsors and their employ-
ees work together to plan for retirement. Millions of workers rely on the benefits
provided by employer sponsored plans as an important part of their retirement
income.

Again we applaud the APPWP’s and Senator Pryor’s efforts to simplify the rules
governing qualified retirement plans. We hope that the suggestions made in the
APPWP’s Gridlock paper will receive serious attention.

Sincerely,
DonaLp C. INGRAM, President.

Enclosure.

GRIDLOCK: PeNsION Law 1N Crisis AND THE ROAD TO SIMPLIFICATION
[The Association of Private Pension and Welfare Plans, Washing DC, September 1989)

FOREWORD

Legislative and regulatory assaults launched on pension plans in the last decade
have hit plan sponsors with rules and requirements that have them running hard to
stay in the same place. Expansion of defined benefit plans has come to a halt in the
1980’s and complexity imposed from Washington, no matter what the motivation, is
largely to blame.

Unsnarling pension plan gridlock should be a goal of Washington policy makers
who have their eyes on America’s biological clock. We must aggressivelﬂ expand
pension plan coverage in the waning days of this century to better meet the retire-
ment needs of the baby boom retirees early in the next century.

The driving force behind this prodigious undertaking was Howard Golden, from
Kwasha Lipton, who has served as the Chairman of the APPWP Retirement Sav-
ings Committee for many years. Without his determination and patience, the contri-
butions and concerns of his committee colleagues, and the scholarship of Birgit
Anne 'Waidmann and Victoria Judson of Steptoe & Johnson, this pager would not
have been possible. I also want to add my thanks to Larry Kirby and Booke & Co.

" for the wonderful artwork and support.

The next steps on the road to simplification belong to all of us. We must take this

Polic document and use all the resources available to us to achieve the very
‘doable” recommendations contained herein.

HowArp C. WEIZMANN,
Washington, DC.
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INTRODUCTION

The Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406
(“ERISA”) was a landmark piece of legislation. It constituted an important step in
achieving the national goal of fostering retirement income security. ERISA was in-
tended to protect participant benefits and strengthen the private pension system b
subjecting retirement plans to minimum standards. Unfortunately, subsequent ef-
forts to improve the aw through changes to ERISA and the Internal Revenue Code
(“the Code”’) have needlessly overburdened plans to the detriment of sponsors, par-
ticipants, and government regulators, actually working against their best interests.
Furthermore, the statutes are not the sole source of the host of dysfunctional re-

uirements. The agencies responsible for the implementation and administration of
the pension laws—principally the Internal Revenue Service (“IRS”) and the Depart-
ment of Labor (“DOL")—have added to the burden through the regulatory process.

Key problems have been created both by the frequency of legislative change and
the general approach to regulation. Too often, the dominant philosophy has been
that it is best to restrict all plans by setting up elaborately structured exceptions
and limitations in order to eliminate any possibility of abuse. Little effort is made to
advance the beneficial aspects of ERISA and the e by focusing (through a mini-
mal regulatory framework of qualification, reporting and disclosure requirements)
on encouraging plan sponsors to provide fair, secure and adequate retirement
income. In addition, the regulatory pattern has been characterized by constant
changes and insensitivity to the enormous compliance costs and burdens such
changes impose.

The nature and frequency of change in the laws and regulations governing pri-
vate retirement plans have resulted in a system that is so complex that it consumes
enormous amounts of resources in compliance costs which could be better directed
to the provision of benefits. Consequently, overburdened plan sponsors are discour-
aged from establishing, maintaining, or strengthening the private retirement
system. Moreover, vast regulatory resources are expended on efforts to understand
and implement the complicated rules rather than developing policies to promote re-
tirement goals or undertaking enforcement efforts. The time has come for a com-
plete overhaul and simplification. Otherwise, we will find a growing older popula-
tion without adequate resources to meet its retirement needs.

A. Reasons for Complexity

The complexity in the current rules governing private retirement plans is caused
by the frequency of legislative change and lack of an overview, misconceptions
which lead to enactment of rules that are difficult to implement, and lack of regula-
tory coordination, as well as by the nature of retirement plans themselves.

1. Frequency of Legislative Change and Lack of an Overview

A major cause of complexity in the private pension system is the constant change
im by new legislation. .

RISA was enacted in 1974. From 1975 through 1980, various revenue acts
amended retirement plan provisions of the Code but not Title I of ERISA. Since
1980, an average of one statute per year has been enacted to extensively change the
laws governing private pension plans.! In fact, since October 1986 four new statutes
have been enacted to change the pension laws: the Tax Reform Act of 1986 (“TRA
'86"), the Omnibus Budget Reconciliation Act of 1986 (“OBRA ’86"), the Omnibus
Budg:; Reconciliation Act of 1987 (“OBRA ’87"), and the Technical and Miscellane-
ous Revenue Act of 1988 (“TAMRA").

This plethora of legislation has lead to a mass of confusion due to the additive
effect of new laws, passed at a tremendous pace, and the detail in each set of
amendments. The complexity has snowballed as new laws were enacted before regu-
lations implementing existing laws were promulgated. Confusion has been caused in

1 See Multiemployer Pension Plan Amendments Act of 1980, Pub. L. No. 96-364, 98 Stat. 899
(MPPAA); Economic Recovex?r Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172 (ERTA); Tax
Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, 96 Stat. 324 (TEFRA); Deficit
Reduction Act of 1984, Pub. L. No. 98-369, 98 Stat. 494 (DEFRA); Retirement Equity Act of 1984,
Pub. L. No. 98-397, 98 Stat. 1426 (REA); Consolidated Omnibus Budget Reconciliation Act of
1985, Pub. L. No, 99-272, 100 Stat. 82 (COBRA) Single Employer Pension Plan Amendments Act
of 1986 Pub, L. No. 99-272, 100 Stat. 237 (SEPPAA); Tax Reform Act of 1986, Pub. L. No. 99-514
100 Stat. 2085 (TRA ’86); Omnibus Budget Reconciliation Act of 1986, Pub. L. No. 99-509, 100
Stat. 1874 (OBRA '86); Omnibus Budget Reconciliation Act of 1987, Pub. L. No. 100-203, 101
Stat. 1330 (OBRA '87); Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647,
102 Stat. 3342 (TAMPA), '

‘
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rt as this vehicle for social policy has been used to raise revenues. Further, there

as been no concern for simplicity, nor has there been an attempt to create a logical
structure of the law. Often, new legislative proposals fail to recognize prior provi-
sions addressing the same issue, resulting in an incomprehensible array of irration-
al rules. As a result of this failure to consider overall structure, efforts to strength-
en the laws have simply led to a patchwork of overlapping, duplicative or inconsist-
ent provisions creating an environment in which compliance is nearly impossible
and in which penalties for failure to comply with all of the rules are substantial.

It is as if glanners first set up a city on a grid with streets and services laid out in
a logical order, but then dealt with all new needs and demands by building addi-
tions willy-nilly, on top of roads and on top of each other. The resulting city would
have facilities to address different needs, but no one would be able to reach them or
use them. Similarly, new laws and regulations have abounded to address often le-
gitimate concerns, but they have been enacted or promulgated without adequate
consideration of their effect on each other, or the ability for the over-all private re-
tirement system to function. The result has been chaos rather than improvement.
For example, under the rules affecting benefits of individuals working beyond
normal retirement age, it is nearly impossible to reconcile required accruals after
normal retirement age with the suspension of benefits rules and minimum distribu-
tion requirements. See Recommendations Section B.1.

Similarly, the regulatory structure lacks workable rules with respect to basic con-
cepts that underlie all pension plans. For example, the Code lacks a clear, consistent
definition of who is an employer, who is an employee, and what is compensation, all
of which are absolutely basic to retirement planning strategy. The determination of
who is an employer and who is an employee involves application of a multitude of
rules concerning predecessor employers (Code section 414(a)), employees of a con-
trolled group of corporations (Code section 414(b) with regulatory cross-reference to
Code section 1563(a)), employees of partnerships under common control (Code sec-
tion 414(c) with regulatory cross-reference to as. Reg. section 1.1563-1(d)), em-
ployees of affiliated service groups (Code section 414(m)), leased employees (Code sec-
tion 414(n)), and Code section 414(0) which permits adoption of additional regula-
tions to treat employees of different organizations as employees of the same employ-
er. Similarly, the Code lacks a uniform definition of compensation. Compensation is
defined differently under 414(s), 414(qX7), and 415(cX3). k
. Once the thorny questions of who is an employer, who is an employee, and what
is compensation have been decided with respect to a plan, highly compensated em-
ployees must be identified for discrimination purposes. The rules for making such a
determination exemplify the problem created by excessive regulatory detail. TRA
'86 contained a new definition of highly compensated employees under Code section
414(q), which includes a myriad of alternative definitions, involving numerous tests,
including some which require treatment of two or more family members as one em-
gloyee. The salary levels that must be considered include $75,000, $50,000, and

45,000, each of which are indexed annually.  ___

The highly compensated employee definition has so many tests that it will require
expenditure of significant resources to implement. Furthermore, the requirement
that all employees within an employer’s controlled group be tested together adds
significant cost with little benefit. Employers usually do not aggregate employee
salary information in one system, but keep separate employee records for each com-
pany. Moreover, where companies change hands during the year, it is difficult to
determine the proper universe of employees who must be included in the calcula-
tions. While limiting discrimination is laudable, this approach imposes a tremen-
dous burden of compliance requirements and expense on all plans, including those
unlikely to have any discrimination problems.

When statutes and regulations are constantly changing, lack a clear structure and
include excessive detail, sponsors, participants, and recordkeepers are unable to
keep up with the law.

2. Misconceptions That Impede-Enactment of Functional Rules

The complexit% in ERISA and the/Code may be attributable to two fundamental
misconce?tions that underlie the current legislative approach. We call these miscon-
ceEtions ‘evil plan myopia” and ‘‘computer omnipotence.”

vil plan myopia is regulators’ tendency to formulate general rules by (1) consid-
ering only those few plan sponsors with abusive intent, and (2) failing to consider
the effect of the regulation on the vast majorit{ of sponsors, who have no such
intent. Plan sponsors and administrators generally will not take advantage of the
rules. The view that it is less important to encourage the continuance and growth of
responsible pension plans than it is to ensure that the potential for abuse is totally
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eliminated poses a serious threat to employers' willingness to maintain and insti-
tute these grograms. Priorities appear to be skewed—the focus is on the few small
plans which may seek to take advantage of the rules, and not on the majority of
plans, which generate most of the retirement income security in this country. a
result of evil flan myopia, all sponsors are forced to expend enormous sums comply-
ing with regulations which are aimed at an abuse in which they do not engage.

mputer omnipotence describes the regulators’ assumption that all compliance
problems can be easily solved by pushing a few buttons on a computer. Regulators’
cavalier attitude with respect to the compliance burden may well be due to a good
faith but faultg understanding of how businesses are run. Much of such data needed
to comply with new rules is not kept in one place for any legitimate business pur-
poses and is not in a form that can be reorganized and aggregated to meet new reg-
ulatory requirements.

For example, in many cases salary data for different companies under common
control, or even for different divisions, may be kept in different data bases and on
different computer systems. Accordingly, such tasks as ranking employees in the top
twenty percent based on compensation, as is required for highly compensated em-
ployee determinations, can be difficult and expensive.

Also, historic information may not be retained in an easily accessible form be-
cause of the high cost of retaining such information on the computer system itself.
Each time a regulation requires use of old data or storing a new type of data, the
regulation imposes substantial compliance costs and difficulties.

'urthermore, creating the software necessary to do the calculations required l!g
new laws and regulations is a very time consuming process, yet regulations and I
Forms usually are not issued in final form until well beyond the effective date of
new statutory provisions. For example, the revised 5500 (Annual Report) Forms for
1988 were not released until March 1, 1989. See 54 Fed. Reg. 8631. Compliance is
rendered extraordinarily difficult where forms and requirements are not released
well in advance of the period for which a report is due. -

In summary, because regulators do not have a realistic sense of the way business-
es are organized and the barriers to data collection, retention, and egation, they
impose tremendous compliance coets on all plans, including those of small business-
es.

8. Complexity Due to Lack of Regulatory Coordination

The regulatory framework within which the nation’s iension system operates has
become such a morass that even the regulators cannot keep track of requirements.
So many different highly specialized individuals work on these laws and regulations
that the drafters are unaware of apparent conflicts they create. For example, in
August of 1988, the Treasury issued regulations which permit sponsors to hold elec-
tive deferral contributions for up to twelve months after the plan year to which the
contribution relates, before transferring them to a trust; however, final regulations
issued by the Department of Labor (D(gL) in May of 1988 permit employers to hold
such contributions only until the earliest date on which the contribution may be
segregated from employer assets, but in no event for more than 90 days after they
were received by the employer.2 While each agency had its own purpose in formu-
lating its rules, any such overlay on rA;varticular subject matters should be better co-
ordinated, so that a uniform standard is-adopted, or it is clear that different stand-
ards apply for different purposes. Individual plan sponsors and participants should
not have to try to determine the intention of each of the regulatory agencies or rec-
oncile conflicting regulato retﬂllx;rements.

In other cases, major delays have resulted from agencies’ failure to reach a con-
sensus. For example, while the minimum funding standards were changed in 1987,
the PBGC and the IRS have not yet agreed on whether the term “current liability,”
a concept which is crucial to funding determinations, includes all accrued benefits
as defined for purﬁoses of Title IV of ERISA, or something less.

While many other examples of failure to coordinate exist, it is clear that the
agencies can work together and make rules that do not overstep their jurisdictions,
In promulgating proposed and temporary lations defining “highly compensated
employee’” under Code section 414(g), the IRS specifically stated the relationship of
section 414(q) to Title I of ERISA, the purposes for which this definition might
apply, and the provisions over which the DOL has jurisdiction. .

er the years, many have argued for a single agency which would have jurisdic-
tion over all aspects of employee benefits, to avoid problems with lack of coordina-

* Compare Treas. Reg. section 1.401(k)-1(bX6XiXB), 53 Fed. Reg. 29658, 20666 (Aug. 8, 1988) with
DOL Reg. section 2510.3-102 53 Fed. Reg. 17628, 17630 (May.17, 1988).
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tion and jurisdictional battles. We believe similar results could be achieved, howev-
er, without abandoning DOL and IRS jurisdiction, simply by maintaining open lines
of ‘ommunication between the agencies and committees involyed in pension regula-
tion and by clarifying policy goals.

4. Complex Nature of Subject Matter

The complexity of the rules governinpg private pension plans is not entirely due to
the legislative and regulatory process. Funding retirement benefits over the working
life of an employee is by its nature a complex task. Moreover, complexity is also
inherent in a system which permits diversity and employer discretion with regard
to plan design. This diversity is beneficial because it allows creation of plans that
better suit the needs of different employees and retirees.

