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PENSION SIMPLIFICATION AND EXPANSION
FRIDAY, SEPTEMBER 27, 1991

U.S. SENATE,
SUBCOMMITTEE ON PRIVATE RETIREMENT PLANS AND
OVERSIGHT OF THE INTERNAL REVENUE SERVICE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:05 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. David Pryor
(chairman of the subcommittee) presiding.
Also present: Senator Grassley.
[The press release announcing the hearing follows:]
[Press Release No. H-39, Sept. 13, 19911
HEARING PLANNED ON PRYOR-BENTSEN PENSION SIMPLIFICATION BILL; MORE PENSION
PLANS SHOULD BE ENCOURAGED, PRYOR SAYS
WASHINGTON, DC-Senator David Pryor, Chairman of the Finance Subcommittee
on Private Retirement Plans, Friday announced a hearing on the Pryor-Bentsen bill

to encourage pension plans for more American workers.
The hearing will be at 10 a.m. Friday, September 27, 1991 in Room SD-215 of the
Dirksen Senate Office Building.
Senator Lloyd Bentsen (D., Texas), Chairman of the Senate Finance Committee,
introduced the legislation with Pryor (D., Arkansas) on June 25.
"While recuperating in Arkansas from my recent heart attack, I was encouraged
to learn of the growing interest in simplifying some of our most needlessly complex
pension rules and helping businesses provide pension plans to their employees. I applaud these efforts. The time is long overdue to reverse the trend of increasing government regulation of pension plans," Pryor said.
"I want to thank Chairman Bentsen for introducing the Employee Benefits Simplification and Expansion Act of 1991, S.1364, on my behalf while I was absent, and
my 36 Senate colleagues who have cosponsored this legislation," Pryor said.
"The bill encourages employers to establish new pension plans, reduces administrative costs of providing these plans and encourages workers to preserve their retirement savings. I am committed to meeting these goals within budgetary constraints and I look forward to exploring new ways to achieve these ends. It is my
hope the September 27 hearing will add a meaningful dialogue to this important
debate," Pryor said.
S.1364 allows small businesses to establish a Simplified Employee Pension that is
similar to an IRA; makes a series of changes in pension laws to ease administration
of retirement plans; and enables workers who change jobs to transfer funds from
qualified pension plans directly into IRA's.

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

Senator PRYOR. Good morning, ladies and gentlemen. We are
going to start our hearing now. I have a very brief statement. Then
I am going to call on our friend, Senator Grassley. Senator Grassley has to go to the Judiciary Committee. There is a very impor-

tant matter that is going to be awaiting his arrival there. I am
going to make a few opening remarks about our issue today, then
we will yield to him and then call on Senator Jeffords.
During the last coupleof years the lion's share of this subcommittee's resources have been devoted to peeling off some of the unnecessary layers of complexity crippling pension law.
During this same period of time we met with small business,
with big business, with taxable entities, with tax exempt organizations, the private sector, the public sector throughout the country.
We talked with experts, lawyers, accountants, actuaries, and administrators, to try to find a consensus and a common sense approach to simplifying our retirement systems.
We held two hearings last year. We listened to a wide range of
proposals during those hearings. We discussed the merits and the
demerits of S. 2901, the Employee Benefit Simplification Act of
1990, which I introduced in the last Congress.
Every person involved and every group involved, in this continuing dialogue agreed on two things. One, the current pension laws
are too costly; and two, they are too complex. Everyone agrees on
these two principles.
On July 25 of this year, Chairman Bentsen introduced on my
behalf, and I am indebted to him for doing so, the Employee Benefits Simplification and Expansion Act of 1991, S. 1364. I would like
to thank Chairman Bentsen for his continued support of this legislation; and in addition, I would also like to thank the 36 of our colleagues in the Senate, including 13 of our fellow Finance Committee members for joining us in this effort of finding a simple and
less costly way to increase retirement savings for the workers of
America.
Several studies indicate that present pension coverage levels are
alarmingly low. The Department of Labor and Employee Benefit
Research Institute report that the gap in pension coverage for
workers appears to be largely among the smaller employers. The
Department of Labor estimates that only 30 percent of the employees of small business currently have employer provided pensions.
This means that 25 million American workers have absolutely no
pension coverage whatsoever and the futures they face are very uncertain and certainly gloomy.
The facts are in. The long range effects are frightening. We must
act now. We must not delay. We think the first logical step is to
make the rules simpler. We think S. 1364 is such a step.
Our bill helps small business provide generous pensions to their
employees. It creates safe harbor alternatives to the current law's,
complicated, expensive, nondiscrimination tests for 401(k)s and simplified employee pensions, which we call SEP's.
Another provision allows employees of tax exempt institutions-churches, museums, charitable organizations-to establish 401(k)s.
There is no reason that they, too, should not be participating.
There is simply no justification for denying these workers access to
401(k) plan benefits.
Another important segment of our bill simplifies the very controversial rollover provision rules. I would like to stress that our bill
makes it simpler for workers who change jobs to take their pensions with them. The Department of Labor reports that $12 billion

a year is distributed from pension plans before retirement and
most of this intended retirement savings money is being spent
rather than transferred into an IRA or other qualified plan.
One of the primary reasons for this premature spending of retirement savings dollars is the complexity of the rollover rules. Our
bill eliminates most of those complex rules. It safeguards the long
range nature of retirement savings by requiring trustee-to-trustee
transfers. This makes it easier for workers to avoid unintended tax
and penalties on their pension savings.
In addition, S. 1364 corrects problems in applying current law. It
better focuses the law on abusive situations. It clarifies the law in
certain areas, including minimum participation requirements, full
funding limits for multi-employee plans, excess benefit plans for
State and local government, and voluntary employee benefit association, known as VEBA's.
This morning we will also hear from a panel on S. 747, the
Church Retirement Benefit Simplification Act. This legislation
would modify existing law to bring greater consistency and clarity
to pension policy as it applies to our churches. Current pension law
simply does not work for them. S. 747 will correct these problems.
We look forward to our witnesses today. We thank our witnesses
for coming. At this point we yield to Senator Grassley.
OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA
Senator GRASSLEY. Mr. Chairman, first of all, thank you for hold-

ing this hearing. Secondly, I am glad to be back with you on this
committee, more importantly to have you back in both a healthy
state of both mind and body that you are, and looking so well, looking quite the same as you have always looked if that is okay for me
to say it that way. Because I think that is the way you would want
to look.
Senator PRYOR. Thank you, Senator.
Senator GRASSLEY. Also I have a statement from Bob Packwood,
the Senator from Oregon, on this subject. I would like to have it
included in the record.
Senator PRYOR. It will be made a part of the record. Thank you.
Senator GRASSLEY. And also another reason why I want to be

here for a few minutes, even though the Thomas confirmation vote
is going on in the Judiciary Committee at this time, is that there
are two people from my State who are exports in this area who are
on the list to testify. I thank you for calling for them to testify.
Mr. Chairman, our overall policy goals in this area must be to
help maximize the retirement income of American workers.
Anyone who has concentrated on public policies for older Americans as I have over the years realizes that the problems that some
of them face are often caused by insufficient income. Often this is
true even though they worked all their lives prior to retirement.
Private employment based pensions are very important means of
ensuring that workers have adequate income in retirement. Unfortunately, we do not seem to be making progress in this area. Private pension coverage, once over 50 percent, has now slipped to 46
percent of our work force. According to the Congressional Research

Service there has been almost no growth in the number of participants in defined pension benefit plans since ERISA took affect in
1975. Terminations of defined benefit plans outnumbered new
plans by three to one in 1989.
Providing pension plans for workers is particularly difficult for
small employers. According to the Employee Benefit Research Institute only 18 percent of employers with less than 25 employees
have plans and only 53 percent of employers with 25 to 99 employees have such plans.
It is clear that we have a consensus among interested parties to
the affect that one important source of the decline in pension plan
growth lies in the overly complicated pension law. It also seems
clear that this complexity in particular discourages smaller employers from offering pension plans.
As we will hear today from one of my constituents, Larry Zimpleman, of Principal Financial Corporation, most of the small employers with which the principal company works simply cannot administer their pension plans without outside expert help, which
can be very expensive. This is just plain unreasonable. If we are
passing laws around here to help people we should not do those
things which discourage employers from having plans.
Much of this complexity is caused by rules designed to prevent
discrimination in favor of highly compensated employees. As we
move ahead in our simplification project we do need very definitely
to keep this in mind. I think all of us will agree that tax favored
pension plans should not discriminate against non-highly compensated employees.
In any case, we have moved to the point in this debate at which
we have some very good legislation to consider and perhaps we can
make the legislation even better. I hope that this committee will be
able to move this year on this legislation, Mr. Chairman. I hope
that we get a vehicle to do that with.
If we cannot do it this year it should be one of our highest priorities next year.
Before I finish, I just want to introduce two of our witnesses,
both from Iowa, both very knowledgeable in the pension area. One
I have already mentioned, the second vice president for pension operations of the Principal Financial Corp. Mr. Zimpleman will be
able to tell us about a survey conducted among some of their small
business clients and the problem of pension complexity.
The second is Tom Walker, the president of Associated Benefits
Corp., who is representing the Association of Private Pension and
Welfare Plans. He is here today on our third panel. Mr. Walker
has a lot of experience in the pension field. His firm represents
over 200 small agricultural employers with over 8,000 participants
in defined benefit and defined contribution plans. I think that this
gives him a good perspective in pension simplification.
Mr. Chairman, I thank you for allowing me to go ahead and for
understanding that I must go to the Judiciary Committee for the
Clarence Thomas vote.
Senator PRYOR. Senator Grassley, thank you. I want to thank
you for long being a constructive voice in this issue of trying to
simplify these plans and make them more available to more em-

ployees across the country. We appreciate your contributions very
much.
Senator GRASSLEY. Mr. Chairman.
Senator PRYOR. Yes.
Senator GRASSLEY. I will also have some questions if I am not
able to come back from the hearing that I would ask participants
to respond to in writing because of my absence.
Senator PRYOR. Very good.
We also have another very constructive voice here who we are
going to hear from in a moment, Senator Jeffords of Vermont. Senator Jeffords has attempted to help us shape and mold this legislation. He has given some very good suggestions to us. In fact, I
think he might have a couple more this morning.
Senator Jeffords, we appreciate your being here and look forward
to your comments.
STATEMENT OF HON. JAMES M. JEFFORDS, A U.S. SENATOR
FROM VERMONT

Senator JEFFORDS. Thank you, Mr. Chairman. It is so good to see
you back.
Senator PRYOR. Thank you, sir.
Senator JEFFORDS. We all missed you and having you back, espe-

cially on this legislation, makes me excited for another reason, the
fact that it may be my last time that I will have to testify before
your committee on this issue. I am enthusiastic about the opportunity this year and the support of the administration which we have
not always had.
This is my sixth year of appearing before committees, the fourth
time before a Senate committee, I believe, pursuing the goals of
portability and simplification. So I am excited that things are looking pretty good this year.
Not many legislatures, nor many citizens focus on this area of
the law. However, I can assure you that a few years down the road
pension issues will grow increasingly important to everyone. Right
now all our focus is on health care and what we have to do about
health care. But there is also going to be a question after that question hopefully is solved, what will the quality of life of our senior
citizens be like, assuming and believing that they will reach retirement age.
If we do not have adequate pension plans in this country, the
quality of life which they have sought so highly to have by a better
healthy life will not be there. So I think it is important that we
keep that in mind and that we remember that having a healthy
life is not too good unless you have a quality of life with the money
to spend to enjoy it.
Time is running out, however, for us to enact important changes
in the law to enable the baby boom generation the pension portability necessary to assure that pension money is safe for retirement.
We need to improve the likelihood that a worker will participate
in a pension plan. Unfortunately instead we have watched pension
participation decline to less than half of all the workers over the

last few years and I will not repeat the statistics that both you and
Senator Grassley went through.
Our Nation's changing demographics, combined with changing
corporation benefit structures make it critical that S. 1364 become
law. Certainly, we are all aware that more retirees are living
longer than ever before. By the year 2040 26 percent of the population will be over the age of 60. There will be 118 million Americans
between 60 and 70 years of age; and 54 million Americans over the
age of 70.
These future retirees will be more likely to participate in a defined contribution plan or even participate in a pension plan at all
if we do not make some changes.
We must remember that the benefit an employee receives from a
defined contribution plan, such as a 401(k) plan, is much less
secure and often smaller in size than the benefit an employee will
receive from a defined benefit plan. In order to maximize the value
of this benefit, as well as the value of current tax expenditures for
pensions, workers must save their money for retirement purposes.
Yet distressingly the statistics show that a majority of workers who
receive lump sum benefits do not put them back into the system as
you have mentioned, but spend them.
Because of the high likelihood that an employee will spend his
pension distribution, I am especially supportive of the rules in
S. 1364 that require rollovers of distributions into qualified plans or
IRA accounts. These rules should go a long way towards pension
preservation. The bill also changes the current law to expand an
employer's ability to use salary reduction simplified employee pensions. This should help to encourage plan formation and increase
the participation in pension plans.
In addition to testifying that this bill is a significant step forward, I would like to make a couple of suggestions for improvements which I believe should be made. S. 1364 in its present form
does nothing to protect the rights of spouses when distributions
from a plan are rolled into an IRA account. It is very important
that Congress seriously consider the need for spousal consent for
all distributions from pension plans and pension type IRA's made
other than in a joint survivor annuity type of form.
This is the current law rule for defined benefit plans and certain
defined contribution plans, like money purchase plans. Other defined contribution plans, like 401(k) plans, allow distributions to be
taken and the pension money to be spent without a spouse's consent or knowledge. I believe this is unfair.
The spouses should be granted sufficient protection from unanticipated changes in pension benefits. Even in today's society, many
women are largely relying upon their husbands for the vast majority of their pension benefits. There are several reasons for this. On
the average, women earn less than men. In addition, they are more
apt to accept part-time employment that offers no employee benefits; and they are more likely to be in small businesses.
In fact, 45 percent of all women employed outside the home work
in companies with less than 100 workers where pension coverage is
usually very, very lacking. When women do receive pension benefits they are likely to be in small amounts.

Although shortening the vesting period for defined benefit plans
did help women somewhat, the reality is that benefits provided for
between 5 and 10 years of service, even in defined benefit plans,
usually do not amount to much money. This is especially true
when one considers the impact of inflation on these benefits.
I would like to point out that nearly three-quarters of the elderly
poor, over age 65, are female. Also, women are five times more
likely to be widows than men are to be widowers. Studies of the
elderly, such as one by the Commonwealth Fund Commission have
found that elderly people living alone are more likely to live in

poverty.
In addition to lacking sufficient spousal protection, that we need
some help in a sense of after tax contributions. S. 1364 retains the
current law rule prohibiting employee after tax contributions from
being rolled over into IRA's. I would urge this subcommittee to
consider a change to the law to allow these after tax employee contributions to thrift plans to be rolled over and treated similarly to
after tax contributions to IRA accounts.
Employee after tax contributions to pension plans were extremely popular with workers prior to 1986. By not permitting these contributions to be rolled over into IRA's, Congress is in fact forcing
employees to spend money they conscientiously set aside for retirement purposes in spite of limited tax advantages. Such a .policy
makes no sense, given the nondeductible contributions to IRA's are
permitted and must be accounted for separately under current law.
So we do not believe it really creates any administrative burden.
As public policy makers we should be encouraging people to save
their after tax money for retirement instead of nullifying their efforts once a rollover distribution occurs. My understanding is that
this provision was not included due to revenue considerations. If
this is so, I would suggest that allowing after tax contributions to
be rolled over perhaps only for certain people within restricted
income limits.
I might also mention that the Joint Tax Committee originally estimated that the revenue impact of this would be minimal.
I appreciate being able to testify before the committee today and
I would hope you would seriously consider the suggestions I have
which I think would improve the bill substantially.

Senator

Thank you, Senator Jeffords.
Senator JEFFORDS. Thank you, Mr. Chairman.
PRYOR.

Senator PRYOR. I appreciate that, and those suggestions will be
well taken. We appreciate your being here this morning.
We are going to call our first panel now. We have a panel of five
witnesses who are going to lead off. If you would please come. -Michael Roush, Joseph Perkins, Larry Zimpleman, Paul Smith, and
Matthew Fink.
Mr. Roush is the director for Federal Government relations for
the National Federation of Independent Business, Washington, DC;
Joe Perkins, from Danvers, MA, board of directors, AARP; Larry
Zimpleman, second vice president, pension operations, the Principal Fint icial Group, Des Moines, IA; Paul Smith, president and
chief executive officer of Fringe Benefits Design, Overland Park,
KS, and he is appearing today on behalf of the National Associa-

tion of Life Underwriters; Matthew Fink, senior vice president and
general counsel, Investment Company Institute of Washington, DC.
Mr. Roush, we will call on your first.
Let me, if I might, just interject a thought. We are going to limit
testimony to 5 minutes. In the last several months I have had the
opportunity, I did not seek this opportunity, but I have had the opportunity to engage in a lot of C-SPAN watching, and I have decided that most hearings are very, very boring. [Laughter.]
In fact, I do not even know if hearings are the format we are
going to be using around this place much longer. But I hope we
will liven this up. I hope you will talk in terms that not only the
people in this room understand, as I am sure they all will, but let's
try, as they say, to put the hay down where the calves can get to it
so those people out in the country will understand not only what
we are talking about but what we are attempting to do, in their
terminology. I think it would be very instructive if we would do
that.
So at the end of each 5-minute segment we are going to have the
light system, and the lights will be on a few seconds before the expiration of your time. We hope that we will all abide by this. All of
the remarks, all of the statements, will be placed in the record.
Mr. Roush, we look forward to your statement.
STATEMENT OF MICHAEL 0. ROUSH, DIRECTOR, SENATE, FEDERAL GOVERNMENT RELATIONS, NATIONAL FEDERATION OF INDEPENDENT BUSINESS, WASHINGTON, DC
Mr. RoUSH. Mr. Chairman, I second those comments about testimonies, having to do this quite a bit. So I will try to abide by your
requirements.
On behalf of the 550,000 small business owner members of the
National Federation of Independent Business, I do appreciate the
opportunity to testify this morning on the subject of pension simplification.
With your permission, Mr. Chairman, I would like to submit for
the record in addition to my written statement some things I
brought with me, including the testimony of one of our members
recently given to the Senate Small Business Committee on this
same subject and the relevant results of an employee benefit study
by NFIB conducted in 1985.
\ [The information appears in the appendix.]
Mr. RouSH. Mr. Chairman, as you are well aware, relatively few,
probably less than one in four, small businesses offer retirement
plans to their employees. While there are a number of reasons for
this, foremost among them is that employers simply cannot afford
retirement plans and the smaller the firm the more likely that
reason is given as the overwhelming reason for failing to establish
retirement plans.
Small firms offer employee benefits with a clearly defined frequency according to the study that I have submitted. Most frequently offered is paid vacations. It may surprise some to learn
that not all small firms offer even paid vacations.
Next most frequent is health insurance. Then a cluster of benefits show up together, such as paid sick leave, life insurance and

employee discounts, and then retirement plans. We believe that
this is also pretty much the sequence in which an individual firm
offers generic kinds of benefits to its employees: as the firm is able
to afford them, and as their employees request them.
The point is, employee benefits do not grow on trees, just like
money does not, and the government cannot change that despite
what some people appear to believe about Government mandated
benefits and their supposedly magical no cost properties.
The Government can, however, affect the ability of small business owners to offer retirement plans. First and foremost by helping to ensure a healthy business climate so that firms can become
profitable enough to be able to afford benefits such as retirement
plans.
But for our purposes today, the Government can increase pension offerings by reducing the costs it, itself, imposes on these
plans. The costs of pension plans can be broken d-wn to the costs
of administration, including start-up costs, and the costs of contributions. The strings that the Congress attaches to its offer to employers to defer taxes on pension contributions in order to get more
people to save for their retirement affects both types of cost to the
employer.
The rule is simple, reduce complexity, reduce administrative
costs, and maintain the tax advantages of pension plans and more
small firms will offer them. Maximizing the opportunity for individuals to save for their retirement should be kQongress s primary
policy object here, not trying to equalize the benefits within individual retirement plans.
The more people who are offered the tax advantages of employer
pension plans, the more who will provide for their own retirement.
To that end, we support your bill, S. 1364, and Senator Packwood's
bill, S. 318. The reasons are that both bills reduce administrative
and compliance costs and they both at least allow the focus of savings to be on the individual by providing for employer matching of
contributions and not just required across the board percentage
contributions by the employer.
We believe that across the board minimum required contributions will be viewed by smaller firms as more of a payroll tax than
an incentive and that such a proposal would not dramatically increase the number of people offered retirement plans.
Mr. Chairman, I would be glad to answer any questions. Thank
you.
Senator PRYOR. Thank you very much, Mr. Roush.
[The prepared statement of Mr. Roush appears in the appendix.]
Senator PRYOR. We will call on Mr. Perkins now. Then we will
have questions following the witnesses.
Mr. Perkins?
STATEMENT OF JOSEPH S. PERKINS, DANVERS, MA, BOARD OF
DIRECTORS, AMERICAN ASSOCIATION OF RETIRED PERSONS
Mr. PERKINS. Good morning.
Senator PRYOR. Mr. Perkins, I believe you are representing
AARP this morning.

Mr. PERKINS. Representative on the board of directors of AARP,
Senator. Yes.
Before my statement let me just say that on behalf of AARP, Mr.
Chairman, we are very happy to see you back again in Washington.
While your able staff has kept the torch lit in your office, your
presence has been missed. We welcome you back.
Senator PRYOR. Thank you, sir.
Mr. PERKINS. AARP is pleased to appear here today to testify on
the important issues of pension access and simplification. AARP
believes the current pension system can and should be simplified.
However, such changes should not undermine important retirement benefit protections in the law.
The Association commends this committee for recognizing the
need to improve pension coverage, particularly among small businesses. Currently for small firms, as we all know, with less than
100 employees, pension coverage rates are only about 25 percent.
Improving plan sponsorship, however, must not be our only goal.
Any pension change should also promote plan participation and
plan equity. In particular, I will address one troublesome area in a
number of the current proposals.
Most of the pending proposals attempt to expand pension access
by amending the current rules for 401(k) plans and simplified employee pension plans-SEP's. Specifically, several safe harbors
have been put forward that would allow employers to circumvent
the nondiscrimination requirements. One type of safe harbor would
eliminate testing if the employer offers a generous matching contribution to employees who first contribute to the plan. Such a safe
harbor is included in your own bill, S. 1364.
AARP believes the required match is generous. However, we
know from experience that regardless of the match there are those
employees who cannot and do not contribute. These generally
lower-income employees will receive no benefits from the plan
whatsoever. If past experience is a guide, roughly one in three employees will receive no pension benefits.
In addition, because current law bases benefits for higher income
employees on the amount of benefits of lower income employees,
the employer has a built in incentive to encourage employees to
enter the plan.
Under generous match safe harbors, the employer will actually
have an incentive to keep people out of the plan since such action
will save the employer money. Because of these reasons, AARP believes that safe harbors based on generous employer matching contributions are a fundamentally flawed approach.
Instead, if safe harbors are needed, the Association believes that
a required minimum contribution of not less than 3 percent of compensation for all employees would be a proper tradeoff to avoid
testing. This safe harbor has been proposed as an alternative in
your bill as well as in H.R. 2730. The administration's so-called
"POWER proposal" contains a similar approach.
As an example, a 3 percent contribution to avoid all testing
would mean only a $600 contribution per year for ;, employee
earning $20,000. This should be the minimum required, in any safe
harbor.

A second area addressed by the various bills are the current distribution rules. The Association generally supports the changes
that will liberalize the current IRA rollover rules. In addition, the
Association supports the direct trustee-to-trustee transfer requirement contained in your bill, S. 1,364, which would require an employer to transfer pension fukd%,t job change to either another
plan or to an IRA.
This change will promote retir, .net savings and help preserve
pension benefits until retir'he
minimal administrative
overhead is far outweighin: I.y t'&long-term pension savings.
One proposed change ii
distribution rules has received much
attention, the repeal of 10 year and 5 year averaging. Whatever
the policy, AARP believes any change must take into account the
expectation of individuals at or near retirement who relied upon
the existing law in their retirement planning decisions.
Also we would like to voice support for extending 5-year vesting
to multi-employer plans. We believe pension integration, or permitted disparity, should be added to the list of areas in need of overhaul also.
We are very glad to be here and we will be glad to answer any
questions you have.
Senator PRYOR. Thank you very much, Mr. Perkins.
[The prepared statement of Mr. Perkins appears in the appendix.]
Senator PRYOR. We will have a couple of questions to follow on
later.
Mr. Zimpleman?
STATEMENT OF LARRY ZIMPLEMAN, SECOND VICE PRESIDENT,
PENSION OPERATIONS, THE PRINCIPAL FINANCIAL GROUP,
DES MOINES, IA
Mr. ZIMPLEMAN. Thank you and good morning, Mr. Chairman.

We appreciate your invitation to testify. I might also add it is good
to see you back and hope you are feeling well.
The Principal Financial Group is a family of insurance financial
service companies with over $30 billion of assets under management. We have over 22,000 pension customers with most of those
looking to us for help with plan recordkeeping and administrative
functions.
The majority of our business is in the small employer market,
the under 500 employees. Unfortunately, their voice is not often
heard in these debates on pension law changes. That is why we appreciate the chance to be here. In my few minutes I will try to
highlight their concerns.
While pension simplification is needed overall, as you know it is
an especially critical item for small employers. The administrative
cost for a 50 life employer to sponsor a 401(k) plan is about double
the cost of a 500 life employer. The administrative costs for a 50
life employer to sponsor a 401(k) plan is four to five times the cost
for a 5,000 life employer. That is why pension simplification is a
critical small plan issue.
Comments from some congressional staff have indicated there is
no constituent interest in pension simplification. We would dispute

that. We recently surveyed 150 of our customers to get their views
on pension simplification and would ask, Mr. Chairman, that the
information be included in the hearing record.
We thought you might be interested in hearing some of their
comments. Overall 71 percent of these small plan sponsors favored
simplification; 28 percent were neutral, not because they were opposed to simplification, but because they were skeptical that real
simplification would result; only one plan sponsor was negative.
Many of these customers had 401(k) plans. Their main concerns
about the difficulty of maintaining their plans was the amount of
data reporting they have to do, the complexity of the 401 (k) and
(m) tests and the task of determining highly compensated employees.
We asked them if they were in favor of some approach that
might allow them to avoid 401(k) and (m) testing. Eighty percent of
them said yes.
S. 1364 allows a design based safe harbor if there is either a 100
percent match of the first 3 percent and a 50 percent match of the
next 2 percent, or a contribution of 3 percent are paid to all eligible
non-highly compensated.
About 20 percent of our employers favored une of these design
based safe harbors. There seemed to be more interest in an approach similar to H.R. 2730 where each highly compensated employee is limited based on the average deferral of non-highly compensated from the prior year.
There was strong interest in simplifying the highly compensated
employee definitions and family aggregation rules. About a third of
our small employers are affected by the family aggregation rule. S.
1364 requires the employer to transfer plan distributions to another qualified-plan or IRA if the distribution is more than $500.
There was strong opposition to the idea of requiring the employer
to transfer these amounts. Eighty percent were opposed to this as a
requirement. This item may need some further study.
And finally, they all understood that any simplification bill
needs to be revenue neutral. We asked for their thoughts on which
items might be subject to change to increased revenue. About 60
percent said that they thought that 10 percent excise tax on early
distributions might be changed; about 40 percent favored eliminating 5-year and 10-year lump sum income averaging; and about 20
percent might even be willing to consider some adjustment in the
current limitations on benefits or contributions in order to achieve
simplification.
S. 1364 also calls for expansion of SEP's for employers with up to
100 employees. We believe that the proposal may not significantly
expand pension coverage among small employers. Retirement plans
must be sold in the small employer market. They are not bought. It
is not lack of choice that prohibits pension coverage, it is lack of
reasonable regulation and design based safe harbors that inhibit
coverage. This will bring the administrative cost for the small employer more in line and will increase pension coverage.
In closing, we want to express our strong support for pension
simplification and many of the proposals of S. 1364. Over 60 percent of our customers believe these proposals will simplify the administration of their plans. We look forward to working with this

Subcommittee, staff and other groups to improve pension coverage
and I, too, would be happy to answer any questions you may have
at the close of this panel.
Senator PRYOR. Thank you, Mr. Zimpleman. We appreciate the
support that you have given us in endeavoring to craft legislation
that would be acceptable.
[The prepared statement of Mr. Zimpleman appears in the appendix.]
Senator PRYOR. Paul Smith, from the National Association of
Life Underwriters. Mr. Smith, we appreciate your being here this
morning.
STATEMENT OF PAUL M. SMITH, SR., C.L.U., PRESIDENT AND
CHIEF EXECUTIVE OFFICER, FRINGE BENEFITS DESIGN, OVERLAND PARK, KANSAS, ON BEHALF OF NATIONAL ASSOCIATION
OF LIFE UNDERWRITERS
Mr. SMITH. Good morning, Mr. Chairman. I am Paul Smith,
treasurer of the National Association of Life Underwriters, a
member of the Association for Advanced Life Underwriting and
President of a firm specializing in the design, implementation and
administration of pension employee benefit plans.
NALU and AALU thank you and compliment you for your efforts to simplify the pension law. We also thank you for this opportunity to comment on your bill.
NALU represents almost 140,000 full-time life and health insurance sales pe. f.Ic all over the country. Over 1,200 of our people are
from Arkansas. AALU is a conference of NALU. AALU's membership of 1,500 includes specialists in pension plan design.
Mr. Chairman, NALU and AALU support the simplification
effort generally and in particular the Pryor/Bentsen bill. We believe it is an important first step towards simplification of an area
of law that has grown increasingly complex over the last decade.
We know that this escalating complexity has caused many small
firms to avoid implementing pension coverage for their workers.
We also know that many businesses, big and small, that do have
qualified plans in place are terminating those plans or downscaling
the plan benefits.
This is because of administration costs caused by the complexity
of pension plan rules. We believe that your simplification proposal
will help reverse the trend towards fewer and/or smaller pension
benefits for our Nation's workers, especially those employed by
small businesses.
Particularly, we urge the adoption of your bill's safe harbor,
design discrimination based options for a 401(k) plan. These provisions will do much to encourage employers, especially smaller ones,
to implement retirement plans. Further, the availability of your
proposed safe harbors with their generous benefit for rank and file
employees will result in greater benefit for workers in companies
that already have 401(k) plans in place.
Mr. Chairman, the optional safe harbors would allow employers
to meet nondiscrimination requirements with a plan design that is
generous to rank and file employees but does not require annual

comparative testing of actual dollar amount contributions among
employees.
This ability to meet nondiscrimination obligations is particularly
helpful and important to smaller businesses who sometimes decline
to implement 401(k) plans solely because of the unaffordability of
the annual testing requirements. Current law discrimination tests
were designed to assure that highly compensated employees do not
disproportionately benefit as compared to rank and file workers.
Proponents of current law discrimination tests argue that part of
that assurance comes from the incentive effect on highly paid to
promote participation in the plan by the rank and file workers.
While employer encouragement of employee participation may
result in greater level of employee participation, we believe it is
overstated when it is used as a reason to oppose the safe harbor
proposal.
In our experience, the incentive effect of 401(k) plans is primarily
due to the employer's matching contribution. To get the employer's
contribution the employee must contribute. Thus, there is little justification for requiring plans to incur the administrative expense of
annual calculations demanded under current law.
This is especially true in the context of the safe harbor provided
by your bill's requirement that employees be notified of the plan's
benefits.
Also worthy of note is the potential for greater benefits for rank
and file employees as a by product of the safe harbor options.
Many of the employers with whom we work would prefer to provide the richer benefits provided by the safe harbor plan designs
than to spend the significant administrative money required to
combat annual testing. This is especially true for somewhat larger
employers who already have established 401(k) plans.
Many of these businesses are spending substantial amounts to
comply with the annual testing requirements. Their benefit contribution levels are generally below those required by the proposed
safe harbors, but the combinations of contribution and administrative costs are not far from the cost of the safe harbor plan design.
These businesses would certainly opt to spend the money on more
benefits for their employees if the safe harbor options were available to them.
Thus, the safe harbor provisions not only make 401(k) plans more
attractive to more employers, they would also provide a more generous benefit for rank and file workers of employers who already
have these plans in place.
In conclusion, Mr. Chairman, NALU and AALU strongly support
your bill and especially its safe harbor provisions. Thank you for
this opportunity to comment. I will be glad to answer any questions
you might have.
Senator PRYOR. Thank you very much, Mr. Smith.
[The prepared statement of Mr. Smith appears in the appendix.]
Senator PRYOR. Mr. Matthew Fink who is general counsel for the
Investment Company Institute. We appreciate you being here, Mr.
Fink.

STATEMENT OF MATTHEW P. FINK, SENIOR VICE PRESIDENT
AND GENERAL COUNSEL, INVESTMENT COMPANY INSTITUTE,
WASHINGTON, DC
Mr. FINK. Thank you, Mr. Chairman. I will do my best to beat
the yellow light.
Senator PRYOR. Thank you, sir. By the way I compliment all of
you. You have really been swell with that.
Mr. FINK. Mutual funds have over $211 billion in retirement
assets as the end of 1990 and are increasingly serving as the investment medium of choice for retirement savings plans.
I am pleased to be here today to express our very, very strong
support for S. 1364. The bill would simplify the complex and burdensome requirements applicable to employment benefit plans. The
complexity of these requirements has frustrated the attainment of
the two principal policy goals. First the expansion of retirement
plan coverage to cover as many American workers as possible; and
second, preserving those American'- retirement plan assets for
their intended purpose, retirement.
The provision in the bill that would make salary reduction SEP's
available to employers with 100 or fewer employees represents a
very significant step towards the first goal of increased plan coverage. The salary reduction SEP is a very attractive vehicle for small
employers not currently providing coverage; those employers
amount to roughly 57 percent of all employers with 100 or fewer
employees.
Second, we support the proposed simplification of the nondiscrimination rules. Easing their burdens should promote greater
plan coverage. In particular, the matching contributions proposed
under the bill should assure nondiscrimination in benefits without
requiring burdensome periodic testing.
Our testimony notes a recent GAO study of 401(k) plans found
that "for plans where the employer matched employee contributions dollar-for-dollar, the average participation rate was 99 percent of those eligible."
We applaud the sponsors of the bill for recognizing this very
simple and effective means for ensuring retirement plan participation by employees of all income levels.
We believe that if you enact the first two provisions, expanded
salary reduction SEP coverage and the nondiscrimination safe harbors, financial institutions such as mutual funds, banks and insurance companies will be encouraged to more actively market salary
reduction SEP's. The potential impact of such an increase in marketing activity on pension plan coverage must not be underestimated.
Third, we support the bill's requirement that employees must
transfer all pre-retirement distributions to an IRA or another plan
upon separation of service. This should significantly reduce the
level of premature consumption of retirement distributions.
In this connection, we note that the IRA is an existing, simple
portability vehicle which can be used to accomplish the objectives
of portability and thus the key second goal, the preservation of retirement plan assets for retirement purposes.

Finally, the unrestricted ability to rollover a pre-retirement distribution to a retirement plan or an IRA is also critical to the portability of retirement plan assets. Existing rules, unfortunately, encourage current consumption rather than savings for retirement.
Thus, we support the provisions that would maximize rollover
opportunities and thus encourage the preservation of pre-retirement distributions.
Thank you.
Senator PRYOR. Thank you very much, Mr. Fink.

[The prepared statement of Mr. Fink appears in the appendix.]
Senator PRYOR. Let me start off with a question, if I might, for
Mr. Roush. I want to go into a school of thought, Mr. Roush, on the
matching.
There is some people who feel that the employer in addition to
the match should be making a minimum contribution to all the
employees that they employ. Now what about small business here,
how many of the small businesses would utilize this particular safe
harbor?
Mr. ROUSH. Well, Mr. Chairman, it is difficult for me to quantify
something like that. I think that in general though it is safe to say
the costs are overriding in the concerns of small business employers and that whatever can be done to reduce their costs of establishing and maintaining a plan is one that is going to encourage
them to offer plans to their employees.
Equity and participation are fine goals. As the gentleman from
AARP asserted, one out of three employees would fail to participate if there was a matching requirement. From my perspective
one out of three is better than three out of three if an employer
fails to offer a pension plan. So that while I cannot quantify the
answer to your question, I think it is a relatively simple matter of
reducing costs.
Senator PRYOR. Mr. Perkins, do you have a comment on that? I
think your organization supports not only the match, but also the
additional contribution.
Mr. PERKINS. Yes. I have a very personal experience with a very
generous match from a very large corporation which instituted a
match for 401(k) which gave dollar-for-dollar for the first $250 that
a person saved during the year. We were actually able to boost it
as "$5 a week, and we will match it dollar-for-dollar."
I guess I have to dispute the 99 percent participation rate that
one of the panelists said because our experience was that there
were still approximately 30 percent of people that did not participate-and they were all in the low paid area. Even with that generous and easily understood match, lower-paid employees found it
difficult to participate.
So the 3-percent contribution for everyone seems to be a very
simple thing to do. It does not mean there would have to be very,
very stiff rules, pure and simple. As I mentioned in my statement,
$600 for a $20,000 per year employee does not seem to be something that would be too burdensome.
Senator PRYOR. Now if I might ask, you talked about your own
plan, your own employer's contribution, and your contribution.
How large an employer was this, if I might ask?