Simplification, then, should not sought by mandating a uniform retirement
plan for all employers and all employees regardless of their situations. Permitting
diversity is essential for plans to be tailored to fit the specific needs of the employ-
ees and retirees they cover. -

It should be possible to achieve a simpler, more workable structure without jeop-
ardizing beneficial flexibility and diversity, by recognizing the misconceptions we
have identified, adopting an overall retirement income policy, maintaining commu-
nication among those charged with its management, and emphasizing development
of a regulatory framework which encourages the responsible maintenance of fair,
secure and adequate retirement benefits.

B. Complexity Impedes Goals of Retirement Security

1. Effect of Complexity on Adoption, Maintenance. and Compliance of Plans

As a result of the complexity we have discussed, plan sponsors either (1) abandon
attempts to comply with the law, (2) terminate their retirement plans, or (3) spend
ever-increasing amounts of time and resources designing and operating these plans,
which may result in reductions in the amounts available for benefits.

It is enormously costly to repeatedly amend plans, constantly change software
and allocate significant staff time in plan design and administration. These staffing
requirements are particularly onerous on the plans with fewer than 100 partici-
Eants, which comprise a large proportion of existing plans. The additional record-

eeping costs may reduce benefits available to all participants. Moreover, the com-
plexity results in_a nation of non-compliers, as sponsors either erroneously believe
th%are meeting requirements or give up attempts to comply.
is complexity imposes significant costs on the government agencies as weil. For
example, there are inconsistencies in the plan qualification process and enforcement
efforts are haphazard because the current rules are too complicated for IRS agents
to understand and apply. This results in inadequate review of determination letter
requests, imposing unfair burdens on the agents and leaving sponsors unsure wheth-
er the determination letters have any value. .

Finally, the complexity also imposes enormous costs on the economy, retirement
savings system, and the nation’s fiscal resources as an incalculable number of staff
hours, computer hours, and other resources are spent on the intricacies of compli-
ance,

All these burdens discourage private employers from adopting new plans or main-
taining existing plans, and deprive the public and private economy of needed capital
resources.

2. Effect of Complexity on Participants

The complexity of the rules and tegulations also imposes severe burdens on plan
participants who lack the training to adequately assess the options available with
resj)ect to plan contributions and distributions. 5espite valiant efforts of employers
and service providers to disseminate clear information and assist employees, there
remains a significant risk that individuals will err out of ignorance, and thereby
will dlose important retirement savings through penalties that they cannot under-
stand.

Take, for instance, the ordinary act of electing a distribution from a tax-qualified
retirement plan. In this situation, if the participant/taxpayer elects to receive a dis-
tribution too early—generally before age 59% with numerous exceptions—there is
an additional 10 percent tax on the amount includable in gross income. See Code
section T2(t).

On the other hand, if the participant/taxpager defers the payment of benefits to a
date which is too late—generally, after age 70% even for individuals who have not
m retired there is an excise tax of 50 percent of the amount which should have

n distributed. And, even if the participant begins receiving benefits by age T0%,
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the 50 percent excise tax will be imposed if the amount received in any year is less
than a prescribed amount, or is paid out over longer than a prescribed period, deter-
mined under regulations that exceed 200 pages with multiple references to lengthy
tables. See Code sections 401(aX9) and 4974.

Finally, even if the participant/taxpayer correctly handles the timing—that is,
the distribution begins neither too early nor too late and is spresnd over the correct
period so each distribution is not too small—the participant/taxpayer faces an
excise tax of 15 percent if the benefit is too large. See Code section 4980A. This is
the case even where the ““too large” is attributable solely to good investment re-
turns. Like Goldilocks and her porridge, every r_articipant/taxpa er must find the
distribution which is “just right.” One can’'t help but conclude that there is some-
thing fundamentally wrong with a regulatory system which requires that a 72-year-
old working secretary who inadverwntlat fails to take a minimum distribution from
ain IRA will lose an amount equal to 50 percent of the minimum required distribu-
tion.

This complex structure of penalty provisions is symptomatic of the real problem,
which is the underlying complex series of minimum standards for qualified plans.
The complexity exists not only with respect to distributions but with respect to roll-
overs, lump-sum averaging and basis recovery as well. Average citizens who must
struggle to understand these rules are provided with IRS Publication 575, which in-
cludes aliost 40 pages of single-spaced text and over 60 pages of tables, but still
fails to answer numerous questions. The land mines abound for the unwary. The
rules are so complex that individuals cannot properly plan for retirement, or deter-
mine the best way to take pension distributions.

C. Call to Simplification

The time has come to stop adding layer upon layer of special provisions to a pri-
vate retirement regulatory structure which is already hamstrung b{ complicated
rules. Instead, an effort must be made to simplify the law and regulations. While
there will be many different views of what constitutes simplification, there should
be no dispute concerning the need to begin the task.

To this end, we offer the following sug’geetiona on how to begin. In producing this
list of suggestions, we have targeted the following problems:

1. Redundancy—provisions which duplicate other rules, supersede older provi-
sions, or accomplish the same policy goal as another rule should be eliminated.
. Obsolescence —outdated provisions should be deleted. -
3. Evil plan myopia —provisions with broad impact which were intended to elimi-
nate a narrow abuse should be redirected. .
4, Administrative complexity—plan administration and rules affecting partici-
pants should be simplified, particularly because in many instances the cost of com-
pliance far outweighs the benefit.

Fach of the recommendations made below is proposed in order to solve one or
more of these problems. In making our recommendations, we have sought to main-
tain the diversity and flexibility in the nation’s retirement system, rather than
mandating adoption of a uniform plan for employers. Our recommendations are set
forth by (t‘ype of provision (thus, for exnmgle. suggested changes to rules designed to
{)}:ohibitt iscrimination are grouped together) but each suggestion is independent of

e rest.

We look forward to working with the Congress and the regulatory agencies on
these and other changes in an effort to restructure the regulatory requirements so
that they are understandable, enforceable, and equitable.

RECOMMENDATIONS

A. Rules Designed to Prohibit Discrimination
Simplify Definition of Highly Compensated Employee (Code Section 41j(g)

In a laudable effort to s&ndplif‘y the law, TRA '86 instituted a new uniform defini-
tion of “highly compensated employee,” and changed many rules to refer to this
term in determining the existence or absence of discrimination. Thus eliminated, for
example, were the "“top Ya-lower %' distinctions for the nondiscrimination tests
under section 401(k), and the notion of the ‘“prohibited group” under Section
401(aX4). However, the definition of highly compensated employee as enacted and
elaborated in Treas. Temporary Reg. section 1.414(q)-1T is far too complicated.

The definition of highly compensated employee should be simplified by replacing
the $76,000 rule, the &0,000 top paid group rule, and the officer earning 50 percent
of the defined benefit limit rule, with a single rule making any employee earning
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over some specific amount (between $45,000 and $75,000 (indexed)) a highly compen-
sated employee. Five-percent owners would continue to be treated as highly compen-
sated employees. The rule should allow the plan administrator to decide which
period to use 83 the determination period (plan year, tax year or calendar year) In
addition, the plan administrator should be allowed to choose whether to use prior
year compensation or current year compensation (with compensation annualized for
emJ)loyees hired during the year) so long as these choices are consistently applied
and may only be changed by filing for approval of the change., This would allow em-
ﬁloyers the opportunity to use their existing data bases and systems, without sacri-
cing any compliance goals.

2. Institute Uniform Definition of Compengation (Code Sections 414(s), 414(a),
415 and 401(aXx17)

The new definition of compensation in Code section 414(s) and the definitions in
section 415 and section 414(qX7) should be amended to institute a uniform definition
which should apply for all pension discrimination testing pur, (but not for pur-
poses of the plan benefit formula) Under this uniform definition, compensation
would mean W-2 earnings, with elective contributions under Code sections 126,
401(k), 402(h), 408(b), 4567 and 501(cX18) added back at the option of the employer. In
addition, clarification is needed concerning the specific e sections and plan cal-
culations for which the $200,000 limit of Code section 401(aX17) applies.

8. Eliminate Limitation on Benefits in the Event of Early Termination (Reg.
Section 1.401-4(c)

The rules of Treasury Regulation section 1.401-4(c), promulgated in 19566, are ob-
solete and should be eliminated. ERISA’s requirements for the allocation of assets
upon termination, the provisions of SEPPAA, the TRA '86 vesting rules, the
strengthened funding requirements of the Pension Protection Act (a r{:art of OBRA
'87), and the phase-in of the section 415 limitations over years of participation ade-
quately protect participants and make it impossible for the owners of a business to
walk away from a plan with all of its assets. Thus, section 1.401-4(c) is unnecessary.

Moreover, the rule creates substantial com lexfty. both in plan drafting and ad-
ministration. Treasury Regulation section 1.401-4(c) requires that all defined benefit
plans contain language which limits the benefits payable to the 25 highest paid em-
ployees of the employer in certain cases. Boiler-plate language which is not under-
stood by most plan administrators must be included in the plan document. Bacause
the language is arcane and its purpose obscure, there is massive noncompliance
with these rules. Where a reasonable attempt is made to comply, plan sponsors are
required to get private ruling letters in order to pay benefits to some participanta—
an inefficient and ineffective method of plan management. There is no reason to
retalinisuch complicated rules when their objectives are accomplished through other
provisions.

4. Eliminate or Modify the Minimum Participation Rule (Code Section
401(aX26))

The minimum participation rule was designed to prohibit discrimination in favor
of highly compensated employees’ and employees with significant ownership inter-
est in the employer. Its original focus was comparatively narrow: it was aimed at
the elimination of individual defined benefit plans, plans which covered only the
highest paid employee of the em loger. However, the provision has grown a life of
its own, and now appears so broad that nearly all plans will be affected by it, and so
complex that compliance necessitates review of a large number of pages of regula-
tions and expenditure of excessive amounts of time and money....

The regulations will prohibit small emgl?’eu from using a variety of comparable
plans to tailor their benefit packagzs to individual groups of employees—an option
which will continue to be available to larger employers (those who can assure that
at least 50 employees participate in each plan). However, all employers, both large
and small, will be required to divide their benefit pr?‘grams into “‘separate benefit
structures,” treating every variation in terms or benefits as a separate plan subject
to theee rules. The complications are enormous, and the goals have been obscured.
This epitoinizes evil plan myopia, as it is apparently based on the assumption that
ani/ business which empl?‘y- fewer than 126 employeos (the rule requires coverage of
at least 50 employees or 40 percent of all employees, and 40 percent of 125 is 50) or
provides any var, et¥ in benefits or options is seeking to take advantage of the rules
to the detriment of its rank and file employees.

The rules set forth in the proposed regulations add significant compliance costs
and produce very little benefit. In lieu of these rules, a simple rule designed to pro-
hibit clearly abusive behavior should be crafted. For example, such a rule generally
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could apply only to plans covering a nominal number of employees (e.g., 5 or fewer)
and would exempt arrangements such as frozen plans, plans for retirees only, wast-
ing trusts, plans maintained for an employer’s former emplogees upon the sale of a
division, and plans maintained for employees of an acquired business, because other
provisions will ensure that such arrangements are non-discriminatory. Because the
abuse at which section 401(aX26) was directed involved only defined benefit plans,
the law could exempt defined contribution plans, or at least treat each such plan as
a single benefit structure. Furthermore, the law should operate in accordance with
reasonable rules for determining comparability of plans and benefits rules which
the Treasury has been directed to promulgate to replace those of Rev. Rul. 81-202,
1981-2 C.B. 93. When such rules have been designed, there will be no need for the
complexities of section 401(aX26) as it is now interpreted.

5. Eliminate the ADP Tests of Section 401(k)

The average deferral percentage (“ADP") tests of Code section 401(k) are too com-
lex, and are unneceasarly. as well as unfair to those at the low end of thteegroup of
iﬁ‘hly compensated employees. Accordingly, these tests should be eliminated. i
he ADP tests are des‘iigned to assure participation by the low paid and to limit
deferrals by the high paid. The rules for calculating, returning and taxing deferrals
in excess of the ADP limits are extremelf complicated. In addition, the ADP tests
include a multiple use test, rules for treating amounts which were elective deferrals
as contributions subject to the tests of Code section 401(m), or vice versa, rules on
lineal descendants, separate testing for ESOP portions of the plan, and an "adjusted
balance” provision for determining income on excess amounts, all of which are ex-
amples of unnecessary complexity that far outweigh any possible utility.
he tests were found unnecessary for the Federal Employees Thrift Plan and,
therefore, they should not be required for private sector plans. The Federal Govern-
ment successfully lobbied Congress to exempt the Federal Employees Thrift Plan
from the ADP requirements, because the $7,000 limit on elective deferrals of Code
section 402(g) adequately limits participation by the highly compensated. In section
401(k) plans, elective deferrals are available to all participants, up to the section
402(g) limit, in the same way that IRA or SEP contributions are available to em-
ployed individuals. However, the participant in the section 401(k) arrangement has
the advantage of being in an employer-sponsored plan which must meet the cover-
age reﬁ;uiremente and offers economies of scale and possibly employer contributions
as well,

Not only are the ADP tests unnecessary, but they aleo interact with the Code sec-
tion 402(g) limitation in such a way as to penalize the lower end of the highly-com-
pensated %roup. In a typical situation, if a store manager earning $50,000 contrib-
utes $7,000, her deferral percentage will be 14 percent. If the firm president contrib-
utes $7,000 and earns $200,000, his deferral percentage is 3.50 percent. If the ADP
tests are not met, the store manager’s deferral must be reduced first, because of her
higher deferral ratio, even though her contribution was the same as the president’s.
Moreover, in order to assure compliance with the ADP tests, many plan sponsors
enact rules limiting the amount that the highly-compensated can defer, unfairly pe-
nalizing the lower end of the highly-compensated group to the advantage of the
most highly paid employees. For example, if a company places a 3.5 percent ceilin
on _contributions by the highly compensated, a president earning $200,000 coul
defer $7,000, but a store manager earning $560,000 could defer onlgeslﬂﬁo. Another
store manager earning $48,000 could defer the full $7,000 simply because he or she
is not deemed to be “highly comJ)ensated.”

We suggest that the section 401(k) rules be simplified by eliminating the ADP test
and ado%ten% the requirements governing elective deferrals under section 403(b) an-
nuities. Section 403(b) does not impose an average deferral percentage test, but, in-
stead, requires that all non-excludable employees be eligible to make a salary defer-
ral of at least $200, but not more than an annudl maximum amount of $9,600. If all
employees are eligible for salary reduction contributions, no further testing is neces-
sary.

6. Simplify Rules for Aggregation of Employers and Employees (Code Sections
414(b), (c), (m), (n), and (0)

As discussed in Section A.l of the /:.troduction, the rules for determining who is
an emplo‘yer and who is an employee involve complicated tests and cross-references
and should be totally re-examined and simplified.

The leased employee rules are so complex that they are impossible to apply and
8o broad that they defy logie. The perils involved in these requirements, as inter-

reted in voluminous ‘proposed regulations (Prog. Reg. sections 1.414(m)-5, 1.414(m)-
, 1.414(n)-1 through 1.414(n)-4 and 1.414(0>1), have n well documented. Under
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these regulations, even a professional service provider, such as a lawyer or account-
ant, who spends a substantial amount of time working on one client’s matters could
be deemed to be an employee of the client. Moreover, contract employees, such as
those employed by a food service organization, may be deemed to be employees of
the business which hired the food service organization to run its cafeteria. Office
cleaning personnel and security personnel and even construction employees fall into
this category.

These rules go far beyond curing any conceivable abuse and should be simplified.
We recommend that the Code define employees to include individuals who (1) would
be considered employees under common law standards, or (2) are considered em;lo -
ees under the Federal Insurance Contributions Act (FICA), see Code section 3121(d).

We have not offered a specific recommendation on how the rules for aggregating
employers and businesses should be changed because the rules and folicy objectives
behind them are particularly complex and merit further study. Yet, we are con-
vinced that these rules can be improved. We look forward to working with Con,
and the regulatory agencies in efforts to formulate simpler metheds for identifying
the “employer” for the purpose of applying the laws and regulations governing re-
tirement plans.

7. Eliminate or Simplify Top-Heavy Rules (Code Section 416)

Code section 416 sets forth complicated testing and definitional rules for deter-
minin? whether or not a plan is top-heavy. Top-heavy plans are required to satisfy a
special vesting schedule and make minimum contributions or accruals for “non-key
employees.” Plans which are “super top-heavy” must make additional minimum
contributions or accruals and are subject to a lowered aggregate limitation under
Code section 416,

The law requires that top-heavy provisions be included in ell plans, even those
which can never conceivably becorne top-heavy. Eliminating this requirement alone
would be a major step forward for simplicity. Even wiser would be the elimination
of the top-heavy rules altogether. Because of the chanfes enacted as part of TRA
‘86, including the new coverage and participation rules, new vesting standards,
strengthened integration requirements, and new limits under sections 401(aX17)
402(g), and 415, the top-heavy rules are unnecessary and redundant. The TRA '8¢
rules will ensure that the objectives which led to imposition of the top-heavy rules
are met; that is, beneflts are limited for the highly compensated, and rank and file
employees receive minimum benefits with early vesting. Therefore, these rules
should be eliminated, or, at a minimum, simplified. For example, the rules might be
simplified by eliminating the flve-year look-back for key employee determinations,
by eletlng the special top-heavy vesting schedule and by keeping only the ‘‘super
top heavy” test, instead of having two sets of tests and rules.

B. Benefit Limitations

1. Simplify Rules on Minimum Distribution of Benefits (Code Section 401(aX9)

In general, distributions from all qualified rlans. IRAs, tax-qualified annuities,
and custodial accounts must begin by April 1 of the calendar year following the cal-
endar year in which the emrloyee attains age 70% (“the required beginning date")
regardless of when the employee retires, The distributions must be made over the
life of the employee or over the lives of the employee and designated beneficiary, or
over a period not extending beyond the life expectancy of the employee or the life
expectancy of the employee and designated beneficiary. The “incidental death bene-
fit requirement” of Treas. Reg. section 1.401-1(b) imposes additional restrictions on
the distribution unless the employee’s designated beneficiary is a spouse or no more
than ten years younger than the employee.

As we discussed in Section B.2 of the Introduction, to apply the minimum distri-
bution rules, it is necessary to refer to voluminous g;:poeed ulations and make
comfutations using various IRS actuarial tables. Prop. as. . sections
1.401(aX9)-1 and 2. In one large employer's case, a significant amount of time and
energy was spent on undemandig&)and implementing these proposed rules, but
only two out of approximately 64,000 employees were affected when the first pay-
ment was finally required, in April 1989. Moreover, these two employees were not
high-paid executives atwmﬁting to build up their estutes or extend indefinitely the
tax deferral advantage of their pension funds, but rank-and-file employees who cqn-
tinued to work past age 70 in order to continue receiving a ?aycheck.

The minimum distribution rules are detailed and fair ,\; rigid. Generally, no credit
is provided with respect to distributions made prior to the required beginning date.
Therefore, an individual who takes a large distribution at age 70 to purchase a re-
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tirement home could not forego distributions from age 71 through 75 to save plan
resources for other needs, such as anticipated medical expenses.

Not only are the minimuym distribution rules themselves complex and rigid, but
also, these rules add substantial complexity when combined with the suspension of
benefit rules and the rules prohibiting cessation of accruals for employees working
tb:({oncl normal retirement age. For years, ERISA and DOL regulations have permit-

certain suspensions of plan benefits when an emploiree works beyond normal re-
tirement age. Generally; such an employee is not entitled to receive pension distri-
butions (which are derived from employer contributions) until after actual retire-
ment.® When TRA '86 amended Code section 401(aX9) no exception to the minimum
distribution requirement was ;szrovided for benefits that are suspended. Further-
more, after enactment of TRA '86, 0BRA '86 amended the Code to prohibit cessation
of benefit accruals because an employee attains a specified age, thereby mandating
that pension accruals continue past normal retirement age. See e section
411(bX1XH) and (bX2). Accordingly, employees must continue accruing benefits even
if distribution of benefits may be suspended, and even if minimum benefits must be
paid. Proposed regulations provide some guidance on the interrelationship between
the accrual and suspension rules, including permissible offsets. Yet, the rules are
complicated to aﬂwl; and administer. See Prop. Treas. Reg. section 1.411(b)-2, 53
Fed. Reg. 11876, 11879 (April 11, 1988). Imposing the minimum distribution require-
ments on top of this structure of suspensions and accruals adds complexity which
far outweighs any conceivable benefit, and is likely to become a trap for the
unwary.

The distribution rules are not only overly complex but also unnecessary. The min-
imum distribution rules were initially included in order to prevent the wealth
from using qualified plans as an estate planning device. However, this risk general-
ly was removed when the estate tax exclusion for distributions from qualified plans
was repealed. See former Code section 2039(c) (repealed by the Deficit uction Act
of 1984, P.L. #8-369, section 525 and TRA 86, section 1852(e)).

The minimum distribution rules should be reviewed and changed to limit the ad-
ministrative burden they impose. These rules are unnecessary for the majority of
plan participants, because these participants will use their benefits for retirem ent

urs)osen regardless of whether or not minimum distributions are required by law.
pt on(s ’for simlplifying the minimum distribution rules include their:
a) repeal; .
(b) modification to apply only on a participant rather than a plan—basis, and
to apﬁly only with reagect to individuals who have total account balances over a
?petiiaed an)\ount. such as $750,000 (representing a benefit of $50,000 per year
or 16 years);
(¢c) modification to apply on'l'y on a participant rather than a plan—basis, and
to apply only with respect to five-percent owners; or
(d) modification to return to a rule similar to the one in effect prior to TRA
'86: requiring that distributions begin by the April 1 of the year following the
later of (i) the year in which the emgloyee attains age 71 or (ii) the year in
which the employee retires, except that distributions of five-percent owners
must begin by the April 1 following the year in which the participant attains
e 71; but simplifying rules with respect to calculating the minimum amount
of the distribution (e.g., requiring that the full amount be distributed in 25
years, which is the expected return multiple for an ordinary joint and last sur-
vivor annuity for a 71 and 61 year-old individual).

2. Eliminate Excise Tax on Excess Distributions and Modify Limitations on
Contributions and Benefits (Code Sections 4980A and 415)

A 15 percent excise tax is imposed on individuals to the extent that annual %gre-
ate distributions from tax-favored arrangements exceed the greater of $150,000 or
112,600, indexed. where an individual elects five-year income averaging with re-

spect to a lump sum distribution, the excise tax will be imposed on the amount of
the distribution that exceeds $750,000 or five times $112,600, as indexed. Individuals
could have elected to exclude benefits accrued as of August 1, 1986 from the tax, if
these accrued benefits exceeded $562,600 and an election was made with, or prior to,
the 1988 income tax return filing. However, those who made such a grandfather

8 ERISA indicates that a suspension occurs if benefits are suspended after their payment has
commenced, i.e., with respect to retirees who are re-employed. See ERISA section 203tax3xB).
The DOL, however, has taken the position that a suspension can occur even with respect to an
employee who has never begun reeelvinf benefits but works beyond his or her normal retire-
ment date. See DOL Reg. section 2630.203-3.
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election are subject to the threshold of $112,500, indexed, not the $150,000 (or
$750,000 for lump sum) threshold, when determining the amount of excess distribu-
tions after the grandfathered amount is recovered.

This excise tax originally was intended to replace ‘he complex combined plans
limitations of section 415(e) with a simpler and more equitable scheme for limiting
retirement income. However, as finally enacted, the excise tax does not replace the
combined plans limitations but is applied in addition to them, and it is neither
simple nor equitable. Therefore, this excise tax should be eliminated.

ile one of the purposes of the excise tax was to prohibit the accumulation of
multiple maximum benefits from several employers as well as individual savings in
an IRA, no additional tax is needed to accomplish that goal. There is no need to
encompass IRA benefits in an overall limitation because IRA deductions are elimi-
nated for employees earning over a threshold amount who participate in employer
plans. Similarly, contributions to section 408(b) annuities are coordinated with other
elective deferrals and with the section 415 limits. Thus, the only conceivable gap in
this system of limitations involves the high-paid individual employed by several
comYletely unrelated em&loyera, who earns maximum benefits under plans of each
employer. This situation is so rare that the impueition of the excise tax onlf' to cover
it complewl{ unwarranted. Furthermore, even where a high-paid individual
works for multiple employers, his ability to def<r income in qualified plans is not
unfettered because: (1) section 415(c) limits contributions to defined contribution
plans each year, (2) the defined benefit limit is now phased in over i0 ycars of par-
tici?ation rather than service, and (3) compensation taken into account under plans
is 1 i;:lted to $200,000. There is, therefore, very little policy reason to justify tl.is
excise tax.

Also, because the excise tax is imposed on the dollar value of retirement distribu.
tions, it acts as a penalty on investment success. Such a penalty, even if it were
necessary, contravenes so much other valid policy that it bears close rc-examination.
While we believe the excise tax itself is unnecessary, if it proves impossible to elimi-
nate altogether, it should be applied only to excess distributions from qualified de-
fined benefit plans so as not to penalize capital investments. Moreover, this tax
serves as a disincentive for owners to continue to contribute to plans on behalf of
their rank-and-file employers once their own benefits have reached the section
4980A threshold.

Not only is the excise tax redundant and contrary to other policies, the structure
of the tax is so complex that compliance is extremely difficult. There are major un.
answered questions concerning the application of both the tax on retirement income
and the estate tax, so that even tax professionals and IRS personnel may miscon-
strue the rules, and the excise tax poses severe difficulties for any individual poten-
tially subject to it.

For all the reasons given above, this tax should be eliminated. If, however, the tax
is preserved in anKthlng resembling its present form, the combined plans limitation
of section 416(e) should be deleted. The recordkeeping requirements of this test are
enormous, and if the excise tax is retained, the section 416(e) limitation is redun-

dant.

A final change which should be made in section 415 is to eliminate the 25 percent
of compensation limit on annual additions. See Code section 415(c). This limitation
aimply harms the lower-paid and is unnecessary in view of the dollar limitation and
the deduction limits under Code section 404.

8. Simplify Basis Recovery Rules (Code Section 72)

TRA '86 repealed the three-year basis recovery rule of section 72, under which an
employee's investment in the contract was deemed to be recovered before any tax.
able amounts, if the full amount of the basis could be recovered within the first
three years of annuity fpaymenta. The new rule requires pro-rata recovery of basis,
involving calculation of an exclusion ratio which is applied to each Kayment until
the entire basis is recovered. This rule should be repealed, and the three-year rule
reinstated, because any potential benefit of pro-rata recovery of basis is outweighed
by the administrative cost of compliance.

4. Permit Rollovers of Employee Contributions and Partial Rollovers of Any
Amount (Code Section 402(aX5))

Under current law, an employee may not roll over employee contributions. The
prohibition on rollovers of employee contributions should be removed since employ-
ees may now make non-deductible contributions to IRAs and may exclude from tax
that portion of an IRA distribution that constitutes a return of properly reported
non-deductible contributions. Thus, IRAs must now account for after-tax contribu.
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tions, and there is no reason not to allow them to accept such contributions through
rollovers as well as annual contributions.

A participant should be permitted to rollover any ar. ount into an IRA, including
partial distributions of less than 50 percent of the balance to the credit of the em-
ployee (but excluding any minimum required distribution) The current restrictions
on partial rollovers and rollovers of employee contributions add complexity and
limit portability. In fact, these restrictions create an incentive for participants to
spend distributions rather than savixégo them for retirement, contrary to the explicit
recommendation of the President's Commission on Pension Policy, and the provi-
sions of proposals on portobility being considered in Congress.*

5. Eliminate Hardship Rules of Section 401(k)

Code section 401(kX2XB) restricts distributions of amounts attributable to em?loy-
ee elective deferrals. These amounts may be distributed only upon separation from
service, death, disability, termination of the plan, attainment of age 59 and 1/2, or
hardship. Treasury regulations concerning the hardship standards under section
401(k) appear to be more stringent than the standards which generally apply to
profit-sharing plans. While profit-sharing plans may permit hardship distributions
only in accordance with objective criteria set forth in the plan, sponsors are not re-
quired to make inquiries with respect to the participant’s other resources available
to meet a heavy and immediate financial need. In contrast, the 401(k) regulations
require that plan sponsors determine whether (1) an employee has an immediate
and heavy financial need and (2) the distribution is necessary to satisfy such a need.
The determination of whether a distribution is necessary to satisfy a financial need
may be satisfied by using a safe harbor that imposes significant restrictions or
through ‘“reasonable reliance” on a detailed employee representation. Compare
Treas. Reg. section 1.401(k)-1(dX2) with Treas. Reg. section 1.411 (d)-4, Q&A 4(b) and
6 and Rev. Rul. 71-224.

The requirement that administrators determine whether a 1particl ant has other
resources available to meet a financial need is administratively burdensome, intru-
sive on employee privacy, and unnecessary. The Code section 72(t) ten percent pen-
alty on early withdrawals adequately assures that an employee will seek to satisfy
ﬁlnancial needs from other sources before taking withdrawals from retirement
plans.