Mr. PERKINS. At that point in time there were about 12,000 employees.
Senator PRYOR. All right. What does the firm do with 12 employees or 100 employees? How does a small business afford this?
Mr. PERKINS. I hear you, Mr. Chairman. I understand the concern. But AARP really is concerned about the flagrant abuse that
could result.
Very definitely if a plan comes in for small employers and it basically only helps those who are of higher income levels we do not
think it is a level playing field. Basically the concern for retirement income security is more with low-income employees than
those that are medium and high income. They do have savings
plans now and other means to enhance their retirement, whereas
the low paid workers do not.
We do know that Social Security is a marvelous plan, but it is
basically a base from which to start.
Senator PRYOR. I had the opportunity recently to go into a small
business operation in my home State. I had a ceiling fan that
needed to be repaired. It was an old antique fan and I was talking
to the owner of the shop and he had said he had gotten out of
World War II, came back home, and set up this little machine shop
and had nine employees. He said, "Senator Pryor, I am the owner
of this place. I have operated it since about 1946 or 1947 and today
of my nine employees I am the lowest paid of all the employees in
this place." He said, "I am really working for them. I am trying to
keep them up it seems."
He talked about it. He said if I could do two things, I would like
to be able, as I used, to participate in a retirement plan for my
workers, and I would like to be able to pay their health insurance.
He said both of those are beyond my ability. He said "I know these
people, I know their families, I know their children and it breaks
my heart everyday to come to work knowing that they have no retirement plan, knowing that they have no health insurance, and
knowing that I cannot do anything about it to help them."
Now there is a group of people out there without retirement
plans, and we have to look at ways to make it easier for employers
to provide retirement plans to these employees. That is what we
are attempting to do with this legislation.
Mr. PERKINS. I hear you. It just appears, and in fact we can see it
in any one of our towns wherever we live, we can see the difficulty
the very small employer has had getting coverage, especially in
health care which we are not covering today, but in retirement
benefits too. But creating a system which does not have participation equity we also question.
Senator PRYOR. Mr. Smith, from NALU, if I might engage you
for a moment. I have heard for years about how much money we
could save if we had these safe harbors and did away with these
expensive tests for 401(k) plans.
Now let's say we are going to save a lot of money in not putting
people through this loop. Can that money actually or will that
money actually be passed on to the employee or will the companies
just absorb that in additional profits? How is that going to really
work out for us?

Mr. SMITH. Mr. Chairman, I think there is really two parts to
your question there. First, the employer if the simplification bill is
adopted will save about 25 percent on administration.
Senator PRYOR. The employer is going to save that.
Mr. SMITH. The employer will save about 25 percent.

Senator PRYOR. What is going to happen to that?
Mr. SMITH. The second part of your question, the employer will
rather put that money into benefits for the employees than spend
it on doing the testing, required by current law. The employer has
love and consideration for the workers, not unlike the employer in
your home State that said he would like to do something for his
employees.
Employers would rather give the money to the employees to supplement their retirement than to pay it to us as administrators.
They will do that. We have about 1,800 plans that we work with,
and I have talked to my staff, and they feel, and we have proof of
this, that about 90 to 92 percent of employees would participate
under the safe harbor plan design, because of the employer match.
However, if you require minimum employer contributions, these
small employers will say if my employees are not willing to walk
down the line with me towards retirement then I am not going to
put the plan in; I cannot afford it. It has to be a win/win situation
for the employees and the employer.
Another factor contributing to high levels of employee participation in 401(k) plans is the fact that employees have the opportunity
to direct their investments. They have ownership in the plan. I
have no problem standing in front of 40 or 50 employees explaining
matching contributions. Most of the time what happens is that
when the employer is willing to put in dollar for dollar up to the'
first 3 percent the employee's compensation, the employees start to
figure how many dollars the employer will put in, and then they
start to figure how they will find their own money. And they do
find that money.
We all find money for something that we believe in. The young
employees making $20,000 to $25,000 will contribute, to get the
matching contribution from the employer.
Plus you have another situation. There are some employees that
are 50, 55 and 60 who have not been in a retirement plan, and the
employer wants to help them. If they could reduce their costs
through simplification. In summary, with this simplification proposal, the employer could help those people. You would have more
rank and file employees being covered under pension plans.
Senator PRYOR. Mr. Smith, and all the panelists, I would like to
make a request, I think you referred to some studies that you have
done. We are building a record this morning. We are not allowing
everyone to speak over 5 or 6 minutes. But we are building a
record. We are going to utilize this record. What we would like to
have as made a part of that record is those studies, those facts and
figures that you have gathered together over the past months or
years. It would be very helpful to us in shaping this legislation and
hopefully in going forward with this proposal.
Mr. Fink, you mentioned the impact of marketing SEP. I wonder
if you could elaborate on the impact of this legislation on the marketing of that.

Mr. FINR. Yes, Mr. Chairman. One of the other witnesses made
the point that pension plans, particularly for the small employer,
are not bought but are sold. Mutual funds, banks, and insurance
companies, actively "market" plans to small employers. But
mutual funds have been discouraged by the salary reaction SEP because of the very small 25 or fewer requirement.
If you enlarge the number to 100, we think there will be a lot
more marketing activity. One example where marketing was a
factor was the individual retirement account. We were involved in
the legislation in 1981 that produced the universal IRA. I remember the government made a guess as to the level of contributions;
the result was vastly underestimated. I think the missing element
in the contributions predictions was the unanticipated marketing
component by banks, mutual funds, and insurance companies.
Conversely when the IRA was curtailed in 1986, even though a
lot of people remained eligible, financial institutions, such as those
I represent, pulled back from marketing and contributions fell.
The last thing I will say is that Professor Skinner, in his 1991
study on IRA's, pointed out that nonscientific, noneconomic factors,
like advertising campaigns, probably were a very important factor
in producing the dramatic growth of the IRA and in creating the
great curtailment in contributions to the IRA.
The changes proposed by the legislation would, our members tell
us, really lead to more marketing and, based on history, to more
plan installation.
Senator PRYOR. I think it was Frederick Engalls who many years
said that human greed is the chief motivator of civilization.
(Lughter.)

I am not sure that is exactly correct, but something like that.
Now what is going to happen if we grant all these safe harbors,
do away with all these nondiscrimination tests in an attempt to do
good in getting employees involved in this program and employers
to participate if there is abuse? How does the system catch that
abuse before that abuse goes so long that it becomes a situation
that cannot be corrected?
Mr. Zimpleman, how do we catch that abuse out there soon
enough?
Mr. ZIMPLEMAN. Thank you, Mr. Chairman.
Let me first respond to your question about the abuse by sharing
some statistics that we gather for last year from the 401 (k) and (m)
testing that we did last year, taking the present model and looking
at the issue of is there abuse. We have about 6,200 401(k) plans.
Most of those are in the under 100 life group.
Last year we found, this would be now 1989 calendar year, we
found about 20 percent of those plans failed the current test, which
perhaps on the surface sounds like a relatively high number. But
what we found on that group was that the refund that needed to be
made was only on average about $400 per employee and there was
only about four or five employees that needed refunds.
So the actual refund going back or the excess abuse if you want
to think of it in those terms, was relatively small. The fact that
there are refunds is more indicative of the current operation of the
(k) and (m)tests in that you do not know where you are until the
end of the year, and because of census data changes during the

year you find yourself on 12-31 needing to make some small refunds. But they are not large in amount and I would argue that
there may not be the level of abuse that might appear on the surface.
Senator PRYOR. Sometimes it is harder to turn the spigot off than
it is to turn it on. There may be some analogy in our weapon
system procurement of the last 15 or so years. We build the weapons and we find out once we have built, say, 100 B-1 bombers, that,
my gosh, they do not work. And after we have spent about $100
billion in the process over 30 years.
I am just trying to say is there a way before we do all this, is
there a way that we can monitor it effectively so that we can keep
up with the program and make certain that our intention is being
carried out.
I would like to thank the members of our panel. We do have
some questions from Senator Grassley for this panel. We are going
to ask the hearing record to stay open a period of 10 days, not only
for questions from Senator Grassley, but perhaps from Senator
Packwood, possibly some more from myself. We would appreciate
your prompt response to them.
We thank you for participating this morning. Thank you all.
[The questions appear in the appendix.]
Senator PRYOR. We will call our second panel. Elaine Church,
Robert Fox, Kie Hall, Lt. Mike Mohler, Anthony Williams, and
Carol Campbell.
Well, we want to thank this panel this morning for coming.
Some of you have come from a long distance and we appreciate so
much your participation.
Elaine Church is going to be the first person that I call on this
morning. Let me first introduce our panel a little more. Elaine
Church, the Employee Benefits Committee. I believe accompanied
by Lewis Mazawey; is that correct?
Mr. MAZAWEY. Yes.
Senator PRYOR. The chair of the Subcommittee on Pension Legislation, the American Bar Association, Section on Taxation. Robert
Fox, the executive director of the Cultural Institutions, New York
City, representing the National Assembly of National Voluntary
Health and Welfare Organizations. Mr. Kie Hall is certainly no
stranger. As the executive director, Arkansas Public Employees Retirement System, from Little Rock, he is going to talk about the
effect of this bill on public employees. Lieutenant Mike Mohler,
Fairfax County Fire Department. Lieutenant Mohler, let's see,
there you are in your uniform. Thank you for being here.
Anthony Williams, director of retirement, Safety and Insurance
Department, National Rural Electric Cooperative. Mr. Williams,
thank you for being here. Carol Campbell, vice president and treasurer of Carleton College, Northfield, MN, speaking today on behalf
of the American Council on Education. We thank you very much.
So first let us call on Elaine Church.

STATEMENT OF ELAINE CHURCH, CHAIR, EMPLOYEE BENEFITS
COMMITTEE. ACCOMPANIED BY LOUIS T. MAZAWEY, CHAIR*
SUBCOMMITTEE ON PENSION LEGISLATION, SECTION OF TAXATION, AMERICAN BAR ASSOCIATION, WASHINGTON, DC
Ms. CHuacH. Good morning, Mr. Chairman. First, I would like to
express the apologies of Peter Faber, chair of the section, who is
unable to be with us today. His misfortunate is my fortune. After

all the hearings I attended as a member of the Joint Committee

staff I must say it is a pleasure to appear for the first time on this

side of the dias on such an im rtant issue as this.-

Senator Paroa. We are glad you are here.
Ms. CrUnacn. The American Bar Association, and the Section of
Taxation, wholeheaey endorse the concept of pension simplifica.
tion. As you know, Mr. Chairman, we worked -with you and your
staff last year on your pension simplification bill. &e will work

again

an ongoing basis with you this year and as long as it

takes to achieve pension simplification.
In that regard, we will be submitting additional detailed, technical comments on various pieces of the bill. For that reason and in
the interest of time today, my comments this morning will be more
general.
First, as to the importance of pension simplification. We all know
that the Tax Code is marvelously complex and convoluted, but this
complexity bears a particular price in the area of pension law. Because unlike other areas of the Tax Code which affect few employers, pension complexity affects all of us. It affects employers of all
sizes and employees of all income levels.
The complexity not only dissuades employers from establishing
plans but also imposes costs on administering the plans and often,
all too often, those costs reduce the amounts available to provide
benefits to individuals
In addition, the complexities on the distribution side make it
very difficult for even the most informed participant to make appropriate decisions with respect to the taxation and distribution of
their pension income.
And finally, the complexity makes it difficult for the Service to
administer the pension law. It imnow 1991, almost 5 years since the
enactment of the Tax Reform Act, and notwithstanding the best efforts of the Service and the dedication of all of their resources to
issuing guidance under those provisions we have yet to see the
final package of regulations.
All of this indicates a system badly in need of reform. If we were
all to make a wish list of the many areas of pension simplification
that should be addressed we wouldctly include those in your
bill and others. We all have our favorites-he 401(aX9) distribution
rules, the 415 rules--and I use those Code Sections by the way not
to talk in code speak, but to reinforce the credentials of the Section

of Taxation as being technical experts. [Laughter.]

Senator Pyoa. Now you know if we make this really simple we
ae oing to put all the lawyers out of business. Are you aware of
Ms. Citiucn. No, Senator, when I first got into this area in the
late 1970's I was told that we would do final plan amendments

before 1980 and I would not have a job. I am not terribly worried
at this point. [Laughter.]
Senator PRYOR. I think you are on sound footing and ground.
Ms. CHURCH. With respect to the distribution rules, the current
law includes a number of overlapping rules which at inception had
good policies. We have rules to lock money up until retirement or
separation from service. We have rules to dissuade people from
consuming amounts that they get when they change jobs. We have
rules at the other end of the spectrum that say once you retire you
should start receiving and consuming retirement income rather
than transfer it to your heirs at death.
But the overlap of those rules and the different rules for the taxation of such distributions is an imponderable burden for employees who are trying to determine the best way to use their retirement savings.
The bills all address these issues, taking different approaches,
and we commend your efforts, recognizing that there are a lot of
difficult issues here. We urge you to focus on those distribution
issues, on the 401(k) issues and on efforts to make plans more accessible, particularly to small employers.
We would like to work with you. We urge you to provide reasonable transition and lead time so that any changes can be implemented in an orderly fashion.
Lastly, we urge you not in the guise of pension simplification to
make these problems worse by trying in the law to anticipate and
prevent every conceivable abuse.
Thank you.
Senator PRYOR. Thank you very much, Ms. Church.
[The prepared statement of Ms. Church appears in the appendix.]
Senator PRYOR. I remember when President Reagan one night
held up a sheet of paper about this size, speaking at a big banquet
somewhere, and said we are getting ready to have a tax form for
Americans that you can fill out on one piece of paper and mail it to
the IRS and all your problems will be over.
I think about 26,000 pages later after work in this committee and
Ways and Means we produced that simplified tax code of 1986 that
you made reference to. So I hope we are not off on the same road
on simplification for our retirement programs. I think that we certainly need to be aware of that.
Mr. Fox, we appreciate you being here today. It is your turn up
to bat.
STATEMENT OF ROBERT M. FOX, EXECUTIVE DIRECTOR, THE
CULTURAL INSTITUTIONS RETIREMENT SYSTEM, NEW YORK,
NY, CHAIRMAN, PENSION PLAN COMMITTEE, THE NATIONAL
ASSEMBLY OF NATIONAL VOLUNTARY HEALTH AND SOCIAL
WELFARE ORGANIZATIONS, INC.
Mr. Fox. Thank you. Good morning, Mr. Chairman.
Some of the country's largest charitable organizations that are
members of the National Assembly of National Voluntary Health
and Social Welfare Organizations are is pleased to join me in supporting your efforts to simplify the rules for plan sponsors to administer retirement plans as well as expand the availability of pen-

sion plans. We are encouraged by this first step towards simplification and appreciate the leadership role you have taken in this process.
I will try to use the time that has been allotted to review the
highlights of the bill that are of interest to us as plan sponsors for
human service organizations.
The changes outlined in S. 1364 to reduce the cost to plan sponsors of administering retirement plans are sorely needed. These
will help our organizations in two ways. First, it will enable us to
offer our dedicated employees sensible, cost effective retirement
plans without needlessly burdening our administrative staffs. And
second, it will enable us to shift dollars we end up spending in administration into the program areas of our organizations which are
our primary mission.
Let me just briefly describe the areas of the simplification bill
that we are supporting. First, the minim,:.n distribution rules. The
common sense approach contained in the bill is long overdue. The
current rules are very complex and difficult to communicate to
plan participants. The National Assembly's human service organizations are made up of many non-highly compensated employees.
Requiring minimum distributions after age 701/2 forces these employees to receive now the pension anticipated to be needed at retirement. Combine low salaries and short service and it is hard to
rationalize the forced payment of accrued pensions from our organizations under the 701/2 rules. We are very pleased that these minimum distribution rules as proposed in the bill will strengthen the
retirement protection our plans were intended to provide.
The access to 401(k) plans is a second area we support. We we
are pleased to see that the simplification bill will finally permit all
tax exempt organizations to maintain qualified cash or deferred arrangements. This change will eliminate the inequities of the current law. We did not understand why the Tax Reform Act of 1986
prohibited 401(k) plans from being established by tax-exempt organizations and we are glad that this has now been clarified.
A third area of support is the definition of highly compensated
employee. We feel that your simplification bill will provide relief
for many nonprofit organizations who have a difficult time working
with the current nondiscrimination requirements of the law. Some
of our organizations have branches throughout the United States.
The branches are run by directors who we believe are not "officers." In the event an organization has an officer, plan sponsors
will have to implement costly discrimination testing at multiple locations. The outcome of such testing could result in cutbacks of
benefits for so-called highly compensated employees. Your proposal
to exempt tax exempt organizations from the one highly compensated employee rule for non-discrimination testing is a valid exception due to the unique employment structure of our organizations.
The fourth area we support is portability. The provisions in your
bill that allow a participant or surviving spouse to rollover, any
portion of a taxable distribution from our plans to an IRA or another qualified plan are welcomed. We support every effort to
enable our participants to continue to save for retirement. We hope
this change will encourage them to put all of their distributions

from our plans into other retirement vehicles and the rules should
be simplified so they can do just that.
We would like to suggest that the simplification bill look at this
legislation as an opportunity to expand the goal of portability and
permit qualified plans to accept transfers or rollovers from other
savings and retirement vehicles. The simplification bill could rationalize the confusing rules for keeping retirement money separate and distinct. Distributions made from plans under sections
401, 403, and 457 should be transferred into other savings and retirement plans.
The other area that we would like to suggest the simplification
bill look at is to clarify that Section 457 will not apply to nonelective deferred compensation for tax exempt organizations. We believe employees of tax exempt and taxable employers should be
treated the same in the area of nonqualified, nonelective retirement pay plans.
And finally, we realize this simplification bill marks the beginning of the process to fashion the best possible simplification legislation. We are available to be of any assistance to you and your colleagues during this process. I hope this testimony has been of some
help. I will be happy to answer any questions.
Senator PRYOR. Thank you, Mr. Fox. Right on the nose.
[The prepared statement of Mr. Fox appears in the appendix.]
Senator PRYOR. Mr. Hall is all the way from Little Rock, AR,
here today and I think, Mr. Hall, you are testifying on behalf of
the Government Finance Officers; is that correct?
Mr. HALL. Yes, sir.
Senator PRYOR. Thank you, Mr. Hall. We welcome you before the
committee.
STATEMENT OF KIE D. HALL, EXECUTIVE DIRECTOR, ARKANSAS
PUBLIC EMPLOYEES RETIREMENT SYSTEM, LITTLE ROCK, AR,
ON BEHALF OF GOVERNMENT FINANCE OFFICERS ASSOCIATION AND OTHERS
Mr. HALL. Thank you, Mr. Chairman. I am the executive director
of the Arkansas Public Employees Retirement System. The system
has over 48,000 members, of which 10,000 are retired. They represent State and local public employees. The average monthly retirement benefit in this system is $424.
There are several items of interest to State and local government
plans contained in the legislation. Perhaps none is as important as
the provisions contained in S. 1364 that addresses public pension
plan compliance with Section 415 of the Internal Revenue Code.
Section 415 of the Internal Revenue Code places both a dollar, as
well as a percentage of pay cap on the amount that an individual
can receive annually in the form of an employer provided pension
that has been accumulated in a tax deferred setting.
Section 415 was adopted as part of the Employee Retirement
Income Security Act of 1974, with the goal of limiting the ability to
accumulate retirement income on a tax-favored basis. Section 415
was aimed at a very specific problem, the use of tax deferrals and
deductions by a few highly compensated individuals and their employers in the private sector to finance extremely large benefits.

There is no indication in the legislative history of Section 415 that
this was an abuse that was also taking place in the public sector.
Unlike the private sector where the employer and the highly
compensated employee can sit down and privately sit down and negotiate the terms and the amount of the employer provided benefit
package the plans of governmental employers are sponsored and
maintained by State and local government with all of the constitutional regulatory apparatus, vote accountability that this implies.
In a defined benefit plan, which is the kind of plan used by the
vast majority of public employers, the retirement benefit is based
on a formula that is based in part to salary. It is therefore virtually impossible for a public employee to receive an abusively high
employer provided retirement benefit in relationship to his or her
salary.
Private sector employers receive a significant tax subsidy for the
contributions they make to their retirement plans. This tax advantage is a major factor in the funding decisions made by private
sector plan sponsor and has a direct impact on Federal revenues.
State and local governments must comply with Section 415 or
face severe penalties. If a pension plan permits even one of its participants to earn a pension that exceeds by any amount however
small the lowr-f-the two Section 415 limits then the Internal
Revenue Service is authorized to disqualify the entire plan.
Changes in our plan benefit formulas and other design feature
require a lengthy public process and possible modifications of important State policies who are often constrained by our constitution
or case law for reducing a benefit once it is promised an employee
due to prohibitions on impairment of contracts.
Approximately 21 States, including Arkansas, in numerous localities have either constitutional or statutory restrictions prohibiting
the diminishment of benefits. It is for these reasons that the iburpart remedy to our unique problem with Section 415 is so important and necessary.
Part 1, the definition of compensation for the purposes of Section
415 testing, will be expanded to include employer pension contributions as well as employee contributions to salary deferral plans.
These amounts are often included as annual compensation in the
public pension plan's computation of an individual's pension benefit, but are required to be excluded when 415 percentage of pay
limit is determined.
Part 2, public sector employees tend to be longer tenured and
lower paid then their private sector counterparts. Because public
plan benefit plans often reward this length of service the consequence that can be a pension benefit that while not large in absolute dollar terms can exceed 100 percent of the individual's high 3year average compensation. Therefore, the bill provides that the
percentage of pay component of the Section 415 limit test will not
apply.
ERISA provides private sector employers with the ability to
maintain excess benefit arrangements. Public pension plans have
no similar safety valve to avoid disqualification. However, its use
would be limited solely to providing benefits in excess of the 415
caps.
I will finish there, Mr. Chairman.

Senator PRYOR. Thank you, Mr. Hall.
[The prepared statement of Mr. Hall appears in the appendix.]
Senator PRYOR. I just really applaud all of you in being so diligent in going by the bell system. I have a couple of questions there
in just a minute.
Lieutenant Mohler, we appreciate you being here. Now are you
the Fire Chief in Fairfax County? Is that correct?
Lt. MOHLER. Not quite, Mr. Chairman. I am just a Lieutenant on
an engine company.
Senator PRYOR. All right. We appreciate you coming today and
speaking on behalf of your people.
Lt. MOHLER. I appreciate your having me here.
STATEMENT OF LT. MIKE MOHLER, FAIRFAX COUNTY FIRE
DEPARTMENT, FAIRFAX, VA
Lt. MOHLER. Again, my name is Mike Mohler and I am a lieutenant with the Fairfax County Fire Department, as well as a member
of the International Association of Firefighters. I have been a firefighter for 15 years. I am here today to ask for this committee's
help in resolving some of the pension related problems facing State
and local government employees, especially for those of us in the
fire service.
I would like to spend a few minutes this morning explaining
these issues from the point of view of a rank and file firefighter.
Like most of my co-workers I became a firefighter because it offers
me the opportunity to help the community. I wish the members of
this committee could see the look on faces of people who are
trapped in a burning building when they see firefighters come
through the flames to rescue them.
While this job has many rewards, the compensation and benefits
are not high among them. I do not know a single firefighter who
entered the profession because they thought the pension benefits
sounded attractive. [Laughter.]
I am, therefore, at something of a loss to understand why my
pension plan could be disqualified by the Internal Revenue Service
because our benefits are alleged to be too high.
As I understand it, Section 415 of the Internal Revenue Code is
the provision designed to assure that taxpayers are not asked to
subsidize pensions paid to top corporate executives. Why, then, am
I being penalized?
Allow me to offer one simple example of how the Fairfax County
Fire Department's pension plan could exceed this limitation. In
Fairfax County, the disability retirement benefit for total disability
is a modest two-thirds of salary at the time of injury.
Yet if I had become disabled shortly after I was promoted to
Lieutenant my disability benefit could have technically exceeded
the Section 415 limitation, which caps benefits at 100 percent of
compensation. The reason a 66.66 percent benefit can exceed 100
percent of compensation test is where this gets somewhat confusing.
When I was promoted to Lieutenant from firefighter, I received a
pay raise. I had also been participating in our 457 plan, a deferred
compensation plan offered to State and local government workers.

In addition, our plan has an employer pick-up provision on employee contributions. None of these things makes me at all exceptional.
When the Internal Revenue Service computes the 100 percent of
salary limitation they do certain things which significantly reduce
the amount of allowable benefit. First, they average the three highest consecutive years. In this example, that means they would have
counted my Lieutenant's salary as only a small part of the equation.
Second, the IRS does not count as salary the money I contribute
to my 457 plan, and the contributions made on behalf by the employer, even though that money is counted for computing my retirement benefit. Taken together, these items reduce the allowable
benefits so much that 66.66 percent of my actual salary at the time
of disability would be greater than 100 percent of my compensation
as defined by the IRS.
That means my disability pension would place the entire pension
plan in jeopardy and this plan which covers 1,150 firefighters could
have lost its tax exempt status.
I chose to discuss how the Section 415 limitation is unfairly applied to disability benefits largely because disability retirement is
especially important to firefighters as well as police officers. As the
Nation's most hazardous profession, firefighters see more than
their share of disability retirements and sustaining an injury
within a year of a promotion is not an uncommon scenario.
It must be noted, however, that the disability benefit issue is
only one of the ways that a public employee pension can exceed the
Section 415 limit. I am sure others will point these out to you.
Finally, I would like to comment on the relationship of individual cases to the pension system as a whole. Under Section 415 if
one person receives a benefit in excess of the limitation, the entire
pension system could lose its qualified status.
In regard to the example I just gave you, that means that just
because I was not injured during the year after my promotion, that
does not mean the scenario no longer applies to me. If even one
firefighter gets injured shortly after making lieutenant or battalion
chief or chief, I will be affected by it, even if the injury occurs
many years from now. As long as I am affected by my pension
system, either as a contributor to it or as a recipient from it, disqualification of our pension system will have a direct, adverse
affect on me and my family.
Senator Pryor, I understand that your pension simplification legislation would correct this inequity and several others, and would
ensure that Section 415 limitations are applied fairly to the public
sector workers while not violating the policy it was established to
govern. On behalf of all my brother and sister firefighters, I want
to express my deep appreciation for your interest in this important
issue, and urge you to move as quickly as possible to see that your
bill becomes law.
Firefighters give a lot to American, unfortunately, including
their lives, and ask for little in return. All we are asking for right
now is fairness, so that the application of the Internal Revenue
Code provision be applied fairly to public sector employees so that
no pension plan loses its exempt status.
Thank you.

Senator PRYOR. Lieutenant, thank you. Right on the nose.
[Laughter.]
[The prepared statement of Lt. Mohler appears in the appendix.]
Senator PRYOR. Lieutenant, one question. It is not a very heavy
question. I saw a movie recently, Backdraft. Have you seen Backdraft?
Lt. MOHLER. Yes, sir, three times. [Laughter.]
Senator PRYOR. Three times. Well I saw it once and I walked out
and I don't know if that encourages people to become a firefighter
or discourages them. I don't know. It is a pretty scary movie.
What do firefighters think of that movie, by the way?
Lt. MOHLER. We have critiqued that movie a number of times
around the firehouse. We have some problems with the way Kurt
Russell handled himself in certain ways. [Laughter.]
Senator PRYOR. I am sure you could have done a better job.
Lt. MOHLER. Absolutely.
Senator PRYOR. We appreciate you being here.
We are going to go to our next witness here now, Mr. Anthony
Williams, National Rural Electric Cooperative. Thank you, Mr.
Williams, for being here.
STATEMENT OF ANTHONY C. WILLIAMS, DIRECTOR, RETIREMENT, SAFETY AND INSURANCE DEPARTMENT, NATIONAL
RURAL ELECTRIC COOPERATIVE ASSOCIATION, WASHINGTON,
DC
Mr. WILLIAMS. Thank you, Senator. My name is Anthony Williams. I am the director of the Retirement, Safety and Insurance
Department for NRECA. NRECA is a national service organization
of approximately 1,000 rural electric cooperatives operating in 46
States. The system serves over 25 million farm and rural individuals in 2,600 of the Nation's 3,100 counties.
Various programs administered by NRECA provide pension and
welfare benefits to over 125,000 Rural Electric employees, dependents, Directors and consumer members in these localities.
We at NRECA believe that there is a critical need for simplification of the laws affecting qualified retirement plans. Accordingly,
we applaud the leadership shown by Senator Pryor in holding
these hearings and in introducing legislation that would significantly reduce the complexity of retirement plan rules.
We are also appreciative of the leadership role being played by
Chairman Bentsen in cosponsoring this legislation.
Our testimony today is in enthusiastic support of the Pryor/
Bentsen bill. We believe that the enactment of this bill would provide historic simplification of the rules regarding qualified retirement plans. We view simplification as the elimination of modification of rules that have been created through the cumulative affect
of years of legislation and that it poses administrative burdens that
are not justified by tax policy or retirement policy.
The need for this type of simplification is particularly acute with
respect to small employers. NRECA's 1987 survey of small employers in rural areas revealed that less than 19 percent maintained a
retirement plan and that the primary reason they did not was because of the cost.

A simplification bill that would reduce the cost would have a
major affect in raising the number of employees of small employers
who can retire with dignity and security. We believe that the
Pryor/Bentsen bill if enacted would achieve precisely this type of
simplification.
A prime example is the modification of the Section 401(k) Plan
nondiscrimination rules. NRECA supports the policy objectives of
the nondiscrimination rules. However, we believe that these policy
objectives can be achieved without the administrative burden of
present law.
The Pryor/Bentsen bill accomplishes this by creating a safe
harbor with respect to the nondiscrimination rules. Under this safe
harbor the nondiscrimination rules are deemed to have been satisfied when an employer provides a significant contribution to the
plan that could be expected to satisfy or substantially satisfy those
rules. Thus there is little justification for requiring such a plan to
apply the burdensome nondiscrimination rules.
We also support the provisions of the Pryor/Bentsen bill that
would permit nongovernmental tax exempt employees to maintain
Section 401(k) plan.
The clarification in the Pryor/Bentsen bill of the VEBA rules is
another provision we would like to comment on specifically this
morning. In general, the VEBA are trusts through which employers provide welfare benefits such as health insurance to their employees. The most important advantage of a VEBA is not found in
the tax laws but rather in the fact that VEBA's provide small employers with a means of pooling their buying power and thereby reducing their health insurance costs.
The reduction in cost of health insurance is crucial to expanding
health insurance coverage for small employers, especially in rural
areas. The Pryor/Bentsen bill clarifies that small employers may
ban together to maintain the common VEBA if they are in the
same line of business and are closely related as measured by the
joint activities. We believe that this provision would serve as an
important health policy objective.
Based on the only court case to address this key issue we also
believe this provision is simply a clarification of current law.
In conclusion, we have 1,000 rural electric cooperative systems
that enthusiastically support this bill.
Thank you, sir.
Senator PRYOR. Thank you very much, Mr. Williams.
[The prepared statement of Mr. Williams appears in the appendix.]
Senator PRYOR. Ms. Campbell, we appreciate you being here this
morning.
STATEMENT OF CAROL N. CAMPBELL, VICE PRESIDENT AND
TREASURER, CARLETON COLLEGE, NORTHFIELD, MN, ON
BEHALF OF THE AMERICAN COUNCIL ON EDUCATION
MS. CAMPBELL. Thank you.
Good morning, Mr. Chairman. On behalf of the American Council on Education I commend you, Senator Pryor, and Senator Bent-

sen for your efforts to simplify pension plan administration and to
expand pension coverage to more American workers.
During the last decade we have coped with numerous changes in
the Federal tax requirements for pensions. The most significant resulted from the Tax Reform Act of 1986, which applied nondiscrimination rules to our 403(B) retirement plans. NACUBO, CUPA and
TIAA-CREF have helped all plan administrators understand these
new complex and confusing requirements.
Let me stress that the higher education community believes that
equitable pension benefits for all employees is an important public
policy goal. Our pension plan coverage is virtually universal. However, complicated micro management of retirement plans, burdens
and frustrates employers and reduces the resources available to
provide benefits to employees.
The vast majority of employees in higher education are covered
by defined contribution plans as their primary source of retirement
income. Defined contribution plans effectively deliver more dollars
in benefits, yet the costs of administering even these plans has escalated in the last decade.
As a financial officer of a small college any increase in cost concerns me greatly. We in higher education are held accountable for
tuition increases. We are striving to hold costs down. Excessive administrative burdens create the need for additional staff or expensive consulting which runs counter to our efforts towards efficient
delivery of education.
Since 1970 Carleton College has contributed 7 percent of salary
for an employee who contributes 3 percent. We vest 100 percent
and allow immediate participation for all eligible employees. Because we offer the same plan to all employees the college should
easily comply with the 600 plus pages of nondiscrimination regulations recently issued by the IRS.
The Employee Benefit Simplification and Expansion Act targets
areas that are ripe for simplification and effectively reduces the
burden of plan administration. We encourage the Finance Committee to adopt design based safe harbors for matching plans because
they offer a simple method of compliance and yet assure equitable
treatment for lower paid workers.
The majority of higher education's 403(B) plans are contributory,
fully vested plans that match each employee's contribution by 100
percent or more. Since the passage of the Tax Reform Act of 1986
colleges have had no guidance on how the 401(m) matching test applies to 403(B) plans. Indeed, the IRS recently put off issuing regulations for 403(B) plans until 1992.
Many of the academic plans pass the 401(m) test. For example,
Carleton matches more than 200 percent of the participant's contribution. Yet to ensure that our plan is nondiscriminatory we must
work our way through payroll data and various numerical tests
several times during the year. And we have no margin of comfort
for the future. A sudden turnover could cause the college's plan to
fail the test. As hard as we try it is difficult to convince young employees to save for retirement. Some colleges even offer an acrossthe-board base contribution of 3 percent or more to all employees.
The employer contributions required under S. 1364 provide
meaningful benefits. Full and immediate vesting of matching con-

tributions is significant to employees who make frequent job
changes. Higher education welcomes the comfort that design based
safe harbors provide and the corresponding reduction in administrative burden.
The goal of providing pensions to faculty members is to ensure a
life long income. Nevertheless, in recent years some colleges have
allowed plan participants to cash out all or part of their pension
benefits at retirement. Last May Carleton's Board of Trustees acted
upon request from faculty members to allow lump sum distributions under our plan. We hoped to allow cash for only the employee portion of contributions which amounts to about 30 percent of
each participant's account, but partial rollover rules require a 50
percent distribution. Thus, the Tax Code forced us to offer full cash
after age 55 to ensure that our employees would be eligible for a
tax exempt rollover.
Thank you.
Senator PRYOR. Would you go forward one more minute. I want
to hear on the rollovers. I may have a question for you.
Ms. CAMPBELL. Okay. S. 1364 greatly simplifies the complicated
rollover rules. While a lump sum transfers control over pension
assets to the retiree it also passes on a responsibility. DOL statistics suggest that workers may take this responsibility lightly. The
proposed direct transfer mechanism addresses this concern.
S. 1364 does not prevent a terminating employee from cashing
out, but it does add an automatic delay which gives lump sum recipients more time to consider the full implications of their actions.
[The prepared statement of Ms. Campbell appears in the appendix.]
Senator PRYOR. You are the Treasurer of a small college?
Ms. CAMPBELL. Yes.

Senator PRYOR. What is the enrollment of this college?
MS. CAMPBELL. The enrollment is about 1,800 students.
Senator PRYOR. All right. Let's say that someone, one of the professors, well, let's say one of the maintenance workers decides to
leave and he is going to move to another State. Let's say he is
moving to Arkansas and he is retiring to Arkansas and sometimes
that happens.
MS. CAMPBELL. It is a little warmer.

Senator PRYOR. Now he comes in and he says I am retiring and I
want my money. Do you write him a check then at that time?
When he leaves do you write him a check?
MS. CAMPBELL. No, we do not.
Senator PRYOR. What happens? Tell me how this works.
MS. CAMPBELL. All right. That employee, through contributions
and matching under the defined contribution plan has established
and has built up a retirement account. That account is held in his
name. He cannot cash that out or obtain those benefits under our
plan as it stands until he reaches retirement or age 55.
Senator PRYOR. All right. What do you do with this employee's
money?
MS. CAMPBELL. It is maintained through our pension administrator and it continues to accumulate benefits and to grow until that
employee reaches age 55.