Moreover, imposing rules with respect to elective deferrals and earnings as of De-
cember 31, 1988 (but not earnings after such date, and not amounts treated as elec-
tive contributions) which differ from the rules imposed with respect to withdrawals
of employer contributions and earnings adds unnecessary recordkeeping complexity.
See Prop. Treas. Reg. section 1.401(k)-1(dX1Xiii). Under current law, a profit-sharing
plan may permit distributions after a fixed number of years, the attainment of a
stated age, or the prior occurrence of some event such as separation from service,
illness, disability, retirement, death, or hardshig\. See Treas. Reg. section
1.401(bX1Xii) Rev. Rul. 71-224. There is little reason why the rules governing certain
distributions from section 401(k) plans should be any different than the general
rules governing distributions from profit-sharing plans. For all these reasons, we
recommend that Code section 401(kX2XB) be deleted.

C. Reporting and Disclosure Requirements

ERISA and the Code require that so many forms be prepared, distributed to par-
ticipants and filed with the government that the resulting costs and burdens im-
posed upon plans and plan sponsors have been enormous. This paperwork burden is
not, as some suggest, an unqualified benefit to participants. Not only are the costs of
the reporting and disclosure requirements borne in part by current plan partici-
pants; they also discourage small employers from establishing new plans for employ-
ees not now covered.

Despite the negative impact on plans, new reporting obligations have been added,
often without adequate consideration of their usefulness or practical application.
(See, e.g., the discussion of ERISA section 204(h) below). The time has come to care-
fully weigh, in light of neurly fifteen years' experience under ERISA and parallel

@ provisions, the costs and benefits of applicable reporting and disclosure re-
q}.\rirerinonu. and improve or eliminate those requirements that have not proven cost-
effective.

4 See President's Commission on Pension Policy, Coming of Age: Toward a National Retire
ment Income Policy, at 46 (1981) and, e.g.. H.R. 1361 §3, 100th Cong., 2d Sess. (1988) (portability
act expected to be reintroduced in 1013t Congress). .
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It should be pointed out, however, that it is essential that changes not be made in
any required report, form, or document unless those changes are substantial and
made at one time, after adequate public notice and participation, rather than seria-
tim. ’I‘rpically. it costs more to reprogram computers, retrain employees, and set up
new filing systems than is saved by small changes.

1. Simplify Annual Report .

ERJISA section 103 requires each plan to prepare and file with the Secretary of
Labor an Annual Report (currently the Form 5500 series) Much of the information
required in the Annual Report is of minimal use to participants or the government:
e.g., the detailed listing of plan investments and all 5 percent transactions.® Submis-
sion of this data is enormously burdensome and costly; yet it is inappropriate for
plans funded through bank trust funds or pooled insurance accounts, provides little
useful information to participants generally, and is rarely, if ever, scrutinized by the
DOL absent other problems which would suggest a more thorough investigation of
plan asset investment.

ERISA section 103 should be amended to reduce the amount and detail of data
required in the Annual Report. The Annual Report should contain only information
useful to participants and neceuar% to the agencies in identifyingf problem areas.
Despite efforts to streamline these Forms, they still require much information that
cannot possibly be truly useful. Therefore, ‘the government should pare down the
Forms to include only items it actually uses in a meaningful way, and eliminate all
others. In the alternative, the sigglmed Forms 5500C and 65600R should be used for
?ll platll“' If problems are indicated, the agencies may then require more specific in-

ormation.

2. Eliminate Summary Annual Report and Plan Description

The summary annual report (SAR) requirement of ERISA section 104(bX3) should
be eliminated. The SAR is widely regarded as a document with more form than sub-
stance. It tells a participant virtually nothing of value, and serves only as a remind-
er that there is a plan, the details of which must be found elsewhere. At the same
time, it is expensive to prepare and mail, and because of its brevity, it may often be
misleading or raise questions which would be far more efficiently answered by refer-
ence to actual plan documents, the summary plan description, or the annual report
itself. Therefore it should be eliminated, or the requirement should be limited to
posting a notice in a prominent site in the work Blace.

Moreover, the requirement of ERISA section 102aX2) and (b) that a “plan descrip-
tion” be filed with the Labor Department should be eliminated, with appropriate
changes to DOL regulations,

3. Simplify and Clarify Reporting Obligations With Respect to Distributions

Currently, confusion abounds regarding the reporting obligations of plan adminis-
trators, payors, and participants. First, the reporting rules generally are not con-
tained in regulations, but only on Forms and Instructions, so it is often difficult for
recordkeepers to determine their obligations. Second, the same information is often
required from different sources (such as the plan recordke'lggor and the participant),
resulting in additional costs and unnecessary duplication. Third, guidance on report-
ing items affected by changes in the law is often insufficient, unclear, or provided
too late. A thorough revision of reporting requirements to eliminate duplication and
clarify obligations is needed.

An example of the confusion regarding re&onini uirements is the situation
which led to publication of Notice 89-82, 1989-12 L.R.B. 16, retroactively correcti
the positions taken in IRS Notice 87-71, 1987-2 C.B. 385 and Notice 88-83, 1988-1
LR.B. 28. These Notices all concern the proper reporting of corrective distributions
of excess deferrals, excees contributions and excess aggregate contributions. Con-
gress retroactively changed the treatment of these amounts in TAMRA, generating
considerable confusion. The rules add complexity by distinguishing between various
excess amounts, sglming the excess and its earnings into two separate years and
treating refunds of Jess than $100 differently from refunds in excess of $100. There
should be one simple rule—all refunds of excess amounts and income thereon
should be treated as income in either the J'ear of contribution or the year of receipt.
Regardless of the action taken on the underlying provision, however, when the gov-

s Rocentl{. the DOL did change the reportable transaction threshold from 8 percent to 6 l%r-
cent and eliminated the requirement of relronina the dates of n‘)omble transactions. See DOL
Reg. section 2520.103-6 as amended in 54 Fed. Reg. 8624 (Mar. 1, 1989). While this constitutes an

improvement, it does not go far enough in eliminating unnecessary detail from required reports.
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ernment position reﬁarding the reporting and treatment of distributions shifts in a
manner such as we have described, the government should provide sample language
which may be used by payors to notify participants of their reporting options and
rewlatory requirements,

ith respect to a more general problem, it is very difficult for payors to Ersoperl
report distributions, not only because of constant changes in the law and IRS guid-
ance, but also because of the use of multiple forms by the IRS and because of lack of
clear regulawryedguidance on reporting. The IRS should combine the Form W-2P
(which i8 required for reporting of retirement distributions other than total distribu-
tions) with the Form 1099R (which is required for reporting of total distributions)
There is no statutory basis for requiring use of the two different forms. Prior to
adopting a new combined form, however, the IRS should provide time for comment
biegggoru. Furthermore, the IRS ahould recognize that significant time will be
n to reprogram computer reporting systems to comply with a new format, Ac-
cgrdingly, the final version of the new form should be released well in advance of its
adoption.

Also, in order to reduce the unnecessary paperwork burden imposed on plan
payors and administrators, the procedures for electing out of withholding could be
simplified. The IRS should explicitly permit participants to elect out of withholding
on their benefit applications, and should provide a short sample notice of election
rights which coul provided to participants at the time they complete their bene-
fit applications.

4. Simplify REA Consent Requirements
The requirements for consent to receive a distribution are far too complicated. If
the rules themselves were simplified, the required notices to employees could be
simplified. Specific situations where the rules could be simplified include the follow-
ing:

a. Section 1.411(a)>-11(c) of the regulations requires that plans give partici-
pants a general description of the material features, and an explanation of the
relative values, of the optional forms of benefit available under the plan at least
30 days prior to the annuity starting date. The term “annuity starting date” is
defined to mean the first day on which a benefit is payable. This requirement
appears to preclude a plan from paying benefits any earlier than 30 days after a
special notice is given, even if, for example, under the plan, the benelit is pay-
able in any form and a surviving spouse requests an immediate distribution to
pay funeral expenses. At minimum, the rules should be modified to allow pay-
ment to begin when it is requested.

b. The rules for consent to receipt of benefits prior to normal retirement age
(or 62, if later) require that consent be given if the benefit ia “immediately dis-
tributable” and provide that a benefit which is distributable immediately upon
the attainment of normal retirement age or age 62, if later, is not immediatély
distributable, 80 no consent is required. While the policy behind this convoluted
language may be appro(rriate. the regulations are so complicated that plan ad-
ministrators cannot understand them. These regulations should be amended to
clearly state that consent is not required for distributions made after the later
of the plan's normal retirement age or Bﬁe 62.

¢. The age 35 threshold for waiver of the QPSA should be eliminated, in favor
of a rule allowing waivers to be made upon commencement of participation, and
withdrawn and remade at any time thereafter. Notices and explanatory materi-
al should be required upon commencement of participation, and when requested
thereafter (but not more frequently than once a year). The current complicated
rules add significant administrative expense and reflect an erroneous attitude
that anyone under age 35 is simply too young to know what he is doing.

5. Limit Scope of Requirement of Notice of Reduction in Future Accruals
(ERISA Section 204ch)

ERISA section 204(h) added a requirement prohibiting any significant reductions
in future accruals under plans subject to the minimum funding standards unless
written notice of the amendment is provided to all plan participants, certain benefi-
ciaries, and certain employee organizations, at least 16 days prior to the effective
date of the amendment.

The intent of this requirement was to provide prior notice to employees when an
em?loyer. on its own initiative, seeks to significantly cut back on plan benefit for-
mulas, However, the provision, as written, imposes the same notice requirement
where an employer must change accruals to comply with federally mandated
changes in the law.
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Recently, sponsors were in a quandary whether to provide cut-back notices in face
of the tardy release of integration regulations which will require significant changes
in plan design. Plan amendments effecting these changes are not required, general-
ly, until the due date, with extensions, for filing the employer’s tax return for the
1989 plan year. In Notice 88-131, 1988-52 L.R.B. 15, the IRS provided some relief
from the ERISA notice requirement, but this relief was not provided until the day
before sponsors would otherwise have been required to notify all employees of un-
known changes in accruals.

In order to prevent such situations in the future, ERISA section 204(h) should be
amended to exclude from the notice requirement any future accrual changes made
to comply with changes in the Federal law governing qualified plans, or to require
sxéch t‘r;(;‘\tice not earlier than a reasonable time after the amendment is actually
adopted.

6. Eliminate Requirement of Notice to Interested Parties

The IRS requires the notification of all “interested parties’ 1Prior to the filing
with the IRS of a request for a determination letter. See Treas Reg. section
601.201(oX8Xxvi) Rev. Proc. 80-30, 1980-1 C.B. 685, as modified. Determination let-
ters are routinely sought by plan sponsors when a plan is adopted, materially
amended or terminated. The notification requirement is unduly burdensome and ex-
pensive, serves no useful purpose, and is generally ignored or misunderstood by par-
ticipants. Therefore, the notice to interested parties should be eliminated.

7. Delete Requirement of Submission of Annual Statement of Collective Trust
or Insurance Carrier Account (ERISA Sections 103(bXIXG) and 103(bX4)

The statutory provision requiring the submission with the plan’s annual report of
an additional report for plans held in common or collective trust funds or separate
accounts of insurance carriers should be deleted.

ERISA section 103(bx3XG) provides that if some or all of a plan’s assets are held
in a bank common or collective trust fund, or separate bank trust, or insurance car-
rier separate account, the plan's annual report must include the most recent annual
statement of the trust or account. ERISA section 103(bX4) and DOL Regs. section
2620.103-9 permits direct flling with the DOL by the common or commingled trust
of the account involved,

This :ﬁuiroment of filing the statement of the underlylng collective fund should
be deleted. For reporting pur , a plan’s investment in a bank’s collective trust
fund should not be treated differently from its investment in mutual funds or in an
insured separate account, which do not require reports of the underlying investment
medium. a result, no filing of such information should be required, although it
could be made available to the Department of Labor upon request.

D. Funding Limitations

1. Amend the Full Funding Limitation (Code Section 412(cX7)

Code section 412(cX7) was amended by OBRA '87 to redefine the full fundinf limi-
tation as 150 percent of termination liability. Contributions in excess of this limita-
tion are not deductible and are subject to a 10 percent excise tax. The calculation of
this limitation requires a separate actuarial valuation each year, which adds to the
cost and complexity of maintaining a defined benefit plan. This, alone, may be suffi-
cient justification for calling for a return to the limitation as it existed prior to
OBRA '87. Moreover, there are policy issues surrounding this limitation which over-
whelm the simplification argument for its removal. While the limit may appear rea-
lonable—wh{v. should a plan need assets in excess of 100 percent of ‘‘termination”
liability—it is very misleading. ‘“Termination liability” is often less than the actual
liability required to close out a plan at termination, and the limit is applied to ongo-
ing plans which are not terminating. The effect of the current full funding limita-
tion is that a plan's actual funding will always lag behind in the funding needed for
“real"” benefits at retirement where such benefits are based on final average pay,
and level funding over the life of a plan is impossible.

In effect, current law inappropriately mortgages benefit. promises by prohibiting
the level funding that is the reasonable way for plan sponsors to fulfill their benefit
obligations and, instead, requires plans to be funded with payments which escalate
in later years. This results in tremendous cost in terms of plan benefit security.
Ironically, this is the type of funding which Code section 412 was designed to elimi-
nate, not require. Therefore, the full funding limitation should be based on ongoing
(projected) liabilities, not on termination liability. .
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2. Eliminate Tax on Nondeductible Contributions (Code Section 4972)

A 10 percent excise tax is imposed on employers making nondeductible contribu-
tions to qualified plans. The purported abuse at which this penalty is directed—plac-
ing large amounts of funds into plans in order to obtain the advantage of tax defer-
ral on the income generated—is simply not a common occurrence.

There are numerous reasons why employers do not, as a general rule, make un-
necessary contributions to plans. First, e section 412(cX3) requires that actuarial
assumptions must be reasonable, and an excise tax is imposed for the overstatement
of pension liabilities. See Code section 6659A. Second, it is impossible to recoup
excess amounts contributed to a plan without terminating the plan (unless a mis-
take of fact can be established). 'I?hird, amounts recovered at plan termination are
themselves subject to a 15 percent excise tax. Fourth, contributions in excess of
those needed to fund the plan may not be deducted. Fifth, businesses cannot tie up
funds indefinitely, but have other uses for their money.

Not only is the tax rot needed to accomplish its intended purpose, but also it may
result in imposition of inappropriate penalties. After the recently enacted funding
rule changes, many employers will be subjected to this excise tax, not because they
have any abusive intent, but because they made reasonable and, in some cases, le-
gally required contributions which are no longer deductible. For example, the
change in the full funding limitation, which eliminates the deduction for contribu.
tions in excess of those needed to provide 150 percent of termination liability, will
cause significant year-to-year variations in the deductible amount. An employer who
makes level contributions for budgetary reasons may incur the excess tax periodical-
l{\. because of swings in termination liability due to variations in interest rates and
the composition of its work force. Furthermore, the new funding provisions require
quarterly payment of estimated contributions. If the estimate exceeds the full fund-
ing limitation, the excise tax will be incurred despite the fact that the contributions
were required to be made before valuation reau{:s were available, and once made
cannot 'generally be withdrawn. Finally, where an employer is required by the
terms of a collective bargaining agreement to make certain contributions to a multi-
employer plan which is or becomes overfunded, the employer may incur the excise
tax although it cannot reduce ita level of contributions and has no control over the
terms of the plan. For all these reasons, this excise tax should be eliminated.

E. Fiduciary Rules

1. Modify Prohibited Transaction Exemption Procedure (Code Section 4975 and
ERISA Section 408)

The current procedures for receiving.an exemption from the prohibited transac-
tion rules of ERISA section 408 and e section 4975 take much ton long to com-
plete. Many investment options which would benefit participants and plans are fore-
closed because of the delays created by these procedures, particularly the require-
ment that the notice of a proposed exemption--and the decision to grant an exem
tion—must be gublished in the Federal Register. See DOL Prop. Reg. section 2570.30
et. seq. 53 Fed. Reg. 24422 (June 28, 1088). &

The prohibited transaction exemption procedures should be modified to provide
the Department of Labor with a specified time, such as 20 days, in which to deny an
application. If no denial is issued within that period, the application for exemption
should be deemed to be granted. This suggested procedure is similar to the proce-
dure used with respect to securities registration statements under section 8 of the
Securities Act of 1933, as amended, 16 U.8.C. section 77h).

2. Revise and Consolidate the Excise Taxes on Prohibited Transactions (Code
Section 4975(a) and (b) and ERISA Section 502(i)

Under current law, Code section 4975 imposes a § percent excise tax on disquali-
fied persons engagigg in prohibited transactions with respect to tax-qualified plans,
and ERISA section 502(i) (&edrmiu imposition of a 5 percent civil penalty with respect
to other plans. Both the e section 4975(a) tax and the ERISA section 502(i) penal-
ty are imposed on the amount involved in any prohibited transaction, but the Code
excise tax is automatic, and applies regardless of knowledge or intent. Because of
the automatic nature of this tax, it reaches too broadly, and applies to innocent
errors where .no losses occurred. In contrast, under ERISA section 502(1), the DOL
has the right to impose a 56 percent penalty for the commission of a prohibited
transaction, but is not re?uir to do 80.

Under Code section 4975(b), an excise tax of 100 percent is imposed where a pro-
hibited transaction is not corrected. See Code section 4975(b) and ERISA section
3003(a) (permitting waiver of tax in appropriate cases). Similarly, under ERISA sec-
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tion 502(i), the DOL may assess a civil penalty of 100 percent for uncorrected trans-
actions.

Under Reorganization Plan No. 4 of 1978, the general authority to issue regula-
tions, rulings, opinions, and exemptions for prohibited transactions under Code sec-
tion 4975 was transferred to the Department of Labor. See Executive Order No.
12108, 44 Fed. Reg. 1065 (December 28, 1978). The provisions relating to taxes on
disqualified persons under Code section 4975a) and (b), however, and exemptions on
certain limited transactions, were not included in this transfer of authority. In
order to minimize administrative complexity, and prevent the anomaly of having
one agency determine whether a transaction constitutes a violation of the prohibit-
ed transaction rules while another agency enforces penalties for such a violation,
the power to imgose penalties should be shifted to the Department of Labor. Accord-
ingly, the prohibited transaction excise taxes of Code section 497i(a) and (b) should
be repealed and the DOL should be given authority to im civil penalties for pro-
hibited transactions with respect to all plans under ERISA section 502(i). In addi-
tion, the DOL should retain flexibility not to impose the 5 percent penalty in appro-
priate cases.

F. Miscellaneous

1. Eliminate Half-Years in Code Provisions (Code Sections 72, 219, 401(ax9),
402e), 403(b)) -

Several provisions in the Code relate to the age of the employee at a certain time.
Using half-year ages for these detcrminations is confusing ang adds complexity for
no apparent: reason. For example, if an individual turns age 70 on July 1, 1989, he
or she must pour through voluminous regulations to determine if he or she is 70%
in 1989 or in 1990, In contrast, everyone knows his or her birth date, and this date
is already included in plan and employer records. Basing rules on half birthdays re-
quires additional records and adds confusion. All half-years should be eliminated.

2. Delete Extension of Amortization Period (Code Section §12(e)

Code section 412(e) should be deleted. The Secretary's authority to extend the am-
ortization period has rarely, if ever', been used. The minimum funding waiver proce-
dure of section 412(d) is sufficient for the intended purpose.

3. Replace Five-Year Phase-In of Benefit Guarantee With Three-Year CIliff
tuarantees (ERISA Section 4022(bX7))

ERISA section 4022(bX7) provides that benefits are guaranteed only to the extent
of the greater of 20 percent of the amount which, but for the fact that the plan or
amendment has not been in effect for 60 months or more, would be guaranteed, or
$20 per month, multiplied by the number of years (up to five) the plan or amend-
ment has been in effect. This rule unnecessarily complicates the determination of
guaranteed benefits, and should be replaced with a rule guaranteeing all benefits
(up o the general limit on guaranteed benefits) which have been in effect for three
years or more.

The purpose of ERISA section 4022(bX7) has been largely accomplished with the
changes enacted in SEPPAA. It is no longer possible for a solvent employer to enact
large benefit increases and dump the liabilities on the PBGC. A three-year waiting

riod for coveragGévould assure that an employer in distress could not dump new

iability on the P , and would be much eanier to implement.

4. Narrow the Definition of Participant (ERISA Section 3(7)

The definition of “participant” in ERISA section 3(7) should be narrowed to ex-
clude any non-employee who is not receiving benefits and who does not have a
vested right to an accrued benefit. Such individuals have no current or future right
to any benefits under the plan, unless they are subsequently rehired. The elimina-
tion of this category from the definition of participant would simplify reporting obli-
gations and payment of PBGC insurance premiums. The PBGC premium, of a mini-
mum of $16 per “participant,” should not be assessed on behalf of individuals who
are in fact no longer participants.

This change would also clarify entitlements upon the termination of a plan.
Under current 1aw it is unclear whether non-vested terminated employees regain a
right to the amounts they previously forfeited if the plan is terminated within a
certain period of time (up to b years, according to some interpretations), after the
employee's termination. The suggested change in the definition of participant would
help cla'rify that non-vested terminated employees are not entitled to receive such
amounts. !
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5. Eliminate Remnants of H.R. 10 Plans
Since 1982, when TEFRA was passed, Congress has attempted to_create parity be-
tween the income tax treatment of self-employed individuals and common-law em-
ployees. A few chianges are still necessary in the retirement plan rules in order to
fully achieve this goal. The fact that a number of separate rules and limitations still
exist i8 confusing, adds additional complexity, and impedes the professed objective of
attaining parity. The most troublesome of these remaining rules are as follows:

(a) The employer aggregation rules of Code section 401(d) (1) and (2) differ
from those in Code sections 414(c) d, (m), and (n), and impose more restrictions
on owner-employees. The additional complexity is not justified by the minimal
opportunity for abuse in this area.

(b) Code sections 401(cX2) and 404(aX8XC) limit contributions on behalf of the
self-employed to their “earned income.” No such limit exists for corporate em-
ployees. Furthermore, contributions to retirement plans should be subtracted
from earned income before determining the deduction limits or the section 415
ll|mits. as such contributions are not included as compensation for corporate em-
ployees.

(c) Plan loans to self-employed participants are prohibited transactions, unless
the plan obtains an administrative exemption under ERISA section 403(a).
Qualified louns to other participants are not prohibited transactions.

(d) Lump sum treatment of distributions (Code section 402(e)) is not available
to the self-employed upon separation from service, thougn common law employ-
ees may receive lump sum treatment upon seraration from service. Conversely,
self-employed individuals may be eligible for lump sum treatment upon becom-
ing disabled, but common law employees are not.

These separate rules for self-employed employees should be eliminated.

6. Clarify Standards for Retroactive Revocation of a Plan

A plan which satisfies all the requirements of Code section 401(a) is considered a
“qualified plan” and consequently receives a special status for tax purposes. In the
event the plan fails to satisfy any requirement for a qualified plan in any year, the
IRS may retroactively disqualify the plan.

Under Code sections 401(b) and 7805(b), the IRS may provide relief from retroac-
tive disqualification. These Code sections should be clarified to make clear that (1)
such relief is available when sponsors have made good faith efforts to comply with
statutory requirements and (2) participants who had no control over plan design are
exempted from adverse tax consequences of disqualification.

Attachments.
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April 4, 1990

Mr, Jim Klein

APPWP

1212 New York Avenue, N.W.
Buite 1250

Washington, D.C. 20008
Dear Jimt

You asked me to describe for you some of the experiences
.we have had lately that might be eased by simplification of
our pension laws., Wherae to begin?

Let me start by saying that our staff of ten people averaged _
over eleven hours a weekx during 1989 reading CCH, Prentice
Hall, IRS, DOL, PBGC and various consultant publications in an
attempt to avert accidentally violating anything or anybody.
We are s amall Company but when you magnify thie over the
pension industry you can see that our Government has done a
good ‘job of providing employment opportunities for writers,
printars, and mail handlers. vnzorcunatolx, we do the bulk of
our reading svenings and weekends, and nothing I've seen in
the last decade has made any of our tasks simpler...quite to
the contrary.

We ran across a particularly good example of the tail wagging
the dog. One of our clients could not make a deductible
contribution to their defined benefit plan useing the IRS full
funding assumptions...but owed a risk premium ueing the PBGC
assumptions...and had phantom income for FAS 87. We know that
the Financial Accounting Standards Board is not an official
government agency, but the conflict with the IRS and the PBGC
assumptions are a big enough problem with out FASS.

¥We have made prasentations to no less than ten employers in
the past three months who should really have defined benafit
plans for their employees. We believe in full disclosure
howaver, and when an employer gets advice that says this is
best for your employees but here are the rules yni must
functivi under ("we think", or "as we understand them" and
"gubject to change, retroactively") they very quickly move in
other directions. I don't blame then.

2929 WESTOWN PARKWAY « WEST DES MOINES, IOWA 50265 ¢ (515) 226-0303
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Jim Klein

_Page 2

I don't pratend to have an accurate count on all the pending
and proposed new lagislative actions affecting pensions, but
I can readily think of over a dozen. Put these on top of the
legislation that is as much as six years old, for which we do
not have regulations and must make a good faith effort at
conplying with, and complexity becomes a gross understatenment.

We got some relief, however, We do not have to amend our plans
for some of these laws, that are already in force, until the
regulations are finalized. That saves us significant dollars
in that.we don't have to try to amend, and then amend again
because our try didn't fully meet the :qulationﬁ.
Unfortunately, we have to treat our participants as if the
plan was amended during the period we wait for the regs. This
makes absolutely no sense. The Participant is confused, we
are confused, and Washington says "such is life'.

Now, to add insult to injury, proposed legislation is carrying
dates that would make the laws, if passed, effective when the

legislation is proposed (i.e. Sen, Metzenbaum's latest effort

at eliminating reversions). That is simply not fair, We used
to at least be able to count on naving actions taken today
that are legal today, not be deemed illegal six months or a
¥onr later because there was pending leglislation. How can ve

unction...how can we advise...how can the system live with
ungertainty of that magnitudes.

T wish I was old encugh to retire.
8incerely,

oy

Thomas C. Walker, ChFC
President

TCW/hes
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Mason Corporation
POST OFFICE BOX 59226
BIRMINGHAM, ALABAMA 35259 9226
TELEPHONE 205 942 4100
FAX 205/945 4393

/N

April 5, 1990

Mr. James A, Klein

Deputy Bxecutive Director

Association of Private Pension
and Welfare Plans

1331 Pennsylvania Avenue, N.W.

Suite 719

Washington, D.C. 20004

Dear Jim:

ltwug'oodioulkumhywbyphmem“wouldlikexo" on our pany's to
discontinue our pension plan,

b: 195.?,:9 adopted a qualified profit sharing plan and in 1955 we adopted s qualified pension
plan, also.

Our company has provided additional emplo¥ee benefits which we have felt give us an advantage
in better employees which obviously makes for a better company.

In recent years, Congress has seen fit to impose changes and additional requirements on companies
that s qualified profit sharing and fon plans. As you know, these changes mﬂ.'l’
cons le administrative burden both in explanation to emplog»eeo and being forced to hire rather
expensive employee benefit experts to rewrite the plans. With the added costs imposed by the
recent requirement, eliminating the Social Security offset and with the proposed changes that are
being considerea by the Congress; Le., the anti-reversion proposal and the Visclosky amendment,
we h:vme::ht&d 10 discontinue the pension plan and have flled all the necessary papers to

accomp X

We are not at all pleased with being forved to make this decision, but we do not feel that we can
afford to continue to spend the time and the money necessary to maintain a ion plan in a
constantly changing environment. While the profit sharing plan hm\m 8 much greater
benefit for those persons who have retired, the pension plan provided & nice additional benefit.

We are continuing to sponsor the qualified profit sharing plan, but are very concemed that
congressional tampering may detract from the possible future retirement benefits (such as the
Kassebaum proposal which s nothing more than a foot in the door to tax eamings of profit sharing
and pension trusts).

There are other companies in Birmingham who have chosen to discontinue pension plans and I am
enclosing an article that appeared recently in the Atlanta m;er indicating that a great many
comlnm es have already decided to discontinue pension plans. I am extremely concemed that

whith what Congress has already done, there is, in fact, immeparable damage to the national
retirement system. 1 dont think our people in Congress ungmund:

1 ‘That most employers want to provide some type of private retirement benefit for
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Mr. James A, Klein
Page Two
April 5, 1990
their employees.

2. Small businesses cannot afford to be and will not be “abused” by Congress’s
frequent and arbitrary changes in laws govemning the operation of private retirement
plans, both defined benefit and defined contribution.

REMEMBER SECTION 89 |

1 want to thank you for your efforts on behalf of the private retirement plans and please let me
know any time that I may be of help to you.

Best personal m'g?.

-

il by
Frank L. Mason :
Chairman of the Board
FLM:sbn
Enclosure: Newspaper article
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March 22, 1990

Mr. Jim Klein
Deputy Executive Director
Association of Private Pension
and Welfare Plans
1212 New York Avenue, N.W., Suite 1250
wWashington, D. C. 20005

Dear Mr, Klein:

On behalf of American Managed Care and Review
Association ("AMCRA"), I am writing to expross our
atrong support for legislation that would simplify
the rules governing private pension plans.
Compliance with the existing rules under the Internal
Revenue Code is extremely burdensome and discourages
amall employers like AMCRA and our member companies
from establishing, or continuing to maintain, their
qualified plans.

In general, while the administrative requirements
apply equally to all amployers, the complexity of
those requirements make it very difficult, if not
impossible, for small employers to comply on their
own. The multitude of existing rules coupled with
the need to keep abreast of the various changes in
the governing laws and regulations necessitates that
these employers seek the advice of pension
specialists which further adds to the cost of
maintaining their qualified plans.