Senator PRYOR. All right. If he is not paying benefits and if he is
working in Arkansas and maybe he works for a small business
person that does not extend these benefits, how does his benefit
plan grow?
MS. CAMPBELL. Through the wonders of compound interest it continues to grow.
Senator PRYOR. All right. So compound interest would be the
only real contributions.
MS. CAMPBELL. That is right.
Senator PRYOR. If we could use that end to this situation.
MS. CAMPBELL. He may have an equity participation, depending
on his plan. So there is also that element as well. But essentially, I
think of it as compound interest over time.
Senator PRYOR. At what time then are you divorced or is the college divorced from any relationship with this employee? When he
reaches a certain age, is that right?
MS. CAMPBELL. In your example, Senator, our close dealing with
that employee would terminate upon his termination, if I understand your example correctly.
Senator PRYOR. But you still hold in trust, basically, his funds.
MS. CAMPBELL. Through TIAA-CREF, his funds would be held.
Senator PRYOR. Right.
MS. CAMPBELL. Our faculty looked very seriously at the matter of
providing cashouts of our plan at the point of termination and decided that the need and the importance to build benefits during the
entire working career were more important. Therefore, we decided
to make the recommendation to our trustees to provide the cash
out only at age 55 or retirement.
Senator PRYOR. We really have a problem with this growing
figure that when they cash out their money and they do not rollover, they go out and they have this check in their hand. They
have not seen that much money. I mean I would do the same thing.
I think I would walk out and probably buy a bass boat. [Laughter.]
Or a new set of golf clubs, you know. And before I know it I
would fritter it away and have nothing for my retirement: I think
though that your program is doing something that we would like to
see done sort of universally. And I compliment you for it.
Any other comments that any of our other panelists would like
to make? The reason I would like to kind of hurry us along, we are
anticipating shortly a vote on the Senate floor. Once that occurs I
will have to be gone for about 20 minutes, by the time I go over
there and get back.
So if we could, I would dismiss this panel. I thank you very
much. For studies or any facts and figures, we have 10 days for
those and there may be some questions for you. Thank you very
much.
We will call our third panel. Meredith Miller, Robert Stone,
Thomas Walker, Edward Able. In a moment I will present Meredith Miller, who is the assistant director of employee benefits,
AFL-CIO; Robert Stone, who is the associate general counsel, IBM
Corp., on behalf of ERISA Industry Committee; Thomas Walker,
the president and chief executive officer of Associated Benefits
Corp., who is appearing today on behalf of the Association of Private Pension and Welfare Plans of Washington, DC; Edward Able

will then follow, CAE, executive director of the American Association of Museums, on behalf to the American Society of Association
Executives from Washington, DC.
We welcome this panel. I would like for the record to reflect, and
also our audience to be aware, I think I am correct in saying this,
that we had some 67 requests to testify this morning not only from
individuals but also from national organizations and associations.
We tried to do our very best to get an overall viewpoint, a composite of the country, and we certainly appreciate all of you being here
this orning to participate and to add your constructive thoughts
and advice.
Meredith Miller.
STATEMENT OF MEREDITH MILLER, ASSISTANT DIRECTOR OF
EMPLOYEE BENEFITS, ACCOMPANIED BY ERNIE DUBESTER,
LEGAL COUNSEL, AFL-CIO, WASHINGTON, DC
Ms. MILLER. Good morning, Mr. Chairman. We very much appreciate being here this morning. The AFL-CIO commends your leadership on these critical pension issues and for holding this hearing
today to focus national attention on these matters.
In particular we wouid like to express strong support for the legislation's rollover provisions, the exemption of multi-employer
plans from the full funding limitation and changes contained in
the bill for public employee pensions. We do, however, have concerns that we would like to share with you about this and other
pension simplification bills.
With respect to provisions we support, I would like to start with
rollovers and transfers. The liberalization of the rollover provisions
and the transfer requirement do much to advance the goal of pension preservation. We do, however, object to prohibiting after-tax
employee contributions to be rolled over, especially if the intent of
this proposal is to enhance and ensure pension savings.
We also are concerned that these same provisions do not extend
to public sector plans except in limited circumstances or provide
for spousal consent for distribution.
We strongly support the bill's provisions which protect public
employee plans from potential disqualification by lifting limits on
Section 415 pension distributions and by exempting benefits attributed to qualified excess benefit arrangements from Section 415
limits.
The unique plan, design features and local legislative authority
for such plans warrant special consideration for public employees.
State and local government workers also would benefit from the
bill's proposal to reinstate public workers entitlement to 401(k)
plans.
We also strongly support multi-employer exemptions to the full
funding limitation and the annual evaluation requirement. Multiemployer plans provide benefits through prenegotiated contribution rates that are stipulated for the term of the collective bargaining contract. This funding stream cannot properly cover future
benefits when subject to a full funding limit which fluctuates with
interest rates.

With respect to provisions of concern, I would first address the
repeal of income averaging for lump sum distributions. While we
understand that the intent of this provision is to discourage retirement savings from being used for nonretirement purposes, this
change may adversely affect future retirees not covered under the
transition rule in your bill.
First, the financial crises in the banking and insurance industries make this an inopportune time to be pushing workers and retirees not included to put their money in IRA's to keep their pension assets in annuities since the PBGC is currently contesting its
current obligation to ensure such annuities.
Second, this provision would disrupt the vast number of collectively bargained contracts that have lump sum payment options for
both defined benefit and defined contribution plans.
Our second concern is modification to SEP's. We support the
bill's effort to encourage small businesses to offer pension coverage
to their employees. Nevertheless the simplification measures could
be counter productive if they considerably reduce coverage of parttime workers who now enjoy participation under existing SEP
rules.
We also believe that reduced administrative complexity alone
may not provide sufficient incentives for small employers to offer
coverage when costs are the real barriers.
Our last concern is modification of 401(k) plans. The new design
based safe harbors for 401(k) nondiscrimination testing raises concerns about adequate participation of lower paid employees. Under
current rules plan sponsors must aggressively market the 401(k)
plan to lower paid workers in order to get sufficient participation
necessary to pass the test.
We urge the sponsors to include more stringent requirements for
employers to market the 401(k) safe harbor plans and for Congress
to authorize pilot studies to determine differences in participation
rates of low paid workers between the current plan and the proposed 401(k) safe harbors.
With respect to proposals we oppose I woulu like to address modification to the definition of leased employees. To avoid health and
pension responsibilities many employers are seeking to change the
status of traditional permanent employees to either leased personnel or they are employing independent contractors.
In 1982 Congress developed a rule to ensure that leased employees would have the same pension benefits provided to other employees of the same employer. The new provision provides for a
change in the definition of leased employees. It removes the historically performed test by substituting a looser control test. We believe it will encourage employers to change the status of their
present leased employees to independent contractor status.
We are opposed to this conversion of leased employees to independent contractor status since the benefit responsibilities fall on
the workers and bargaining unit rights may be eliminated.
Senator, I would just like to add that the other provisions that
we do oppose include the death benefit exclusion, the repeal of the
unrealized appreciation of employer securities exclusion and the
repeal of the multi-employer 10-year vesting. The last two are not

in your bill. We have laid out the reasons in a written submitted
testimony.
Thank you very much.
Senator PRYOR. Thank you, Ms. Miller. Thank you very much.
[The prepared statement of Ms. Miller appears in the appendix.]
Senator PRYOR. Mr. Robert Stone.
STATEMENT OF ROBERT S. STONE, ASSOCIATE. GENERAL COUNSEL, IBM CORP., ARMONK, NY, ON BEHALF OF ERISA INDUSTRY
COMMITTEE

Mr. STONE. Mr. Chairman, about 2 hours ago you asked for the
hay to be put down to the level that the calves could handle it. I
am going to try to do that. The ERISA Industry Committee, on
whose behalf I am testifying, has as its members approximately
120 of America's largest employers. With nothing more than a factual statement meant, our plans probably cover more participants
in defined benefit and defined contribution plans than are covered
under the plans of all the other people who are testifying here
today combined.
We are, in that respect, interested in several important items of
the proposed legislation and not in others. But to make this clear,
we have a bill which is entitled simplification, and I will talk briefly on the issues which in our opinion are simplification and which
we support wholeheartedly.
The bill also is a pension expansion bill, and that point really
needs to be made in order to have everyone understand where we
are with this proposal. Then, it has provisions regarding who will
pay for the pension expansion. So we are really looking at three
different items within one bill entitled pension simplification.
With regard to simplification, we are very much in favor of the
proposal to simplify the leased employee provision and S. 1364 does
it well. The provision would prevent abuse. It meets common industry practice, and it provides a needed retroactive effective date.
We also support the simplification provisions which eliminate
the requirement that distributions begin before an employee retires, simplify the definition of highly compensated employees, provide more timely notice of cost of living adjustments, and allow coordination of normal retirement age with Social Security retirement age.
Then there are the provisions to simplify the 401(k) nondiscrimination tests. That is a rather complicated issue. As you heard from
many special interest groups, it applies in a different fashion for
the major employer community than it applies in another community.
But if that is all we had, and that is pension simplification, I
dare say we could have a bill that could be passed very quickly and
simply. In addition to that, however, we have several provisions for
expanding pension access and coverage. We are in no way at odds
with those proposals. We are concerned that in order to find the
revenues to cover the shortfalls from the expansion proposals there
are provisions in S. 1364 and in the companion House bills and in
the administration's "POWER" proposal which would break prom-

ises that have been made to many of the employee plans sponsored
by our members.
For example, S. 1364 would eliminate 5-year averaging and
would extend the 15 percent excise tax to retirees who have received lump sum and other distributions that exceed $150,000. It
would not be unusual for a plan participant after a life time of
work to receive a $150,000 lump sum distribution. They may have
planned for the use of the net amount of those funds, after having
paid full income tax on the $150,000, only to find that the government bites another 15 percent into that distribution, something
that they have been participating in, waiting for 30 years, and all
of a sudden we change the dice on them.
Similarly, other bills would eliminate the net unrealized appreciation on employer's stock. When a distribution is made to a retiree, the retiree may well be planning on the dividends from that
stock to help pay either the cost of a new business venture or their
daily living expenses, and those dividends will be fully taxed.
Okay? But when that employer stock is delivered under this
change, the recipient would have to sell some of that stock, not
have it available for the dividend flow, in order to pay a tax which
up until now would not have been on the books and which he or
she would not have been expecting.
So the final point I wish to make is that, in all of the proposals,
effective dates are so important to employer and employee alike in
order to plan and implement properly. We believe it is unfair to
take longstanding provisions of the Internal Revenue Code and
change them as they apply to people who have been planning in
reliance on those provisions for some time.
Thank you.
Senator PRYOR. Mr. Stone, thank you. In a moment I am going to
ask you a rollover question or two.
[The prepared statement of Mr. Stone appears in the appendix.]
Senator PRYOR. Mr. Thomas Walker.
STATEMENT OF THOMAS C. WALKER, PRESIDENT AND CHIEF EXECUTIVE OFFICER, ASSOCIATED BENEFITS CORP., ON BEHALF

OF ASSOCIATION OF PRIVATE PENSION AND WELFARE PLANS,
WASHINGTON, DC
Mr. WALKER. Good morning, Senator. My name is Tom Walker
and I am the president of Associated Benefits Corp. from Des
Moines, IA. Contrary to what our name would imply we are a plan
sponsor, not a consultant. We sponsor field prototype plans that
are adopted by agricultural cooperatives throughout the Midwest
and we do in fact truly understand hay and calves.
I am here today representing the Association of Private Pension
and Welfare Plans whose members directly sponsor or administer
pension and health plans covering over 100 million Americans. We
are very proud at the APPWP that we were able to help launch
your efforts on pension simplification, last year's bill, S. 2901, and
grateful that many of the 29 issues that we identified in a work
called "Gridlock" in September 1989 were included in your bill and
are included in S. 1364.

Time will not allow a complete discussion of our views, but there
are a few of the points covered in our written testimony that I am
compelled to address specifically.
Earlier this year, our review of the proposed nondiscrimination
rules written to implement the Tax Reform Act of 1986 revealed
eight specific areas that we consider problems. But they were problems that could be fixed without undermining Congressional
intent.
A description of those problems and our proposal for fixing them
are contained in gridlock revisited which I would like to request be
accepted for the permanent record.
[The information appears in the appendix.]
Mr. WALKER. In addition, in response to a request you made earlier, the Wyatt Company has conducted a survey which demonstrates the participation levels are directly related to the generosity of the employer match and we will provide a copy of that as well
for the permanent record.
[The information appears in the appendix.]
Mr. WALKER. When the Treasury Department testified in July
before the House Ways and Means Committee they specifically
asked Congress not to legislate on the eight issues I just talked
about but rather to wait for the final regulations. We now have
those regulations and they only address some of the problems that
we identified, and then in very modest ways.
With one exception, and that exception actually made the final
regulations more onerous than the proposals. This is the case of
the general nondiscrimination test. The final regulations say that
an employer cannot have even one single highly compensated employee accrue a benefit at a rate greater than a nonhighly compensated employee.
This moves very dramatically away from the currently allowed
averaging of highly compensated against the average of nonhighly
compensated. What this means is that one person in a plan with
tens of thousands of participants could cause the plan to be disqualified. Nowhere known to us has this ever been expressed as the
intent of Congress.
I am holding up a sheet of paper and it is highlighted in yellow.
These three lines are all that you legislated in the Tax Reform Act
of 1986 on nondiscrimination in pension plans. For dramatic effect,
here are the 609 pages of regulations that those three lines generated.
Real pension simplification as well as simplification of all other
areas of law could probably occur if you legislated that regulations
could never exceed by 20 times the number of lines of actual legislation. [Laughter.]
Seriously. We do have a request for you today. The final separate
line of business rules are truly needed before the real impact of
these 609 pages can be determined. The final separate line of business rules are not expected until early next year, which is after the
current effective date for these 609 pages.
We would ask that you accompany us in a formal request to the
administration to postpone the effective date of this 609 page stack
until the final separate line of business regulations are promulgated.

The yellow light is on. We appreciate very much, Senator Pryor,
your interest in pension simplification and we urge you to pursue
your bill and help us if you can to delay the implementation of
these nondiscrimination rules.
Thank you.
[The prepared statement of Mr. Walker appears in the appendix.]
Senator PRYOR. By the way, I am just trying to get a clarification, when does that 600-page set of regulations go into effect?
Mr. WALKER. 1-1-92.
Senator PRYOR. It is January of next year, isn't it?
Mr. WALKER. Yes.
Senator PRYOR. Thank

you. That was a very, very sound request.
I appreciate the drama by which you demonstrated -the problem.
[Laughter.]
Now let's go to Mr. Able. Mr. Able, we appreciate you being
here.
STATEMENT OF EDWARD H. ABLE, JR., C.A.E., EXECUTIVE DIRECTOR, AMERICAN ASSOCIATION OF MUSEUMS, ON BEHALF OF
THE AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES,
WASHINGTON, DC
Mr. ABLE. Thank you, Mr. Chairman. My name is Ed Able and I
am the executive director of the American Association of Museums. I have been a volunteer leader in the Association community
and the American Society of Association Executives (ASAE) for
most of my 20 years in Association management.
ASAE is pleased to have this opportunity to present testimony
regarding the extension of 401(k) plans to tax exempt employers, a
provision of your bill--S. 1364.
Mr. Chairman, ASAE is a professional society of over 20,000 Association executives, representing more than 9,000 national, State
and local associations. Most of our members work for associations
with less than 10 employees. ASAE members represent tax exempt
organizations, mostly under Internal Revenue Code Sections
501(c)(6) and (cX3).
Many of our members, Mr. Chairman, would like to sponsor
some form of qualified retirement plan. The 401(k) plans for nonprofits have been prohibited since July of 1986 when Congress
changed the eligibility requirements for 401(k) plans. In a recent
survey of ASAE members we found only 17 percent of the associations in the sample have been able to offer 401(k) plans to their employees because of the ineligibility rules.
As a result of this inequity ASAE along with the U.S. Chamber
of Commerce formed the 401(k)s for 501(c)s coalition which now has
3,350 members, including 3,000 Chambers of Commerce and 350 Associations. ASAE strongly supports permitting all tax exempt employers to maintain qualified cash or deferred arrangements also
known as 401(k) plans.
Mr. Chairman, I am sure that you and the Subcommittee are
aware that most employers may establish programs that allow
their employees to save for retirement on a tax favored basis. For
profit employers may offer their employees the opportunity to par-

ticipate in 401(k) plans and for smaller employers salary reduction
simplified employee pensions.
Code Section 501(cX3) tax exempt organizations and certain other
educational organizations may offer their employees tax sheltered
annuities under Code Section 403(B). Employees of State and local
governments may participate in eligible deferred compensation
plan under Section 457. Even the Federal Government has provided its employees with a tax deductible salary reduction retirement
savings program.
This public policy has been adopted unselfishly to promulgate
public good, the income security of retired Americans. What better
way to assure the quality of life during retirement than to encourage savings throughout an individual s working life. What better
way to increase savings and capital formation so necessary to our
economic well being.
Employees of 501(cX6), trade and professional associations on the
other hand are precluded from participation in a broad-based tax
favored savings program. There seems to be no logical reason or
justification for this discrepancy. The situation as it currently
stands is grossly unfair to our members and it should be rectified.
To further compound the problem most individuals may not
qualify to make tax deductible contributions to IRA's. The current
situation is grossly unfair to our member associations and their
employees because they are less able to provide the competitive
benefits necessary to attract and retain a well-qualified work force.
Certain members of Congress have perceived the inequity of this
situation and sought to rectify it. As has already been stated you
have introduced the Employee Benefit Simplification and Expansion Act and included language that would allow all 501(c) organizations access to 401(k) plans.
Also on the Senate side, Senator Steve Symms has introduced
Senate 448. On the House side Representatives Sander Levin and
Bill Archer introduced H.R. 2327, which if enacted would allow tax
exempt organizations access to 401(k) plans and this bill incidentally has strong bipartisan support, 98 co-sponsors, including 10 from
the House Ways and Means Committee.
In addition, the language from H.R. 2327 has been included in
two major pension simplification bills being discussed before the
House Ways and Means Committee.
Mr. Chairman, ASAE believes that these legislative activities evidence continuing Congressional interest in fairness and tax policy
and in the soundness of public policy regarding tax favored retirement programs for all employees. We appreciate the opportunity to
present our views and sincerely hope that you will help us in providing some equity of employees of trade and professional associations.
Senator PRYOR. Mr. Able, thank you. Once again, you are right
on the nose. You all are super witnesses this morning.
[The prepared statement of Mr. Able appears in the appendix.]
Senator PRYOR. One comment, Mr. Stone. You mentioned the
repeal of the five times rule, I believe. Let me just say for the
record, and I have just consulted with the staff, and staff advises
me that this is a drafting error and will be corrected. So we appreciate you bringing that to our attention in public.

Mr. STONE. Thank you.

Senator PRYOR. We wanted also in public to make certain so
there will not be additional confusion that is in fact a drafting
error.
Now let me ask you a question. Are you against the mandatory
rollover to the IRA's, I believe, is this correct?
Mr. STONE. Yes.
Senator PRYOR. Now I know this presents a lot of trouble for the
employer, but would not the trouble justify, in some cases, protecting that retirement money for that employee who may go out like
me and buy the bass boat or the golf clubs?
Mr. STONE. I think, Senator, it depends on how old you are and

what your status is in life at the time you are eligible to receive
the amount.
Senator PRYOR. You are never too old to catch a fish or swing a
golf club. [Laughter.]
Mr. STONE. True. But if after a 30-year career at IBM, as I will
achieve next summer, I decide that I really want to open a Chev:y
dealership, I would like to be able to take that lump sum at age 55
and do so.
On the other hand, if you have an employee who is maybe 35 or
40 years of age, you may have a different view as to whether or not
the tax incentive money that has gone into their account, that has
built up tax-free, has to go to another retirement account rather
than go out for the bass fishing boat.
So I think it is a much more complicated issue than just a unilateral mandatory rollover or suffer a 10-percent penalty tax.
Senator PRYOR. Well, you know what we are trying to do. We are
trying to protect that person's retirement fund. I guess also we are
trying to be pretty paternalistic about it.
Mr. STONE. Well, I do not think so.
Senator PRYOR. We do not want them to get their hands on it
until they retire.
Mr. STONE. Yes, the Profit Sharing Council in Chicago came out
with some statistics which I saw in Pensions and Investments magazine about 2 weeks ago, which said that something like 80 plus
percent of all people who receive $50,000 or more as a lump sum
distribution rolled them over or continued their use for payout for
retirement benefits. And that to the extent that there was a nonrollover of those funds it was generally one that was a much smaller amount that was coming out at a young age, where the person
was going on to another employer, where they could probably build
up another level of retirement income.
- But again, it is a vastly different issue, depending upon the stage
of life, the family situation, and a question as to whether being paternalistic with one plan for everybody is correct.
Mr. WALKER. Senator, could I interject something on this as well.
Senator PRYOR. Yes, go right ahead.
Mr. WALKER. My biggest concern in imposing the mandatory roll-

over lies not in the paternalistic approach that is involved, but lies
in the fact that nowhere in the proposed legislation is there anything addressing the issue of the fiduciary responsibility of the
plan sponsor.

One of the things that is required is that if an employee does not
direct the employer as to where that rollover is to go, the employer
is required to choose an IRA account for that employee's deposit. I
believe that will, under the law, continue the fiduciary responsibility of the employer for those assets.
I have very serious reservations about my ability or any other
plan fiduciary's ability to second guess a nonresponding employee
as to how he would want his assets treated. If we choose to make a
deposit that is not in accordance with what that individual may
want, I question whether our fiduciary liability is relieved with the
making of the deposit. I have some serious reservations in that
area.
Senator PRYOR. Mr. Able, we have been listening, I guess, mostly
to the private sector here with your colleagues on the left. Do some
of these same arguments apply then to the groups you represent?
Mr. ABLE. I think they would if we had the 401(k)s and some of
the other opportunities, Senator. [Laughter.]
We would probably be more vocal on some of these issues if we
had the plan to start with. I might also mention I do endorse our
colleague from the American Council of Education's comments
about 403(b)s as well.
Senator PRYOR. Ms. Miller, this is a sort of broad, general question. Is the issue of the retirement funds a major area of negotiating with labor management contracts today? I know health care is.
Where does this fit in the spectrum?
Ms. MILLER. I would say it is right behind health care within employee benefits. I think we have cash, health care, and perhaps
pensions behind that. It has certainly been an area that we are
very much concerned with and as one that money may be taken
away from to pay for health care.
This is certainly an important area of concern for our members,
not only just in bargaining, but as you know we have been very
much concerned about the benefit security issues, especially about
the PBGC standing on annuities and as I mentioned in the testimony about concerns with the banking industry as well.
Senator PRYOR. Any more comments in this area?
[No response.]
Senator PRYOR. I have a short statement here-I need to correct
something. We want to point out for the record that the changes in
the 15 percent additional tax on excess distribution in the Pryor/
Bentsen bill was not intended. I want our audience to know this
and the record to reflect it.
The staff tells me that in an error in a conforming amendment
that has not been a proposal now for about 2 years, but no one has
noticed it up until about 3 weeks ago, which I think is somewhat
interesting. I will commit to you that we will fix it. But at least if
this hearing served no other purpose we found an error that we are
going to make certain is corrected. So we thank you very, very
much.
I want to thank this panel. We appreciate your comments and
any information you would like to additionally add for the record,
it will be greatly appreciated.
We will call our final panel now. Mr. John Kapanke, the Rev.
Robert John Dodwell, Rev. Perry Hopper, and Henry Shor.

Let me first for the benefit of our record identify who our distinguished panel is going to be. John Kapanke, President-am I pronouncing that correctly, sir?
Mr. KAPANKE. Kapanke, sir.
Senator PRYOR. Kapanke, president and chief executive officer of
the Board of Pensions, Evangelical Lutheran Church in America,
Minneapolis, on behalf of the Church Alliance. He is accompanied
this morning by the Rev. Robert John Dodwell, the rector, St.
Anna's Episcopal Church, New Orleans, LA, trustee, the Church
Pension Fund of the Episcopal Church.
Now is that church on Jackson Square by the way?
Mr. DODWELL. No, sir, that is the Cathedral, the Roman Catholic
Church. I am a little bit down the street.
Senator PRYOR. You are down the street a little bit.
Mr. DODWELL. Now I have been there almost as long, but I am
down the street.
Senator PRYOR. All right.
The Rev. Perry Hopper, the assistant to the executive director,
Ministers and Missionaries Benefit Board of the American Baptist
Churches, assistant pastor, Canaan Baptist Church, New York, NY.
Reverend, we appreciate you being here.
Henry Shor, Baltimore, member of the Joint Retirement Board,
Rabbinical-what is that pronunciation, Mr. Shor?
Mr. SHOR. The Rabbinical Assembly of America.

Senator

PRYOR.

Rabbinical Assembly.

Mr. SHOR. And the United Synagogue of America.

Senator PRYOR. Jewish Theological Seminary and the United
Synagogue of America.
Mr. SHOR. Right.

Senator PRYOR. Well, you are well qualified, all of you are to be
here.
John, we look forward to your statement.
STATEMENT OF JOHN G. KAPANKE, PRESIDENT AND CHIEF EXECUTIVE OFFICER, BOARD OF PENSIONS, EVANGELICAL LUTHERAN CHURCH IN AMERICA, MINNEAPOLIS, MN, ON BEHALF
OF THE CHURCH ALLIANCE, ACCOMPANIED BY REV. ROBERT
JOHN DODWELL, RECTOR, ST. ANN'S EPISCOPAL CHURCH, NEW
ORLEANS, LA, TRUSTEE, CHURCH PENSION FUND OF TIlE EPISCOPAL CHURCH; REV. PERRY HOPPER, ASSISTANT TO THE EXECUTIVE DIRECTOR, MINISTERS AND MISSIONARIES BENEFIT
BOARD, AMERICAN BAPTIST CHURCHES, ASSISTANT PASTOR,
CANAAN BAPTIST CHURCH, NEW YORK, NY; HENRY 0. SHOR,
C.L.U., BALTIMORE, MD, MEMBER, JOINT RETIREMENT BOARD,
RABBINICAL ASSEMBLY OF AMERICA, JEWISH THEOLOGICAL
SEMINARY AND THE UNITED SYNAGOGUE OF AMERICA

Mr. KAPANKE. Thank you very much, Mr. Chairman. It certainly
is an honor for us to appear before your committee this morning.
We are here to indicate our strong support for passage of S. 747,
the Church Retirement Benefits Simplification Act of 1991.
Mr. Chairman, before I comment on S. 747, I would like to take
this opportunity to congra-tulate you and Senator Bentsen on the

introduction of your general pension simplification bill, S. 1364.
Several of the provisions in this bill are of interest to us.
I am speaking on behalf of the Church Alliance, which is a coalition of chief executive officers of 30 mainline Protestant and
Jewish denominations. The Church Alliance has worked very closely with the U.S. Catholic Conference in formulating this legislation
and the U.S. Catholic Conference supports its passage and has
issued a letter for the record in support of this bill.
The Church Alliance supports your goals for pension simplification. We believe that every provision in S. 747 will simplify the
rules that apply to church retirement programs. Time does not
permit me to go into detail on each one of these provisions, but I
would like to comment very briefly about four of the primary goals.
(1) The legislation would simplify the rules that apply to the two
different types of church retirement plans and make the rules that
apply to qualified church retirement plans consistent with those
that apply under current law to the Church Retirement Income Account Programs, the 403(b) plans.
(2) To locate the rules that apply to qualified church retirement
plans in their own Section in the Code so that these rules can be
easily identified and not be subject to inadvertent change.
(3) To promote access to pensions on the part of ministers and
lay workers and;
(4) To clarify and resolve some technical issues.
Mr. Chairman, I would like to comment on one provision of S.
747 which is of particular importance to our denomination. A very
vital aspect of our ministries is carried out by persons who serve in
specialized ministries. I am talking about people that serve as
chaplains in prisons and hospitals, in nursing homes, on college
campuses and in social ministry organizations.
Under the current law there is a question as to whether or not
these persons serving in those specialized ministries may continue
to participate in their denomination's pension plan. For example,
you might have a chaplain who is serving in a hospital. The hospital, for tax purposes, would consider that chaplain as an employee.
But that chaplain because he or she is under call by the church,
would like to continue to serve in the church's pension plan.
It is not clear under the current provisions that the chaplain
could do so. And, in fact, if we are not successful with this legisla.
tion, we would have to inform our chaplains that they could no
longer participate in our plan.
From time to time we are asked questions as to why laws applicable to church pension plans should be different from those of
other employers. We believe there are several very unique characteristics that affect churches that are not applicable to other employers.
Mr. Chairman, I would like to conclude my remarks by noting
that various members of the Church Alliance, together with the
members of the U.S. Catholic Conference, have worked for over 4
years in developing this legislation. In view of the time that has
been committed to this development and the immediacies of the
problems which would be resolved by this legislation, I must emphasize the importance of its passage this year.

We are not revenue estimators but we believe that when the
Joint Committee on Taxation issues its revenue estimate it will
demonstrate that S. 747 involves virtually no revenue loss. We appreciate this opportunity to be before your subcommittee this
morning. The Senate Finance Committee has been helpful in the
past and we look forward to your support in the future.
Thank you for this opportunity to be here this morning.
Senator PRYOR. Thank you very, very much.
[The prepared statement of Mr. Kapanke appears in the appendix.]
Senator PRYOR. Now do we have an up-to-date number or list of
the Senators now supporting S. 747? I know we have a large
number, but I do not have an up-to-date one.
Mr. KAPANKE. Yes. I believe I do. We have on the Senate side, we
have 12 Senators on the Finance Committee; and a total of 22 Senators that signed on as co-sponsors.
I also should mention that we have on the House side-this bill
has been introduced by Congressman Matsui-and we have 21
House members out of the 36 Ways and Means Committee members; and I believe we have about 90 members on the House side
total that support this legislation.
Senator PRYOR. You have been doing a lot of good work getting
those sponsors.
Mr. KAPANKE. Thank you.
Senator PRYOR. We appreciate that. That makes our job a little
easier when you do that.
You know, I have had correspondence from time to time on
many occasions with the head of the Rabbinical Board, I guess I
am pronouncing that right, Mr. Shor.
Mr. SHOR. That is correct.

Senator PRYOR. That is Leo Landis, I believe.
Mr. SHOR. Yes, and he sends his well wishes.
Senator PRYOR. Yes.
We are sorry he could not be with us today, but we appreciate
you coming. He has been really a constructive force in this whole
effort and I certainly owe him a debt of gratitude for helping to
educate me and all of our staff on the unique quality of the people
that you represent.
We not only appreciate your support, we appreciate this group's
blessings. That is what we might need. I think that we certainly
have that today and certainly we need your help continuing as we
proceed further.

Reverend Dodwell, Mr. Hopper, Mr. Shor, any comments? We
are going to wind down our hearing at this point. But we would be
glad to hear from you.
Mr. SHOR. Thank you, Senator. I will skip all the boiler plate
which you already know. But I would like to comment on the fact
that S. 747 will help us tremendously because many of our churches and synagogues are very small. They have a rabbi or a minister
possibly and maybe one employee or no employees or part-time,
and it is very difficult for them to understand what they have to go
through in terms of administration in qualifying for a plan.

We think that this bill will help us tremendously in really solving that problem. We think it is very important and, of course, we
support it wholeheartedly with the Alliance.
Thank you.
Senator PRYOR. Thank you very much.

Mr. DODWELL. Father Robert Dodwell, sir. If it is all right, I
would like to make a few comments in addition to my written
statement which will be in the record.
Senator PRYOR. All of your statements will be placed in the
record. Thank you.
[The prepared statement of Mr. Dodwell appears in the appendix.]
Mr. DODWELL. First off, as a Trustee of the Episcopal Church
Pension Fund, but especially as the priest of the church, I want to
thank you for your care for the welfare of the clergy of this country. Keep up the good work is what I am told to say to you by lots
of people.
Secondly, not every bill I am sure but many of the acts of Congress in respect to pensions frankly are burdensome and onerous to
the church s pension funds and the administration of them. It
causes us lots of trouble and costs us enormous sums of money. If
we concentrate, focus for just one second, on Senator Grassley's
comment about maximizing the pensions of the clergy of this country, it is outrageous not to go ahead with simplification.
If we have simplification, then the pension funds of the churches
and the synagogues of this country will be freed up literally, on an
annual basis, from millions of dollars of expenses, particularly the
reporting rules, but I think there are other rules also. So if we can
be freed from this, it would permit this money to be used for
making the pensions larger which, of course, as a recipient in a few
years of this I approve of, and for the other missions of the churches and synagogues of this country.
Thank you "ery much, sir.
Senator PRYOR. Thank you.
Mr. HOPPER. Thank you, Mr. Chairman. As you can see, I am
here in two capacities, both as a pension board executive for my
denomination but also as an assistant pastor of a local parish in
Harlem. In particular I simply wanted to echo Mr. Kapanke's concern over the issue of the coverage of ministers who during the
course of their ministry may change jobs many times. For example,
from being a pastor in a local church to being a chaplain in a
prison or hospital or to being on the staff of a drug counseling
center.

In all of these capacities the minister is pursuing his or her Baptist ministry. They should be able to participate in the American
Baptist Church's retirement plan. If the minister is not in our denomination's plan he or she might never get a pension.
So due to the complexities and the restrictions of the present
law, the minister may be denied coverage under our denominations
pension plan. We simply want to urge you to approve the enactment of this bill, S. 747, which will remove these restrictions and
simplify the operation of our plans.
Thank you For allowing us to be heard.
Senator PRYOR. Thank you very much.

Now this is on another subject, but it is about ministers. This
subcommittee also has the oversight, among other jurisdictions, we
have oversight of the Internal Revenue Service, if you can imagine
any oversight that can be had over any agency, we try our best.
We have just gotten word a couple, 3 weeks ago that the Internal
Revenue Service is auditing a large number of Methodist preachers
in the Southern part of the country in the Memphis region of the
IRS.
Do you have any such information? Are any of your ministries
being inordinately audited by the IRS as a class? John?
Mr. KAPANKE. Mr. Chairman, if I could, I would like to call on
Mr. Carl Mowery, who is the legal counsel for the United Methodist Church to comment on that, please.
Senator PRYOR. Sure.
Carl? By the way, this was unrehearsed and unplanned. But I
was just wondering. I would like any information you have.
Mr. MOWERY. Senator Pryor, it is the view of the United Methodist Church that because of the denominations polity its ministers
are self-employed and that its ministers should file as self-employed individuals. We do have an understanding that there is a
growing audit of self-employed individuals as a whole.
However, we do not know of any specific instance where the IRS
is focusing on United Methodist ministers. But I think that as a
part of the audit program of self-employed people, our United
Methodist ministers probably represent a larger share of that.
There has been information received from our ministers who live
in the area serviced by the Memphis district of the IRS, that they
feel that the IRS is focusing its attention on minister who file as
self-employed. We do not know of any such focus at this time.
I am the general counsel for the Pension Board. We do have another area of the church that handles this specific matter, but we
are always concerned about those issues with respect to the participation of self-employed ministers in our church pension programs.
Senator PRYOR. Well, I get upset when I hear things like this. I
wish the IRS would concentrate its efforts on maybe the drug dealers and people like that. I just do not see a lot of sinister activity
out there on behalf of the Methodist preachers. I wish they would
sort of get their priorities lined up a little bit better.
We want to thank this panel and all our panelists this morning.
This has been a very good hearing. I think we have built a very
impressive record. It will be a record that will be utilized not only
by this committee, but by other committees, I assume, in the House
of Representatives. We appreciate so much you coming.
Like I have said, many of you have come from all parts of the
country to be a part of this hearing. I will pledge you this morning
we are -going to do our dead level best in working with you in
moving this legislation forward because it is of critical need and we
need to get it done.
Thank you very much. Our hearing is adjourned. Thank you.
[Whereupon, the hearing was adjourned at 12:30 p.m.]
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PREPARED STATEMENT OF ED ABLE, JR.
INTRODUCTION

Mr. Chairman, my name is Ed Able. I am the Executive Director of the American
Association of Museums, and have been a volunteer leader in the association community and the American Society of Association Executives most of my 20 years of
association management.
The American Society of Association Executives (ASAE) is pleased to have the opportunity to present a written statement for the September 27, 1991 hearing of the
Senate Finance Committee Private Retirement Plans Subcommittee, regarding the
extension of Internal Revenue Code ("Code") section 401(k) plans to tax-exempt employers, announced in Press Release No. H-39 issued on September 12, 1991.
ASAE strongly supports permitting all tax-exempt employers to maintain qualified cash or deferred arrangements (CODAS), also known as 401(k) plans. ASAE believes that employees of trade associations and other tax-exempt employers are entitled to the same opportunity to save for their retirement on a tax-favored basis as
employees of charitable and educational organizations, federal, state and local government and the private sector. It is unfair and discriminatory to prevent one type
of employer from being able to offer to its employees a particular type of employee
benefit that is available in one form or another to employers in every other sector of
the economy. It is ultimately the employees of those employers whose ability to save
for retirement is being restricted.
The American Society of Association Executives is headquartered at 1575 Eye
Street, N.W., Washington, D.C. 20005(202/626-2703) and is the professional society
for executives who manage trade and professional associations as well as other notfor-profit voluntary organizations in the United States and abroad. Founded in 1920
as the American Trade Association Executives with 67 charter members, ASAE now
has a membership of over 20,000 individuals representing more than 9,000 national,
state, and local associations. In turn, these business, professional, educational, technical and industrial associations represent an underlying force of hundreds of millions of people throughout the world. Many of ASAE's members work for associations which employ less than 10 employees. Approximately two-thirds of ASAE's
members represent trade associations exempt from taxation under Code section
501(cX6). Many of ASAE's member associations either sponsor or are contemplating
sponsoring some form of qualified retirement plan, including 401(k) plans if they
would be permitted by law.
BACKGROUND

It has long been recognized that an individual's retirement income should be derived from three sources: (1) Social Security benefit payments, (2) employer-sponsored retirement plan benefits and (3) individual savings. It also has been recognized
that individuals in this country have not been saving in sufficient amounts for their
long-term needs, including retirement. ASAE believes that the policy of providing
tax-favored savings through employer-sponsored plans is an appropriate and efficient means of encouraging Americans to save.
As this Subcommittee is aware, most employers may establish programs that
allow their employees to save for retirement on a tax-favored basis. For-profit employers may offer their employees the opportunity to participate in 401(k) plans and,
if employing less than 25 employees, salary reduction simplified employee pensions
(47)

("SEPs"). Organizations exempt under Code section 501(cX3) and certain educational
organizations may offer their employees tax-sheltered annuities under Code section
403(b). Empl-yees of state and local governments may participate in an eligible deferred compensation plan under Code section 457 (457 Plan). And within the past
few years, even the Federal government has provided its employees with a tax deductible salary reduction retirement savings program. Only tax-exempt organizations other than those described in Code section 501(cX3) are unable to provide all of
their employees with an opportunity to save for their retirement on a tax-favored
basis. To further compound the problem, many individuals may no longer make taxdeductible contributions to individual retirement accounts after the passage of Tax
Reform Act of 1986.
Prior to the Tax Reform Act of 1986, all tax-exempt organizations could sponsor
401(k) plans. In 1985, the President's Tax Proposals to the Congress for Fairness,
Growth and Simplicity (President's Proposal) proposed that private sector taxexempt organizations and public sector employers no longer be permitted to establish and maintain CODAs. The President also proposed to establish rules for deferred compensation arrangements of private sector tax-exempt organizations similar to those found in Code section 457. In its explanation of reasons for change, the
President's Proposal stated that private sector tax-exempt organizations may offer
their employees tax-sheltered annuities under Code Section 403(b). This, of course,
was and is not true for the vast majority of employees of tax-exempt organizations.
As the Subcommittee knows, and as stated above, tax-sheltered annuities are available only to employees of Code section 501(cX3) organizations and certain educational organizations.
Perhaps as a result of this misconception, Congress, in the Tax Reform Act of
1986, acted to prohibit all tax-exempt organizations from adopting 401(k) plans after
July 1, 1986. ASAE was active in the unsuccessful attempt to preserve new 401(k)
plans for non-governmental tax-exempt organizations during the development and
passage of the Tax Reform Act of 1986. Congress also brought under Code section
457 unfunded salary reduction arrangements offered by private sector tax-exempt
organizations to a select group of management or highly compensated employees.
Accordingly, the only retirement savings plan now available to employees of taxexempt organizations other than those described in Code section 501(cX3) is the 457
plan which, as discussed below, is not an adequate replacement vehicle for the
401(k) plan.
Certain members of Congress were quick to perceive the inequity of this situation,
and sought to rectify it. In 1987, Senator David Pryor introduced the Small Business
Retirement and Benefit Extension Act (S. 1426), which would have extended the
availability of Code section 403(b) tax-sheltered annuities to all tax-exempt organizations. Hearings were held before the Subcommittee on Private Retirement Plans
and Oversight of the Internal Revenue Service of the Committee on Finance at
which the particular inequities faced by employees of tax-exempt organizations, including trade associations, were thoroughly aired. ASAE presented oral testimony
before the Subcommittee at a hearing held on October 23, 1987. ASAE strongly supported this legislation, which unfortunately was not enacted. The Ways and Means
Committee, and later the full House of Representatives adopted H.R. 3545, the Omnibus Budget Reconciliation Act of 1987, which contained a provision that would
have permitted tax-exempt organizations not eligible to offer Code section 403(b) tax
sheltered annuities to establish 401(k) plans. Unfortunately, this provision as well as
many others were removed as the result of the deficit reduction agreement between
Congress and the administration. The Code was ultimately amended by the Technical and Miscellaneous Revenue Act of 1988 (TAMRA) to reinstate 401(k) plans for
rural telephone cooperatives. More recently, in October, 1989, the Senate version of
H.R. 3299, the Revenue Reconciliation Act of 1989, contained a provision to permit
all tax-exempt organizations to again be able to sponsor a 401(k) plan. Although this
provision was approved by the Senate Finance Committee, the version of H.R. 3299
submitted to the full Senate for a vote did not contain a provision to extend 401(k)
plans to tax exempt organizations because most matters not germane to the budget
were dropped from the bill. ASAE believes that these legislative actions evidence
continuing Congressional interest in fairness in tax policy and in the soundness of
public policy regarding tax-favored savings programs.
Certain members of Congress continue to fight against the inequity of this situation, and have sought to rectify it during the 102nd Congress. Senator Pryor has
included language in the Employee Benefits Simplification and Expansion Act of
1991, S. 1364, that would reinstate 401(k) plans. In May 1991, Representatives
Sander Levin and Bill Archer introduced H.R. 2327 which, if enacted, would allow
all tax-exempt organizations to have access to 401(k) tax deferred retirement plans.