Because administrative costs are relatively fixed,
the administrative costs per employee are higher
for small businesses. As a result, employers like
AMCRA are finding that they are unable to offer
benafits comparable to those offered by larger
companies. In fact, because of the significant costs
associated with continuing to maintain a pension
plan, AMCRA is currently considering terminating its
pension plan and one of our members has recently
terminated its plan. The inability to offer
comparable benefits significantly disadvantages small

W ASSOCIATION

1227:25th Sireel, NW = Sude 610 « Washinglon, DC 20037 ¢ 2027280506 » FAX 20277280609
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Mr. Jim Klein
March 22, 1990
Page 2

companies in trying to compete with larger companies
for well-trained, experienced employees.

Changes, in the laws which would ease the
administrative burden and keep down the costs
assoc.iated with qualified plans would go a long way
in assisting and encouraging small employers in the
maintainence of pension plans for their employees.
For example, the various government forms could be
designed so that a person with little or no expertise
in the area of employee benefits could complete the
required forms. .
Simplification of the complex pension rules would
serve to send a strong message that Congress is
committed to encouraging employers to provide
retirement income to their workers. We strongly
support that message.

Sincerely,

?cm«t///]- W /ﬁ
Ronald A, Hurst é‘?o
Executive Vice President

cc: The Honorable David H. Pryor
.The Honorable Lloyd Bentsen
The Honorable John Heinz

4227-25th Street, NW, Suite 610, Washington, DC 20037 ¢ 202/728-0506 « FAX 202/728-0609
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PREPARED STATEMENT OF JAMES P. HOLDEN

Good morning. My name is James Holden. I am Chair of the Section of Taxation
of the American Bar Association. I am testifying today on behalf of the American
Bar Association at the request of L. Stanley Chauvin, Jr., President of the Associa-
tion. I am accompanied by Mark Dray, Chair of the Employee Benefits Committee
of the Section of Taxation, and Stuart Lewis, Chair of that Committee’s Subcommit-
tee on Proposed Pension Legislation.

We are pleased to have been invited to testify on the need to simplify the laws
governing private pension plans. The American Bar Association endorses the impor-
tance of simplifying these rules and is pleased to cooperate with Congress in helping
to reduce this complexity. The Chairman and the members of this Subcommittee
are to be commended for focusing the attention of Congress on the vital need for
simplification.

e note that our comments today will address only the simplification of the rules
applicable to qualified pension and profit sharing plans and will not deal with sim-
eviﬁcation of the rules regarding welfare plans and other employee benefit issues.

e believe, however, that simplification of these other areas is also an important
goal that should be pursued by Congress at the first opportunity.

THE IMPORTANCE OF SIMPLIFICATION

The goal of an appropriate pension policy should be to develop rules that contain
only the minimum amount of complexity necessary to achieve the policy objectives
established by Congress. Unfortunately, the rules governing private pension plans
have achieved a degree of complexity that goes far beyond what is necessary. In
fact, the complexity itself has become a significant deterrent to increasing pension
coverage among American workers and therefore should be promptly eliminated as
an important first step to improving the retirement security of Americans.

The adverse affects created by unnecessary complexity are numerous. Let me ar-
ticulate a few that are particularly troublesome.

1. Increased Cost for Employers.—Complexity ircreases the costs of providing re-
tirement benefits to emrloyees. This cost initially arises in the designing and rede-
signing of retirement plans to comply with frequently changing and unnecessarily
difficult qualification rules. Once designed, the various administrative tests required
to ensure that plans continue to comply with all of the limitations, nondiscrimina-
tion and other rules agrlicable under EEISA and the Internal Revenue Code ensure
continued high compliance costs, Further, compliance costs are also increased
through the completion of annual reports, disclosure statements and tax returns,
and the preparation of valuations and audit costs.

2. Increased Costs/Reduced Benefits for Employees.—This increased compliance
cost most likely has the effect of reducing the retirement benefits available to em-
gloyees. In general, em?loyers will view the entire cost of the benefit programs in

etermining the level of the retirement benefits to provide and, therefore, will take
into account these increased costs in establishing the level of benefits or deciding
whether to increase (or reduce) benefits for employees in the future. Employees also
experience increased costs by having to evaluate complicated alternative tax options
pertaining to the distributivns they receive because of the necessity of obtaining
professional advice with respect to the complicated rules applicable to the taxation
of such distributions.

3. -Increased Cost for the Government.—Because the rules are also difficult for the
government to administer, the complexity of the rules governing pension plans has
a direct adverse affect upon the government. One immediate affect is that greater
staff time (and budget authority) is required in order to develop rules and regula-
tions that carry out these complex mandates. This not only means more time devot-
ed to the development of regulations, but also decreased effectiveness of the rules
since often regulations are substantially delayed because of the difficulty in devel?
ing and coordinating them among agenties with overlapping jurisdictions. In addi-
tion, there is an increased cost through diminished enforcement capability. When
the rules and regulations become as complex as they currently are, the government
has considerable difficulty training employees to understand the rules so that there
can be ade%‘xate government enforcement. This creates increased pressure for guid-
?}r‘xce fi‘om the government and decreased effectiveness in ensuring compliance with

e rules. - -

4. Complexity Leads to Noncompliance.—Overly complex rules regarding the Eri.
vate pension system significantly undermine Congressional policK objectives. -
ployers may not carry out the mandates inherent in statutory schemes simply be-
cause they fail to understand these complex rules fully. Worse, they may not comply
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fully because the complexity creates doubts about adequate enforcement of the law.
An employer or an employee may feel that the rules have become so complex that
nobody understands them anymore and therefore there is no need to comply with
all of the details. This breeds a disrespect for the laws that can undermine impor-
tant policy objectives and that should not be allowed to continue.

5. Effects of Decreased Retirement Security.—Because increased complexity means
that less money is delivered to employees at retirement, the important social goal of
increasing the adequacg of retirement coverage will be seriously undermined. Fur-
ther, the complexity of the rules may lead many employers, especially small em-
ployers, to redirect their efforts to grovide direct compensation instead of retire-
ment benefits. The consequence of that may lead to increased consumer consump-
tion, lower personal savings rates, reduced provision for g;ivabe retirement pensions
and increased pressure on the social security system to be the principal provider of
income.

The Need for Simplification is Urgent

Congress shiould immediately consider, as a top priority, the need for simplifica-
tion of the rules applicable to pension and profit sharing plans. IRS statistics dem-
onstrate a substantial increase in plan terminations and a substantial decline in the
creation of new retirement plans. Unnecessary complexity and expense are major
factors in this decline and should be addressed promptly in an effort to stem this
unfortunate trend. Under current proposals it would cost a plan sponsor $700 to
simply apply for a determination from the Internal Revenue Service on an individ-
ually-designed retirement plan. Unless action is taken by Congress, employers will
continue to abandon benefit programs and either reduce the retirement benefits of
their employees or substitute increased direct compensation in its place. Once this
change has been made it will be difficult to induce employers to reestablish retire-
ment plans once again. Therefore, unless prompt action is taken, the complexity
burden imposed on the private pension system will have the effect of substantially
diminishing the retirement security of many Americans.

AREAS FOR IMMEDIATE ATTENTION #

We believe several areas of the law are deserving candidates for the Subcommit-
tee's immediate consideration. These can be grouped into areas involving statuto
simplification, regulatory simplification and paperwork simplification. All are equal-
ly important. Even though regulatory and paperwork simplification may not be di-
rectly the result of the statutory rules, Congress can and should also act to simplify
these rules and should encourage Treasury and the Internal Revenue Service to
simplify the regulations and paperwork requirements.

Statutory Simplification

A. Qualification Rules

The qualification rules applicable to pension and groﬁt sharing plans under the
Internal Revenue Code contain four general areas that are in substantial need of
simplification.

1. Definitional Terms.—The Internal Revenue Code defines numerous terms that
are used elsewhere in the plan qualification requirements. Many of these terms are
unnecessarily complex and the analytical work required in order to apply the defini-
tions is unnecessarily burdensome. Some of the definitions that are particularly in
need of simplification concern the definition of highly-compensated employee under
section 414(g) of the Code; the definition of compensation under section 414(s) of the
Code; the controlled group and affiliated service group rules under sections 414(b),
(c) and (m) of the nger, and the separate line of business rules under section 414(r)
of the Code. Too much effort was and is being spent designing definitions to deal
with every conceivable situation when the definitions should instead be directed at
establishing a general standard that can be readily recognized and applied by em-

ployers. .

1 Digcrimination Tests.—Without question, the backbone of-the rules applicable
to qualified plans is the maintenance of viable nondiscrimination tests for ensuring
that qualified plans do not unduly favor highly-compensated employees. At present,
however, these tests have become so numerous and so complicated that they are ex-
tremely burdensome to apply. The coverage tests under section 410(b), the basic non-
discrimination tests under section 401(aX4), the minimum participation require-
ments under section 401(aX26) the top-heavy rules under section 416, the maximum
disparity rules under section 401(l) and the special rules regarding Keo?h plans
under section 401(d) are all in need of reexamination, repeal and simplification. Sub-
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stantial simplification in these rules is entirely feasible while maintaining the nec-
essary nondiscrimination standards in the law.

8. Contribution and Benefit Limitations.—The Internal Revenue Code establishes
numerous limitations on the contributions and benefits that may be provided to
qualified plan participants. The purposes of these limits is to control the govern-
ment's revenue expenditure and to ensure that excessive benefits are not provided
to highly-compensated employees while maintaining adequate incentives for those
employees so that employers will establish qualified retirement plans. In three
areas, however, the rules create excessive complexity without commensurate bene-
fit. One area concerns the overall contribution and benefit limitation of section
415(e). This provision not only adds substantial complexity but in practice has the
effect of undermining retirement security by further encouraging employers to
maintain defined contribution plans instead of defined benefit plans. More than
likely, few, if any, plan sponsors understand or J)roperly administer this limitation.
In addition, the testing rules for cash or deferred arrangements under section 401(k)
and the rules regarding employee contributions and matching employer contribu-
tions under section 401(m) require excessive annual testing that has proven to be an
expensive administrative burden and one fraught with expensive traps for the
unwary.

4. Distribution Requirements.—The Internal Revenue Code imposes not only com-

lex minimum distribution requirements under section 401(aX9), but also qualified
Joint and survivor annuity rules under section 401(aX11) and section 417 that create
more complexity than is necessary to carry out their basic purposes. Individual
members of the Tax Section’s Employee Benefits Committee are currently working
with the staff of the Joint Committee on Taxation to develop simple alternatives to
some of these requirements.

B. Taxation Rules

Another area in which statutory simplification is urgently needed concerns the
taxation rules applicable to plan benefits and distributions. Much of this complexity -
falls directly on employees rather than emyloyere since it is the employees who
must pay these taxes. Five areas in particular deserve Congressional scrutiny: (1)
the excess accumulations tax under section 4980A of the Code; (2) the basis recovery
rules under section 72; (3) the rules regarding lump-sum distributions under section
402; (4) the rules regarding tax-free rollovers under section 402; and (5) the treat-
ment of net unrealized appreciation in employer securities under section 402(a) and
section 402(e). Each of these rules carries significant complexity and sim%ification
could undoubtedly be achieved. Individual members of the Tax Section’s Employee
Benefits Committee are currently working with the staff of the Joint Committee on
Taxation to develop simple alternatives to some of these rules.

C. Funding Rules

. The third general area affecting qualified plans that needs statutory simplifica-
tion are the complex rules of section 412 regarding the funding of qualified plans.
Primarily for revenue reasons, the level of complexity that has been achieved here
not only goes beyond the need to fund retirement plans adequately, but it in fact
seriously impedes that goal by preventing, in many cases, the adequate and level
funding of retirement plans. This is clearly evident in the recently-enacted limita-
tions on full funding—which intentionally reduce funding below levels required to
fund the ultimate retirement benefits adequately. The adequate funding of retire-
ment plans was an original motivating purpose for the enactment of ERISA in 1974
and yet recent legislation has actually hindered the achievement of that goal.
Regulatory Simplification

A second area deserving Congressional attention is the need to simplify unneces-
sarily complex regulations that have been issued. Encouragement from Congress to
the Internal Revenue Service in these areas will help ensure that that regulatory
simplification is achieved. We recognize and applaud current efforts by Commission-
er Goldberg and the IRS to simplify regulations currently being developed. We are
also very pleased to note that the Assistant Secretary of Treasury for Tax Policy
has recently established the Office of Benefits Tax Counsel, to be headed by Thomas
Terry, a nationally recognized expert in this field. This new Treasury office can—
and, we assume, will—focus exceedingly useful efforts on precisely the sorts of con-
cerns we described here. We believe that Congressional encouragement of and sup-
port for these efforts will be very helpful.

_Four areas that we would single out as being in need of prompt and immediate
slmFliﬁcation concern the regulations dealing with leased employees under section
414(n); the regulations on affiliated service groups under section 414(m); the regula-
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tions under section 414(0) of the Code; and the regulations dealing with hardship
distributions from section 401(k) plans. In each case, these regulations create com-
plexities that go far beyond the objectives that need to be achieved or that Congress
mandated. A reexamination of these rules in their entirety is appropriate.

Paperwork Simplification

Clearly it is important to provide an adequate disclosure of information to em-
ployees .so that they both know the amount and type of retirement benefits that
they will receive and, in addition, will be aware of any problems that may be cre-
ated so that they can take the initiative in ensuring their own retirement security.
However, the reporting and disclosure reggirements as they currently exist appear
to be excessive and therefore wasteful. Some of the paperwork complexity arises
from statutory requirements while the rest results from regulatory and other re-

uirements. Congress should attempt to streamline these requirements in a way
that will carry out the objective of providing adequate information to employees
without being unduly expensive and burdensome.

We believe that there are five areas that particularly deserve reexamination and
simplification. One of those includes the summary annual report requirement which
we believe provides no meaningful information to employees and yet has become a
significant cost in maintaining retirement plans.

A second is the income tax withholding requirements and notices applicable to
employees. Experience has strongly shown almost all employees will elect not to
have income tax withholding applicable to pension distributions. Yet employers are
forced to Erovido complex notices depending on the type of benefits to be provided
and are then forced to obtain elections from employees verifyix'zﬁithat they do not
wish to have income tax withholding applied to their benefits. This charade of pa-
perwori‘ serves no purpose other than to increase the cost of administering retire-
ment plans.

A third area concerns the confusion and difficulties of repor::r;s pension distribu-
tions to employees and to the IRS. Currently three forms are , form 1099, form
W-2P and form W-4P. The Internal Revenue Service should take immediate action
to simplify and streamline these reportin, uirements so that they are more
easily understood by em‘rloyers and can be handled with a single form rather than
forcing the employer to determine which form is applicable.