This bill currently has strong bipartisan support with 98 co-sponsors, including 10
from the Ways and Means Committee. In February 1991, Senator Steve Symms introduced a similar bill which also has strong bipartisan support with 25 co-sponsors,
including 9 members of the Senate Finance Committee. In addition, the language
from H.R. 2327 has been included in two of the major pension simplification bills:
House Ways and Means Committee Chairran Dan Rostenkowski's bill-H.R. 2730,
and Representative Ben Cardin's bill-H.R. 2742.
REASONS TO PERMIT TAX-EXEMPT EMPLOYERS TO SPONSOR 401 (K) PLANS

The reasons why Congress should extend 401(k) plans to tax-exempt employers
are rooted in the principle that employees of tax-exempt organizations should have
the same opportunity to save on a tax-favored basis as employees who work in the
private sector or for federal, state or local governments. ASAE believes that eliminating this inequitable treatment between taxpayers would result ;n a more equitable tax policy. It also would foster the objective of increased private retirement savings. ASAE's members support the extension of 401(k) plans to tax-exempt organizations primarily because it would benefit their employees and, by virtue of being able
to hire the most qualified employees, thepublic which they serve.
As indicated above, it is unfair and discriminatory to single out one employer
group and, thereby, one group of employees who may not sponsor 401(k) plans. Because the employers do not derive a direct economic benefit from sponsoring a
401(k) plan, it is their employees who are being penalized. This unfair and discriminatory treatment is especially inappropriate when the inequity results from incorrect assumptions regarding the availability of alternative tax-favored savings plans.
The first incorrect assumption is that Code section 403(b) tax-sheltered annuities
are available to all tax-exempt organizations. They are not. They are available only
to Code section 501(cX3) charitable organizations and certain educational organizations. Trade associations and other Code section 501(c) organizations may not sponsor such plans for their employees. The other incorrect assumption is that 457 plans
are comparable to 401(k) plans for retirement savings purposes. This assumption is
incorrect for two reasons.
First, 457 plans do not provide the same level of retirement income security as a
401(k) plan. Qualified plan contributions and earnings, including those in a 401(k)
plan, are held in trust for the exclusive benefit of participants and their beneficiaries. In contrast, a 457 plan must be unfunded, and amounts held under that plan
are subject to the general creditors of the employer. This greatly reduces the retirement security of an employee who participates in a 457 plan because of the uncertainty of whether the employer will ultimately be able to provide the promised retirement income. In this regard, it would be wrong to assume that private sector
tax-exempt organizations have the same ability to generate revenue as public sector
tax-exempt organizations, since private sector tax-exempt organizations do not have
the power to levy taxes to raise revenue.
Second, as a result of the interplay between the Code and the Employee Retirement Income Security Act of 1974, as amended (ERISA), 457 plans of private sector
tax-exempt organizations may not be offered to all employees, as is the case with
public sector organizations such as state and local governments. Again, Code section
457 requires the plan to be unfunded. However, ERISA does not permit a plan of
deferred compensation sponsored by a non-governmental private sector organization
to be unfunded unless it is maintained primarily for a select group of management
or highly compensated employees. This interplay results in the exclusion from a 457
plan of virtually all rank and file employees. This is clearly inconsistent with the
underlying purposes of the amendments to Code section 401(k) by the Tax Reform
Act of 1986; namely, to broaden coverage to non-highly compensated employees and
to limit the benefits of highly compensated employees, especially relative to nonhighly compensated employees. By limiting the availability of broad-based tax-favored savings to highly compensated and management employees, current law limiting the availability of broad-based tax-favored savings plans for tax-exempt organizations runs counter to both sound tax policy and the objectives of the Tax Reform
Act of 1986. ASAE is not suggesting that an exemption from the funding rules be
granted. ASAE does not want unfunded plans to be extended to all employees because deferred amounts would be subject to creditors of the employer.
Another reason that tax-exempt organizations should be able to sponsor 401(k)
plans is competitiveness. ASAE's members are particularly sensitive to the tax incentives for employee benefits, like 401(k) plans, because these incentives' affect the
ability of the employers of ASAE members to attract and retain well-qualified personnel. Trade associations frequently compete within the same labor pool for employees as private industries that have 401(k) plans or organizations that have Code

section 403(b) tax-sheltered annuities available to them. Not only must trade associations be competitive in relation to these employers, but they must also compete
with the Federal government which now provides a funded salary reduction plan for
Federal employees. Furthermore, it appears that 457 plans offered by public sector
employers work reasonably well because they are available to a broad cross-section
of employees, and because public entities generally have the power to tax to secure
the promise. Because most of our members work for associations that are small taxexempt employers, they are concerned about tax incentives that favor for-profit employers or other segments of tax-exempt organizations, or that create tax disadvantages for small tax-exempt employers. The change in the law to prohibit tax-exempts from establishing 401(k) plans has had a significant impact as evidenced by
the fact that in 1990 only 17% of ASAE members currently maintained a 401(k)
plan. It is estimated that 49% of employers in the population at large offer a 401(k)
plan to their employees. These disparities create an often insurmountable handicap
to attracting and keeping qualified employees. It is also unfair that our members,
the employees of associations, have to do their savings for retirement on a different
basis than the employees of virtually every other type of employer.
CONCLUSION

ASAE strongly urges Congress to extend the availability of 401(k) plans to taxexempt employers.
This would allow all tax-exempt employers the opportunity to offer salary reduction programs to all of their employees. It also would eliminate the disparate treatment between employees of private sector tax-exempt organizations and all other
employers. Most importantly, it would help these employees save for their retirement.
Alternatively, ASAE would support extending the availability of tax-sheltered annuities to all tax-exempt organizations. ASAE stands ready to provide any assistance to the Subcommittee that it can in order to achieve this fair and equitable
result.

PREPARED STATEMENT OF CAROL N. CAMPBELL

Good morning, I am Carol Campbell, Vice President and Treasurer at Carleton
College in Northfield, Minnesota. I currently serve as Treasurer of the National Association of College and University Business Officers' Board of Directors. On behalf
of the American Council on Education (ACE), the National Association of College
and University Business Officers (NACUBO), the College and University Personnel
Association (CUPA), and the Teachers Insurance and Annuity Association and the
College Retirement Equity Fund (TIAA-CREF), I commend Senator Pryor and Senator Bentsen for their leadership in introducing legislation to simplify pension plan
administration and to expand pension plan coverage to more American workers.
ACE and the other higher educational associations t at support this statement represent the majority of the nation's colleges and universities and independent
schools.
Carleton College is a small liberal arts college with 623 employees. One of the
many areas I oversee in my role at the College is its employee benefit program.
During the last decade we have had to cope with numerous changes in the federal
tax requirements for retirement plans. The most significant changes resulted from
the Tax Reform Act of 1986 which applied nondiscrimination rules for the first time
to the 403(b) retirement plans of colleges and universities. NACUBO, CUPA and
TIAA-CREF have helped plan administrators like myself to get up to speed. on
these new, complex, and I must admit at times confusing, nondiscrimination require.-ients.
Let me stress that the higher education community believes that equitable pension benefits for all employees is an important public policy goal. However, complicated micro management of retirement plans burdens and frustrates employers and
reduces the resources available to provide benefits to employees. Unlike the profitmaking sector where 401(k) plans supplement defined benefit plans, the vast majority of employees in higher education are covered by defined contribution pension
plans as their primary source of retirement income. This approach to retirement
dates back to the early part of this century when pensions were a novel idea. In
fact, during the debates surrounding the passage of the Employee Retirement
Income Security Act of 1974, the pension plans of higher education were cited by
Senator Jacob Javits for their leadership in pension design issues, especially vesting
and portability.

Retirement plans in higher education were initially created to meet the needs of
faculty at colleges and universities and have, over the years, been expanded to include support staff. Based on surveys completed by TIAA-CREF, pension plan coverage is virtually universal in the academic community. Almost 99% of all employees
at four year colleges are offered pension plans. Through defined contribution retirement plans, colleges have a cost effective way of delivering more dollars in benefits
with modest administrative cost. In contrast, Jim Lockhart, the Executive Director
of the Pension Benefit Guaranty Corporation, stated that the costs of administering
a 500-participant defined benefit plan increased 12.9 percent per year in the last
decade. Extensive nondiscrimination testing magnifies the administrative cost of offering even straightforward pension programs. As a financial officer of a small college, an increase in cost greatly concerns me.
Carleton established its 403(b) retirement plan in 1970. Under the plan, the College has always contributed seven percent of salary for any eligible employee who
contributed three percent of his or her salary. Because we offer the same plan to all
employees, the College should easily comply with the 600-plus pages of nondiscrimination regulations issued by the IRS on September 12, 1991. Needless to say, we
still need to study the, regulations to make sure there are no surprises lurking in
the fine print.
The Employee Benefits Simplification and Expansion Act (S. 1364) targets areas
that are ripe for simplification. Of the numerous bills introduced by Members of
Congress this session, S. 1364 most effectively addresses the burden of retirement
plan administration. In addition, the bill simplifies the tax code as it effects individual taxpayers, making it easier for workers to understand the law and act responsibly with their pension benefits.
SIMPLIFYING THE 401 (M)

MATCHING TEST

We encourage the Finance Committee to extend relief to pension plans in which
employees share in saving for their future security and to which employers make a
substantial matching contribution or a minimum contribution for all employees.
Design-based safe harbors offer a simple method of compliance yet assure equitable
treatment for lower paid workers. The majority of defined contribution 403(b) pension plans at colleges and universities are contributory, fully vested plans. All but a
handful of these plans provide at least a dollar-for-dollar match of employee elective
contributions. Many, like Carleton's, provide an even greater matching contribution.
These voluntary defined contribution pension plans are designed to provide basic
retirement benefits to workers in education. The 401(m) matching test duplicates, in
most aspects, the Average Deferral Percentage (ADP) test under Section 401(k) of
the Internal Revenue Code. 401(k) plans primarily supplement the basic pension
benefits provided through defined benefit plans. Recent trends in pension plan
design show an increasing preference for defined contribution pension plans, especially among mid-sized and small employers. Design-based safe harbors that require
employers to offer fully vested matching contributions as a trade off for relief from
administrative complexity provide short-term employees "real" benefits and will enhance pension portability.
For example, Carleton offers the same pension plan to all employees after one
year of service. The College matches more than 200% of each participant's voluntary employee contribution. Yet to ensure that this plan passes the nondiscrimination tests, we must work our way through payroll data and various numerical tests.
We have passed the 401(m) test for the last two plan years. However, we have no
assured margin of comfort for future years and are at the mercy of external forces.
A sudden turnover could cause the College's plan to fail the test. As hard as we try,
it is difficult to convince young employees to participate in a pension at an early
stage in their career.
Since the passage of the Tax Reform Act of 1986, colleges, universities and schools
have struggled with the matching test under Section 401(m), with no specific regulatory guidance on how these requirements apply to 403(b) retirement plans. The notices published by the IRS offering safe harbors for 403(b) plans addressed only noncontributory plans and suggested a "good faith" standard for other areas of compliance. In the recently released final regulations covering nondiscrimination testing
under Section 401(m) the IRS prohibited the use of restructuring for matching
plans. Based on the experience of the last two years, ipany of the academic pension
plans met the 401(m) test's current parameters but we have yet to access the impact
of these latest changes. Some colleges have increased participation in their plans by
reminding employees about the many benefits of joining the pension plan and other
colleges have offered an across-the-board, base contribution (acting as a qualified
nonelective contribution) for all employees of 3% or more.
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The employer contributions required under S. 1364 would provide meaningful
benefits. The 100% matching safe harbor would result in a total contribution of at
least 6% for participants. The other safe guards of-S. 1364 would prevent these
plans from favoring highly compensated employees. Full and immediate vesting of
employer matching contributions represents a significant enhancement to nonhighly compensated employees who make frequent job changes. No doubt for employers
with high employee turnover rates this may represent a significant cost. The 403(b)
plans at colleges and universities already fully vest benefits for all plan participants. The bill s written annual notice requirement would guarantee that employers
inform employees about plan benefits and would result in broad participation.
Employers in higher education welcome the comfort that design-based safe harbors provide and the corresponding reduction in excessive administrative cost and
burden. The flexibility in S. 1364 allows an employer to satisfy the safe harbor by
either offering a significant match or by making a minimum contribution for all
employees. Complying through a safe harbor would eliminate the massive collection
of employee payroll data every year, greatly reducing administrative costs. Already
the new layer of complexity imposed by numerical nondiscrimination standards has
forced a number of educational institutions to add staff to collect data and test or to
pay substantial sums to benefit consultants on a yearly basis.
Importantly, the safe harbor approach allows employers who want more flexibility to still test under the existing rules. Representative Rostenkowski has suggested
replacing the existing 401(m) matching test. His bill, H.R. 2730, would use the average contribution percentage (ACP) for the nonhighly compensated employees in the
prior year and limit the current contribution for each highly compensated employees to two times that ACP amount. While this proposal reduces the year-end uncertainty and eliminates adjustments to satisfy the 401(m) test, H.R. 2730 still requires
extensive data collection and testing. By replacing the existing test rather than offering a statutory safe harbor, H.R. 2730 would involve costly reprogramming of
testing and payroll systems.
ROLLOVERS AND TRANSFERS

A recent report-to -Congress on mandatory retirement in higher education conducted by the National Research Council cautioned, "In the context of ensuring an
adequate pension income over time, allowing faculty to withdraw pension funds at
or before retirement is less desirable. The Committee believes the goal of providing
pensions for faculty members is to ensure a continuing standard of living in retirement. It believes colleges and universities can best achieve this goal by providing
payments over the course of a retirement." We agree that preserving pension assets
and guaranteeing lifetime income are crucial aspects of pension plans. In fact, the
higher education pension system has offered a model for pension portability.
In recent years, some colleges and universities have introduced flexibility to allow
plan participants to "cash out" all or part of their pension funds at retirement or
termination. Several weeks ago Carleton's Board of Trustees formulated our response to requests from faculty members to allow lump sum distributions under the
retirement plan. Initially, we planned to restrict the cashability to only employee
contributions which amount to approximately 30% of each participant's account.
The current partial rollover rules require that at least 50% of the participant's
funds be rolled over. Thus the complications in tax code forced us to offer full lump
sums, otherwise employees who chose to take the lump sum would not be eligible
for a roll over. Consistent with our Board's belief that pension funds be preserved
for retirement, lump sums are available after termination of employment and the
attainment of age 55.
While a lump sum option transfers control over pension assets to the retiree to
reinvest or to spend as he or she desires, it also passes on a responsibility. Statistics
from the Employee Benefit Research Institute and the Department of Labor analyzing what happened to the $48 billion workers received in 1988 as lump sum distributions from pension plans are disturbing. The numbers suggest that workers may
take this responsibility lightly. Inadvertent cash outs from the nation's pension
system could weaken footings of a sound national policy that provides income for
workers when their careers are over. Premature use of these assets might exert
essure on Social Security just when the baby boom generation begins drawing
nefits.
Simplifying the rollover rules would provide relief for the individual taxpayer.
Participants are often unaware of or may be wrongly advised about the current requirements for a triggering event or at least a 50% distribution for a partial rollover. At times employees fall unsuspectingly into a tax-trap. Allowing rollovers of
any pension distribution, except amounts required under the minimum distribution
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rules, would preserve pension assets for their important and intended purpose. The
approach in S. 1364 greatly simplifies the complicated rollover rules.
The direct transfer mechanism that Senators Bentsen and Pryor propose in S.
1364 addresses the concern former Labor Secretary Elizabeth Dole expressed for employees who spend their lump sum pension distributions on BMWs rather than save
the funds for their future security. The benefit of compounding these lump sums in
an IRA or other pension plan is significant and difficult to replace. For example, an
employee who saved $2,000 each year in a pension plan between the ages of 31 and
40 and then terminated employment at age 40 could receive a $26,045 lump sum. If
he or she preserves the money and just lets it accumulate until age 65 he or she
could have an accumulation of $178,366 based on earning 8% annualized investment
return. Unfortunately for the individual who elected the lump sum and spends it,
even if the employer contributes $2,000 every year from age 40 until age 65 he or
she would only replace $152,473 assuming the same 8% interest rate.
While S. 1364 would not prevent a terminating employee who wanted cash from
taking it, the bill would put the brakes on any rash or inadvertent action by requiring the plan to transfer the money to an IRA or other pension plan. This is not a
perfect answer, but this step would add an automatic delay and would give lump
sum recipients more time to consider the full implications of their actions.
MINIMUM DISTRIBUTION RELIEF

Employees of colleges and universities who decide to continue working beyond age
70 have a difficult time reconciling the conflict that exists between social policy and
tax policy. While eliminating the half-year from the starting age criteria would
help, the individual taxpayer has more significant problems with the minimum distribution rules. Faculty and staff over age 70 are totally confused when informed
that while the Age Discrimination in Employment Act as amended encourages them
to stay in the workforce, tax laws require employees over 701/2 to start income from
the pension plans to which they still contribute. The complicated calculations and
adjustments are performed manually and may take several weeks to finalize. Each
year the taxpayer must start over again and reflect the prior years' contribution.
he proposal in S. 1364 to limit the minimum distribution requirement to active employees who are 5% owners and to IRAs would apply more consistent public policies
to workers over age 70. With the uncapping of mandatory retirement for tenured
faculty, the level of confusion will increase unless Congress provides some relief.
DEFINITION OF HIGHLY COMPENSATED EMPLOYEES

We believe that the proposals to simplify the definition of highly compensated employees based on one indexed salary level would reduce the administ-ative burden
and not target middle income employees unfairly. S. 1364 relaxes the requirement
that tax-exempt employers have at least one highly compensated employee. This
would ease compliance for 74 colleges that, according to the 1990-1991 CUPA CEO
salary survey, have presidents who earned less than $61,000. Among midsized fouryear colleges, the average salary for the highest ranking full professors is $45,000 a
year. Most importantly, this provision will help the majority of independent schools
with compensation levels well below these figures.
LEASED EMPLOYEES

We agree that the current historically performed test to determine if leased employees should be included in nondiscrimination testing is unworkable. Some colleges and universities have always contracted out their food service activities and
an increasing riumber have done so in the last ten or more years. Under this type of
contract, the educational institutions have no control or information on these employees. We concur that a control test is a more practical standard.
SMALL EMPLOYER PLANS

If the experience of the education community is any guide, reducing the complexity for small employers should achieve the goal of all the simplification proposals:
expanding pension coverage for the nation's workforce. Most nonprofit colleges and
universities are very similar to small employers: they cannot spend large amounts
of dollars on plan administration and they seek to maximize every dollar to provide
benefits for employees. Based sn surveys completed by TIAA-CREF, pension plan
coverage is virtually universal in the academic community. By 1980, 97% of fouryear colleges employing 99.7% of all full-time faculty and administrative staff had
retirement programs. The coverage status of clerical-service employees was equally
impressive. 90.2% of institutions which employed 98.9% of clerical-service employ-
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ees at four-year colleges offered retirement plans. The statistics for two-year colleges
are comparable. These figures are significant when compared to the fact that only
55% of the nation's workforce is covered by a pension plan.
The fact that the 403(b) plans were simple and very inexpensive to administer and
easy for employees to understand, encouraged and made possible the broad expansion of pension coverage in higher education. Keeping it simple works. Expanding
Simplified Employee Pension Plans (SEPs) to a broader range of small employees or
offering PRIME accounts to small employers, should result in expanding the nation's pension coverage.
SECTION 457 AND NONELECTIVE COMPENSATION

In recent years, Congress has passed legislation designed to protect the rights of
older Americans who remain active in the workforce. Amendments to the Age Discrimination in Employment Act have uncapped the mandatory retirement age for
the general workforce but allow an exception for tenured professors until 1993. The
Committee on Mandatory Retirement in Higher Education which studied this issue
for Congress released its report on May 21, 1991. The Committee found that the evidence did not support continuing the exemption for tenured faculty. The recommended the use of early retirement incentives as an alternative an urg institutions to consider using this important tool to ease the impact of uncapping. Realizing that such incentives pose special challenges for the defined contribution plans
prevalent in higher education they recommend that "Congress, the Internal Revenue Service, and the Equal Employment Opportunity Commission permit colleges
and universities to offer faculty voluntary retirement incentive programs that: are
not classified as an employee benefit, include an upper age limit for participants,
and limit participation on the basis of institutional needs."
Defined contribution retirement plans do not have the flexibility to incorporate
early retirement incentives that defined benefit pensions offer. Because of the contribution limits under Section 415, there is no directly comparable action that a college's defined contribution pension can provide equivalent to adding five years of
service to a defined benefit formula for early retirees. Generally, under a defined
benefit plan additional years of service still fall within the limits of Section 415
while the actual funding for these incentive benefits is spread over several years.
Defined contribution plans build-up retirement benefits by compounding contributions with interest over a working career. Funding an early retirement incentive
under a defined contribution retirement plan typically involves purchasing an annuity. An increase in monthly pension income of $100 could easily cost $12,000 for an
employee age 60. Even a modest incentive could exceed the 25% limitation $30,000
contribution cap under Section 415 for defined contribution plans. Colleges and universities cannot accelerate several years of contributions into their retirement plans
as a voluntary incentive to encourage early retirement.
Prior to the Tax Reform Act of 1986 (TRA86), colleges and universities offered
early retirement incentives as deferred compensation. TRA86 applied the limits
under Section 457 to deferred compensation plans of nonprofit employers. In addition, the unfunded nature of Section 457 contributions prohibits private colleges and
universities from using a 457 plan for the majority of their employees since ERISA
requires funding for al1but "top hat" plans. We suggest that the Finance Committee enact the provisions in H.R. 2641 that would amend Section 457 of the tax code
so that the $7,500 limit does not apply to nonelective deferred compensation, as defined by the Secretary. We urge Congress, at a minimum, to specify that nonelective
deferred compensation does not include early retirement payments.

PREPARED STATEMENT OF ELAINE CHURCH

Good morning. My name is Elaine Church. I am Chair of the Employee Benefits
Committee of the Section of Taxation of the American Bar Association. I am testifying on behalf of the American Bar Association. Peter L. Faber, Chair of the Section
of Taxation, regrets that he is unable to be here today. I am accompanied by Lou
Mazawey, Chair of our Subcommittee on pension Legislation.
We are pleased to have been invited to testify on proposals to simplify the laws
governing private pension plans. The American Bar Association has previously endorsed the importance of simplifying these rules and is pleased to cooperate with
Congress in helping to reduce their complexity.
The Subcommittee has invited testimony on S. 1364, the Employee Benefits Simplification and Expansion Act of 1991. We commend you, Mr. Chairman, and Committee Chairman Bentsen, for your demonstrated interest in simplifying this impor-

tant area of law and focusing the attention of Congress on the need to further
expand pension coverage. In our testimony today, we review the overall objectives
underlying these proposals. We will submit shortly technical and other comments
on the specific proposals for consideration by the Subcommittee and staffs.
WHY PENSION SIMPLIFICATION IS OF PARTICULAR IMPORTANCE

There is widespread recognition that our tax laws are much too complex and that
the provisions governing pens ions and other employee benefits are among the most
intricate of all. Although there are legitimate reasons why the tax laws are complicated, the price of complexity in the pension area is particularly high. Some of the
reasons are as follows.
First, the pension laws affect businesses of all sizes and Americans at all income
levels. Many other areas of tax law complexity have a much narrower focus (e.g.,
the international tax area primarily affects large multinational corporations).
Second, complexity interferes with the achievement of the social policy objectives
that underlie the tax incentives for retirement plans. Although the cost of added
benefits is perhaps the major factor, there is a consensus that the difficulty in understanding the pension laws, and the need to hire various professionals and administrative service providers to establish and maintain a plan, is a significant impediment to the expansion of pension coverage among smaller employers.
Third, there is concern that covered workers often do not have a good understanding of their retirement plan and their rights and obligations under the plan. Although good communication is of obvious importance, the inherent complexity of
the rules themselves contributes toward ill-informed participant decisions concerning enrollment in certain types of plans, the disposition of participants' accumulated
retirement benefits, and other important matters.
Fourth, complexity makes it difficult for the Internal Revenue Service ("IRS") to
administer the law and results in varying degrees of compliance by employers and
individuals. This increases the administrative costs of employers, breeds disrespect
for the tax laws, and undermines protections the laws were intended to afford covered workers.
We believe the tax and retirement policy arguments for pension simplification are
compelling ones, and are pleased to strongly endorse your efforts.
RECOMMENDED FOCUS OF CURRENT SIMPLIFICATION EFFORTS

In our March 1990 testimony before this Subcommittee, we outlined a number of
areas where it would be appropriate to focus statutory pension simplification efforts.
The bill before the Subcommittee includes proposals in many of these areas. Our
views on the scope of the pending proposals are briefly summarized below. We will
submit technical comments separately.
Plan Distributions-Retirementplan distributions are subject to a variety of complicated requirements and limitations designed to achieve various tax policy goals.
To encourage savings for retirement, the Code provides penalties for early distributions and encourages rollovers of such pre-retirement distributions. To encourage
consumption during retirement rather than estate transfers, the Code includes minimum distribution rules which require payments to begin after age 701/2. Overlaying
these rules are a series of provisions which produce different tax treatment for different retirement distributions depending on the timing and form of distribution as
well as the type of retirement plan making the distribution.
In our March 1990 testimony, we recommended scrutiny of the following five
areas affecting the taxation of plan distributions: (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 treatment of net unrealized appreciation in employer securities under sections 402(a) and 402(e).
All of the pension simplification bills address most of these issues, offering somewhat different approaches towards simplification. For example, H.R. 2370 would
simplify the taxation of distributions by repealing 5 and 10-year averaging as well
as the deferral of net unrealized appreciation. S. 1364, on the other hand, retains 10year averaging and net unrealized appreciation. H.R. 2370 requires plans to offer a
direct transfer option; S. 1364 requires that certain distributions be transferred to
an IRA. Some of these provisions are controversial and we appreciate that revenue
constraints as well as simplification objectives may force difficult choices. It is, however, important to ensure that these choices produce the desired result and ultimately permit the greatest possible flexibility for rollovers.

In addition, as we will discuss in our technical comments, we believe further simplification can be achieved with respect to minimum distribution rules.
Definitional Provisions-We agree that the definitions of "highly compensated
employee" and "leased employee" need to be simplified. We believe it is possible to
substantially improve the law in these areas without sacrificing the nondiscrimination goals that underlie these rules.
Nondiscrimination Rules--The backbone of the qualified plan provisions are the
nondiscrimination rules for ensuring that qualified plans do not provide excessive
benefits to highly paid employees. The bill proposes to simplify the nondiscrimination testing rules for section 401(k) and related contributions under retirement savings plans, primarily by providing alternative design-based tests.
This area highlights some of the difficult choices that confront policymakers in
deciding whether the law should be simplified and how simplification should be
achieved. For example, although complex, thousands of employers and administrators have incorporated the current nondiscrimination testing scheme of sections
401(k) and 401(m) into their plan documents and administrative systems. The IRS
recently issued final regulations that generally impose workable requirements and
provide a fair degree of flexibility to help sponsors pass the applicable tests. Any
"safe harbors" that are layered on top of the existing scheme should be enacted
only if consistent with the underlying nondiscrimination objectives.
Pension Access-Numerous studies indicate that millions of employees of small
employers have no pension coverage. We believe that simplification in key areas
will help expand coverage by making it easier for small employers to set up and run
plans. The bill approaches this problem by modifying the nondiscrimination rules
for salary reduction simplified employee pensions ("SEPs") to parallel the rules for
section 401(k) and (m) plans (as they would be amended by the bill), and by removing the prohibition on section 401(k) plans for tax-exempt employers. We generally
support efforts to expand pension coverage, although it is unclear whether SEPs are
the most effective way to do so.
Revenue Neutrality-We appreciate that the tax-writing committees are constrained by the budget deficit and that changes in the tax law must meet "revenue
neutrality" criteria. It is also important that pension simplification legislation not
become a vehicle to raise revenues. It should be possible to address many areas of
pension law within this framework.
RECOMMENDATIONS

We applaud your decision to make pension simplification a priority and urge that
the Congress'- efforts in this area continue on that basis. We think it is particularly
commendable that the Finance Committee is examining this area without being
confronted by a budget agreement that calls for more revenues. Past experience indicates that budget pressures have often resulted in troublesome benefits legislation--such as the pension funding limitations enacted as part of the 1987 budget
legislation.
We understand that any simplification effort necessarily involves difficult choices.
Simpler rules often are less responsive to particular, sometimes sympathetic situations. Everyone--the Congress, the Treasury, employers, employees and practitioners-must recognize the need to compromise. We also urge that any legislation in
this area be kept as simple as possible. On numerous occasions, simple concepts
have become needlessly complicated in an attempt to deal with remote abuses or
narrow fact situations. The result has been added complexity, often without any offsetting gains in the fairness of the system. It would be extremely unfortunate if
these commendable efforts were to make a bad situation worse.
Finally, in supporting pension simplification legislation, we are ever mindful of
the need to avoid frequent changes in plan qualification rules. Assuming that meaningful simplification is produced by these efforts, we recommend that employers
should have a reasonable amount of lead time for compliance, and that Congress
resist the temptation to make further changes for a substantial period of time thereafter.
The Tax Section looks forward to working with you and your staff to help with
the legislative process wherever our participation might be useful. Our goals are to
maintain the essential soundness of the present system, while improving and simplifying it. We would be pleased to work with the Subcommittee to those ends.

PREPARED STATEMENT OF ROBERT JOHN DODWELL, D.D.

My name is Robert John Dodwell, and I have been a priest of The Episcopal
Church for 32 years. I am Rector of Saint Anna's Episcopal Church in New Orleans,
Louisiana, am a Trustee of The Church Pension Fund of The Episcopal Church, and
have also served as President of the National Network of Episcopal Clergy Associations. I am proud of the Episcopal retirement program. We provide retirement benefits for all clergy and have recently mandated coverage of all lay employees.
I am grateful for the opportunity to testify in support of S. 747, the Church Retirement Benefits Simplification Act of 1991, and want to express my deep gratitude
to Senator Pryor for sponsoring this bill, and also to Senator John B. Breaux of Louisiana, my Senator, for his help. For churches this is landmark legislation. It was
developed over a period of more than four years, during which time representatives
of Protestant and Jewish pension boards and the United States Catholic Conference
spent countless hours examining and deliberating the needs of denominational retirement plans in the light of Internal Revenue Code provisions.
I was glad to see that you, Senator Pryor, and Senator Bentsen have made a significant beginning toward simplicity by the introduction of S. 1364, an important
piece of legislation to reduce the unnecessary intricacy of the pension tax laws.
For many reasons the present complex rules in the Code do not fit church retirement plans. Much of the administration of Episcopal retirement plans is done at the
local church level. Most churches do not have the funds to hire professionals to administer their retirement plans. The responsibility of administration lies with volunteer treasurers, who do not have the time or background to become familiar with
complex pension tax law, which seems designed for large corporate conglomerates
and not for churches.
We urge the passage of S. 747 as soon as possible. S. 747 would greatly reduce the
administrative burden of complying with the tax law relating to church retirement
plans. It would provide simple rules that are workable for churches. Thank you.
PREPARED STATEMENT OF MATTHEW P. FINK

I am Matthew P. Fink, Senior Vice President and General Counsel of the Investment Company Institute, the national association of the American investment company industry. The Institute's membership includes 3,288 open-end investment companies, more commonly known as mutual funds, 214 closed-end investment companies and 12 sponsors of unit investment trusts. Its mutual fund members have
assets of about $1.2 trillion, accounting for approximately 95 percent of total industry assets, and have over 36 million shareholders.
The Institute welcomes this opportunity to express its strong support for S. 1364,
the "Employee Benefits Simplification Act."
I. INTRODUCTION

Mutual funds traditionally have served as vehicles through which investors channel their investment dollars into the nation's economy through a diversified, professionally managed pool of securities. Increasingly, mutual funds are also serving as
the investment medium for retirement income programs, including both qualified
defined contribution and defined benefit plans, IRAs and Simplified Employee Pensions (SEPs). In addition, many mutual fund organizations provide ancillary services
to retirement plans, such as recordkeeping and sponsorship of prototype retirement
programs.
The Institute is pleased to express its strong endorsement of S. 1364, a legislative
initiative that would simplify the complex and burdensome operational requirements applicable to employee retirement plans, including qualified retirement plans
and SEPs. The complexity of these requirements has frustrated the attainment of
two essential policy goals: (1) the expansion of coverage of retirement income plans
to provide greater economic security for more Americans, and (2) the preservation of
those retirement plan assets for retirement purposes.
In particular, the Institute applauds the provisions of the bill which would significantly enhance these policy goals through:
(1) expansion of the availability of salary reduction SEPs to small businesses;
(2) simplification of the nondiscrimination rules applicable to 401(k) plans and
salary reduction SEPs;
(3) promotion of pension portability through the use of the IRA; and
(4) liberalization of the current restrictions on rollovers of pre-retirement distributions to IRAs and qualified plans.

I. EXPANSION OF.RETIREMENT PLAN COVERAGE

A. Expanded Use of Salary Reduction SEPs
Historically, the Institute has supported and encouraged the use of SEPs as the
retirement plan vehicle through which employers not currently maintaining retirement plans could be encouraged to provide retirement -income for their employees.
Thus, the Institute actively supported the legislation first establishing the SEP in
1978, as well as legislation which simplified the SEP in 1986.
For this reason, we endorse the approach taken under Section 307 of the bill that
would retain the basic structure of the SEP and the salary reduction SEP. Because
of its simplicity and ease of administration, the current SEP is an attractive vehicle
for employers not currently providing retirement plan coverage, who may be deterred by the complexity and expense involved in qualified plan adoption and administration, when combined with a salary deferral feature, the SEP is particularly
attractive to such employers because of the additional flexibility and reduced costs
offered by such a program.
Financial institutions marketing salary reduction SEPs can use a simple prototype form designed by the sponsor and preapproved by the IRS. Once an employer
adopts a salary reduction SEP, covered employees can establish their own separate
IRA accounts. Employees are free to choose any financial institution offering IRAs
as the funding vehicle for their SEP account, and are free to move their accounts to
another financial institution upon notification to the employer. Minimal reporting
and disclosure obligations are imposed, and, because of the limited employer investment discretion, most of ERISA's.Title I fiduciary responsibility provisions remain
inapplicable.
Because the salary reduction SEP has substantial appeal to the market that is in
-most need of increased retirement plan coverage, Section 307(a) of the bill, which
would make salary reduction SEPs available to employers with 100 or fewer employees, represents a significant step toward the goal of increased retirement plan coverage. The flexibility and ease of administration offered by a salary reduction SEP
makes it most attractive to the small employer market.
According to a Bureau of Labor Statistics survey, one of the major distinctions
between the small employer, one with 100 or fewer employees, and larger employers
is in the retirement plan area. As of 1990, only 43 percent of these smaller companies offered a retirement plan, as compared with 81 percent of the larger companies. I
Moreover, the percentage of the total workforce employed by businesses with 100
or fewer employees is substantial. A Department of Labor study found that approximately 41 percent of the full-time private wage and salary labor force, an estimated
33 million workers at the end of 1991, are employed in firms with
2 fewer than 100
workers. These firms represent 98 percent of American businesses.
B. Simplification of Non-DiscriminationRules
The Institute also strongly supports the provisions of the bill (Sections 105(a) and
307(d)) that would simplify both the 401(k) and the salary reduction SEP nondiscrimination rules, respectively. The complexity of these rules has contributed significantly to the burden of plan administration, thereby discouraging employers
from installing 401(k) and SEP plans. Easing these burdens will promote greater retirement plan coverage.
With respect to the nondiscrimination rules applicable to salary reduction SEPs,
the Institute particularly welcomes the approach taken in the bill that. would allow
a design-based safe-harbor to satisfy nondiscrimination requirements. By contrast,
current law seeks to achieve nondiscrimination in benefits under a salary reduction
SEP through the use of minimum participation rules and the application of an average deferral percentage (ADP) test to ensure that highly compensated employees
will not receive a disproportionately greater share of the plan's benefits than nonhighly compensated employees. At least50 percent of the eligible employees must
participate in the plan, and employers must periodically ensure that the deferral
percentage of each highly compensated employee is not more than the ADP of all
non-highly compensated employees multiplied by 1.25.
In lieu of these often complex and cumbersome calculations, the bill provides alternative non-discrimination safe harbors satisfied through a mandatory employer
matching contribution. An employer could simply provide dollar-for-dollar matching
I M. Rowland, "A Benefit Small Business Can Afford," The New York Times, June 23, 1991.
Statement of Secretary of Labor Lynn Martin on the Administration Proposed Pension
"Power" Plan, April 30, 1991 (hereinafter referred to as "Martin Speech").
2

contributions of up to 3 percent of compensation, with a 50 percent match for elective deferral contributions between 3 and 5 percent of compensation. Under another
alternative, a plan could specify other design based safe-harbor matching contribution rates, provided certain conditions are met. In our view, there is good reason to
believe that this matching contribution requirement, which may be incorporated as
a feature of plan design not requiring periodic compliance testing, will result in sufficiently high participation rates to satisfy any nondiscrimination concerns.
Direct support for the nondiscrimination rules proposed by the bill can be found
in a recent study of 401(k) plans by the General Accounting Office. The report is one
of two comprehensive studies of 401(k) plans prepared by the GAO on the basis of a
1986 survey of 5,000 corporations. Respondents represented 9.9 million employeeparticipants in 401(k) plans. The report found that the participation rate for plans
in which the employer provided contributions matching those of employees was 88
percent, while the participation rate for plans without matching contributions was
less than 50 percent. The GAO concluded that "[f] or plans where the employer
matched employee contributions dollar for dollar, the average participation rate was
99 percent of those eligible." 3
In summary, we believe that if the expanded salary reduction SEP coverage and
non-discrimination safe harbor provisions of S. 1364 are enacted, financial institutions, such as mutual funds, will be encouraged to more actively market salary reduction SEPs. The potential impact of such an increase in marketing activity should
not be underestimated.
II. PRESERVATION OF RETIREMENT PLAN ASSETS FOR RETIREMENT

A. Portabilityof Retirement Saving
The portability of retirement plan assets is an important policy goal. Because of
the increased mobility of the American workforce, few employees stay with any
single employer long enough to build up adequate retirement benefits. According to
a recent Labor Department study, one in five Americans changes jobs each year and
that the average worker will soon hold up
one in ten changes careers. Some predict
4
to 10 jobs during his or her career.
In addition to permitting employees to transfer assets from one retirement vehicle
to another when job changes occur, portability helps to reduce pre-retirement consumption of retirement plan assets. Department of Labor statistics for 1987, the last
year for which data are available, show that approximately 1 million individuals
under the age of 55 received lump sum distributions from private and public penrolled any part of
sion plans during that year. Only 13 percent of these individuals
their distribution into an IRA or other retirement plan.5
Moreover, recent statistics indicate that many future retirees will not have adequate retirement savings. Even though, a decade after they retire, most retirees will
need more income than they earned while working to maintain their standard of
living, 8 few are meeting this challenge.
For this reason, we strongly support the provision of the bill (Section 202) that
would deter pre-retirement consumption of retirement benefits by requiring employees to directly transfer their pre-retirement plan distributions to an IRA or another
plan upon separation from service. We believe that this provision will significantly
reduce the level of premature consumption of retirement plan distributions that
exists today.
We further concur enthusiastically with the bill's selection of the IRA as the apropriate portability vehicle for non-plan-to-plan transfers of pre-retirement distriutions. The IRA is an existing, simple portability vehicle which can be used to accomplish the objectives of pension plan portability and the preservation of retirement plan assets.
B. Liberalizationof Rollover Rules
The unrestricted ability to rollover a pre-retirement distribution from a retirement plan to an IRA or another plan is also critical to the portability of retirement
3 "401(k) Plans, Participation and Deferral Rates by Plan Features and Other Information,"
Fact Sheet for the Ranking Minority Member, Special Committee on Aging, U.S. Senate, GAO/
PEMD-88-20FS, April 29, 1988.
4A. Crenshaw, 'The Case for Automatic Rollovers," The Washington Post, May 20, 1990, p.
H.15.
5U.S. Department of Labor, "Pension- Facts," publicly available April 30, 1991 accompanying
Martin Speech, supra, note 1.
6E. Becker, "Retirement Plans That Could Fall Short," The New York Times, Sunday, May
27, 1991, p. F1l.
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plan assets and the preservation of these assets for retirement. Existing rules which
restrict the rollover of certain pre-retirement distributions encourage current consumption rather than saving.
Under current law (Code section 402(aX5)), the rollover of distributions from a
qualified plan made on account of the employee's separation from service or another
qualifying event is permitted only if such distribution (i) equals at least 50 percent
of the balance to the credit of the employee under the plan and (ii) is not part of a
series of periodic payments. These rollover restrictions deter retirement saving without serving any valid policy objective.
The Institute supports the provisions in Section 201 of the bill that would eliminate these rollover restrictions and thereby expand the universe of pre-retirement
plan distributions which may be rolled over and preserved for retirement. We also
recommend that the current law prohibition on the rollover of employee after-tax
contributions be eliminated as well. The ability to rollover these additional amounts
should further increase the amount available to an employee at retirement.
On behalf of the Investment Company Institute, I would like again to thank the
members of this subcommittee for the opportunity to present this testimony.

61
PREPARED STATEMENT OF ROBERT

Fox

Mr. Chairman and members of the Subcommittee on Private Retirement
Plans, my name is Robert Fox. I am the Executive Director of The
Cultural Institutions Retirement System. The Cultural Institutions
Retirement System ("CIRS") is the plan sponsor of a multiemployer
401(k) savings plan, defined benefit pension plan as well as group
life insurance plan for over 7,500 active employees from over 350
tax-exempt cultural institutions and day care centers in the NewYork City area.
I also serve as the Chairman of the National Assembly's Pension Plan
Committee and am pleased to be here to testify on The Employee
Benefits Simplification and Expansion Act introduced by you on June
Some of the nation's largest charitable organizations
25, 1991.
join me in supporting your efforts to simplify the rules for plan
sponsors to administer retirement plans as well as expand the
The National Assembly of National
availability of pension plans.
Social Welfare Organizations represents
Health
and
Voluntary
numerous voluntary human service organizations whose missions focus
on Americas most precious resources: its people. The Assembly's
member organizations are vital employers in the private sector of
the
economy who serve our citizens of all ages, colors and
A complete list of member
backgrounds throughout the 50 states.
organizations is attached as Exhibit A.
was created in 1978 after the
Committee
Pension
Plan
The
establishment of ERISA. The Committee is a voluntary association of
the member organizations with retirement programs who meet regularly
to exchange ideas, monitor the pension environment and represent the
retirement plans for non-profit organizations. We are pleased to be
able to share some of our thoughts about the Simplification Bill.
We are encouraged by this first step toward simplification and
appreciate the leadership role you have taken in this process.
From our perspective as tax-exempt employers, the steps outlined in
S.1364 to reduce the costs to plan sponsors of administering
Design-based safe harbor
retirement plans are sorely needed.
requirements for satisfying testing of contributions to 401(k)
plans, the determination of annual cost-of-living adjustments based
on the quarter ending September 30 as well as the elimination of the
half-year age requirements for calculating plan provisions are
sense changes to help plan sponsors
common
straight-forward,
administer their various retirement plans. The changes contained in
to
eliminate complex pension rules will help our
the
bill
organizations in two ways. First, as plan sponsors we can offer our
cost-effective retirement plans
sensible,
employees
dedicated
without needlessly burdening our administrative staffs. Second, as
providers of a vast array of human services, every dollar we can
save in mandated administration of pension plans can be translated
Every sector of the economy will
into a dollar for programs.
But the bottom line for
benefit from the Simplification Bill.
tax-exempt organizations will be more money for programs.
The following will discuss areas of the Simplification Bill that we
support and others you may want to consider as enhancements to the
policies contained in S.1364:
*Minimum Distribution Rules
We applaud the common sense approach contained in the Bill to
correct and modify Section 401(a)(9) of the Internal Revenue Code
(the "Code") as amended by The Tax Reform Act of 1986. Those
provisions first effective as of April 1, 1990 are very complex and
are difficult to explain to plan participants. Plan sponsors have
been relying upon their own interpretations of these rules in order
to comply with this regulation. Worst of all the Internal Revenue
Service (the "IRS") has not issued final regulations.
The human service organizations that make up the National
Assembly have many non-highly compensated employees, as that term is
defined for purposes of the Code's pension plan discrimination
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Some of our employees choose to work beyond normal
rules.
Requiring minimum distributions after age 70 1/2
retirement ages.
forces non-highly compensated employees to receive now the pension
anticipated to be needed for retirement.
The majority of our members of age 70 1/2 or more were employed
by our organizations later in their lives. Many of those members
were employed after completing other work careers. For others who
come to our organizations after raising families and who have not
had a full working career before joining our organization, our
pensions represent the only private retirement plan coverage they
will ever receive.
Combine low
Salaries are generally low in these fields.
salaries and short service and it is hard to rationalize the forced
payment of accrued pensions from our organizations under the 70 1/2
in the
proposed
rules
distribution
minimum
The
rules.
Simplification Bill S.1364 will strenghten the retirement protection
our plans were intended to provide.
*Definition of Highly Compensated Employee
The Simplification Bill will provide relief for many non-profit
organizations who have been faced with a difficult situation because
sf the current nondiscrimination requirements of the law. Many
National Assembly organizations have branches throughout the United
Those branches are run by directors who we believe are not
States.
"officers" under the Code but may be interperted by the IRS to be
In the event an organization has an 'officer', plan
officers.
sponsors will have to implement costly discrimination testing at
The outcome of such testing could result in
multiple locations.
cutbacks of benefits for the so-called highly-compensated employees.
Simplification Bill's proposal to exempt
the
believe
We
non-profit organizations from the one Highly Compensated Employee
rule for non-discrimination testing is a valid exception due to the
.nique employment structure adopted by our members.
*Access to 401(k) Plans
The non-profit community is gratified that the Senate Finance
Committee has finally provided for the availability of cash or
deferred arrangements under Section 401(k) of the Code.
the
embodied
that
arguments
equity
and
fairness
The
comprehensive provisions of the Tax Reform Act of 1986 failed to
answer the questions raised by members of the tax-exempt community
on why 401(k) plans have been limited. 501(c)(3) organizations may
offer employees the opportunity to participate in tax deferred
However other tax-exempt
403(b).
Section
under
annuities
organizations are unable to make either 403(b) or 401(k) savings
plans available to their employees. Section 457 arrangements do not
tax-exempt organizations with the same
of
employees
provide
protections and broad rank and file coverage as plans that meet the
standards of qualified 401(k) plans.
Simplification Bill combined with the support of the
The
Treasury Department will permit all tax-exempt organizations to
maintain qualified cash or deferred arrangements, and eliminate the
inequities of current law.
*Enhance Portability
The bill should expand the goal of portability by permitting
qualified plans to accept transfers or rollovers from other savings
and retirement vehicles. The reason is to permit employers both in
the for-profit as well as non-profit sectors to attract and retain
In the tax-exempt community many employers sponsor tax
employees.
deferred annuities as the most common form of retirement plan.
These type of plans are maintained under Section 403(b) of the
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Internal Revenue Code.
If a participant in such a plan moves to a
job with a for-profit employer who maintains a 401(k) plan, under
present law, the new employee can not transfer his 403(b) account
into the 401(k) plan. Likewise, if the employee left his previous
employer and rolled over that 403(b) distribution into a rollover
IRA, he could only roll that money back out into another 403(b)
plan.
The Employee Benefits Simplification and-Expansion Act of 1991
should rationalize the confusing rules for keeping retirement money
separate and distinct. Distributions made from plans under Sections
401, 403 and 457 should be able to be transferred into other savings
and retirement plans.
This will help portability in the private
for-profit, public and tax-exempt sectors of the economy.
Additionally, we support the provisions of S.1364 which would
allow a participant or surviving spouse to "roll-over" any portion
of a taxable distribution from our plans to an IRA or another
qualified
plan.
In some cases a recipient may receive a
distribution which is less than half of his or her interest in a
plan.
Under current law this requires immediate taxation and
encourages immediate consumption.
We support every effort on the
part of our participants to continue to save for retirement. They
should be encouraged to put any and all of their distributions from
our plans into other retirement vehicles, and the rules should be
simplified so they do just that.
*Transfers of Pre-Retirement Distributions
The
Simplification Bill seeks to encourage portability of
pre-retirement distributions from qualified plans by transferring
distributions over $500.00 to another qualified plan or to an
Individual Retirement Account ("IRA").
We endorse the principle of encouraging portability but wonder
if the goal will create unforeseen consequences. We do not really
know how a, plan trustee will designate a transferee plan where the
employee does not make a designation or where transfer to the
designated plan is not practicable.
Could the plan trustee's
decision be questioned as being prudent under ERISA's standards for
fiduciaries?
How would the plan trustee be able to verify that the
employee selected a respectable service and investment provider?
For these reasons we are concerned that there will be significant
adminisl-rative problems that will not be offset by a significant
increase in retirement savings.
However,
if
mandated
transfers
are
implemented, the
Simplification Bill might want to look at the $500.00 threshold.
The dollar limit should be raised to $3,500.00 and over in order to
make this distribution amount consistent with other required lump
sum
distributions
from
qualified
plans
and
simplify
the
administrative burden on plan sponsors.
*Correct Section 457 Plans
The Employee Benefits Simplification and Expansion Act of 1991
should finally address the long standing argument made by members of
the public and tax-exempt sectors that the Tax Reform Act of 1986
which amended Section 457 be once and for all corrected. It is our
hope that the bill will clarify that Section 457 will not apply to
nonelective deferred compensation.
In 1987 the IRS informed non-profit employers through Notice
87-13 that nonelective retirement pay plans fell under Section 457.
This interpretation of the Section 457 rules results in situations
where individuals are taxed currently on amounts which they have not
yet received, never have had the right to elect to receive, and may
not actually receive in the future.
Some
tax-exempt
organizations
offer
nonelective deferred
compensation plans to recruit employees due to their inability to be
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able to pay that individual a market rate salary. In
lieu of paying
that higher salary the organization offers the
nonelective
deferred monies if he or she satisfies certain employee
service requirements
before leaving or retiring.
The current Section 457 rules however, require the organization
io
immediately
recognize
the total value
compensationn as taxable income. The employee is ofthenthe "deferred"
taxed on
:otal
"deferred" compensation in the current year even though that
the
individuall
has
not satisfied the service requirement.
Most
-mportant the employee has not even received any of the
"deferred"
compensation .
The unfairness in the current rule highlighted in
the above
example deserves consideration.
For-profit employers are not held
to same standard.
We believe employees of tax-exempt and taxable
employers should be treated the same in the area of
nonqualified,
nonelective retirement pay plans. We hope that the Simplification
Bill S.1364 can provide for such equity.

I want to thank you for this opportunity to share our
the Employee Benefits Simplification and Expansion thoughts about
The National Assembly Pension Plan Committee is pleasedBill of 1991.
the members
of the Senate Finance Committee have proposed this legislation.
As
representatives of tax-exempt employers we will make
ourselves
available to your staff to provide additional advice.
you and your colleagues in the House of Representatives We hope that
will be able
to fashion an accord that will produce the best
simplification
legislation. I am available to answer any questions.

The National Assembly

Exhibit A

American Association of Homes
for the Aging
American Camping Association
American Red Cross
Association of Jewish Family
and Children's Agencies
Association of Junior League
International
Big Brothers/Big Sisters of
America
Boy Scouts of America
Boys & Girls Cl.~.bs of America
Camp Fire
Catholic Charities USA
Child Welfare League of America
Council of Jewish Federations
Evangelical Lutheran Church in
America (Division for
Social Ministry Organizations)
4-H, Extension Service
Family Service America
Girl Scouts of the USA
Girls Incorporated
Goodwill Industries of America
Joint Action in Community Service
Junior Achievement, Inc.

National Association of Homes
and Services for Children
The National Council on the Aging
The National Crime Prevention Council
National Mental Health Association
National Network of Runaway and
Youth Services
The National VOLUNTEER Center
The Salvation Army
Travelers Aid International
United Seamen's Service
United Way of America
Volunteers of America
WAVE, Inc.
Women in Community Service
YMCA of the USA
YWCA of the USA, National Board

PREPARED STATEMENT OF SENATOR CHARLEs

E.

GRASSLEY

Chairman Pryor, I am glad to see you back at work in the Senate and I thank you
for calling this hearing on the very important topic of pension law simplification.
Our overall policy goal in this area has to be to help maximize the retirement
income of American workers. Anyone who has concentrated on public policies for
older Americans, as I have over the years, realizes that the problems that some of
them face are often caused by insufficient income. Often this is true even though
they worked all of their lives prior to retirement.
Private, employment-based pensions are a very important means of insuring that
workers have an adequate level of retirement income.
Unfortunately, we don't seem to be making progress in this area. Private pension
coverage, once over fifty percent, has slipped to 46 percent of the work force. According to the Congressional Research Service, there has been almost no growth in
the number of participants in defined benefit pension plans since E.R.I.S.A. took
effect in 1975. Terminations of defined benefit plans out-numbered new plans by 3
to 1 in 1989.
Providing pension plans for workers is particularly difficult for small employers.
According to the Employee Benefit Research Institute, only 18 percent of employers
with less than 25 employees have plans, and only 53 percent of employers with 25 to
99 employees have such plans.
It is clear that we have a consensus among interested parties to the effect that
one important source of the decline in pension plan growth lies in overly complicated pension law. It also seems clear that this complexity in particular discourages
small employers from offering pension plans.
As we will hear today from one of my constituents, Mr. Larry Zimpleman, of the
principle financial corporation, most of the small employers with which the principle works simply cannot administer their pension plans without outside expert help,
which can be very expensive. This is just unreasonable.
Much of this complexity is caused by rules designed to prevent discrimination in
favor of highly compensated employees. As we move ahead on our simplification
project, we do need to keep this in mind. I think all of us will agree that tax-favored
pension plans should not discriminate against non-highly compensated workers.
In any case, we have moved to the point in this debate at which we have some
good legislation to consider and perhaps make even better. I hope that this committee will be able to move this year on this legislation, Mr. Chairman. And if we can't
do it this year, it should be one of our highest priorities next year.
Before I finish, I just want to introduce two of our witnesses, both from Iowa, and
both very knowledgeable in the pension area.
One I already mentioned-Mr. Larry Zimpleman, second vice president for pension operations at the Principle Financial Corporation. Mr. Zimpleman will be able
to tell us about a survey conducted among some of their small business clients on
the problem of pension complexity.
The second is Mr. Tom Walker, the president of Associated Benefits Corporation,
who is representing the Association of Private Pension and Welfare Plans today on
our third panel. Mr. Walker has a lot of experience in the pension field. His firm
represents over 200 small agricultural employers with over 8,000 participants in defined benefit and defined contribution plans, and I think this gives him a good perspective on pension simplification.
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PREPARED STATEMENT OF

IE

D. HALL

INTRDUCTION
Mr. Chairman and members of the Subcommittee, I am Kie Hall,
Executive Director of the Arkansas Public Employees Retirement
System based in Little Rock, Arkansas. This retirement system
has over 48,000 members (37,500 active/10,500 retired) who are
school employees and state, county and city employees. The
average monthly retirement benefit is $424. These individuals
spend an average of 16.5 years working for employers that
participate in this multiple employer system.
I am delighted to appear before you today to offer the
views of a number of state and local government organizations
and public unions concerning the various proposals currently
before the Subcommittee to simplify our nation's pension tax
laws and facilitate access to retirement benefits.
While there are several items of interest to state and
local government plans contained in the legislation that is the
subject of today's hearing, perhaps none is as important as the
provision contained in S. 1364 that addresses public pension
plan compliance with Section 415 of the Internal Revenue Code
(IRC). Therefore, before I offer specific comments with regard
to the pending legislation, I believe that it would be very
worthwhile to briefly review the overall history and purpose of
Section 415, and place this within the context of public
retirement systems.
History of Section 415
Section 415 of the IRC places both a dollar as well as a
percentage-of-pay cap on the amount that an individual can
receive annually in the form of an employer-provided pension
that has been accumulated in a tax-deferred setting. The dollar
limit for 1991 is approximately $108,000 at normal retirement age
(62 for public employees), but is actuarially reduced for early
retirement. For example, it is about half this amount if
retirement occurs at age 50. The percentage-of-pay cap, often
referred to as the "100 percent rule," is equal to an
individual's average annual compensation based on his/her three
highest consecutive years of pay.
Section 415 was adopted as part of the Employee Retirement
Income Security Act of 1974 (ERISA) with the goal of limiting the
ability to accumulate retirement income on a tax-favored basis.
As the Subcommittee may recall, Congress had become concerned
that highly-compensated private-sector individuals were building
up tax-sheltered and tax-deferred balances in retirement plans
that bore no reasonable relationship to retirement needs and were
abusive.
As the Ways and Means Committee Report accompanying the
landmark 1974 legislation explained:
"...it is not in the public interest to make the
substantial favored tax treatment associated with qualified
retirement plans available without any specific limitation
as to the size of the contributions or the amount of
benefits that can be provided under such plans. The fact
that present law does not provide specific limitations has
made it possible for extremely large contributions and
benefits to be made under qualified plans for some highly
paid individuals. While there is, of course, no objectionto large retirement benefits in themselves, your committee

believes it is not appropriate to finance extremely large
benefits in part at public expense through the use of the
special tax treatment."
Effect on State and Local Government Retirement Systems
Thus, Section 415 was aimed at a very specific problem:
The use of tax deferrals and deductions by a few highly
compensated individuals and their employers in the private
sector to finance extremely large retirement benefits. There is
no indication in the legislative history of Section 415 that this
was an abuse that was also taking place in the public sector - and for good reason. Consider the following.
o

There is little, if any, opportunity in most
governmental plans for the relatively few highly
compensated public employees to accumulate a benefit
wholly disproportionate to their salaries.
Unlike the private sector, where the employer and the
highly-compensated employee can sit down and privately
negotiate the terms and amount of the employer-provided
benefits package, the plans of governmental employers
are sponsored and maintained by a State or local
government, with all of the constitutional perquisites,
regulatory apparatus and voter accountability that this
implies.
For example, for virtually all public plans, benefits
are prescribed by statute. This means that they must
be proposed by elected officials; be subjected to
lengthy hearings and other public debate; become the
focus of often intense media scrutiny; be passed by
majority vote of a legislative body; and be signed into
law by an executive officer. The ability of public
plans to provide disproportionate benefits is obviously
constrained by the political realities inherent in
having to pay in part for retirement benefits out of
the taxpayer's dollars.

o

In a defined benefit plan -- which is the kind of plan
used by the vast majority of public employers -- the
retirement benefit is based on a formula that is tied
in part to salary. It is therefore virtually
impossible for a public employee to receive an
abusively high employer-provided retirement benefit in
relationship to his or her salary.
As this Subcommittee knows, there is simply no
comparison between the salaries of even the highestpaid public employees and the CEO's of corporate
America. For example, according to a June, 1990 issue
of "Industry Week," recent studies have found that in
1989, the average CEO of the nation's 100 largest
companies took home $1.4 million in base salary and
bonuses alone, while CEO's of mid-sized companies ($200
million to $5 billion in sales) drew down a healthy
$900,000 on the average.
Once again, taxpayer accountability imposes a very
real cap on State and local government salary and
related retirement benefits.

o

Private-sector employers 'ceive a significant tax
subsidy for the contributions they make to their
retirement plans. This tax advantage is a major
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factor in the funding decisions made by a privatesector plan sponsor and has a direct impact on federal
revenues.
Indeed, as the Ways and Means Committee report noted in
1974, the 415 limits were adopted "to avoid abuse of
the favored tax treatment to finance extremely large
pensions."
On the other hand, governmental employers are not
taxpayers, and therefore do not receive a tax
deduction for the contributions they make to public
plans. Their funding decisions are not motivated by
tax considerations, and their funding decisions do not
have the same impact on federal revenues as do those of
private sector employers.
Therefore, given the fiscal realities and the other
political constraints noted previously, there is very little
chance that the problems at which Section 415 is targeted did -or ever can -- arise in the public sector. Nevertheless, State
and local governments must comply with Section 415 or face severe
penalties. For example, if a pension plan permits even 2= of
its participants to earn a pension that exceeds by any amount,
however small, the lower of the two Section 415 limits for that
participant, then the Internal Revenue Service (IRS) is
authorized to "disqualify" the entire plan.
Disqualification means that the earnings on a pension
plan's assets would lose their tax-exempt status. In addition,
each plan participant's vested interest in such assets would lose
its tax-deferred status, and would have to be taken into the
participant's income in one lump sum in the year in which the
plan was disqualified.
Simplification: A Section 415 Remedy
Mr. Chairman, the private sector employer can change his or
her pension plan's structure without having to go to the trouble
of passing a State law or local statute. The private sector
employer can even modify the benefits that have been promised
employees and retirees. However, we in the public sector are
much more constrained in our ability to make such modifications.
Not only do changes in our plan benefit formulas and other
design features require a lengthy public process and possible
modifications of important State policies, but we are often
constrained by our Constitutions or case law from reducing a
benefit once it is promised an employee due to prohibitions on
impairment of contracts.
Approximately 21 states, including
Arkansas, and numerous localities have either constitutional or
statutory restrictions prohibiting the diminishment of benefits.
(See Attachment A.)
Public plan compliance with Section 415's limitations, as it
is Currently drafted, poses legal and administrative
difficulties for state and local governments because of the
unique differences between public and private pension plans.
State and local government employers, working with public
employee unions, have crafted a remedy that upholds the spirit of
Section 415 but allows states and localities to meet the benefit
promises made to.employees.
It is for these reasons that the four-part remedy to our
unique problems with Section 415, contained in S. 1364 and its
companion in the House, H.R. 2742, is so important and so
necessary.
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The Four-Part Remedy
Part One. The definition of "compensation" for the purposes of
Section 415 testing of public pension plans will be expanded to
include employer pension contributions made through the employer
pick-up option (414(h)), as well as employee contributions to
salary deferral plans such as those offered under Sections 457,
403(b) (tax-sheltered annuities), 401(k), and 125 (flexible
spending accounts or cafeteria plans).
These amounts are often included as annual compensation in
the public pension plan's computation of an individual's pension
benefit, but are required to be excluded when the Section 415
percentage-of-pay limit is determined. The result can often be
an average annual compensation amount for testing purposes that
is substantially less than the pension plan's average, which in
turn produces a benefit that exceeds the 415 limit.
Part Two. Public-sector employees tend to be longer-tenured and
lower-paid than their private-sector counterparts. For example,
it is not unusual to find public employees with 40 years of
service. Because public plan benefit formulas often reward this
length of service, the consequence can be a pension benefit that,
while not large in absolute dollar terms, can exceed 100 per cent
of the individual's high three-year average compensation. This
can still occur even if the definition of compensation is changed
as proposed in the bills. Therefore, the bills provide that the
percentage-of-pay component of the Section 415 limit test will
not apply to governmental plans. However, the Section 415 dollar
limits will remain.
Part Thre.
ERISA provides private-sector employers with the
ability to maintain "excess-benefit" arrangements, to be used
solely for the purpose of providing benefits for certain
employees in excess of the limits on contributions and benefits
imposed by Section 415 on qualified pension plans. These excess
plans are not "qualified," and thus, any amounts placed in them
are not treated as deferred; they count as currently taxable
income to the employee. Excess plans provide the ability for a
private-sector employer to pay a benefit that exceeds the 415
limits without subjecting the private-sector employer's pension
plan to disqualification.
Public pension plans have no similar "safety valve" to
avoid disqualification. This remedy would therefore extend the
same concept to governmental employers while recognizing the
unique differences between public and private-sector plans.
Specifically, the bills would permit a governmental employer to
establish an excess-benefit arrangement. However, its use would
be limited solely to providing benefits in excess of the 415 caps
for the limited number of employees whose benefits happen to
exceed the 415 limits simply by operation of the regular benefit
formula of the plan. In effect, the excess-benefit arrangement
would serve as an "overflow" device to permit the plan to pay
benefits guaranteed under the plan--thereby avoiding the proble-m
of violating state anti-cutback rules--without, in so doing,
subjecting the plan to IRS disqualification.
The bills make clear that this excess arrangement is
expressly not a new form of salary deferral that a public
employee can elect to utilize. While the bills provide that the
public pension plan will maintain its tax-exempt status with
regard to the investment earnings of any funded excess-benefit
arrangement, they also specifically provide that, as with the
private-sector employee, such funding will not be deferred, and
will therefore have to be taxable on a current basis to those
employees who will receive a part of their benefit from an excess
plan.
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Survivor and disability benefit payments can
Part Four.
often exceed the Section 415 limits because these payments
typically are paid to an employee who is disabled long before
normal retirement age, and are therefore subjected to limits
that are actuarially reduced from age 62 to the age of the
recipient at the time of injury. However, such benefits are
usually not paid out of the pension plan in the case of privatesector employers, but are instead more commonly provided through
a disability insurance policy. Such disability benefits are
therefore = subject to the 415 limits.
In the public sector, however, the tendency is toward selfinsurance, with the disability benefit paid out of the pension
plan. As such, it is subject to Section 415, even though the
actual amount may be far less than that paid out in the private
sector. These proposed bills would therefore exempt public
pension plan survivor and disability benefits from the Section
415 limits.
Additional Provisions
In a good-faith effort to comply with Section 415 and avoid
disqualification, some public plans have elected a
grandfathering option provided by a "Special Rule for State and
Local Government Plans" contained in Section 415(b) (10).
However, the changes contained in these pending bills may be
more equitable for both plan sponsors and plan participants than
grandfathering. Therefore, those governmental plans that elected
to grandfather will be given an opportunity to reconsider and
revoke the election if it is more beneficial for them and their
participants to do so.
The bills' changes in Section 415 for public pension plans
will be prospective, thereby providing a means to avoid
disqualification in the future. However, it is possible that
some governmental plans may have inadvertently failed to comply
with 415 limits in years past. Thus, it would arguably be
possible for the IRS to disqualify such a plan even if it were
currently in compliance. In the spirit of the grandfather rule
previously approved by Congress and providing for a "fresh
start," the proposed bills would also provide that governmental
plans will be deemed to have been in compliance with 415 for all
years prior to enactment.
CLOSING COMMENT
Mr. Chairman and members of the subcommittee, states and
localities have made a good faith effort to develop a Section 415
compliance remedy which retains the spirit of the law while
permitting public retirement systems to meet the promises made to
employees and pensioners. The Committee on Joint Taxation
reviewed the proposed four-part remedy in June 1991 and found it
to have a "negligible" impact on federal revenues (see Attachment
B).
These provisions merit passage this year in the Committee's
tax simplification package. I am available for questions. Thank
you for this opportunity to address the Subcommittee.

Questions concerning this testimony should be directed to Cathie
Eitelberg, Director, Government Finance Officers Association's
Pension and Benefits Program, 1750 K Street, N.W., Suite 200,
Washington, DC 20006, (202)429-2750.

Attachment A
TAX BILLS:

SEC. 415 LIMITS ON MAXIMUM RETIREMENT BENEFITS

Twenty-one
states presently have
state constitutional,
statutory or case law that could be interpreted to protect
against reduction of benefits under a contract.
Alabama
Arizona
Arkansas
California
Colorado
Delaware
Georgia
Illinois
Kansas
Maine
Massachusetts
Michigan
Minnesota
Missouri,
Montana
Nebraska
New York
Pennsylvania
Tennessee
Washington
Wisconsin
Source:
July 1986
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This is in response to your request dated Macth
1991. for
arewen " es tliet of s.1. 1348f the lutblia Pension 21s
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The peopsed lei.islation would modify
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plans with respect to plans maintained by State
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e pursuant to a salary reduction agreement.
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t government plas from the 100 percent of cMensation 1lmit. Third, the bill would provide that
amounts contributed to a qualified government excess benefit
Araseent would not be taken into account for purposes of the
limits an contributions and benefits and would be treated as
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for tax purpose,
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The bill would apply to taxable years beginning after the
date OfeMotsent, e
estimate that the proposal would hsve a
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PREPARED STATEMENT OF REV. PERRY HOPPER
I am addressing you in two capacities; first,
as
the Assistant to the Executive l)irector of the Ministers and
Missionaries Blenfit Board, which provides the American
Bapt.ist Churches Retirement Plan under which approximately
12,000 retiredd and active clergy, lay employees and benefi('iario
s( rece iv pensi o coverage, aind second, as an assistant
pasti- of
t.h,, Canaan laptist Church in New York, which participates ill the Retirement Plan.
In my two roles I get to
See he problems and uncertainties of the pension laws both
hi
the poilt. of view of a large denomination pension board
ainld is the past-or of a lmraJ church that has to comply with
t.i.
I appi .ciato the opportunity to give this statement to
you and the subCommittO in support of S. 747.
Among the
many important lprovisils of S. 747, I wish to mention two
spo il ii" proluliim<s afecting Airerican
aptist Churches that
will he resolvedl by the bill.
''h
first
of these problems concerns the rules re.tat.ii 1 .()
i istl o s partticipatiig irt church plans.
It, is
verYy important to Anrierican [Baptist Churches that: our clergy
hot able? to part. icipate in out denominat ion's benefit plans
not only when they are serving as pastors of local churches
but also when they are carrying on their ministries i.n other
(r]
par i 1ies.
duringg their careers, many of our clergy will be
calledd to serve in such capacities as chaplains in hospitals,
pr isorts arid inivers it ies, or oti the staffs of drug counseling
(:eiters, riursing homes arid orphanages, or as teachers of religion in schools and colleges.
Most of these institutions
will have t hoi
own pension plans, and under present law it
is ext remely difficult for a minister to continue in our deriuiiiiriation's plan while working for such an institution.
S. 747 would eliminate this problem by permitting such minislt
S tJ) he (IX('l11(1!d(I t-M testing under the other iristilut-iott ' s )lat, t.
hereby era bling those mtministers to continue
t, parLticipatoe in ourt denomination's plans.
it call also be
extremely difficu lt
under current law for such an institution
to permit a tinisister to participate in the denomination's
retirement plan if the institution maintains no other pension
plan of its own, and S. 747 would also eliminate that obstacle.
The second problem relates to the "age 70 rule" of
present law.
Under that rule, pension payments must begin at
age 70 , whether the employee is retired or not. There is
already an exception for ministers employed by churches and
certain related organizations, but this exception frequently
does not extend to clergy who carry on their ministries beyond age 70 by serving in capacities such as those referred
to above.
S. 747 would iake it possible for church plans to
defer the payment of the pensions of such ministers until
they retire.
There are a number of other reasons why the enactment of S. 747 is of crucial importance to church pension
programs and their participants. These will be explained by
my fellow clergy in their testimony and statements. Thank
you again for this opportunity to be heard.
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PREPARED STATEMENT OF JOHN

G. KAPANKE

My name is John G. Kapanke, and I am the
president and chief executive officer of the Board
of Pensions of the Evangelical Lutheran Church in
America. I also serve on the Steering Committee of
the Church Alliance.
The Church Alliance is a coalition of the chief
executive officers of the pension boards of 30
mainline Protestant and Jewish denominations. The
Church Alliance has worked closely with the United
States Catholic Conference in formulating S. 747,
and the United States Catholic Conference supports
its passage.
Appearing with me here today are the following
church leaders representing several of the 31
mainline church denominations supporting the passage
of S. 747:
The Reverend Robert John Dodwell, Rector
of Saint Anna's Episcopal Church, New
Orleans, Louisiana, and Trustee of The
Church Pension Fund of The Episcopal
Church, New York, New York;
The Reverend Perry Hopper, Assistant to
the Executive Director of The Ministers
and Missionaries Benefit Board of the
American Baptist Churches, and Assistant
Pastor of the Canaan Baptist Church of New
York, New York; and
Henry 0. Shor, C.L.U., member of the Joint
Retirement Board of the Rabbinical
Assembly of America, the Jewish
Theological Seminary and the United
Synagogue of America.
of
We are here to indicate our strong support for passage
S. 747, The Church Retirement Benefits Simplification Act of
1991. Mr. Chairman, we are extremely grateful for your
747 in the
introduction of legislation which was identical to S.
in
101st Congress and for your reintroduction of this legislation
been
the 102nd Congress. Companion legislation (H.R. 1570) has
introduced in the House by Congressman Robert T. Matsui.
1
Before I discuss the Church Alliance's views on S. 747,
Bentsen
Senator
and
Chairman,
Mr.
you,
commend
to
would also like
for your introduction of S. 1364, the Employee Benefits
Simplification and Expansion Act of 1991. We particularly
applaud the provisions in S. 1364 which simplify various
to
retirement plan rules and promote portability of and access
pensions, particularly for small employers. Some of the pension
tens
boards represented through the Church Alliance have to serve
unique
truly
a
in
employers
small
these
of
of thousands
environment. Several of the provisions in S. 1364 are of
interest to us.
Like S. 1364, S. 747 is true simplification legislation. It
will significantly simplify the rules which apply to church
retirement programs and will promote access to pensions on the
part of some ministers and lay workers. It will also increase
pension portability for ministers serving their denomination
outside the pulpit (9_g, a chaplain).
S. 747 is the product of over four years of labor on the
part of the Church Alliance and the United States Catholic

Conference. It reflects numerous compromises and modifications
required due to the different denominational governmental
structures and methods of church pension operations, as well as
certain changes suggested by your and Congressman Matsui's staff.
Given the labor that has gone into S. 747, the need for
simplification and increased acces. to pensions within the church
pension community, and the numerous technical problems which
churches encounter daily under present pension laws, we cannot
stress enough our hope that S. 747 can be enacted this year.
General Description

SQ$.747

The primary goals of S. 747 are:
1.