A fourth requirement that has proven to be unnecessary is the notice to interest-
ed parties rglghnrding an application to the Internal Revenue Service for a determina-
tion letter. This not only delays IRS applications, because of the various time con-
straints required under the IRS procedures (e.g., the IRS application must generally
be held for two to three weeks under the prior notification rules) but its results are
not effective. Almost without exception employees do not comment to the IRS on
applications for determination letters. This requirement could be easily simplified in
a way that would decrease the burden on emploK:rs and still provide employees
with an adequate opportunity to make their views known,

Finally, the requirements of the summary Plan description, which are vital for
employee understanding of their pension benefits, have become misdirected. Courts
have frequently held employers liable for mistakes in summary plan descriptions so
that these documents, instead of being helpful to employees, have become overly
complex lefal defense documents to ensure that they do not create an{ inadvertent
legal liability on the employer’s part. As such, they have become far less useful as
laymen’s descriptions of pension glans. Efforts should be taken to establish guide-
lines in this area that would enable employers to more easily describe the benefit
provisions of plans.

RECOMMENDATIONS

We recommend that Congress promptly take action to enact legislation simplify-
ing very considerably the laws governing private pensions. In enacting this legisla-
tion we suggest that there are three important goals that should be kept in mind.
First, the lglgislation should avoid excessive concern over hypothetical or very limit-
ed abuses. Too often these types of concerns distort and complicate legislation in a
wag'e:hat imposes a significant burden on empl&ers and employees.

ond, simplification should be treated by Congress as a priority goal in the en-
actment of legislation. It should not be given low priority treatment as it has in the
past but instead should be viewed as a goal that is vitally important and necessary
to effective legislation. Although simplicity was a stated ﬁoal of the Tax Reform Act
of 1986, the legislation adopted in the benefits area—as illustrated by the Congress’
recent repeal of section 89 was far from it.
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Third, although we recognize the budgetary problems and constraints facing Con-

ess, we urge that Congress minimize short-term revenue considerations in enact-
ing legislation regarding the private pension system. This may be difficult, especial-
ly in view of the potentially large revenues available from pension plans, but the
important social gglicies that need to be protected require Congress to carefully
weigh its options before taking steps that may prove detrimental in the long term.
The health of this system demands that Con, apply long-term, not short-term,
thinking because to do otherwise will severely undermine the retirement security
that the private pension system needs to provide.

Fourth, we urge Congress to refrain from frequent modification of the law. We
recognize that in our testimony we have urged that you enact pension legislation.
We do this only regretfully. We believe, however, that the complexity in the system
currently is such that “cleanup” legislation is necessary. Thereafter, we strongly
urge that Congress make any effort to avoid changing the rules for a significant
period. The frequency of change in and of itself creates very considerable complexity
and uncertainty, which is detrimental to the system.

Fifth, we urge that Congress take aw[)s to make the need for simplification known
to the agencies that administer the rules governing ERISA so that they take steps
on their own and in concert each with the other to reduce the paperwork and com-
plexities created by inconsistent administration of the rules and that they treat as a
priority goal in and of itself the need for simplification.

Finally, except where the changes simplify existini;!complicated rules, we recom-
mend that any changes made in the statutory rules be made only on a prospective
basis with a substantial lead time so that employers are not forced, as they current-
ly are, to deal with the complexity of complying with rules on which there is little
or no guidance. Further, we urge Congress to encourage Treasury and the Internal
Revenue Service to exercise their discretion to make regulations in this field effec-
tive only prospectively after the date of their finalization. This encouragement is
important. Such delayed effective dates would alleviate the burden placed on em-
ployers of being perpetually confronted with the problem of trying to comply with
complex regulations that are only proposed and that may not be finalized for many
years. Regulations should not be effective until a date after they have actually been
finalized (perhaps the commencement of the second plan year following their adop-
tion) so that employers will not be forced to choose between comglying with regula-
tions that may ultimately be chanfed or not complying with the regulations and
facing sanctions. Few changes are important enough to require the chaos created
under the current system.

The Tax Section looks forward to working with you and your staff to help with
the legislative process wherever you or they think our participation might be useful.
Our goals are to maintain the essential soundness of the ﬂ;eeent system, to work to
improve and simplifi it, and to educate you and our members about it. We look for-
ward to working with the Subcommittee to those ends.

PREPARED STATEMENT OF Davip J. KAUTTER

. 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. [ am David J.
Kautter, Chairman of the Employee Benefits Taxation Subcommittee of the Ameri-
can Institute of Certified Public Accountants Federal Tax Division.

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

The rules governing the taxation of {‘)rivate retirement plans have become in-
creasingly intricate and complex over the past 15 years and we believe that they
now rival any other area of the tax law in their complexity. In our opinion, this
complexity is now at a point where it is adversely affecting both the private pension
system itself and the administration of the tax system, and we believe this is an
unhealthy state of affairs.

Specifically, the current rules are having three adverse effects on the private pen-.
sion system and the administration of the tax laws. Firat, they are discouraging the
establishment of new fplans and encouraging the termination of existing plans. Em-
ployers without %uali 1ed plans, tprimm'ily small employers, are discouraged from es-
tablishing new plans because of the cost of establishing and maintaining arrange-
ments which they cannot understand. Employers with existing qualified plans have
grown weary of continuously amending their plans with provisions that they cannot
understand and which do not, to them, seem to enhance their employees’ retirement
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security. Second, the current ruleg divert more money toward plan administration
and less toward actual benefits to plan participants than would a simpler system.
Third, the current rules are resulting in increased noncompliance—both intentional
and unintentional. We believe this last trend is a particularly dangerous one since it
not only means that our voluntary compliance Sfrstem is diminished, but it means
that taxﬁayers who attempt to comply with the law are at a competitive disadvan-
tagghwit those who do not.
ere are a number of reasons why the current rules are overly complex:

¢ One reason can be characterized as “incremental overload,” the relentless
layering of one set of changes upon another without the integration of these sets of
changes into a comprehensive statutory scheme. Part of the reason for the incre-
mental overload is the budget deficit and the yearly pressure on Congress to raise
revenues. There is no doubt that closing so-called “loopholes” in the qualified plan
rules to raise revenues as part of this process has resulted in increased complexity.

¢ A second reason is the attempt by policy makers to write rules that are so com-
prehensive and so specific that it is impossible for a taxpairer, even in the most
remote circumstance, to contravene statutory intent in the slightest. Not all of the
complexity attributable to this second cause emanates from Con, . The Executive
Branch in its efforts to “fine tune” statutory language and fully implement the
intent of Congress has written exhaustive regulations which are virtua X incapable
of being fully understood either by practitioners or Internal Revenue Agents. For
example, regulations implementing the rules of §401 (aX26), dealing with minimum
participation in qualified plans, are so broad in scope and intricate in detail that
their full impact will take years of implementation to comprehend. Yet taxpayers
and agents are expected to understand and implement the rules almost immediately -
after their issuance. The current approach can be likened to that of a fisherman
who weaves his nets so tightly, to prevent even the smallest fish from slipping
tgrouglt\gthe net, that the fisherman is pulled overboard when the net is into
the water.

¢ A third reason is the process by which qualified plan rules have been changed
in recent years. Often there are no hearings eld on the specific qualified plan pro-
posals contained in budget reconciliation bills and continuing resolutions. These pro-
visions become lost and buried in the volume of these bills as they are rushed to the
floor with little time allowed for comment by the public, floor debate of many provi-
sions, or any real opportunity to alter or amend their content.

* The final reason involves those of us in the private sector and it is the desire on
the part of taxpayers and their advisors to retain as much flexibility as possible in
designing retirement arrangements. It seems clear that some flexibility will have to
be sacrificed if the rules are to be made simpler.

In the qualified plan area, as in other areas of tax policy, a balance must be
struck between simplicity and equity. Equity usually comes in the form of nondis-
crimination rules in the pension area. The size, shape, and scope of “undue” com-
plexity are elusive and relative concepts, but it is clear that, in reducing the com-
plexity implicit in some of the current pension rules, some equity of current law
will be lost. In simplifying other areas of the pension rules, however, equity will be
enhanced. We believe the goal is to find the right balance between inhibiting as
much discrimination as possible while utilizing rules that can be broadly understood
and implemented and which encourage employers to establish and maintain quali-
fied pension plans. We also believe that it is possible to substantially reduce the
complexity of current law while still achieving virtually all of the policy objectives
of current law.

We propose that, as Congress looks at this area in the u‘pcoming months, it use
the following test to guide it 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 incre-
mental contribution to complexity of the law?

Although this test is easy to state, answering it in many cases will not be easy. In
some cases, reduction of complexity will not involve a re-examination of the tax
policy underlying the current rules. In others, tax policy re-examination will be re-
quired and may involve accepting, as a society, some incremental discrimination or
enhanced equity beyond that which is currently allowed. It may also involve accegt»
ing less flexibility on the part of taxpayers in the design and operation of tax-fa-
vored pension arrangements. These may not be easy for some to accept.

In apﬁlyins this test, we would urge you to consider the complete elimination of

ich do not meet the test instead of trying to patch them up in ways that
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will only add more complexity. We also urge the use of design based rules whenever
possible in order to avoid detailed testing rules which add to uncertainty and plan
administration costs.

In summary, the process of reducing complexity in this area must involve two
steps. First, the existing rules must be restructured into a comprehensive statute.
This requires clarity ot purpose and entails the elimination of a number of provi-
sions which are largely or partially duplicative. Second, both the statutory and regu-
latory rules need to be amended to focus on the general rules instead of the excep-
tions. Taking this second step means modifying or eliminating those rules whose in-
cremental contribution to equity is outweighed by their incremental contribution to
complexity. Even at a time of significant budget deficits, implementing these two
steps does not have to be difficult since some changes will raise revenue while some
will reduce revenue. Unless the complexity of the retirement rules is reduced, the
trend is likely to be increasing noncompliance—not intentional, but unintentional
brought about by taxpayers' inability to understand what is expected of them under
the law—and a weakened private pension system.

The balance of my testimony identifies specific areas of the law where we believe
substantial simplification can be achieved while retaining substantially all of the
underlying legislative policy behind currentlaw. -

GENERAL PROPOSALS

A. Proposal: Use a single set of terms to describe %ualiﬂ'ed 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” reyuirement for a profit-sharing plan leaves very littie 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 ty
of defined contribution plans, for example an employer could still establish a plan
calling for either fixed or discretionary contributions or one that mandates distribu-
tions in employer stock, those distinctions would be meaningless in applying the
qualification, deduction, and distribution rules.

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
v+ oposal would also conform the terminology of the Code to the terminology of Title
1 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 /?nancing 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.
Thore 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 subchageter.

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
respect 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), 41 5(cX6), 4975(eX7), and 4975(dX3). These sections would be collected
in a separate subchapter of the Code.
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C. Proposal: Eliminate, to the extent possible, the remaining statutory distinctions be-
tween self-employed individuals and common-law employees.

1. Proposal and Rationale—Those distinctions that remain after TEFRA can be
divided into two groups: 1) those designed to treat certain self-employed individuals
differently from other plan participants (the owner-employee rules), and 2) those
necessary to make sure there is etiuivalent treatment between self-employed individ-
uals and other participants. Eliminating the first set of distinctions would gimﬁlif
the law without sacrificing any significant f)olicy goals. It is proposed that the flus
language in §4976(d) that prohibits loans from qualified plans to participants who
are owner-employees be repealed. The special aggregation rules of §401(d) should
also be repealed. These changes would eliminate an existing trap for the unwary as
well as simplify the Code.

Retention of the second set of distinctions will ensure equivalent treatment be-
tween self-employed individuals and other participants.

2. Reduction of Complexity Achieved—The flush language in §49756(d) would be re-
pealed. Also repealed would be §§401(cX8), 401(cX5), 401(d), and 401 (aX10XA). Section
416(iX8) would be repealed as part of an overall repeal of the top-heavy rules dis-
cussed below.

D, Proposal: Simplify the definition of highly compensated employee under $414(q).

1. Proposal and Rationale—One of the key concepts that permeates the entire
qualified plan area is the prevention of discrimination in favor of “highly compen-
sated” employees. Under TRA 86, the Code for the first time specifically set forth
rules for determining who is in this group. However, the definition is difficult to
work with and a clear simple definition would reduce complexity. It is recommend-
ed that the Code define the high&gompensated group as: (1) 5% owners with attri-
bution (as defined in §318 of the e), and (2) those earning compensation in excess
of $76,000 (indexed for inflation). In addition, the “highly compensated” group
_ would be determined on the basis of the preceding plan or employer year, not the
current preceding years as under current law.

2. Reduction of Complexity Achieved—The proposal would simplify plan adminis-
tration and testing because the highly compensated group would be easy to identify.

E. Proposal: Provide a uniform definition of compensation for purposes of the em-
ployee benefit rules.

1. Proposal and Rationale—A uniform definition of compensation should be estab-
lished to simplify the task of plan sensors and administrators.

The uniform definition should be tied to taxable compensation with elective con-
tributions under §§126, 401(k), 408(k), 403(b), 457, and 601(cX18) added back at the
employer’s election on a uniform and nondiscriminatory basis. For examﬁle, a calen-
dar year plan would simply use W-2 compensation including the specified elective
contributions if the employer elects. A fiscal year plan could either determine tax-
able compensation on the fiscal year basis or use W-2 compensation for the calen-
dar year which ends in the fiscal year. This definition should be used for all pur-
poses of the employee benefit rules. '

2. Reduction of Complexity Achieved—A uniform, simplified standard for compen-
sation which would reduce complexity in plan design and administration, and elimi-
nate the existing trap for the unwary.

—

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 purrose when it was passed, one limitation imposed by ;216 ($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(a)X4) 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 and the 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
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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 §§g116 and 401(aX10XB) and the
yearly testing that is required under the provision.

B. Proposal: Reconsider §401(aX26).

1. Proposal and Rationale—-The §401(aX26) minimum participation rules are
aimed at preventing multiple plans covering few employees from discriminating
against nonhighly compensated emfloyees. Section 410(b) is also aimed at prevent-
ing discrimination against nonhighly compensated employees, but may be aplplied
on a group plan basis if such plans are comparable in accordance with Rev. Rul. 81-
202, 1981-2 CB 93.