To simplify the rules that apply to the two types of
church retirement plans (section 401(a) and
section 403(b) (9)) and make the rules that apply to
church section 401(a) qualified plans consistent with
those that apply under current law to church
section 403(b) (9) retirement income account programs;

2.

To locate the rules that apply to qualified church
retirement plans in their own section in the Code so
that these rules can be easily identified and not be
subject to inadvertent, adverse change;

3.

To promote access (and, perhaps more importantly,
continued access), to pensions on the part of church
ministers and lay workers by simplifying the applicable
church retirement plan rules; and

4.

To clarify or resolve several other serious technical
issues which are of immediate concern to church
retirement programs.

Counsel to the Church Alliance have prepared a document
which provides a detailed explanation of each of the provisions
contained in S. 747. This document is being filed with Finance
Committee staff for review and use by the Committee.
A Pension Board Executive's View of S. 747
The church Alliance was formed in 1975 to address a major
problem faced by church pension programs of mainline
denominations due to the enactment of the Employee Retirement
Income Security Act of 1974. The definition of the term "church
plan" used in that Act would have required many church pension
boards to segregate the assets of many historic church ministries
into separate retirement plans which would be subject to
different rules than the plans of other church organizations
within their denomination. In 1980, Congress dealC with these
In 1982,
problems by clarifying the definition of "church plan."
in response to an Internal Revenue Service revenue ruling,
Congress modified section 403(b) of the Internal Revenue Code to
clarify that church pension boards which historically had
maintained section 403(b) retirement programs could continue to
do so in the future. In 1986, when imposing complex coverage and
related rules on section 403(b) annuity programs, Congress
provided relief from those rules for churches and certain closely
related and heavily subsidized church ministry organizations.
Finally, in 1988, faced with the incredible complications
provided by the ill-fated section 89 provisions before their
repeal, Congress decided that it was appropriate to provide this
same type of relief from the complexities of that section.
The history of the Church Alliance has been a series of
reactions to legislation that created significant administrative
burdens and hurdles for church pension programs. S. 747
represents a different effort on the part of the Church Alliance
in that it is an attempt to help shape in advance the rules that
apply to church retirement plans.

S, 747 had its origin in a suggestion made by a variety of
people, including some Congressional staff, that churches should
work with Congress to develop a set of simple, workable rules,
located in their own section in the Internal Revenue Code, so
that these rules would not be inadvertently changed when Congress
is fashioning rules for secular employers.
The cornerstone of S. 747 is based on this concept. Under
S. 747, a new Code section would be created to contain the rules
that would apply to qualified church plans, and these rules would
be made consistent with the rules which apply to
section 403(b) (9) retirement income account programs unde
current law. From a policy perspective, it is difficult to
understand why one church should be subject to a different and
more complex set of requirements than those imposed on another
church. This, however, is the result under current law.
The
creation of a new Code section for qualified church plans, and
the provisions that make the rules contained in this new Code
section consistent with those of current law under
section 403(b) (9), are the essence of S. 747.
S. 747 also contains a number of provisions which would
simplify the administrative compliance burdens churches face
under present Internal Revenue laws governing their retirement
plans. Of these, I would like to mention one which particularly
illustrates the problem churches have in complying with current
pension laws. Several provisions in S. 747 would make it clear
that ministers who serve their denomination outside the pulpit,
in a ministerial capacity, can participate in their
denomination's retirement program without adverse impact either
to the minister or to the organization employing that minister.
Consider a pastor who serves for a period of time as a chaplain
at another denomination's hospital. There is a question as to
whether this chaplain is entitled to participate in his or her
denomination's section 403(b) (9) retirement income account
proqram. This is true because the hospital, and not the
denomination, is treated as the chaplain's employer for tax
purposes. There also is a question of whether a different
contribution rate on behalf of the chaplain could negatively
impact the hospital's own retirement plan.1 S. 747 would
address these issues by making it clear that the chaplain can
continue to participate in his or her denomination's retirement
plan, and that such participation would not negatively affect the
retirement plan of his or her employer. This will be of
tremendous assistance in promoting pension portability for these
ministers, many of whom move from their assigned position every
three to five years.
Access to pensions
One of the primary features of S. 747 is to give
section 401(a) qualified church plans the same relief from
coverage and other related rules that is available under current
jaw to church section 403(b) (9) retirement income account
programs. Some denominations -- particularly those that have
qualified church plans- -- believe that the result of the
enactment of S. 747 will be to enable many small churches and
church ministry organizations which have not maintained
retirement programs for their ministers and lay workers in the
past to do so as a result of relieving the burden of complying
with a number of complex, and, in some cases, unworkable rules.
For example, several years ago one denomination instituted a
section 401(a) qualified church plan. Eventually, this
denomination discontinued the plan because it could not be sure
I Church-related hospitals and universities would remain
subject to coverage and related rules under H.R. 1570.

that volunteer local treasurers were able to follow the complex
rules of section 401(a) to make sure that all nonexcludable
employees were covered as they became eligible. The creation of
n church retirement plans is not the only issue. Of equal -and perhaps greater -- importance, the relief provided by S. 747
will ensure that many of these church employers will continue
their current participation in denominational retirement plans,
rather than terminating such participation due to the
overwhelming nature of current legal requirements for church
plans. Thus, if S. 747 is enacted, the Church Alliance expects
that some ministers -- and many lay workers -- who currently do
not have pensions will be provided -- or continue to be provided
-- with at least some minimum level of pension by the employing
church or church ministry organization.
The Unique Characteristics of Churches
Up to this point in my testimony, I have discussed the
impetus which brought S. 747 into being and discussed the overall
thrust of the bill.
I have pointed out why we believe S. 747
qualifies for incorporation in pension simplification and access
legislation. I would like to continue my testimony by commenting
on the unique characteristics that make churches deserving of the
relief provided by S. 747.
The past decisions of Congress to provide special rules and
relief for church employee benefit plans from otherwise
applicable rules were reflective of the same reasons now being
These
given in support of the similar relief provided by S. 747.
reasons are centered in the inherent differences between churches
and secular employers.
The most fundamental of these differences
are:
.

-_Number of Small Employers. Denominations
typically consist of many small churches and church
ministry organizations having only a handful of
employees.
In some denominations, there are literally
thousands of these small organizations, and they are
ill-equipped (both in terms of finances and personnel)
to deal with complex rules and associated data
gathering requirements.

2.

The underlying policy
A sence of High Paid Workers.
objective of the pension coverage and related rules is
principally directed to secular employers, i.e.,
employers with owners and highly compensated managers
that operate their businesses in a manner that enhances
the economic benefit available to these two groups.
Ministers and lay workers, who make up the majority of
church employees, are atbs modestly paid, and there
are no "owners" in the case of churches. Thus, this
underlying policy objective, as a general proposition,
does not fit when applied to churches.

3.

The Limitations of Church Budgets.
Churches rely on
voluntary contributions, including tithes and
offerings, to pay their expenses, including the
-compensation of their ministers and lay workers.
Unlike secular business entities and government
employers, churches cannot pass costs on to customers
or meet such costs by raising taxes. A church thus has
an arduous task in allocating limited resources between
the church's mission and ministries on the one hahd,
and other priorities (such as ministers' and lay
workers' compensation and benefits), on the other.

4.

Limitations Created by Church Polity Reguirements.
Church retirement and welfare benefit programs have
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been developed over the years within the confines of
the polity, theology and needs of the church
denominations served. In many cases, denominational
polities and theologies were developed decades ago,
before there were any pension laws, and differ greatly
among denominations. Moreover, church polities can
prevent or not permit ready adherence to the rules and
regulations of the Internal Revenue Code which have
been developed in the context of secular organizations.
For example, the governing document of one major,
mainline denomination requires, as a condition of a
minister's call to the congregation, that the minister
participate in the denomination-wide retirement and
welfare benefit program. The denomination, however, is
not a strict hierarchical denomination, and does not
have sufficient control over any individual local
church or church ministry organization to require
participation by lay workers in the denomination-wide
program, or even to require comparable programs to be
adopted at the local church level. Both the
denomination's control of the terms of call of its
ordained ministers, and the independence of the local
churches and ministry organizations, are so firmly
rooted in the constitution and polity of the
denomination that neither can be easily changed. Both
of these factors, however, make it difficult, if not
impossible, to comply with the coverage and related
requirements imposed by the Code. Other denominations
have similar problems in attempting to reconcile the
requirements of church polity relationships with the
requirements imposed by the Internal Revenue Code.
5.

No Tax-Motivated Incentivel. Churches are tax-exempt
and, unlike secular business organizations, have no
need for tax deductions or retirement plans that
provide tax-free build-up of retirement income.
Churches and church ministry organizations therefore
lack the incentive present in the case of secular
employers to maximize either the amount of the
employer's tax deduction or the amount of income the
highly-compensated employees who control a secular
business can shelter from current taxation through plan
contributions and tax-free3 fringe or welfare benefits.
Thus, retirement and welfare benefits provided to the
ministers and lay workers of a denomination are
provided out of a sense of moral responsibility rather
than as a way to maximize tax benefits for both the
employer and a highly-paid executive.

6.

he Nature of the Churches' Work. In addition to the
conduct of worship services, churches and church
ministry organizations engage in a wide variety of
missions and ministries, including the operation of
seminaries, old-age homes, orphanages, mission
societies, elementary and secondary rchools, camps, day
care centers, hospices, retreat centers and immigration
programs. Some of these ministries (e_=_, day care
programs for the working poor, the provision of hospice
beds to AIDS patients, and the provision of food or
shelter to the homeless) would in some cases not be
carried out but for the work of the church -- work
which, as noted, is often carried out under very
limited budgets.

7.

The Nature of-the Chur h Work(r.
Due to the modesty of
church salaries, many church workers need to receive
all of their compensation currently rather than part
being paid in the form of deferred retirement benefits.
Other church workers serve the church in what could be
termed a quasi-volunteer relationship. These employees
have chosen their work at least in part out of a sense
of mission and service for the church. Some of these
employees are retirees receiving pensions or
individuals whose spouse may have access to adequate
retirement and welfare benefits.
Conclusion

Mr. Chairman, we are grateful for the opportunity to testify
today before your Subcommittee concerning S. 747.
Members of
this Subcommittee and other members of the Finance Committee,
particularly you and Senator Bentsen, have been very helpful in
the past in making sure that this country's retirement plan laws
appropriately address the unique environment in which churches
seive. S. 747 is in many respects reflective and a continuation
of relief provided by Congress in years past.
S. 747 will save churches and church ministry organizations
a considerable amount of time and funds which would otherwise be
lost to compliance expenses.
Funds which are thus saved can be
devoted to carrying out the missions and ministries of the
churches, including increasing the amount of retirement benefits
which can be paid to our ministers and lay workers.
Although we are not revenue estimators, we believe that
S. 747 involves virtually no revenue loss. You and Congressman
Matsui have both requested a revenue estimate on this legislation
from the Joint Committee on Taxation, and we trust that when this
estimate becomes available, it will bear out our conclusion.
In view of the time which has been committed to the
development of S. 747, and the immediacy of the problems resolved
by this legislation, we cannot stress enough the importance of
the passage of S. 747 this year.

PREPARED STATEMENT OF MEREDITH MILLER

Good morning, Mr. Chairman and members of the Subcommittee. On behalf of
the AFL-CIO, I appreciat this opportunity to share with you our views on S. 1364,
the Employee Benefits Simplification and Expansion Act o 1991.
We commend the sponsors' leadership on these critical pension issues and for
holding this hearing today to focus national attention on these matters. In particular, the AFL-CIO would like to express strong support for the legislation's rollover
provisions, the exemption of multiemployer plans from the full-funding limitation
and changes contained in the bill for public employee pensions.
We do, however, have concerns that we would like to share with you about the
bill. We also would like to comment on certain provisions that may not be contained
in S. 1364 but are in other pension simplification bills.
1.THE EROSION OF EMPLOYMENT-BASED PENSIONS

The various pension simplification and access bills pending before Congress recognize the need to enact measures to end the roll-back of workers' pensions. The erosion of employment-based pensions reflects a larger problem, namely, employers' desires and actions to lessen their long-standing commitment to provide a private
sector safety net of benefits for workers and their families.
At present:
* 54% of the full-time private sector has no pension coverage, compared with
14.5% of the workforce lacking coverage for health care insurance;
* Only 28% of retirees currently receive private pensions as a source of retirement income, and the proportion of income represented by pensions has stagnated
at 7% since 1976;
* Women's average private pension income has dropped from 73% of men's in
1974 to 53% in 1987;
* The Department of Commerce reports that employer pension contributions have
decreased over the last decade, despite a 64% increase in wage and salary payments.
Ii. PROVISIONS WE SUPPORT

We strongly support the bill's provisions on rollovers, changes to state and local
plans, and the lifting of the full-funding limit for multiemployer plans.
1. Rollovers and Transfers
The liberalization of the rollover provisions and the transfer requirement do
much to advance the goal of pension preservation. These are important policy steps
toward providing workers with a more portable pension system that better suit
today's workforce characteristics and employment trends. We do, however, object to
prohibiting after-tax employee contributions to be rolled over, especially if the
intent of this proposal is to enhance and ensure pension savings. We also are concerned that these same provisions do not extend to public sector plans except in limited circumstances.
2. Changes to State and Local Government Pensions
We strongly support the bill's provisions which protect public employee plans
from potential disqualification by lifting limits on Section 415 pension distributions
and by exempting benefits attributed to "qualified excess benefit arrangements"
from 415 limits. The unique plan design features and local legislative authority for
such plans warrant special consideration for public employees.
State and local government workers also would benefit from the bill s proposal to
reinstate public sector workers' entitlement to 401(k) plans. This proposal would
afford public workers the same opportunity to save on a pre-tax basis that is currently enjoyed by private sector workers. It also would provide a more secure savings vehicle than public sector 457 plans since 457 contributions are considered to be
owned by the employer until distributed to the plan participant. This is not a comforting thought to employees whose state and local governments are buckling under
deficit-laden budgets.
. Multiemployer Exemptions to Full Funding Limitation and the Annual Valuation
Requirement
Multiemployer plans provide benefits through pre-negotiated contribution rates
that are stipulated for the term of the collective bargaining contract. This funding
stream cannot properly cover future benefits when subject to a full-funding limit
which fluctuates with interest rates. Attempts by multiemployer plans to stay

within the full-funding limits could result in underfunding of the plan benefits, especially when new befiefit dollars are needed to meet negotiated increases.
The full-funding limit was intended to thwart tvhe use of the pension fund as a tax
shelter for excess company dollars that accrue to the employer in plan terminations.
However, by virtue of their funding structure and other legal limitations, multiemployer plans are prohibited from taking reversions upon plan terminations. For
these reasons, we are especially pleased with the bill's exemption of multiemployer
plans from the full-funding limit. The bill also recognizes that, by lifting the fullfunding limit for multiemployer plans, valuations on an annual basis are not necessary.
III. PROVISIONS OF CONCERN

1. Repeal of Income Averaging for Lump-Sum Distributions
All of the simplification and access bills currently being considered by Congre-s
repeal the five-year forward income averaging for lump-sum distributions. The Employee Benefits Simplification Act would retain the transition rule contained in the
Tax Reform Act of 1986 for individuals who attained age 50 before January 1, 1986.
While we understand that the intent of this provision is to discourage retirement
savings from being used for non-retirement purposes, this change may adversely
affect future retirees. First, the current financial crises in the banking and insurance industries, including events such as the collapse of the Executive Life Insurance Company, make this an inopportune time to be "forcing" workers and retirees
to keep their pension assets in annuities. The PBGC is currently contesting its obligation to insure such annuities. In addition, guaranteed investment contracts (GICs)
invested by defined contribution plans are not insured by the PBGC or many state
guaranty funds. Tens of thousands of union members have had their retirement security threatened because their pension funds were invested in Execitive Life annuities or GICs...
Second, this provision would disrupt the vast number of collectively bargained
contracts that have lump-sum payment options for both defined benefit and defined
contribution plans. These provisions were not negotiated just for flexibility. Some
reflect workers' lack of confidence in the fiscal soundness of employers in declining
industries.
2. Modifications to Simplified Employee Pensions (SEP)
We support the bill's efforts to encourage small businesses to offer pension coverage to their employees. Nevertheless, we believe the approach taken to broaden coverage by simplifying SEPs will result in only modest coverage expansion. SEPs,
available under current law, are-already designed to ease administrative burdens
because they are exempt from government reporting and other administrative procedures are streamlined.
However, their lack of popularity has been documented by a recent report of the
Bureau of Labor Statistics. By 1990, only one percent of full-time workers in firms
with less than 100 employees participated in SEPs. It could be that SEP benefit allocation and coverage rules are the cause for low coverage. Nevertheless, the simplification measures could be counterproductive if they considerably reduce coverage of
part-time workers who now enjoy participation under existing rules.
For these reasons, we believe that reduced administrative complexity alone may
not provide sufficient incentives for small employers to' offer coverage. Public opinion polls of both employers and employees suggest that health care costs are crowding out other benefit needs and that preferences for new benefit dollars, especially
in the small employer market, would be directed towards health benefits regardless
of simplification efforts.
.. Modifications to 401(k) Plans
The new design-based safe harbors for 401(k) nondiscrimination testing raises concerns about adequate participation of lower paid employees. Under current rules,
plan sponsors must aggressively "market" the 401(k) plan to lower paid workers in
order to get sufficient participation (to affect deferral rates) necessary to pass the
nondiscrimination tests.
These new proposals, while offering an adequate bottom-loaded employer matching contribution, cannot by themselves substitute for employee education and encouragement. The example often cited as a successful model for private sector plans
is the Federal Employees Thrift Plan (FETP), which was exempted under the Tax
Reform Act of 1986 from the average deferral percentage ("ADP") test (that reflects
the average employee contributions as a percentage of their income) of the Internal
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Revenue Code and instead allowed to rely on a $7,000 limit on elective deferrals to
cap contributions by highly compensated employees.
The FETP requires an automatic employer contribution of 1 percent of pay regardless of whether employees contribute and matching contributions on up to 5
percent of basic pay. According to a 1989 analysis conducted by the Federal Retirement Thrift Investment Board, despite the automatic employer contribution and the
employer matching provision, participation rates significantly varied by income
levels with participation of Civil Service employees earning less than $23,000 at
18.3%, compared to a participation rate of 54.2% for those earning greater than
$50,000. We urge the sponsors to include more stringent requirements for employers
to "market" the 401(k) safe harbors and to conduct pilot studies to determine differences in participation rates of low-paid workers between the current plan and the
proposed 401(k) safe harbors.
IV. PROPOSALS WE OPPOSE

1. Modification to Definition of Leased Employees in S. 1364 (and H.R. 2730. HR.
2641 and H.R. 2742)
To avoid tax liability as well as health and pension responsibilities, many employers are seeking to change the status of traditional permanent employees to either
"leased personnel" or they are employing independent contractors. In 1982, Congress developed a rule to assure that "leased employees" would have the same pension benefits provided to other employees of the same employer. The definition of a
leased employee was based on a three-part test. A most important part was the "historically performed test," which treated a person as a "leased employee" if the job
had been historically performed by a permanent employee.
The new provision provides for a change in this test. It removes the "historically
performed test" by substituting a looser "control" test. We believe it will encourage
employers to change the status of their present leased employees to independent
contractor status. The AFL-CIO is opposed to conversion of leased employees to independent contractor status since the tax and benefit responsibilities fall on the
workers and bargaining unit rights may be eliminated.
2. Repeal of Death Benefit Exclusion from Gross Income (in H.R. 2780)
We strongly oppose the proposed elimination of the current $5,000 death benefit
exclusion contained in H.R. 2730. We view this cutback as nothing more than a revenue r ising measure. We find taxing the modest death benefits of bereaved survivors of deceased workers to fund simplification and pension access repugnant.
8. Repeal of the Unrealized Appreciation of Employer Securities Exclusion (in H.R.
2730 and the Administration'sPOWER Proposal)
The special tax treatment of net unrealized appreciation of employer securities
poses serious problems for workers participating in employee stock ownership plans
(ESOPs) and other profit-sharing arrangements. This tax exclusion has been on the
books for several years ard has been an important incentive for workers to invest in
company stock which inturn is expected to boost productivity.
Several AFL-CIO affiliated unions have ESOP plans in which workers have significant ownership interests. This provision may have a deleterious effect on workers if they are forced to liquidate part of their portfolio in order to pay for the tax
at a time when market conditions are unsound. This also makes the cash-out of employer securities for retirement income less stable and predictable.
4. Repeal of Multiemployer Ten- Year Vesting (in H.R. 2780 and the Administration's
POWER Proposai)
We strongly opp)s. provisions in H.R. 2730 and the Administration's POWER proposal to repeal the ten-year vesting for multiemployer plans. Five-year vesting is designed to allow employees who work for several employers during their careers to
vest in their pension benefits. Multiemployer plans already provide such vesting
since they are required by law to combine workers' periods of service with different
contributing employers for vesting purposes. Many multiemployer plans have already provided five- and seven-year graded vesting. Those that have not have based
their decision on the needs of the participants and the plan itself. Some plans sponsors cannot afford to switch to five-year vesting because of either the demographics
of their membership, the financial condition of the industry, or the skyrocketing
health care costs that 9.:e crowding out dollars for other benefits.
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V. CONCLUSION

The simplification bills pending before Congress reflect various approaches. Some
of the provisions reverse mistaken past policy, while others change pension law to
better suit the current demographic and economic climate. Some of the provisions
combine simplification with access by trading off tests of coverage and nondiscrimination for safe-harbor plan designs with mandatory employer contributions. There
are several reasons why this latter set of provisions are troubling and we urge the
sponsors to conduct further study.
First, some of the proposals work at cross-purposes so that administrative ease is
achieved at the cost of lower participation. An example includes the new SEP proposals which would drop part-timers from eligibility for SEP benefits. Similarly, the
401(k) safe-harbors may result in lessened participation of lower-income workers because employers would no longer have incentives to "market" the plan.
Second, many of the pension access provisions are -based on the assertion that administrative complexity is a barrier to both preservation and expanded coverage.
Indeed, administrative complexity is a barrier for pension preservation but not for
broader coverage. Costs are the major obstacle for small emplo ers with health care
soaking up any new benefit dollars. Therefore, many of the bills' proposals to increase access will result in only modest success.
Finally, the simplification and access proposals sidestep issues of benefit adequacy
and security when they rely on deferred contribution plans to expand coverage.
Without minimum benefit standards and government guarantees, deferred contribution plans may provide inadequate retirement income when retirees need it most.
We also need to identify ways in which we can bolster and preserve the defined benefit plans currently in existence.
Again, the AFL-CIO commends the sponsors' commitment to further the goals of
pension preservation and access.
Thank you for this opportunity to comment on S. 1364. We look forward to working with you in the future on these important issues.
PREPARED STATEMENT OF MIKE MOHLER

Good Morning. My name is Mike Mohler, and I am a Lieutenant with the Fairfax
County Fire Department as well as a member of the International Association of
Fire Fighters. I have been a fire fighter for 15 years. I am here today to ask for this
Committee's help in resolving some of the pension-related problems facing state and
local government employees, especially for those of us in the fire service. I would
like to spend a few minutes this morning explaining these issues from the point of
view of a rank-and-file fire fighter. I respectfully request that my written statement,
as well as the written statement of the International Association of Fire Fighters,
be included in the hearing record.
Like most of my co-workers, I became a fire fighter because it offers me the opportunity to help my community. I wish the Members of this Committee could see the
look on the faces of people who are trapped in a burning building when they see a
fire fighter has come through the flames to rescue them. While this job has many
rewards, the compensation and benefits are not high among them. I do not know a
single fire fighter who entered the profession because they thought the pension benefit sounded attractive.
I am therefore at something of a loss to understand why my pension plan could be
disqualified by the Internal Revenue Service because our benefits are alleged to be
too high. As Iunderstand it, Section 415 of the Internal Re-venue Code is the provision designed to ensure that taxpayers are not asked to subsidize huge pensions paid
to top corporate executives. Why, then, am I being penalized?
Allow me to offer one simple example of how the Fairfax County Fire Department's pension plan could exceed this Section 415 limitation:
In Fairfax County, the disability retirement benefit for total disability is a modest
two-thirds of salary at the time of injury. Yet, if I had become disabled shortly after
I was promoted to Lieutenant, my disability benefit could have technically exceeded
the Section 415 limitation which caps benefits at 100% cof compensation. The reason
a 66%% disability benefit can exceed a 100% of compensation test is where this gets
somewhat confusing. When I was promoted to Lieutenant from a fire fighter, I received a pay raise. I had also been participating in our 457 plan-a deterred compensation plan offered to state and local government workers. In addition, our plan
has an employer pickup provision on employee contributions. None of these things
makes me at all exceptional.
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When the Internal Revenue Service computes the 100% of salary limitation, they
do certain things which significantly reduce the amount of allowable benefit. First,
they average the three highest consecutive years. In this example, that means they
would have counted my Lieutenant's salary as only a small part of the equation.
Second, the IRS does not count as salary the money I contribute to my 457 plan and
the contributions made on my behalf by the employer, even though that money is
counted for computing my retirement benefit. Taken together, these items would
reduce the allowable benefit so much that 66%% of my actual salary at the time of
my disability would be greater than 100% of my compensation as defined by the
IRS. That means my disability pension would have placed the entire pension plan in
jeopardy and this plan, which covers 1150 fire fighters, could have lost its tax
exempt status.
I chose to discuss how the Section 415 limitation is unfairly applied to disability
benefits largely because disability retirement is especially important to fire fighters
as well as police officers. As the nation's most hazardous profession, fire fighters see
more than their share of disability retirements, and sustaining an injury within a
year of a promotion is not an uncommon scenario. It must be noted, however, that
the disability benefit issue is only one of the ways that a public employee pension
can exceed the Section 415 limit and I'm sure others will point those issues out to
you.
Finally, I would like to comment on the relationship between individual cases and
the pension system as a whole. Under Section 415, if one person receives a benefit
in excess of the limitation, the entire pension system could lose its qualified status.
In regard to the example I just gave you, that means that just because I was not
injured during the year after my promotion, that does not mean the scenario no
longer applies to me. If even one fire fighter gets injured shortly after making Lieutenant or Battalion Chief or Chief, I will be affected by it--even if the injury occurs
many years from now! As long as I ,m affected by my pension system-either as a
contributor to it or as a reipient from it--disqualification of our pension system
will have a direct, adverse affect on me and my family.
Senator Pryor, I understand that your pension simplification legislation would
correct this inequity and several others, and would ensure that the Section 415 limitations are applied fairly to public sector workers while not violating the policy it
was established to govern. On behalf of all my brother and sister fire fighters, I
want express my deep appreciation for your interest in this important issue, and
urge you- to move as quickly as possible to see that your bill becomes law.
Fire fighters give a lot to America, unfortunately, including their lives, and ask
for little in return. All we are asking for right now is fairness--so that the application of this Internal Revenue Code provision be applied fairly to public sector employees so that no pension plan loses its exempt status and that our pensions are
not diminished.
Mr. Chairman, I Want to thank you for this opportunity to present the concerns of
fire fighters before this panel.

PREPARED STATEMENT OF SENATOR BOB PACKWOOD

I want to commend the distinguished Chairman of this subcommittee, Senator
Pryor, for holding a hearing on this important issue. Senator Pryor has been a
leader in the fight to simplify the pension rules, and I am an enthusiastic cosponsor
of his pension simplification legislation.
I want to mention two issues to be covered by the hearing today which are of particular importance to me. The first issue relates to the alarmingly low percent of
small businesses which offer retirement plans to their employees. Less than 25 percent of the workforce employed by small businesses is covered by a retirement plan.
Yet over 80 percent of those employed by large companies are covered by a retirement plan.
This is of particular interest to my home state of Oregon where about 90 percent
of the businesses are small ones-having less than 100 employees. The reason most
small businesses are reluctant to offer retirement plans is simple. They just are not
able to keep up with the complex tax rules governing retirement plans and can't
afford to hire someone to do this for them.
As a result, on January 31, 1991, I introduced legislation to create a simplified
retirement plan for small businesses-S. 318, the 'Private Retirement Incentives
Matched by Employers Account', which is known as the PRIME Retirement Account. The Prime Retirement Account combines the best aspects of individual re-

tirement accounts (IRAs) and 401(k) plans, while eliminating the complexity normally associated with employer-sponsored retirement accounts.
I am happy to say that a majority of the Finance Committee are supporters of the
PRIME Retirement Account, including the Chairman of the Finance Committee,
Senator Bentsen. Small businesses in Oregon are very enthusiastic about the
PRIME Retirement Account. I would like to include a few of the many comments I
have received into the Record, along with a list of organizations who support my
bill.
The second issue I want to discuss is the need to simplify the pension plan distributions rules, specifically the rules permitting lump sum distributions to be rolled
over tax-free to IRAS.
The need for simplification really hit home when a constituent told me of the
problems he encountered upon receiving his retirement benefits from the Oregon
Public Employees retirement System Plan ("PERS"). The gentleman, Mr. Paul
Willes, retired from the Oregon Department of Education in 1989. He was entitled
to two benefits from the Oregon PERS plan:
a. A lump sum from the part of the plan which resembles a 401(k) plan; and
b. A monthly retirement benefit paid over the retiree's lifetime from the part of
the plan resembling a normal defined benefit pension plan.
PERS has been structured this way since 1977. Retirees have been told by State
officials and local tax advisors that the "lump sum" amount received from PERS
can be rolled over to an IRA tax-free. In 1989, Mr. Willes consulted State officials, a
CPA,and the local stock brokerage firm to confirm the tax-free treatment before
rolling the lump sum from the PERS plan into an IRA. In November 1990, 17
months after he rolled his lump sum over to his IRA, he was notified that his lump
sum did not qualify for tax-free rollover treatment and that he owed $34,000 in back
taxes, not including interest and penalties.
Our pension rules are obviously too complicated if the State of Oregon and local
tax experts never knew for years that the lump sum payment from the PERS plan
didn't qualify for tax-free rollover treatment. If these experts don't understand the
pension laws, how are retirees expected to understand the laws.
Senator Pryor's pension simplification bill will simplify the rules for tax-free rollovers so that all distributions from pension plans will qualify for tax-free rollovers.
While this proposed change will clarify -the tax treatment of any future distributions from the Oregon PERS plan, it does not help retirees like Mr. Willes who received a lump sum distribution in the last few years. I'd like to see this much
needed simplification of the tax-free rollover rules apply retroactively to retirees
who unknowingly ran afoul of these complicated rules. This will help retirees not
only from the Oregon PERS system, but probably many more retirees from public
and private employers who right now are unaware, like Mr. Willes was, that they
owe thousands in back taxes for a technical error in their lump sum pension distribution.
Mr. Chairman, I would also like to have included as part of the hearing record
testimony from a Beaverton, Oregon company, Tektronix, Inc.
Attachments.
OREGONIANS HAVE THIS TO SAY ABOUT THE PRIME PLAN ...

"... You have a good idea here. It appears to be simple enough that small businesses will use it. Keep it that way!"
STURDI-BUILT GREENHOUSE
MANUFACTURING, PORTLAND, OREGON.

"...You are on the right track in trying to fashion an acceptable retirement plan
that will work for small businesses such as our's. Much as we would like--and our
employees would like-we have not adopted any of the existing plans available because of the complexities and associated costs in the administration of such plans."
HOLIDAY TREE FARMS, CORVALLIS,
OREGON.

th .*.
As a small business owner, I like the concept outlined in your letter about
the PRIME retirement account and encourage you to pursue its enactment."
FLOYD A. BOYD COMPANY, MERILL,
OREGON.

Not only are these investment incentives in the interest of our country's economic development, but they are also important to organizations that wish to attract high caliber employees. More and more employees value the opportunity to
save through tax-deferred investments. With the limitations on tax-deferred contributions to individual retirement accounts, the availability of employer-sponsored
tax-deferred investment programs is even more important. Thank you for supporting this measure!
PACIFIC COAST ASSOCIATION OF PULP AND
PAPER MANUFACTURERS, PORTLAND,

OREGON.
I got your note today about your retirement plan for small businesses.
Sounds like a great idea. We'll take advantage of it probably immediately!"
GUTMANN NURSERIES, CoRNELIUs,
OREGON.
...
I am writing to give you my enthusiastic support for the PRIME legislation.
A simple retirement plan which can be easily administered by small companies,- but
which is an effective vehicle for employees, is long overdue."

LUXTRON CORPORATION, BEAVERTON,

OREGON.
"... This is a great plan and will help our employees who now do not have retire-

ment plans greatly. We would institute such a benefit if your bill passes. Please
keep us informed and keep up the good work."
WILLAMI'rFE VALLEY VINEYARDS,

TURNER, OREGON.
ORGANIZATIONS SUPPORTING THE PRIME RETIREMENT ACCOUNT

National Federation of Independent Businesses
U.S. Chamber of Commerce
National Small Business United
Small Business Legislative Council
Small Business Council of America
Association of Private Pension and Welfare Plans
U.S. League of Savings and Loans
American Bankers Association
Investment Company Institute (mutual fund association)
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PREPARED STATEMENT OF JOSEPH PERKINS
The American Association of Retired Persons is pleased to appear
before this committee on the important issue of pension
simplification. The Association believes that the current
pension system can and should be simplified, but that changes
should enhance -- not undermine -- important retirement benefit

protections in the law.
BACKGROUND

AARP has long supported improvements in the private pension
system in order to make it a more widespread and reliable source
of retirement income. While Social Security must continue to
supply a floor under retirement income, the private pension
system (as well as personal savings, and continued full or
part-time employment for some) must supplement Social Security to
adequately ensure retirement income security.
The private pension system has made great strides over the years
towards meeting the goal of becoming a reliable source of
retirement income. Despite these advances, a number of
deficiencies remain. Just over one-quarter of individuals
currently receive private pension income, and the amounts often
tend to be relatively small. In addition, while future pension
receipt is expected to rise, only about one-half of all current
employees are covered by a private pension plan.
In large part, this pension gap is the result of a lack of
pension coverage in the small business sector. Coverage in firms
of more than 5000 employees is over 90 percent, while coverage
rates at firms with over 100 employees is about 80 percent. A
significant drop-off occurs for firms with under 100 employees,
where pension coverage is only about 25 percent.
A number of meaningful pension changes during the past decade
have significantly improved pension equity and pension adequacy.
In particular, shorter vesting, reduced integration of pensions
with Social- Security, and strengthened coverage and
nondiscrimination rules further the fair delivery of pension
benefits. However, these changes did not address the pension gap
in small business.
Many believe that simplification of the pension laws will go a
long way towards encouraging greater pension coverage by small
employers. However, simplification should not be the primary
goal of the pension system.
The pension law should foster plan
sponsorship, p1an cover.
and plan euty. Plan participants,
particularly oiwer-piid employees, should benefit by changes in
the pension laws.
The pension system by its nature is complex. Pension plan tax
incentives are the single largest tax expenditure, and pension
funds represent the largest pool of money in the world. Entrance
into this system is voluntary, and a wide variety of plan types
are permitted. The flexibility and diversity of plan design,
combined with the sheer size of the system, inevitably leads to
the need for comprehensive regulation.
Given the difficulty of the task, the Association commends this
committee for its attempts to simplify the pension law while
balancing the desires of plan sponsors, the needs of plan
participants and the principles of tax equity. The Association
believes there is enough common ground that efforts toward
simplification can be both productive and worthwhile. The
Association would oppose, however, those changes that under the
cover of "simplicity" undermine fairness and equity in our

pension laws.
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PENSION ACCESS AND SIMPLIFICATION - ISSUES AND PROPOSALS
A number of pension access and simplification proposals have been
put forward this past year, including S. 1364 (Sens.