In enactinﬁ §401 (aX26), the legislative history indicates Congressional concern
that although plans that are aggregated are required to satisfy comparability re-
quirements with respect to the amount of contributions or benefits, such an ar-
rangement may still discriminate in favor of the prohibited group. Differences in
the rates at which benefits are accrued (e.g. presence or absence of past service
credit) and the selective use of actuarial assumptions in valuing Flan benefits may
cause a plan that satisfies the requirement of comparability with respect to the
amount of contributions or benefits to favor the highly paid. Similarly, in the case
of plans that are comparable with respect to the amount of contributions or bene-
fits, discrimination favoring the highly paid may occur because of disparate funding
levells ?nd benefit options that are not taken into account in such a comparability
analysis,

Congress was concerned that because of the large number of these arrangements,
the inherent complexity of comparability analysis, and the difficulties in discovering
all differences in fund nf levels and benefit optfons, the IRS lacked sufficient re-
sources to monitor compliance with the nondiscrimination standards by small aggre-
ggted plans. Thus, Congressional intent may be summarized as desiring to obtain

th nondiscrimination and simplicity.

The regulations issued under ?401(8)(26) by all standards are anything but simple.

The Service has stated that it will soon issue a new revenue ruling which will
expand upon Rev. Rul. 81-202 and make it more difficult to discriminate using com-
parability of plans in order to satisfy §410(b),

Eliminating one-person plans or h:fhl( specialized plans that cover small num-
bers of employees is appealing in reduc ng the number of plans maintained by a
controlled group and in easing the audit burden of the Internal Revenue Service.
However, unless the regulations under §401(aX26) can be re-drafted in a manner
that reflects the straightforward manner of the statute, then §401(a)26) should be
repealed. If the regulations can be properly drafted, the repeal of §401(aX26) may
not be necessary.

If the regulations cannot be re-drafted and if §401(aX26) is reé)ealed. then any per-
ceived problems with comparable plans should be dealt with directly by amending
the rules of Rev. Rul. 81-202. Section 410 should adequately cover the objective of
preventing plans from being discriminatory against the nonhighly compensated. If
any qaps exist, the forthcoming revenue ruling, final §410(b) regulations, or addi-
tional pronouncements from the Service, could cover them. Alternatively, the per-
centage tests of §410(b) could be increased above 70% to minimize any abuses. This
proposal ig one which could result in some incremental discrimination above that
?llcl)wed by current law, but the reduction in complexity achieved would be substan-

ial.

2. Reduction of Complexity Achieved—The complexity resulting from §401(aX26)
and the regulations promulgated thereunder would be eliminated.

C. 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
(clau_se additional complication in plan documents, plan administration, and plan

esign.

It is not beinf %roipoeed 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 §601(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
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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 415(1) and
modification of §404(e). .

D. Proposal: Eliminate §1.401-4(cX2Xii) concerning restriction of benefits which may
be paid to the 25 highest paid employees..

1. Proposal and Rationale—Under 8415, the benefits which may be paid to an em-
ployee are limited to no more than $90,000 (indexed) or 100% of compensation actu-
arially reduced for early retirement. In addition, %4615 now sets forth the require-
ment that the maximum benefit payable may only be accrued ratably over 10 years
of plan participation. This prevents a highly compensated employee from receiving
a large benefit shortly after a plan has been established, This structure significantly
diminishes the possibility of abuse at which §1.401-4(c) is aimed. In addition, this
regulation was adopted before ERISA, which introduced the Pension Benefit Guar-
anty Corporation and minimum funding rules. Both innovations have also helped to

revent the type of abuse which this regulation was originally enacted to prevent.

inally, the new minimum funding rules under the Omnibus Reconciliation Act of
1987 (OBRA) also help to ensure that plan participants and beneficiaries are pro-
tected from the type of abuse at which this regulation is aimed.

Due to the diminished possibility of abuse, §1.401-4(c) of the regulations should be
revoked, This is a situation where significant reduction in complexity could be
achieved by eliminating a largely redundant provision.

2. Reduction of Complexity Achieved—Treasury regulation §1.401-4(c) would be
eliminated and, therefore, plan design would be simplified.

E. Progosal: Simplify the distribution of qualified pre-retirement survivor annuity
(QPSA) notices.

1. Proroaal and Rationale—The OPSA notice should be required to be provided
ly to individuals within a reasonable period after they become plan participants.

here 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 understanding on the part of the partici-
pants, or in achieving effective disclosure. A

2. Reduction of Complexity Achieved—This would result in the repeal of
§417(aX3XBXiiX)). -

on

BENEFIT ACCRUAL PROPOSALS -

A. Proposal: Eliminate the actual deferral percentage test in cash or deferred ar-
rangements.

1. Proposal and Rationale—The actual deferral percentage test of §401(k) was en-
acted at a time when highly compensated employees could elect to defer u‘p to
$30,000 annually under a 3401(k) plan. It is aimed at preventing a 401(k) plan from
discriminating against lower compensated employees, and operates to supplant §401
(aX4). The potential for discrimination in a 401(k) plan has been dramatically re-
duced by the lowering of the elective deferral limitation in TRA 86 to $7,000, (in-
dexed for cost of living). The performance of the actual deferral percentage test is
time consuming for a plan of anﬂsigniﬁcant size and many plan sponsors have not
accurately tested on a timely basis. .

The §401(k) rules should be amended: (1) to re&uite that all employees with a req-
uisite age and year(s) of service and not in excluded categories under §410(b) be per-
mitted to make deferrals under an employer’s 401(k) plan, and (2) the actual defer-
ral percentage test be repealed.

2. Reduction of Complexity Achieved—Code §401(kX3), §4979 and the regulations
and notices promulgated thereunder would be eliminated. Section 402(gX1) would be
modified to reflect a lower limit and the §402(gX5) adjustment for cost-of-living
would remain in effect.

B. 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—I1t is difficult to understand why tax-exempt organiza-
tions are prevented from making salary deferrals available under §401(k), and yet
gﬁsag?ke salary deferral elections available in an even more}ibera fashion under

In a&dltion. there appears to be no compelling policy justification for requiring
employees of tax-exempt organizations to participate in annuity contracts or custo-
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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 accounts 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 §403(b) 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 ty 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) glans, would provide for a uniform set of rules which could
easily be administered by plan sensors and the IRS,

2. Reduction of Complexitg Achieved—This would have the effect of repealing
g;:oa(b) and extending the 401(k) plan rules to employees of tax-exempt organiza-

ons. B

C. 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-
pfalgd. Tee 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 ceparate 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. )

e elimination of voluntary after-tax contributions would not only reduce com-
plexity in the statute but would also reduce complexity in the administration of
guali 1ed plans. Adoption of this fro 1 would not leave employees without tax-

eferred investments because Individual Retirement Accounts (IKAs) on a non-de-
ductible basis under §408(0) (which were not available until tax years beginnin
after 1986), tax-deferred annuities, and other investment products such as municipa
bonds are offered in this categozy. 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 emrloyees 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 princifles 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 nondiscriminawrfy. :

2. Reduction of Complexity Achieved—The following Code sections governing plan

ualification 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-
plexit{ 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.

D. Pmi;oaal: 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 fpermitted 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 emgloyees 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
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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).

E. 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 §415(e) or
§4980A but not both.

If §415(e) is to be retained, then §4980A should be repealed. If §415(e) is retained,
it should be revised to be based on a plan design approach rather than on an actual
accrued benefit approach. For example, if 100% of the defined benefit plan limit is
being accrued for an individual, then only 256% of the maximum defined contribu-
tion limit would be provided for an individual under a defined contribution plan.
(These 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 4980A.

2. Reduction of Complexity Achieved—The simplification achieved is the repeal of
either §415(e) or §4980A.

F. 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 adds 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 §401(b) 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 §410(bX2XAXii). '

DEDUCTION PROPOSALS

A, Proposal: Apply §404(aX1) only to defined benefit plans.

1. Proposal and Rationale—QGiven the earlier proposal to classi? all plans as
either defined benefit or defined contribution plans, §404(aX1) would only apply to
defined benefit pension plans.

2. Reduction of Complexity Achieved—The reduction in complexity achieved
8331:1 be the consistent treatment of money purchase pension plans throughout the

e.

B. Proposal: Apply §404(aX3) to all defined.contribution plans.

1. Proposal and Rationale—Section 404(aX3) should limit the deduction for all

types of defined contribution plans instead of for just profit-sharing and stock bonus

lans. After this change, the deduction limit for money purchase plans would be
ound in §404(aX3). A further simplification is the coordination between the 16% de-
ductibilit?' limit in §404(a)8) and the 26% contribution limit in §415(c). The §415(c)
and §404(aX3) limits would be the same, for example, 26% of compensation.

2. Reduction of Complexity Achieved—Again, one set of terms would be used con-
sistently throughout the Code. This li‘roposal 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. Pr?posal: Repeal five year averaging for distributions from qualified retirement
plans.
1. Proposal and Rationale—The proposal is that five-year averaging be re(fealed.
Lump Sum distributions would be included in income in the year received and taxed
as ordinary income unless rolled over into an IRA.
- Congress has become increasingly concerned that retirement plan balances are
being used to fund expenditures unrelated to retirement, e.g. venture capital. Stud-
ies indicate that lump-sum distributions are often depleted by the time an employee
reaches retirement age. Repeal of favorable tax treatment is intended to encourage
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using retirement funds to pay for living expenses upon retirement. This would also
simplify decision making for plan participants at retirement by eliminating one of
the current taxation alternatives.

It is not recommended that lump-sum distributions from plans be prohibited be-
cause of the administrative convenience of paying an employee’s balance, especially
smaller sums, upon termination of employment. What would be eliminated would
be preferential tax treatment if the -distribution were not rolled over into another
qualified plan or IRA.

2. Reduction of Complexity Achieved—Repeal of five-year averaging would elimi-
nage( (t)})\e following e sections: 402(eX1), (2), (3), 402(eX4XB), (C), (Dg (@), (H), M),
an .

B. Proposal: Allow the rollover of any distribution from a qualified plan, other than
required minimum distributions.

1. Proposal and Rationale—Any distribution from a qualified plan should be eligi-
ble to be rolled over into an IRA except for distributions pursuant to §401(ax9). This
would simplify distribution planning and encourage retention of funds originally
contributed to retirement })lans for retirement. It would also eliminate the disparity
between the amount required to be distributed to be eligible for a rollover and, at
the option of the recipient, the lesser amount which is permitted to be rolled over.,

2. Reduction of Complexity Achieved—Section 402(aX5XD) would be repealed and
the definition of a qualified total distribution would no longer be necessary.

C. Proposal: Simplify the minimum distribution rules of §401(aX9).

1..Proposal and Rationale—The minimum distribution rules are aimed at prevent-
ing plan %articipanta from using qualified retirement E%Rs as estate planning de-
vices. With the repeal of the estate tax exclusion in DE for qualified plan inter-
ests, a strong argument can be made for the repeal of §401(aX9). However, even
after DEFRA, participants could still receive a significant tax advantage by defer-
ring the receipt of their benefits to a date in the distant future.
. o changes can be made to simplify §401(aX9) without compromising the purpose

of the provision. First, at death, distributions could be required to be paid over the
life expectancy of the beneficiary nning at the decedent’s death. There would be
no distinction between situations where an individual dies before or after his re-
quired nning 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 determinini life exgzctancy would be reduc-
ing the initial calculated life expectancy by one each year. Both of these suggestions
are intended to streamline §401(aX9) without altering the underlying concept. Final-
ly, consideration should be given to reducing the number of %articipants to whom
this rule applies by limiting its application to participants with accrued benefits in
excess of a certain level.

2. Reduction of Complexity Achieved—Section 401(a)X9XB) would be condensed
from four rules for distributions upon death to one rule. The regulations would be
simplified concerning the calculation of life expectancy.

D. Proposal: Simplify hardship withdrawals from 401(k) plans.

1. Proposal and Rationale—The rules lgoverning hardship distributions from quali-
fied plans could be substantially simplified by %pecif_'yin certain situations in the
statute which would be considered a hardship for distribution purposes, e.g., pur-
chase of a principal residence, education, or medical expense. In addition, no suspen-
sion from plan participation would be imposed on account of a hardship withdrawal.
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 required
as a result of the prosed and final Jations 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 401(k) plans both now and in future
years would be simplified.

CONTROLLED GROUP PROPOSALS
Propgz%:( )Better define the terminology used in §8414(m) and 414(n) and repeal
0/
1. Proposal and Rationale—The §414(m) affiliated service group definitions under

the Code and the regulations are extremely complex. If Congress wishes to prevent
the perceived abuse at which §414(mX2) was aimed, it appears that much of the
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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 §414(mX2XAXii) could be changed to state that ‘“‘if more
than 256% of the services performed by the A organization are for the first service
organization” instead of using the amorphous term of “regularly performed.” Also,
de minimis ownership should be ignored under §414(mX2)XAXi), e.g. ownership of less
than 1%. Under the B organization definition, the phrase “significant portion”
should be defined as 25% or more.

With respect to §414(mX56), the “principal business” should be defined in the Code
as the business constituting 50% of gross revenues. In addition, firm 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
p{oviding the service to be aggregated with the recipient organization on that basis
a

one.
Section 414(n) is a fairly straightforward Code provision aimed at abusive situa-
tions where employers do not employ their own employees, but rather lease employ-
ees from a third organization, This provision should be clarified so that it does not
cover independent contractors where there is no third party leasing organization in-
volved. Also, it would be helpful if the reference to § 144(aX3) under § 414(nX6) were
eliminated as it makes analysis under this Code provision extremely difficult.

Finally, §414(c) 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
§§414(n)-1(bX2) and (bX6), which in turn, requires an analysis under §§414(b), (c),
(m), and (o) and also under §144(aX3), and with respect to any organization under
§8414(b), (m), and (0) and §144(aX3) requires an analysis of whether there is aggrega-
tion under §§267, 707(b) or members of controlled groups as defined in §1663 substi-
tuting 50% for 80%. This analysis 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 provisions.

PREPARED STATEMENT OF SENATOR DAvID PRYOR
PENSION COMPLEXITY AND COVERAGE

The purpose of this morning’s hearing is to take a look at the changes in ERISA
over the past 15 years and to see what effect they have had on plan coverage.

When Congress enacted ERISA in 1974, many thou%l;t the act was sufficiently
comprehensive and flexible that further changes would be relatively few and far be-
tween, But like many other good intentions, things have not quite worked out that
way: ERISA and the Internal Revenue Code have been amended an average of
almost once a year since 1974.

Most of the changes that have been made in the law over the past 15 years are
probably meritorious. They have attempted to enhance benefit security, address pos-
sible discrimination in plans, and permit plans to adapt to the needs of a growing
and economically diverse workforce.

But the time has come to take a look at what we have wrought. ERISA clearly
has become a boon for lawyers and consultants, but I remain firm in my conviction
that that was not the original intent of Congress.

The goal of ERISA, of course, is to provide income to our nation's workers after
retirement. And to achieve this goal, there must be security of assets and sufficient
flexibility to allow employers and employees to establish pension plans that meet
their needs.

I fear that maintaining a pension plan is no longer a routine administrative,
simple administrative matter performed at a reasonable cost, but rather a legalistic
and very expensive endeavor.

I hope that the witnesses this morning will help the subcommittee address two
major questions that we will pos