Bentsen-Pryor)/H.R. 2742 (Rep. Cardin), S. 318 (Sen. Packwood),
H.R. 2730 (Rep. Rostenkowski), H.R. 2641 (Rep. Chandler), H.R.
1735 (Rep. Kennelly), and the Administration's POWER (Pension
Opportunities for Workers Expanded Retirement) proposal. The
following are the Association's comments on some of the proposed
changes contained in the various proposals.
401(k) PLANS AND SIMPLIFIED EMPLOYEE PENSIONS (SEP'S)
The various proposals seek to expand access to pension plans by
increasing the availability of SEP's and by providing safe
harbors and simplifying nondiscrimination testing for both SEP's
and 401(k) plans. The Association is greatly concerned that some
of these proposals over-emphasize simplification to the detriment
of pension equity. Simplification should not result in reduced
benefit protections for rank and file workers, particularly women
and minorities.
The Association believes that 401(k) plan testing is not a
significant administrative problem for larger employers. The
current tests for allocation of the tax benefit for 401(k) plans
are intended to ensure sufficient participation by rank and file
employees. These tests, while not ideal, have proved to be both
workable and reasonable.
Several safe-harbors have been put forward that would circumvent
the nondiscrimination testing requirements. One form of such
safe harbors (such as in S. 1364 and S. 318), would eliminate
testing if the plan provides for a significant employer matching
contribution. While the matching contribution may be generous,
it is only applicable if an employee first contributes. Thus
those who do not or cannot save will receive nothing from the
employer. The Assocli
-lonEeieves this approach to pension
simplification is fundamentally flawed, and will inevitably
result in a significant percentage of employees, concentrated at
the lower wage levels, who will receive no pension benefits.
(Currently, it is estimated that about 40 percent of eligible
employees do not contribute to a 401(k) plan.)
In addition, since under current law the benefits for higher
-paid employees are based on benefits for lower-paid employees,
the employer has an incentive to aggressively market a 401(k)
plan to rank and file employees. Under the proposed safe harbor,
the employer need not have any participation by lower-paid
employees to qualify the plan. The offer of a match- alone is
deemed sufficient to qualify the plan. Indeed, because the
employer must match any contribution, the employer actually has a
financial Incentive to discourage employees from contributing to
the plan. This turns the current law incentive on its head. The
Association strongly believes that an employer match alone is
insufficient to ensure equity in 401(k) plans. Even appropriate
notice requirements will offer no help to those who simply do not
have sufficient income to save. AARP urges this committee to
reject such proposals.
Given the past decade's increasing trend towards employeecontributory plans, the Association believes it is essential that
these plans provide meaningful benefits to all eligible
employees. The Association believes that if a safe harbor is
deemed needed, the proper trade-off for nondiscrimination testing
is a required minimum employer contribution for all employees.
One such safe harbor, proposed in H.R. 2730, woul--require a
minimum employer contribution of 3 percent of compensation for
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all employees in ordet to avoid nondiscrimination testing.

The

POWER proposal would similarly require a minimum contribution of
2 percent of compensation. The Association believes that an
employer contribution of at least 3 percent of compensation 'a
mere $600 contribution for an individual earning $20,000 should
be required in any safe harbor.
While such a simplified safe harbor may be deemed needed in the
small employer plan area in order to encourage pension coverage,
the Association doubts the need for such a safe harbor in the
larger plan area. For larger plans, the current 401(k) rules are
not ati undue burden.
Indeed, even u.ider the current ruies, a
significant number of employees may not receive any benefits from
a plan that is based on an employees own contributions. This
lack of pension participation even where coverage exists should
also be addressed by this committee. (Indeed, improvements to
the current coverage rules, which are overly complex and continue
to permit the exclusion of certain employees, should be included
in any simplification and access proposal.)
Larger plans do have the desire to have more certainty in
determining applicable benefits for the current plan year. Under
current rules, such certainty is difficult until the end of the
plan year. The Association believes it is appropriate to
alleviate this burden by permitting current year contributions to
be based on prior year figures. AARP is currently examining such
options.
ROLL-OVER AND DISTRIBUTION RULES
Generally acknowledged as an area in need of overhaul, the
current roll-over rules are complex for both employers and
employees. The various proposals address these rules in much
detail. In general, the proposals would significantly liberalize
the current roll-over rules, permitting employees (or surviving
spouses) to more easily roll over distributions from
employer-sponsored plans to other retirement plans or Individual
Retirement Accounts (IRA).
The Association generally supports
the thrust of these changes.

In particular, the Association strongly supports the direct
trustee-to-trustee transfer requirement in S. 1364/H.R. 2742.
In
general, this provisTTon would
a plan, when an employee

changes jobs, to transfer amounts a ove $500 directly to- another
employer plan or to an IRA.
This effort to promote pension preservation will help retain
pension money until it is needed in retirement, thus fulfilling
the basic purpose of a retirement plan. One of the major
deficiencies with current distribution practices is the
encouragement of direct cash-outs to employees, who most often
immediately spend money that had been initially set aside for
retirement. This is particularly true for lower-income and
younger workers, groups who often are least able and most in need
of encouragement to save. Increased coverage and shorter vesting
of pension benefits will not provide meaningful retirement
security if these earned amounts are spent before retirement.
The Association believes the transfer requirement will
significantly increase the pension amounts that will be saved,
and will serve as a necessary incremental step towards greater
portability of pension benefits. The minimal administrative
overhead of this change pales in comparison to the potential. for
long-term pension savings that should result.
Some of the proposals also recommend the elimination of current
forms of tax treatment for lump sum distributions. In
particular, the different proposals would eliminate five-year

forward averaging and/or repeal the 10-year forward averaging
grandfather rule. While much debate is likely on the need for
the various forms of tax treatment, the Association is concerned
that any change take into account the needs and expectations of
individuals who re at or near retirement.
Public policy should encourage individuals to adequately prepare
for retirement and to engage in some form of retirement planning.
Congress has recognized such a need in the past. Change in the
rules for individuals just as retirement draws near may upset
such long-term planning decisions. This is particularly true
when it involves the repeal of a current grandfather provision
(such as 10-year forward averaging) that Congress has already
adopted to deal with just such retirement planning issues.
Regardless of the underlying policy decision, individuals have
rightly relied upon the law in formulating their retirement
plans. Abruptly changing the law will frustrate the reasonable
actions and expectations of individuals, and fuel further
discontent for our tax system.
One proposal would also eliminate (except for 5% owners) the
current requirement for pension distributions at age 70-1/2 (or
70), and permit a delay in distribution until the employee
actually retires. In addition, where the employee continues to
work, an actuarial adjustment is required in all defined benefit
plan benefits. The Association supports this modification, since
current law in essence penalizes those who continue to work, and
is particularly troublesome for those individuals who continue to
work because they cannot afford to retire. Delaying the
distribution of retirement benefits until actual retirement will
improve the income security intended by the plan when it is
needed -- at retirement.
5-YEAR VESTING FOR MULTI-EMPLOYER PLANS
A number of the proposals recommend eliminating the exemption
The
for multi-employer plans from the 5-year vesting rules.
Association supports this change, and believes that members of

multi-employer plans should be governed by the same vesting
The change in vesting
schedule applicable to all other workers.
schedules adopted in Tax Reform has proved to be an effective and
workable way to improve the earning of pension benefits, and the
Association believes there no longer is any reason to deny
employees of multi-employer plans the same pension protection

applicable to all other private plan employees.
PERMITTED DISPARITY (INTEGRATION)

While a number of simplification initiatives could harm
lower-paid employees, there are some simplification changes that
would help these workers. Current law pension rules allow for
"permitted disparity," or specified amounts by which pension
benefits may favor higher-paid employees. These rules merely
work to allow a higher degree of discrimination in the delivery
of pension benefits than would otherwise be allowed under the
general nondiscrimination tests. These new rules replaced the
old rules governing a similar practice known as "pension
integration with Social Security." The Association believes
these rules are overly complex for both employers and employees
and should be eliminated.
In addition, and more immediately, a number of changes should be
made to limit the effects of this undesirable practice. First,

permitted disparity should be prohibited in SEP's.

The very

complex practice of permitted disparity-ii-drectly contrary to
the goal of a simplified pension plan for small employers.
Giver,
proposals to expand and further simplify SEP's, it is only
appropriate that this complex and discriminatory practice be
denied to those who would adopt such a retirement vehicle for
purposes of simplicity.
Second, the Tax Reform Act, which alleviated many of the past
abuses associated with pension integration by adopting the new
permitted disparity rules, mistakenly failed to fully put an end
to the past practices that Congress found abusive.
In
particular, the past practice by which an employee could be
"integrated out" of an entire pension benefit still continues for
current employees for their pre-1989 years.
Thus employees well
into the next century will find their benefits substantially
reduced by a practice that Congress has already determined to be
unfair.
The Association urges that at the very least the current
permitted disparity rules be applied to all working years
(including pre-'89 years) for current employees. This will
correct a last-minute flaw in the '86 Act that permits past
abusive integration practices to continue well into the future.
CONCLUSION
The above statement highlights some of the important issues
addressed by the various bills that have thus far been put
forward.
Pension simplification is an important goal to foster
understanding and expansion of the pension system, but it must be
accomplished without retreating from the necessary objectives of
individual fairness and tax equity. While many current rules are
complex, it is often the result of attempts to reconcile the
often competing principles of plan flexibility and plan equity.
The Association looks forward to continued work with this
committee to develop a simplification package that effectively
deals with the unnecessary complexities of our current pension
laws without retreating -rom
improved coverage and the equitable
delver[ of pension benefits.
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INTRODUCTION
The Subcommittee on Private Retirement Plans of the Senate
Committee on Finance has scheduled a public hearing on September 27, 1991, to review the Internal Revenue Code rules relating to
private pension plans and possible options for simplification of pension plan rules. The hearing will focus on S. 1364, the Employee
Benefits Simplification and Expansion Act of 1991, introduced by
Senator Bentsen for Senator Pryor on June 25, 1991, and S. 318,
introduced by Senator Packwood and others on January 31, 1991.
This pamphlet,' prepared by the staff of the Joint Committee on
Taxation, provides a description of present law and the provisions
of S. 1364, and a discussion of issues relating to simplification of
the Federal income tax rules applicable to tax-qualified retirement
plans. Part I of the pamphlet is a summary. This is followed by a
description of the present-law Federal tax rules regarding taxqualified plans (Part II), a description of' S. 1364 (Part III), a discussion of pension plan simplification issues (Part IV), and a description of S. 318 (Part V).

IThis parnphlet may be cited as follows: Joint Committee on Taxation. Simplification of
Present.Lat Tax Rules Relattng to Qualif,d Pensin Plans S. 1,64, the Emplovee Benefits Sim.
plification and Expmnsion Act of 1.991, ancI S. .1181JCS-13-901, September 26, 1991.

I. SUMMARY
Present-law rules relating to qualified plans
A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is accorded special tax treatment under present law. The employer maintaining the plan is entitled to a current deduction (within limits)
for contributions to a qualified plan even though an employee is
not required to include qualified plan benefits in income until the
benefits are distributed from the plan. The purpose of the tax benefits for qualified plans is to encourage employers to establish nondiscriminatory retirement plans for their employees.
Qualified plans are broadly classified into two categories: defined
contribution plans and defined benefit pension plans. There are
several different types of defined contribution plans, including
money purchase pension plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs).
The qualification standards and related rules governing qualified
plans are generally designed to ensure that qualified plans benefit
an employer's rank-and-file employees as well as the employer's
highly compensated employees. They also define the rights of plan
participants and beneficiaries and provide limits on the tax deferral possible under qualified plans.
The qualification rules include minimum participation rules that
limit the age and service requirements an employer can impose as
a requirement of participation in a plan; coverage and nondiscrimination rules designed to prevent qualified plans from discriminating in favor of highly compensated employees; vesting and accrual
rules which limit the period of service an employer can require
before an employee earns or becomes entitled to a benefit under a
plan; limitations on the contributions made on behalf of and benefits of a plan participant; and minimum funding rules designed to
ensure the solvency of defined benefit pension plans. The Code also
contains rules regarding the taxation of qualified plan benefits; terminations of qualified plans; and rules designed to prevent plan fiduciaries and others closely associated with a plan from misusing
plan assets.
The present-law rules governing qualified plans originated in the
Employee Retirement Income Security Act of 1974 (ERISA). ERISA
forms the basis for the current private pension system. The rules
enacted in ERISA have been revised several times. The most comprehensive revision to the qualification rules since the enactment
of ERISA was made by the Tax Reform Act of 1986.
Summary of S. 1364
S. 1364, the Employee Benefits Simplification and Expansion Act
of 1991, modifies the present-law rules relating to qualified plans
(2)
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and certain other types of employee benefit plans. In particular,
the Act (1) modifies the definition of highly compensated employee;
(2) changes the timing of cost-of-living adjustments to dollar limits
applicable to certain pension requirements and provides for rounding of such limits; (3) provides an additional safe harbor definition
of compensation; (4) modifies the minimum participation rule (sec.
401(aX26)) and provides that the rule (as modified) applies only to
defined benefit pension plans; (5) provides design-based safe harbor
rules for satisfying the special nondiscrimination rules applicable
to qualified cash or deferred arrangements (sec. 401(k)) and employer matching contributions (sec. 401(m)); (6) modifies the distribution
rules relating to pension plans by (a) liberalizing the circumstances
in which a distribution may be rolled over tax free, (b) repealing 5year averaging for lump-sum distributions from qualified plans, (c)
requiring that certain distributions be transferred tax free in a
trustee-to-trustee transfer* to an eligible transferee plan, and (d) repealing the requirement that distributions to qualified plan participants begin by age 70-1/2 (sec. 401(aX9)) and generally replacing it
with the required beginning date in effect before the Tax Reform
Act of' 1986; (7) modifies the definition of leased employee; (8) provides that the 150 percent of current liability full funding limit
does not apply to multiemployer plans; (9) expands the circumstances under which a group of unrelated employers may establish
a voluntary employees' beneficiary association (VEBA); (10) modifies the limits on contributions and benefits (sec. 415) as they apply
to go, ernmental plans; G11) broadens the availability of simplified
employee pensions (SEPs), and provides design-based safe harbor
rules for satisfying the special nondiscrimination rules applicable
to such plans; (12) permits tax-exempt organizations to establish
and maintain qualified cash or deferred arrangements (sec. 401(k));
and (13) makes other miscellaneous changes to the pension rules.
Simplification issues
The Federal laws and regulations governing employer-provided
retirement benefits are recognized as among the most complex set
of rules applicable to any area of the tax law. There are several
sources for this complexity, including the interaction of retirement
policy and tax policy, the volume and frequency of employee benefits legislation, the structure of the workplace, the need to take
into account the great variety of compensation and benefit packages, the desire for certainty in the law, and transition rules.
In analyzing any proposal to simplify the pension rules, the following issues are important: (1) the extent to which the proposed
change is consistent with the underlying policy objectives of the
rule that is altered; (2) whether a complete revision of rules that
employers and plan administrators understand and use should be
made solely in the interest of simplification; (3) whether additional
legislation with respect to a rule that has already been subject to
significant legislation itself creates complexity; (4) the extent to
which transition rules and grandfather rules contribute to complexity; and (5) whether any attempt to simplify the rules relating
to employer-provided pension plans should be required to be revenue neutral with respect to present law.

4
Summary of S. 318
S. 318, the PRIME Retirement Account of 1991, creates a simplified retirement plan for small business called the private retirement incentives matched by employers (PRIME) account. A PRIME
account is an individual retirement plan with respect to which employees can make elective pre-tax contributions of up to $3,000 per
year, with a 100-percent employer match up to 3 percent of the employee's compensation. No nondiscrimination rules apply to PRIME
accounts.
Only employers who normally employ fewer than 100 employees
and who do not maintain a qualified plan can establish PRIME accounts for their employees. All employees of the employer who are
reasonably expected to work at least 1,000 hours during the year
are eligible to participate in the PRIME account. All contributions
to an employee's PRIME account are fully vested. Simplified reporting requirements apply.
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11. PRESENT-LAW RULES

2

A. Overview of Qualified Plans
In general
A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is accorded special tax treatment under present law. Employees do not include qualified plan benefits in gross income until the benefits are
distributed even though the plan is funded and the benefits are
nonforfeitable. Tax deferral is provided under qualified plans from
the time contributions are made until the time benefits are received. The employer is entitled to a current deduction (within
limits) for contributions to a qualified plan even though an employee's income inclusion is deferred. Contributions to a qualified plan
are held in a tax-exempt trust.
The special tax benefits for qualified plans and qualified plan
benefits represent a significant tax expenditure. For fiscal year
1991, the tax expenditure for the net exclusion for 3pension contributions and earnings is estimated to be $52.2 billion.
The policy rationale for this tax expenditure is that the tax benefits for qualified plans encourage employers to provide retirement
benefits for their employees. This reduces the need for public assistance and reduces pressure on the social security system.
The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an employer's rank-and-file employees as well as highly compensated employees. They also define the rights of plan participants and beneficiaries and provide some limit on the tax benefits for qualified
plans.
Qualified plans are broadly classified into two categories based
on the nature of the benefits provided: defined contribution plans
and defined benefit pension plans.
Under a defined benefit pension plan, benefit levels are specified
under a plan formula. Benefits under a defined benefit pension
plan are funded by the general assets of the trust established
are not maintained for employunder the plan; individual accounts
4
plan.
the
in
ees participating
2

This pamphlet is limited to a discussion of the Internal Revenue Code rules relating to tax.

qualified retirement plans. In addition to the rules in the Internal Revenue Code, the labor law
provisions of the Employee Retirement Income Security Act of 1974 (ERISA) contain extensive
rules regarding employee benefit pension plans. For a more detailed description of the qualification rules, see Joint Committee on Taxation, Present.Lau Tax Rules Relating to Qualified Pen.
sion Plans (JCS-9.90), March 22, 1990.
3 See Joint Committee on Taxation, Estimates nf Federal Tax Expenditures for Fiscal Years
1991.)9,95 (JCS-7.90), March 9, 1990.
4 Individual accounts may be maintained for after-tax employee contributions made to a defined benefit pension plan.
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Benefits under defined contribution plans are based solely on the
contributions (and earnings thereon) allocated to separate accounts
maintained for each plan participant. There are several different
types of defined contribution plans, including money purchase pension plans, target benefit plans, profit-sharing plans, stock bonus
plans, and employee stock ownership plans (ESOPs). A profit-sharing or stock bonus plan, a pre-ERISA money purchase pension
plan, or a rural cooperative plan may include a qualified cash or
deferred arrangement (sec. 401(k)). Under such an arrangement, an
employee may elect to have the employer make payments as contributions to a plan on behalf of the employee, or to the employee
directly in cash. The various different types of plans are in part
historical and reflect the various different ways in which employers structure deferred compensation programs for their employees.
Sanction for failure to meet qualificationrules
If a plan fails to meet the qualification standards, then the special tax benefits for qualified plans do not apply, and benefits and
contributions are taxed under normal income tax rules. In general,
if a plan fails to meet the qualification standards, then contributions to the plan are includible in employees' gross income when
such contributions are no longer subject to a substantial risk of forfeiture (secs. 402(b) and 83). Amounts actually distributed or made
available to an employee are generally includible in income in the
year distributed or made available under the rules applicable to
taxation of annuities (sec. 72). Special sanctions apply in the case of
failure to meet certain qualification rules.
An employer is generally not entitled to a deduction for contributions to a nongualified plan until the contributions are includible
in an employee s gross income.
Simplified employee pensions
Under a simplified employee pension (SEP), contributions are
made to individual retirement arrangements (IRAs) established on
behalf of each participant. SEPs are not subject to the general
qualification rules and are intended to provide an employer with a
retirement savings arrangement for the employer's employees that
requires a minimum of administrative work.
In general, employer contributions to a SEP are required to be
made on behalf of each employee who has attained age 21, has performed service for the employer during at least 3 of the immediately preceding 5 years, and received at least $300 in compensation
from the employer for the year. Present law permits employers
with 25 or fewer employees to maintain salary reduction SEPs. As
under a qualified cash or deferred arrangement, employees who
participate in a salary reduction SEP are permitted to elect to have
the employer make payments as contributions to the SEP or to receive the contributions in cash.
Present law provides that the election to have amounts contributed to a SEP or received in cash is available only if at least 50
percent of the employees of the employer elect to have amounts
contributed to the SEP. In addition, the amount eligible to be deferred as a percentage of each highly compensated employee's compensation (Le., the deferral percentage) is limited by the average
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deferral percentage (based solely on elective deferrals) for all nonhighly compensated employees who are eligible to participate in
the salary redaction SEP.
B. Plan Qualification Requirements
1. Coverage and nondiscrimination requirements
Key among the qualification standards are coverage and nondiscrimination rules designed to ensure that qualified plans benefit a
significant number of an employer's rank-and-file employees as
well as highly compensated employees. These rules include numerical minimum coverage rules (sec. 410(b)), a minimum participation
rule requiring that a plan benefit a minimum number of employees
(sec. 401(aX26)), and a general nondiscrimination requirement (sec.
401(a04)). Special nondiscrimination rules apply to qualified cash or
deferred arrangements, employer matching contributions, and
after-tax employee contributions.
a Minimum participation rule
A plan is not a qualified plan unless it benefits no fewer than the
lesser of (a) 50 employees of the employer or (b) 40 percent of all
employees of the employer (sec. 401(aX26)). This requirement may
not be satisfied by aggregating comparable plans, but may be applied separately to different lines of business of the employer. In
the case of a cash or deferred arrangement or the portion of a defined contribution plan (including the portion of a defined benefit
plan treated as a defined contribution plan (sec. 414(k)) to which
employee contributions or employer matching contributions are
made, an employee will be treated as benefiting under the plan if
the employee is eligible to make or receive contributions under the
plan.
A special sanction applies to violations of the minimum participation rule. Under this sanction, if one of the reasons a plan fails
to be a qualified plan is because it fails either the coverage rules or
the minimum participation rule, then highly compensated employees are to include in income the value of their vested accrued benefit as of the close of the year in which the plan fails to qualify.
Nonhighly compensated employees are not taxed on their benefits
if the only reason a plan is not a qualified plan is a failure to satisfy the coverage requirements or the minimum participation rule.
b. Nondiscrimination in contributions or benefits
A qualified plan may not discriminate in favor of highly compensated employees with respect to contributions or benefits under the
plan (sec. 401(aX4)). This general nondiscrimination requirement
applies to all plan aspects, including those not addressed under the
numerical coverage tests. Thus, it may apply not only with respect
to contributions or benefits, but also with respect to optional forms
of benefit and other benefits, rights, and plan features such as actuarial assumptions, rates of accrual methods of benefit calculation, loans, social security supplements, and disability benefits.
Whether or not a plan meets the general nondiscrimination test
is a factual determination, based on the relevant facts and circumSt,
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test if contributions or benefits bear a uniform relationship to compensation. The Secretary issued final regulations under the general
nondiscrimination rules on September 19,1991.
c. Nondiscriminationrules relating to qualified cash or deferred arrangements
In general
A profit-sharing or stock bonus plan, a pre-ERISA money purchase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a plan on behalf of the employee, or
to the employee directly in cash. Contributions made at the election of the employee are called elective deferrals. The maximum
annual amount of elective deferrals that can be made by an individual is $7,000 (indexed) ($8,475 for 1991). A special nondiscrimination test applies to cash or deferred arrangements.
The special nondiscrimination test applicable to elective deferrals under qualified cash or deferred arrangements is satisfied if
the actual deferral percentage for eligible highly compensated employees for a plan year is equal to or less than either (1) 125 percent of the actual deferral percentage of all nonhighly compensated
employees eligible to defer under the arrangement, or (2) the lesser
of 200 percent of the actual deferral percentage of all eligible nonhighly compensated employees or the actual deferral percentage
for all eligible nonhighly compensated employees plus 2 percentage
points. The actual deferral percentage for a group of employees is
the average of the ratios (calculated separately for each employee
in the group) of the contributions paid to the plan on behalf of the
employee to the employee's compensation.
If a cash or deferred arrangement satisfies the special nondiscrimination test, it is treated as satisfying the general nondiscrimination rules (sec. 401(aX4)) with respect to the amount of elective
deferrals. However, the group of employees eligible to participate
in the arrangement is still required to satisfy the minimum coverage test (sec. 410(b)).
Excess contributions
If the special nondiscrimination rules are not satisfied for any
year, the qualified cash or deferred arrangement will not be disqualified if the excess contributions (plus income allocable to the
excess contributions) are distributed before the close of the following plan year. In addition, under Treasury regulations, instead of
receiving an actual distribution of excess contributions, an employee may elect to have the excess contributions treated as an amount
distributed to the employee and then contributed by the employee
to the plan on an after-tax basis.
Excess contributions mean, with respect to any plan year, the
excess of the aggregate amount of elective deferrals paid to the
cash or deferred arrangement and allocated to the accounts of
highly compensated employees over the maximum amount of elective deferrals that could be allocated to the accounts of highly compensated employees without violating the nondiscrimination re-

104

quirements applicable to the arrangement. To determine the
amount of excess contributions and the employees to whom the
excess contributions are to be distributed, the elective deferrals of
highly compensated employees are reduced in the order of their
actualdeferral percentages beginning with those highly compensated employees with the
hest actualdeferral percentages.
Excise tax on excess contributions
An excise tax is imposed on the employer making excess contributions to a qualified cash or deferred arrang.ment (sec. 4979). The
tax is equal to 10 percent of the excess contributions (but not earn.
ings on those contributions) under the arrangement for the plan
year ending in the taxable year. However, the tax does not apply to
any excess contributions that, together with income allocable to the
excess contributions, are distributed or, in accordance with Treasury regulations, recharacterized as after-tax employee contributions no later than 2-1/2 months after the close of the plan year to
which the excess contributions relate.
,Excess contributions (plus income) distributed or recharacterized
within the applicable 24/2-month period are to be treated as received and earned by the employee in the employee's taxable year
in which the excess contributions would have been received as
cash, but for the employee's deferral election. For purposes of determining the employee's taxable year in which the excess contributions are includible in income, the excess contributions are treated as the first contributions made for a plan year. Of.course, distributions of excess contributions (plus income) within the applicable
2-1/2-month period are not taxed a second time in the year of distribution.
L Nondiscrimination rules relating to employer matching contributions and employee contributions
In general
A special nondiscrimination test is applied to employer matching
contributions and employee contributions under qualified defined
contribution plans (see. 401(m)). 5 This special nondiscrimination
test is similar to the special nondiscrimination test applicable to
qqualified cash or deferred arrangements. Contributions which satisfy the special nondiscrimination test are treated as satisfying the
general nondiscrimination rules (sec. 401(aX4)) with respect to the
amount of contributions.
The term "employer match g contributions" means any employer contribution made on account of (1) an employee contribution or
(2) an elective deferral under a qualified cash or deferred arrangement.
The special nondiscrimination test is satisfied for a plan year If
the contribution percentage for eligible hihly compensated emloyees does not exceed the greater of (1) 1 percent of the contriution percentage for all other eligible employees, or (2) the lesser
of 200 percent of the contribution percentage for all other eligible
employees, or such percentage plus 2 percentage points. The contri*Thes rule. also apply to crtain employ. cotribUns to a defined bemneft pemlo plan
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bution percentage for a group of employees for a plan year is the
average of the ratios (calculated separately for each employee in
the group) of the sum of matching and employee contributions on
behalf of each such employee to the employee's compensation for
the year.
Treatment of excess aggregate contributions
As under the rules relating to qualified cash or deferred arrangements, if the special nondiscrimination test is not satisfied for any
year, the plan will not be disqualified if the excess aggregate contributions (plus income allocable to such excess aggregate contributions) are distributed before the close of the following plan year.
Generally, the amount of excess aggregate contributions and their
allocation to highly compensated employees is determined in the
same manner as with respect to excess deferrals
Excise tax on excess aggregate contributions
An excise tax is imposed on the employer with respect to excess
aggregate contributions (sec. 4979). The tax is equal to 10 percent of
the excess aggregate contributions (but not earnings on those contributions) under the plan for the plan year ending in the taxable
year for which the contributions are made.
However, the tax does not apply to any excess aggregate contributions that, together with income allocable to the excess aggregate contributions, are distributed (or, if nonvested, forfeited) no
later than 2-1/2 months after the close of the plan year in which
the excess aggregate contributions arose.
2. Limitations on contributions and benefits
In general
Under present law, overall limits are provided on contributions
and benefits under qualified plans based on the type of plan (sec.
415). The overall limits apply to all such contributions and benefits
provided to an individual by any private or public employer. However, certain special rules apply to governmental plans.
Defined contributionplans
Under a defined contribution plan, the qualification rules limit
the annual additions to the plan with respect to each plan participant to the lesser of (1) 25 percent of compensation or (2) $30,000
(sec. 415(c)). Annual additions are the sum of employer contributions, employee contributions, and forfeitures with respect to an individual under all defined contribution plans of the same employer.
The $30,000 limit will be increased when $30,000 is less than onefourth of the dollar limit on benefits under a defined benefit pension plan (see below).
Under present law, an employer may elect to continue deductible
contributions to a defined contribution plan on behalf of an employee who is permanently and totally disabled. An individual is
considered permanently and totally disabled if the individual is
unable to engage in any substantial gainful activity by reason of
any medically determinable physical or mental impairment which

106
11
can be expected to result in death or which has lasted or can be
expected to last for a continuous period of at least 12 months.
For purposes of the limit on annual additions (sec. 415(c)), the
compensation of a disabled employee is deemed to be equal to the
annualized compensation of the employee prior to the employee's
becoming disabled.
Contributions are not permitted on behalf of disabled employees
who were officers, owners, or highly compensated before they
became disabled.
Defined benefit pension plans
In general

Under present law, the limit on the annual benefit payable by a
defined benefit pension plan is generally the lesser of (1) 100 percent of average compensation, or (2) $108,963 for 1991 (sec. 415(b)). 8

The dollar limit is adjusted annually for cost-of-living increases.
The dollar limit is reduced proportionately for individuals with less
than 10 years of participation in the plan.
The dollar limit on annual benefits is reduced if benefits under
the plan begin before the social security retirement age so that the
limit is actuarially equivalent to a benefit beginning at the social
security retirement age. If retirement benefits provided by a defined benefit pension plan begin after the social security retirement age, the dollar limit is increased so that it is the actuarial
equivalent of the dollar limit applicable to a benefit beginning at
the social security retirement age.
Present law provides that a minimum benefit can be paid even if
the benefit exceeds the normally applicable benefit limitations.
Thus, the overall limits on benefits are deemed to be satisfied if the
retirement benefit of a participant under all defined benefit pension plans of the employer does not exceed $10,000 for a year or
any prior year, and the participant has not participated in a defined contribution plan of the employer. The $10,000 limit is reduced for participants with less than 10 years of participation in
the plan.
Special rules /br plans of State and local governments

Special rules apply to State and local governmental plans. For
such plans, the rules in effect prior to the Tax Reform Act of 1986
apply with respect to the limits on annual benefits. Accordingly,
the actuarial reduction of the dollar limit on annual benefits for
early retirement does not reduce the imit (1) for benefits commencing on or after the participant hs attained age 62 (rather
than the social security retirement age), (2) below $75,000 for benefits commencing on or after the participant has attained age 55, or
(3) below the actuarial equivalent of $75,000 payable at age 55, for
benefits commencing before age 55.
Present law also contains a special rule that permits a plan
maintained by a State or local government to provide benefits to
Annual benefits may in some cases exceed this dollar limitation under grandfather and transition rules contained in the Tax Equity and Fiscal Responsibility Act of 1982 and other legisla.
tion.
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qualified participants equal to the accrued benefit of the participant (without regard to any benefit increases pursuant to a plan
amendment adopted after October 14, 1987) even though such benefit exceeds the otherwise applicable limits on benefits (sec.
415(bX10)). A qualified participant is a participant who first became
a participant in the plan before January 1, 1990.
The special rule does not apply unless the employer elects, by the
close of the first plan year beginning after December 31, 1989, to
have the normal limits on contributions and benefits apply- to all
plan participants other than qualified participants. A plan maintained by an electing employer may not use the special actuarial
reduction rules for early retirement benefits generally available to
State and local government plans.
This special rule was enacted under the Technical and Miscellaneous Revenue Act of 1988 (TAMRA) out of recognition that some
governmental plans did not conform to the limit on contributions
and benefits due to State constitutional prohibitions on impairment
of contracts. The special rule was designed to bring State and local
government plans into conformity with the general rules, and to
provide temporary relief from such rules in the case of certain
plans.
Combined plan limitation
An additional limitation applies if an employee participates in a
defined benefit pension plan and a defined contribution plan maintained by the same employer. This combined plan limitation prevents avoidance of the separate plan limits through the creation of
different types of plans. The limit permits an employee to obtain
benefits greater than the single-plan limitation, but precludes an
individual from obtaining the maximum possible benefits from
both a defined contribution plan and a defined benefit pension plan
of the same employer.
3. Definitions
a. Highly compensated employee
In general
For purposes of the qualification rules, an employee, including a
self-employed individual, is treated as highly compensated with respect to a year if, at any time during the year or the preceding
year, the employee (1) was a 5-percent owner of the employer (as
defined under the top-heavy rules); (2) received more than $90,803
in annual compensation from the employer; (3) received more than
$60,535 in annual compensation from the employer and was a
member of the top-paid group of the employer during the same
year; or (4) was an officer of the employer who received compensation greater than $54,482. These dollar amounts are adjusted annually for inflation at the same time and in the same manner as the
adjustments to the dollar limit on benefits under a defined benefit
pension plan (sec. 415(d)). If, for any year, no officer has compensation in excess of $54,482, then the highest paid officer of the employer for such year is treated as a highly compensated employee.
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An employee is not treated as in the top-paid 20 percent, as an
officer, or as receiving $90,803 or $60,535 solely because of the employee's status during the current year, unless such employee also
is among the 100 employees who have received the highest compensation during the year.
Election to use simplified method
Employers are permitted to elect to determine their highly compensated employees under a simplified method. Under this method,
an electing employer may treat employees who received more than
$60,535 in annual compensation from the employer as highly compensated employees in lieu of applying the $90,803 threshold and
without regard to whether such-employees are in the top-paid 20
percent. This election is available only if at all times during the
year the employer maintained business activities and employees in
at least 2 geographically separate areas.
Treatment of family members
A special rule applies with respect to the treatment of family
members of certain highly compensated employees. Under the special rule, if an employee is a family member of either a 5-percent
owner or 1 of the top 10 highly compensated employees by compensation, then any compensation paid to such family member and
any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contributions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top 10 employees by compensation.
Therefore, such family member and employee are treated as a
single highly compensated employee.
An individual is considered a family member if, with respect to
an employee, the individual is a spouse, lineal ascendant or descendant, or spouse of a lineal ascendant or descendant of the employee.
b. Compensation
The definition of compensation varies with the purpose for which
the definition is used. The Tax Reform Act of 1986 attempted to
provide a uniform definition of compensation (sec. 414(s)). This definition in turn is based on the definition of compensation for purposes of the limits on contributions and benefits (sec. 415).
For purposes of the limits on contributions and benefits compensation generally includes all compensation includible in gross
income. Thus, it includes amounts received for personal services actually rendered in the course of employment, amounts received
under an accident or health plan (to the extent that such amounts
are includible in gross income), nondeductible moving expenses
paid or reimbursed by the employer, and the value of certain nonqualified stock options (to the extent includible in gross income).
Compensation for this purpose also includes earned income from
sources outside the United States whether or not excludable or deductible from gross income. Compensation does not include contributions to qualified plans and distributions from such plans (even
if includible in gross income), amounts realized from the exercise of
nonqualified stock options, amounts realized from the sale of stock

109
14
acquired under a qualified stock option, or other amounts that receive special tax benefits, such as premiums for group-term life insurance (to the extent not includible in gross income).
Compensation that is not currently taxable or that receives special tax treatment is generally excluded for purposes of calculating
the limits on benefits and contributions because including such
amounts would provide additional tax benefits to amounts that already receive tax-favored treatment.
Under the "uniform" definition of compensation that is used for
nondiscrimination testing, compensation generally has the same
definition as compensation for purposes of the limits on contributions and benefits. However, under this definition, an employer
may elect to include elective deferrals by the employee. In addition,
the Secretary of the Treasury is authorized to provide for alternative methods of defining compensation, provided such definitions do
not discriminate in favor of highly compensated employees. The
Secretary issued final regulations on September 19, 1991 specifying
permissible definitions of compensation.
In determining who is a highly compensated employee (sec.
414(q)), compensation is defined as under the limits on contributions and benefits, except that compensation includes elective deferrals made by an employee. Elective deferrals are treated as compensation for this purpose because they reflect amounts that could
have been paid in cash to the employee and are therefore part of
the employee's economic income.
c. Employer and employee
In general
For purposes of plan qualification requirements, all employees of
certain entities must be aggregated and treated as though employed by a single employer. Under these rules, all employees are
considered employed by the same entity to the extent they are employed by corporations that are members of a controlled group (sec.
414(b)), trades or businesses under common control (e.g., related
partnerships) (sec. 414(c)), or members of an affiliated service group
(sec. 414(m)). In addition, individuals are treated as employees to
the extent they are leased employees (sec. 414(n)). The Secretary of
the Treasury is authorized to prescribe by regulations such additional aggregation rules as are necessary to prevent the avoidance
of the qualification rules through the use of separate organizations,
employee leasing, or other arrangements (sec. 414(o)).
Leased employees
An individual (a leased employee) who performs services for another person (the recipient) may be treated as the recipient's employee if the services are performed pursuant to an agreement between the recipient and a third person (the leasing organization)
who is otherwise treated as the individual's employer. The idividual is to be treated as the recipient's employee only if the individual has performed services for the recipient on a. substantially fulltime basis (i.e., at least 1500 hours) for a period of at least 12
months, and the services are of a type historically performed by
employees in the recipient's business field,
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An individual who otherwise would be treated as a recipient's
leased employee will not be treated as such an employee if the individual participates in a safe harbor plan maintained by the leasing
organization. A plan is a safe harbor plan if it is a money purchase
pension plan and if it provides that (1) an individual is a plan participant on the first day on which the individual becomes an employee of an employer maintaining the plan, (2) each employee's
rights to or derived from employer contributions under the plan
are nonforfeitable at the time the contributions are made, and (3)
amounts are to be contributed by the employer on behalf of an employee at a rate not less than 10 percent of the employee's compensation for the year (the 10 percent contribution is not to be reduced
by integration with social security).
Each leased employee is to be treated as an employee of the recipient, regardless of the existence of a safe-harbor plan, if more
than 20 percent of an employer's nonhighly compensated workforce
are leased employees.
C. Treatment of Distributions
1. Uniform minimum distribution rules
Present law provides uniform minimum distribution rules generally applicable to all types of tax-favored retirement vehicles, including qualified plans and annuities, individual retirement arrangements (IRAs), and tax-sheltered annuities (sec. 403(b)).
Under present law, a qualified plan is required to provide that
the entire interest of each participant will be distributed beginning
no later than the participant's required beginning date (sec.
401(aX9)). The required beginning date is generally the April 1 of
the calendar year following the calendar year in which the plan
participant or IRA owner attains age 70-1/2. In the case of a governmental plan or a church plan, the required beginning date is
the later of (1) such April 1, or (2) the April 1 of the year following
the year in which the participant retires.
Under present law, the sanction for failure to make a minimum
required distribution to a participant (or other payee) under a
qualified retirement plan is a 50-percent nondeductible excise tax
on the excess in any taxable year of the amount required to have
been distributed under the minimum distribution rules, over the
amount that actually was distributed (sec. 4974). The tax is imposed on the individual required to take the distribution. However,
a plan will not satisfy the applicable qualification requirements
unless it expressly provides that, in all events, distributions under
the plan are to satisfy the minimum distribution requirements.
2. Withdrawal rules
Present law limits the circumstances under which plan participants may obtain preretirement withdrawals from a qualified plan.
In general, these restrictions recognize that qualified plans are intended to provide retirement income.
The least restrictive withdrawal rules apply to profit-sharing and
stock bonus plans. Amounts may generally be withdrawn from
such plans after they have been in the plan for 2 years. Distributions before the expiration of such 2-year period may also be made
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in the event of retirement, death, disability, other separation from
service, or hardship.
Distributions from qualified pension plans (i.e., defined benefit
pension plans and money purchase pension plans) may generally
be made only in the event of retirement, death, disability, or other
separation from service. The same restrictions generally apply to
plans that are integrated with social security.
Special rules apply to qualified cash or deferred arrangements
(sec. 401(k)). Elective deferrals under a qualified cash or deferred
arrangement (and earnings thereon) may only be distributed on account of separation from service, death, or disability, or attainment
of age 59-1/2. Elective deferrals (but not earnings thereon) may
also be distributed on account of a hardship of the employee.
Present law generally prohibits State or local governments or
tax-exempt organizations from maintaining qualified cash or deferred arrangements. This prohibition does not apply to a pension
plan maintained by a rural cooperative, which is generally defined
as (1) any organization that is exempt from tax or which is a State
or local government or instrumentality thereof, and which is engaged primarily in providing electric service on a mutual or cooperative basis, (2) a cooperative telephone company, (3) certain taxexempt organizations, and (4) a national association of such organizations. Because a rural cooperative plan is a pension plan, the
rule permitting hardship distributions and distributions after age
59-1/2 but before separation from service from a qualified cash or
deferred arrangement does not apply.
3. Taxation of distributions 7
In general
Under present law, a distribution of benefits from a tax-favored
retirement arrangement generally is includible in gross income in
the year it is paid or distributed under the rules relating to taxation of annuities, unless the amount distributed represents the
employee's investment in the contract (i.e., basis) (sees. 72 and 402).
Special rules a pply in the case of lump-sum distributions from a
qualified plan, distributions that are rolled over to an IRA, and distributions of employer securities.
Early distributions from qualified plans and other tax-favored retirement vehicles are subject to an additional 10-percent income
tax (sec. 72(t)). Excess distributions from qualified plans and other
tax-favored retirement vehicles are subject to a 15-percent tax (sec.
4980A).
Rollovers
Under present law, a total or partial distribution of the balance
to the credit of an employee under a qualified plan, a qualified annuity plan, or a tax-sheltered annuity may, under certain conditions, be rolled over tax free to an IRA or another qualified plan or
I The rules relating to the taxation of pension distributions were substantially revised in the
Tax Reform Act of 1986. The 1986 Act contains a number of detailed transition rules which preserve the pre-1986 Act tax treatment in certain circumstances. For a detailed description of
these rules, see Joint Committee on Taxation, General Explanation of the Tax Reform Act of
1986 (JCS10-87). May 4, 1987.
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annuity. A rollover of a partial distribution is permitted if (1) the
distribution equals at least 50 percent of the balance to the credit
of the employee, (2) the distribution is not one of a series of periodic payments, and (3) the employee elects rollover treatment. A partial distribution may only be rolled over to an IRA and not to another qualified plan.
The maximum amount of a distribution that can be rolled over is
the amount of the distribution that is taxable. That is, employee
contributions cannot be rolled over. The rollover must be made
within 60 days after the distribution was received.
Lump-sum distributions
Under present-law, lump-sum distributions are eligible for special 5-year forward income averaging. In general, a lump-sum distribution is a distribution within one taxable year of the balance to
the credit of an employee which becomes payable to the recipient
(1) on account of the death of the employee, (2) after the employee
attains age 59-1/2, (3) on account of the employee's separation from
service, or (4) in the case of self-employed individuals, on account of
disability. In addition, a distribution to an employee is treated as a
lump-sum distribution only if the employee has been a participant
in the plan for at least 5 years before the year of the distribution,
A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59-1/2 to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution is
made. However, only one such election on or after age 59-1/2 may
be made with respect to any employee.
Net unrealized appreciation
Under present law, a taxpayer is not required to include in gross
income amounts received in the form of a lump-sum distribution to
the extent that the amounts are attributable to net unrealized appreciation in employer securities. Such unrealized appreciation is
includible in gross income when the securities are sold or exchanged.
The special treatment of net unrealized appreciation applies only
if a valid lump-sum distribution election is made, but disregarding
the 5-plan years of participation requirement for lump-sum distributions.
In addition, gross income does not include net unrealized appreciation on employer securities attributable to employee contributions, regardless of whether the securities are received in a lumpsum distribution. Such appreciation is includible in income when
the securities are disposed of.
D. Funding Rules
Under the Code, certain defined benefit pension plans and money
purchase pension plans are required to meet a minimum funding
standard for each plan year (sec. 412). The minimum funding
standards are designed to ensure that pension plans have sufficient
assets to pay benefits.
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In the case of a money purchase pension plan, the contribution
required by the minimum funding standard is generally the contribution rate specified by the plan. Defined benefit pension plans are
funded on an actuarial basis. A special funding rule that requires
faster funding applies to underfunded single-employer defined benefit pension plans.
No contribution is required or permitted under the minimum
funding rules to the extent the plan is at the full funding limitation. In addition, under present law, subject to certain limitations,
an employer may make deductible contributions to a defined benefit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost) or
(b) 150 percent of the plan's current liability, over (2) the lesser of
(a) the fair market value of the plan's assets, or (b) the actuarial
value of the plan's assets (sec. 412(cX7)).
E. Voluntary Employees' Beneficiary Associations (VEBAs)
Statutory requirements
A voluntary employees' beneficiary association (VEBA) that satisfies certain requirements is entitled to tax-exempt status. The
Code describes VEBAs in the following broad terms: "Voluntary
employees' beneficiary associations providing for the payment of
life, sick, accident, or other benefits to the members of such association or their dependents or designated beneficiaries, if no part of
the net earnings of such association inures (other than through
such payments) to the benefit of any private shareholder or individual" (sec. 501(cX9)). The requirements a VEBA must comply with in
order to be tax exempt are further specified in regulations.
The tax-exempt status of a VEBA does not directly affect either
(1) the timing or amount of an employer's deduction for contributions to the VEBA or (2) the timing or amount of the inclusion in
income of a welfare benefit provided to an employee under a plan.
Many VEBAs provide benefits to employees that are excluded from
gross income under a specific statutory provision.
Eligibility for membership
Under Treasury regulations, membership in a VEBA is required
to be limited to individuals whose eligibility is determined by reference to objective standards that constitute an employment-related
common bond. Such a common bond is deemed to exist if eligibility
is determined by the following standards: (1) employment by a
common employer (or affiliated employers), (2) coverage under one
or more collective bargaining agreements, (3) membership in a
labor union (or in one or more locals of a national or international
labor union), or (4) employment by one or more employers in the
same line of business in the same geographic locale. Under these
standards, for example, a group of car dealers in the same city or
other similarly restricted discrete geographical locale could form a
VEBA to provide permissible benefits to their employees. In Water
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Quality Assn. Employees' Benefit Corp. vs. US., the 7th Circuit
found the geographic locale restriction invalid.8
The regulations do not provide guidance with respect to the determination of when a group of employers is considered to be affiliated and, therefore, eligible to contribute to the same VEBA. The
Code generally defines affiliated organizations by reference to ownership. However, the IRS has at times taken the position that other
factors may be relevant (see G.C.M. 39194, June 23, 1983).
Membership in a VEBA generally is limited to employees. Under
the regulations, the term employee means an individual who has a
legal and bona ide relationship of employer and employee (e.g., for
employment tax purposes or for purposes of a collective bargaining
agreement).
The regulations provide that membership in a VEBA must be
voluntary, which requires an affirmative action by the employee to
become a member. An employer may automatically include employees provided no detriment is incurred (e.g., deductions from
pay) as a result of membership. Such a detriment can be incurred,
however, if membership is imposed pursuant to a collective bargaining agreement or incident to membership in a labor organization.
Membership in a VEBA may not be limited to one employee.
Association of employees
A VEBA is not considered an association of employees unless the
organization is controlled by (1) the membership, (2) independent
trustees, or (3) trustees at least some of whom are designated by, or
on behalf of, the membership. The regulations provide that a
VEBA is treated as being controlled by independent trustees if it is
an "employee welfare benefit plan" under title I of the Employee
Retirement Income Security Act of 1974 (ERISA). ERISA subjects
employee welfare benefit plans to certain reporting and disclosure
requirements and minimum fiduciary, standards. If these standards
are satisfied, the employer (or an officer of the employer) may
serve as trustee of the VEBA.
F. Reporting of Pension and Annuity Payments
The penalty reform provisions of the Omnibis Budget Reconciliation Act of 1989 revised the penalties imposed for failures to file
correct and timely information returns with the IRS, and to provide statements to payees. This revised penalty structure applies to
18 different types of reportable payments. However, this structure
does not apply to reports of pension and annuity payments required under section 6047(d). It also does not apply to certain reports required by sections 408(i) and 408(1) relating to IRAs and
SEPs.

a 795 F. 2d 1303 (7th Cir. 1986).
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III. DESCRIPTION OF S. 1364
A. Title I-Nondiscrimination Provisions
Definition of highly compensated employee
The bill provides that an employee is highly compensated with
respect to a year if the employee (1) was a 5-percent owner of the
employer at any time during the year or the preceding year, or (2)
has compensation for the year in excess of $50,000. As under
present law, the $50,000 threshold is adjusted for cost-of-living increases in the same manner as the limitations on contributions and
benefits (sec. 415(d)). Under the bill, as under present law, the
dollar limit in effect for 1991 is $60,535.
Under the bill, if no employee is a 5-percent owner or has compensation in excess of $50,000 (indexed), then the highest paid officer for the year is treated as a highly compensated employee. This
special rule does not apply for purposes of the nondiscrimination
rules applicable to elective deferrals, matching contributions, and
employee contributions (secs. 401(k) and (m)), and does not apply
with respect to employees of tax-exempt organizations and State
and local governments (sec. 457(eX1)).
The bill applies the present-law family member aggregation rule
only in the case of family members of a 5-percent owner.
This provision is generally effective for years beginning after December 31, 1991. An employer may elect not to have the provision
apply to years beginning in 1992.
Modificationsof cost-of-livingadjustments
Under present law, the cost-of-living adjustments to the limitations on contributions and benefits under qualified plans are made
in accordance with procedures consistent with the adjustment of
benefits under the Social Security Act. The bill provides that the
cost-of-living adjustment with respect to any calendar year is based
on the increase in the applicable index as of the close of the calendar quarter ending September 30 of the preceding calendar year.
Thus, under the bill, adjusted dollar limits will be published before
the beginning of the calendar year. In addition, the bill provides
that, after cost-of-living adjustments, the resulting dollar limits are
generally rounded to the nearest $1,000. Under the bill, dollar
limits relating to elective deferrals and elective contributions to
simplified employee pensions (SEPs) are rounded to the nearest

$100.

The cost-of-living adjustment provisions apply to adjustments
with respect to calendar years beginning after December 31, 1991.
(20)
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Definition of compensation
The bill permits an employer to elect to use base pay as a permissible definition of compensation for purposes of all provisions
which specifically refer to section 414(s) of the Code. An employer
making such an election may also elect to take into account employee elective and salary reduction contributions. It is intended
that base pay is defined generally as under the regulations (Treas.
reg. sec. 1.414(s)-l(d)). Thus, subject to the applicable facts and circumstances, the employer could exclude from the definition of compensation, on a consistent basis, certain types of compensation, including (but not limited to) one or more of the following: any type
of additional compensation for employees working outside their
regularly scheduled tour of duty (such as overtime pay, premiums
for shift differential, and call-in premiums); bonuses; or reimbursements or other expense allowances, fringe benefits (cash and noncash), moving expenses deferred compensation, and welfare benefits. It is intended that the resulting definition may not discriminate in favor of highly compensated employees. The election applies for purposes of all applicable provisions and to all employees,
and may be revoked only with the consent of the Secretary.
The provision is generally effective for years beginning after December 31, 1991.
Modification of additionalparticipationrequirements
The bill provides that the minimum participation rule (sec.
401(aX26)) applies only to defined benefit pension plans. In addition, the bill provides that a defined benefit pension plan does not
satisfy the rule unless it benefits no fewer than the lesser of (1) 25
employees or (2) the greater of (a) 40 percent of all employees of
the employer or (b) 2 employees (1 employee if there is only 1 employee). The separate line of business and excludable employee
rules apply as under present law. As an illustration of the operation of the modification of the minimum participation rule,
assume that an employer has 150 nonexcludable employees. Under
present law, any plan of the employer is required to cover a minimum of 50 employees. Under the bill, any defined benefit plan of
the employer is required to cover a minimum of 25 employees.
In the case of an employer with only 2 employees, a plan satisfies
the present-law minimum participation rule if the plan covers 1
employee. However, under the bill, a plan satisfies the minimum
participation rule only if it covers both employees. (
The provision is generally effective for years beginning after December 31, 1991. An employer may elect to have the provision
apply as if it were included in section 1112(b) of the Tax Reform
Act of 1986.
Nondiscriminationrules for qualified cash or deferred arrangements
and matching contributions
In general
The bill adds alternative methods of satisfying the special nondiscrimination requirements applicable to elective deferrals and
employer matching contributions. Under these safe harbor rules, a
cash or deferred arrangement is treated as satisfying the actual de-
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ferral percentage test if the plan of which the arrangement is a
part (or any other plan of the employer maintained with respect to
the employees eligible to participate in the cash or deferred arrangement) meets (1) one of two contribution requirements and (2)
a notice requirement. A plan satisfies the safe harbor with respect
to matching contributions if (1) the plan meets the contribution
and notice requirements under the safe harbor for cash or deferred
arrangements and (2) the plan satisfies a special limitation on
matching contributions. These safe harbors permit a plan to satisfy
the special nondiscrimination tests through plan design, rather
than through the testing of actual contributions to the plan.
Safe harborfor cash or deferred arrangements
Contribution requirements.-A plan satisfies the contribution requirements under the safe harbor rule for qualified cash or deferred arrangements if the plan either (1) satisfies a matching contribution requirement or (2) the employer makes a nonelective contribution to the plan of at least 3 percent of an employee's compensation on behalf of each nonhighly compensated employee who is
eligible to participate in the arrangement without regard to whether the employee makes an elective contribution under the arrangement.
A plan satisfies the matching contribution requirement if, under
the arrangement: (1) the employer makes a matching contribution
on behalf of each nonhighly compensated employee that is not less
than (a) 100 percent of the employee's elective contributions up to 3
percent of compensation and (b) 50 percent of the employee's elective contributions from 3 to 5 percent of compensation; and (2) the
level of match for highly compensated employees is not greater
than the match rate for nonhighly compensated employees.
Alternatively, if the matching contribution requirement is not
satisfied at some level of employee compensation, the requirement
is deemed to be satisfied if (1) the level of employer matching contributions does not increase as employee elective contributions increase and (2) the aggregate amount of matching contributions
with respect to elective contributions up to that level of compensation at least equals the amount of matching contributions that
would be made if matching contributions satisfied the percentage
requirements. For example, the alternative test is satisfied if an
employer matches 125 percent of an employee's elective contributions up to the first 3 percent of compensation, 25 percent of elective deferrals of 4 percent of compensation and provides no match
thereafter. This is because the employer match does not increase
and the aggregate amount of matching contributions is at least
equal to the matching contributions required under the general
safe harbor rule.
Under the safe harbor, an employee's rights to employer matching contributions or nonelective contributions used to meet the contribution requirements are required to be 100-percent vested.
An arrangement does not satisfy the contribution requirements
unless the requirements are met without regard to the permitted
disparity rules (sec. 401(1)) and contributions used to satisfy the contribution requirements are not taken into account for purposes of
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determining whether a plan of the employer satisfies the permitted
disparity rules.
Employer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules are subject
to the restrictions on withdrawals that apply to an employee's elective deferrals under a qualified cash or deferred arrangement (sec.
401(kX2XB) and (C)).
The contribution requirement may be satisfied with either
matching or nonelective contributions to the cash or deferred arrangement or with contributions to another plan maintained by
the employer for the same employees eligible to participate in the
cash or deferred arrangement.
Notice requirement.-The notice requirement is satisfied if each
employee eligible to participate in the arrangement is given written notice within a reasonable period before any year of the employee's rights and obligations under the arrangement. This notice
must be sufficiently accurate and comprehensive to apprise the employee of his or her rights and obligations and must be written in a
manner calculated to be understood by the average employee eligible to participate.
Alternative method of satisfying special nondiscrimination
test for matching contributions
The bill provides a safe harbor method of satisfying the special
nondiscrimination test applicable to employer matching contributions. Under this safe harbor, a plan is treated as meeting the special nondiscrimination test if (1) the plan meets the contribution
and notice requirements applicable under the safe harbor method
of satisfying the special nondiscrimination requirement for qualified cash or deferred arrangements, and (2) the plan satisfies a special limitation on matching contributions.
The limitation on matching contributions is satisfied if (1) matching contributions on behalf of any employee may not be made with
respect to employee contributions or elective deferrals in excess of
6 percent of compensation and (2) the level of an employer's matching contribution does not increase as an employee's contributions
or elective deferrals increase.
Distributionof excess contributions
Under the bill, the total amount of excess contributions is determined in the same manner as under present law, but the distribution of excess contributions is required to be made on the basis of
the amount of contribution by, or on behalf of, each highly compensated employee. Thus, under the bill, excess contributions are
deemed attributable first to those highly compensated employees
who have made the greatest dollar amount of elective deferrals
under the plan.
For example, assume that an employer maintains a qualified
cash or deferred arrangement under section 401(k). Assume further
that the actual deferral percentage ("ADP") for the eligible nonhighly compensated employees is 2 percent. In addition, assume the
following facts with respect to the eligible highly compensated employees:
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Compensation

Employees

A .................................................
B ................................................
C .................................................
D.................................................
E .........................
F .........................

Deferral

Deferral
(percent)

3.5
3.5

$200,000
200,000

$7,000
7,000

70,000

7,000

10.0

70,000
70,000

2,100
1,750

3.0
2.5

70,000

5,250

7.5

Under these facts, the highly compensated employees' ADP is 5
percent, which fails to satisfy the special nondiscrimination requirements.
Under present law, the highly compensated employees with the
highest deferral percentages would have their deferrals reduced
until the ADP of the highly compensated employees is 4 percent.
Accordingly, C and D would have their deferrals reduced to $4,025
(i.e., a deferral percentage of 5.75 percent). The reduction thus is
$2,975 for C and $1,225 for D, for a total reduction of $4,200.
Under the bill, the amount of the total reduction is calculated in
the same manner as under present law so that the total reduction
remains $4,200. However, this total reduction of $4,200 is allocated
to highly compensated employees based on the employees with the
largest contributions. Thus, A, B, and C would each be reduced by
$1,400 from $7,000 to $5,600.
Effective date
The provisions relating to the special nondidiscrimination tests applicable to qualified cash or deferred arrangements and matching
contributions are applicable to years beginning after December 31,
1991.
B. Title ll-Distributions
In general
The bill expands the circumstances in which a distribution may
be rolled over tax free and eliminates 5-year averaging for lumpsum distributions from qualified plans. The bill also provides that
certain distributions are required to be transferred directly into another tax-deferred retirement arrangement.
Rollovers
Under the bill, any distribution to the employee or the surviving
spouse of the employee (other than a minimum required distribution (sec. 401(aX9)) may be rolled over tax free to an IRA or another
qualified plan or annuity. As under present law, employee contributions cannot be rolled over.
This provision is effective with respect to distributions after December 31, 1991.
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Special rules for lump-sum distributions
The bill repeals the special 5-year forward averaging rule. The
original intent of the income averaging rules for pension distributions was to prevent a bunching of taxable income because a taxpayer received all of the benefits in a qualified plan in a single taxab le ear. Liberalization of the rollover rules increases the flexibility of taxpayers in determining the time of the income inclusion of
pension distributions, and eliminates the need for special rules to
prevent bunching of income. The bill preserves the transition rules
adopted in the Tax Reform Act. The bill also retains the presentlaw treatment of net unrealized appreciation on employer securities and generally retains the definition of lump-sum distribution
solely for such purpose.
This provision is effective with respect to distributions after December 31, 1991.
Transfers to IRA s or other eligible transferee plans
The bill provides that any applicable distribution that would otherwise be distributed to an employee or the surviving spouse of the
employee is to be transferred directly to an eligible transferee plan
rather than distributed to the employee or surviving spouse. In
eneral, an applicable distribution is any distribution in excess of
500 other than (1) distributions in the form of substantially equal
periodic payments (as defined under sec. 72(t)), (2) a distribution
made after the employee attains age 55, (3) a distribution attributable to the employee being disabled (as defined in sec. 72(mX7)), (4)
distributions of deductible dividends on employer securities (sec.
404(k)), (5) distributions to an alternate payee, (6) hardship distributions from a profit-sharing or stock bonus plan, or (7) distributions
of employee contributions.
The transfer requirement applies only to amounts that, but for
the transfer requirement, would otherwise be distributed to the recipient. Thus, for example, the transfer requirement does not apply
to amounts that are deemed to be distributed under the rules relating to participant loans (sec. 7 2 (p)). In addition, the transfer re-

quirement applies after other rules relating to distributions. For

example, if the plan is subject to the joint and survivor rules secss.
401(aX11) and 417) those rules would have to be complied with
before the transfer is made.
The distribution may be transferred to an IRA or to a qualified
defined contribution plan that provides for the acceptance of the
transfer. The transfer is to be made to the IRA or qualified plan
designated by the distributee within a reasonable period of time
before the transfer in accordance with regulations, The plan is to
provide a method by which the plan trustee is to designate the
transferee plan in the event the distributee does not make a designation or transfer to the designated plan is impracticable.
Amounts transferred are includible in income when distributed
from the transferee plan in accordance with the rules applicable to
the transferee plan. However, if the distributee withdraws all or a
portion of the amount transferred by the due date (including extensions) for filing the distributee's tax return for the year the transfer was made, the distribution is treated as if it had been made
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from the transferor plan. Thus, for example, if a distribution is
transferred to an IRA and the employee makes a withdrawal of
transferred amounts (plus income) from the IRA, the exemptions to
the early distribution tax applicable to qualified plans (rather than
the rules applicable to IRA withdrawals) apply. This rule is designed to prevent individuals who do not want the distribution to
remain in a tax-favored arrangement from being disadvantaged by
the transfer.
The plan trustee is required to notify employees of the requirements of the transfer rules and of the amount of any transfer.
Once the transfer is made to the transferee plan in accordance
with applicable Code provisions, the employer is relieved of all responsibility for the amounts transferred,
A plan is not treated as violating the prohibition on reduction of
accrued benefits (sec. 41 1(dX6)) solely by reason of the transfer. For
purposes of determining years of service and the buy-back rules
(sec. 411(aX7)), a transfer is treated as a distribution.
Similar rules apply to distributions from qualified annuities (sec.
403(a)) and tax-sheltered annuities (sec. 403(b)).
These provisions apply to distributions in plan years beginning
after December 31, 1992.
Required distributionsfrom qualifiedplans

The bill repeals the rule that requires all participants in qualified plans to commence distributions by age 70-1/2 without regard
to whether the participant is still employed by the employer and,
therefore, generally replaces it with the rule in effect prior to the
Tax Reform Act. Thus, under the bill, distributions are required to
begin by April 1 of the calendar year following the later of (1) the
calendar year in which the employee attains age 70 or (2) the calendar year in which the employee retires. In the case of a 5-percent
owner of the employer, distributions are required to begin no later
than the April 1 of the calendar year following the year in which
the 5-percent owner attains age 70. Distributions from an IRA are
required to begin no later that April 1 of the calendar year following the year in which the IRA owner attains age 70.
In addition, in the case of an employee (other than a 5-percent
owner) who retires in a calendar year after attaining age 70, the
bill requires the employee's accrued benefit to be actuarially increased to take into account the period after age 70 in which the
employee was not receiving benefits under the plan. Thus, under
the bill, the employee's accrued benefit is required to reflect the
value of benefits that the employee would have received if the employee had retired at age 70 and had begun receiving benefits at
that time.
The actuarial adjustment rule and the rule requiring 5-percent
owners to begin distributions after attainment of age 70 does not
apply, under the bill, in the case of a governmental plan or church
plan.
This provision applies to years beginning after December 31,
1991.
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C. Title Ill-Miscellaneous Provisions
Treatment of leased employees
The bill replaces the historically performed test in the definition
of leased employee with a control test. Thus, under the bill an individual is a leased employee of a service recipient if the services are
performed by the individual under the control of the recipient (and
the other requirements are satisfied).
The provision is effective for taxable years beginning after December 31, 1983.
Elimination of half-year requirements
Under present law, a number of employee plan rules refer to the
age of an individual at a certain time. For example, distributions
under a qualified pension plan are generally required to begin no
later than the April 1 following the year in which an individual
attains age 70-1/2 (sec. 401(aX9)). Similarly, an additional income
tax on early withdrawals applies to certain distributions from
qualified pension plans and IRAs prior to the time the participant
or IRA owner attains age 59-1/2 (sec. 72(t)).
The bill changes the half-year requirements to birthdate requirements. Those rules under present law that refer to age 59-1/2 are
changed to refer to age 59, and those that refer to age 70-1/2 are
changed to refer to age 70.
The provision applies to distributions in years beginning after
December 31, 1991.
Plans covering self-employed individuals
Prior to the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA) different rules applied to retirement plans maintained by
incorporated employers and unincorporated employers (such as
partnerships and sole proprietors). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. Most, but not
all, of this disparity was eliminated by TEFRA.
Under present law, certain special a ggregation rules apply to
plans maintained by owner-employees that do not apply to other
qualified plans (sec. 401(dXl) and (2)). The bill eliminates these special rules.
The provision applies to years beginning after December 31,
1991.
Full funding limitation of multiemployer plans
The bill provides that the 150 percent of current liability limitation does not apply to multiemployer. plans. In addition, the bill repeals the present-law annual valuation requirement for multiemployer plans and applies the prior-law rule that valuations be performed at least every 3 years.
The provision applies to years beginning after December 31,
1991.
Affiliation requirements for employers jointlymaintaining a VEBA
The bill provides that otherwise unrelated employers are treated
as affiliated and, therefore, can maintain a tax-exempt VEBA if
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the employers (1) are in the same line of business, (2) act jointly to
perform tasks which are integral to the activities of each of the employers, and (3) act jointly to such an extent that the joint maintenance of a VEBA is not a major part of the joint activities.
Under the bill, employers are considered affiliated, for example,
under the following circumstances. The employers participating in
the VEBA are in the same line of business and belong to an association that provides to its members a significant amount of each
of the following services: (1) research and development relating to
the members' primary activity; (2) education and training of members' employees; and (3) public relations. In addition, the employers
are sufficiently similar (e.g., subject to similar regulatory requirements) that the association's services provide material assistance to
all of the employers. The employers also demonstrate the importance of their joint activities by having meetings at least annually
attended by substantially all of the employers. Finally, the employers maintain a common retirement plan.
On the other hand, it is not intended that the mere existence of
a trade association is a sufficient basis for the member-employers
to be considered affiliated, even if they are in the same line of business. It is also not sufficient if the trade association publishes a
newsletter and provides significant public relations services, but
only provides nominal amounts, if any, of other services integral to
the employers' primary activity.
A group of employers are also not considered affiliated under the
bill by virtue of the membership of their employees in a professional association.
The bill is intended as a clarification of present law. However, it
is not intended to create any inference as to whether any part of
the Treasury regulations affecting VEBAs, other than the affiliated
employer rule, is or is not present law.
Modifications to 8impliited employee pensions
The bill conforms the eligibility requirements for SEP participation to the rules applicable to pension plans generally by providing
that contributions to a SEP must be made with respect to each employee who has at least one year of service with the employer.
The bill modifies the rules relating to salary reduction SEPs by
providing that such SEPs may be established by employers with
100 or fewer employees. The bill also repeals the requirement that
at least half of eligible employees actually participate in a salary
reduction SEP.
The bill also provides that an employer meets the requirements
of the 125 percent deferral percentage test for salary reduction contributions if the employer makes a nonforfeitable contribution to
the plan of at least 3 percent of an employee's compensation on
behalf of each nonhighly compensated employee who is eligible to
participate in the arrangement without regard to whether the employee makes an elective contribution under the arrangement.
The provision applies to years beginning after December 31,
1991.
52-510 0 - 92 - 5
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Contributions on behalf of disabled employees
The bill provides that the special rule for contributions on behalf
of disabled employees is applicable without an employer election
and to highly compensated employees if the defined contribution
plan provides for the continuation of contributions on behalf of all.
participants who are permanently and totally disabled.
The provision applies to years beginning after December 31,
1991.
Distributions from rural cooperative plans
The bill provides that distributions can be made from a rural cooperative plan which includes a qualified cash or deferred arrangement upon attainment of age 59, even if the plan is not a profitsharing or stock bonus plan.
The provision is effective as if included in the amendments made
by section 1011(kX9) of the Technical and Miscellaneous Revenue
Act of 1988.
Reporting of pension and annuity payments
The bill provides that the definition of "information return"
under section 6724(d) includes reports of pension and annuity payments required by section 6047(d), and any report required under
subsection (i) or (1) of section 408. Similarly, the definition of
"payee statement" under section 6724(dX2) is amended to include
reports of pension and annuity payments required by section
6047(d) and any report required under subsection i) or (1)of section
408. The bill provides that section 6652(e) is amended to delete reports of designated distributions from the scope of its $25 per day
penalty.
The bill provides a $10 reporting threshold for designated distributions.
The provision applies to returns and statements required to be
filed after December 31, 1991.
Treatment of certain governmental plans
The bill provides that (1) compensation for purposes of the limitations on benefits and contributions under a qualified plan maintained by a State or local government includes amounts contributed by the employer pursuant to a salary reduction agreement (2)
the compensation limitation on benefits under a defined benefit
pension plan does not apply to plans maintained by a State or local
government, (3) the defined benefit pension plan limits do not
apply to certain disability and survivor benefits provided under
such plans, and (4) section 457 does not apply to excess benefit
plans maintained by a State or local government. Excess plans
maintained by a State or local government are subject to the same
tax rules applicable to excess plans maintained by private employ.
ers (e.g., sec. 83).
The bill also permits government employers to revoke the special
TAMRA election under which plans could provide benefits equal to
the accrued benefit of participants notwithstanding the otherwise
applicable limits on benefits. Plans maintained by employers that
revoke the election could then use the special actuarial reduction
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rules for early retirement benefits generally applicable to governmental plans. To be effective, the revocation must filed with the
Secretary of the Treasury by the last day of the third plan year
beginning after the date of enactment of the bill. The revocation
would apply to all plan years for which the election was in effect,
except that the benefit limitations for benefits paid after the date
of revocation, but attributable to a preceding taxable year during
which such election was in effect, will be determined as if such
amount had been received in such preceding taxable year.
The provision generally is effective for taxable years beginning
after the date of enactment. However, a qualified plan maintained
by a State or local government shall be treated as satisfying the
requirements of section 415 for all taxable years before the date of
enactment.
Date for adoption ofplan amendments
The bill provides that any plan amendments required by the bill
are not required to be made before the first plan year beginning on
or after January 1, 1993, if the plan is operated in accordance with
the applicable provision and the amendment is retroactive to the
effective date of the applicable provision.
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IV. ISSUES AND ANALYSIS RELATING TO THE SIMPLIFICATION OF EMPLOYEE PENSION BENEFITS TAX LAWS
A. General Simplification Issues
In general
There are three potential sources of income for an individual
after retirement-social security benefits, employer-provided pension plan benefits, and personal savings. These three sources of retirement income have traditionally been referred to as the "threelegged stool" providing retirement income security. Taken together, these three sources of income ideally should provide an adequate replacement for preretirement income.
An employer's decision to establish or continue a pension plan
for employees is voluntary. The Federal tax laws provide favorable
tax treatment for amounts contributed to an employer-provided
pension plan to encourage the establishment and continuance of
such plans.
The Federal laws and regulations governing employer-provided
retirement benefits are recognized as among the most complex set
of rules applicable to any area of the tax law. Some have argued
that this complexity has made it difficult, if not impossible, for employers, particularly small employers, to comply with the law. In
addition, it is asserted that this complexity deters employers from
establishing pension plans or forces the termination of such plans.
If this assertion is accurate, then the complexity of the employee
benefits laws is reducing the number of employees covered under
employer-provided plans. Such a result then forces social security
and personal savings to assume more of the burden of replacing
preretirement income.
Others assert that the complexity of employee benefits laws and
regulations is a necessary by-product of attempts (1) to ensure that
retirement benefits are delivered to more than just the most highly
compensated employees of an employer, (2) to provide employers,
particularly large employers, with the flexibility needed to recognize the differences in the way that employers do business; and (3)
to ensure that retirement benefits generally are used for retirement purposes.
A brief discussion follows of the reasons for complexity in the
pension area.
Reasons for complexity in employee pension benefits laws
Volume and frequency ofemployee benefits legislation
Many employers and practitioners in the pension area have
argued that the volume of legislation affecting pension plans enacted since 1974 has contributed to complexity. In many cases, a
particular substantive area of pension law may be dealt with legis(31)
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latively every year. For example, the rules relating to the form and
taxation of distributions from qualified pension plans were significantly changed b the Tax Equity and Fiscal Responsibility Act of
1982, the Deficit Ruction Act of 1984, and the Tax Reform Act of
1986. In many cases, changes in the rules are lobbied for by employers and practitioners.
This constant change of the law has not only contributed to complexity for the employer, plan administrator, or practitioner who
must understand the rules, but has also created problems for the
IRS and Department of Labor. Regulations projects are so backlogged at the IRS that employers may not know what they must do
to bring their pension plans into compliance with enacted legislative changes because the IRS has been unable to publish adequate
guidance for employers.
The amount of Iatlon in the pension area in recent years
hinders the ability of the IRS and the Department of Labor to monitor compliance with the law. Significant amounts of resources are
required to be expended to educate government employees with respect to changes in the law. Time that is spent reviewing pension
plan documents to determine whether they qualify under the tax
laws in form takes time away from the auditing of plans to ensure
that they qualify in operation.
The level of legislative and regulatory activity in the pension
area has also created problems because inadequate time is available to consider the possible interaction of various provisions. The
IRS may issue regulations that are immediately superseded by legislation. Legislation is enacted that does not consider the potential
interaction problems created with other areas of employee benefits
law.
Some people argue that the rules relating to employer-provided
pension plans should not be significantly altered in the context of
an effort to simplify the rules. This argument assumes that additional changes in the employee benefits area will only contribute to
complexity by legislating again in an area that some say has been
overlegislated in the last 10 years.
On the other hand, legislative initiatives that merely repeal existing rules may not contribute to additional complexity of the
rules unless the repeal of such rules leaves uncertainty as to the
rule that applies in place of the repealed rule.
The structure of the workplace

Some argue that the complexity of the rules relating to pensions
stems from a problem that is not unique to the employee benefits
area-that is, the way in which the workplace has developed has
created inherent complexities in the way that legislation is enacted. The way in which employers do business affects the complexity of pension legislation.
Large employers tend to have complex structures. These complex
structures may include the division of employees among various
subsidiaries that are engaged in different types of businesses. Rules
are required to deal with the issues that arise because a business is
operated in many tiers. For example, questions arise as to which
employees are required to be taken into account in determining
whether an employer is providing pension benefits on a nondis-
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criminatory basis. To what extent are employees of various subsidiaries that are engaged in completely different activities required to
be aggregated? If these employees must be aggregated for testing
purposes, what kind of recordkeeping burdens are imposed on the
employer? How are headquarters employees treated and how does
the treatment of such employees differ from the treatment of subsidiary employees? If an employer retains temporary workers, to
what extent are such workers required to be taken into account?
Should employees covered by collective bargaining agreements be
treated differently than other employees? Employers face these
issues every day because of the way in which their businesses are
operated, rather than simply because the laws governing pension
benefits are complex.
Flexibility and complexity
Employers and employees generally want to be able to tailor
their compensation arrangements, including pension benefits, to fit
their particular goals and circumstances. Present law accommodates these desires by providing for various tax-favored retirement
savings vehicles, including qualified plans, individual retirement
arrangements (IRAs), simplified employee pensions (SEPs), and taxsheltered annuities. There are many different types of qualified
plans, different ways of funding such plans, and different ways of
providing benefits under such plans.
The number of different tax-favored retirement arrangements increases complexity in the pension rules because different rules are
needed for each type of arrangement. A great deal of simplicity
could be achieved, for example, if employers were permitted to
choose from only one or two model pension plans. However, this
would also greatly reduce the flexibility provided employers and
employees under present law.
To some extent, the complexity of present law is elective. For example, employers who wish to reduce complexity can adopt a
master or prototype plan. Similarly, an employer may adopt a
simple profit-sharing plan for all his employees that involves a
minimum of administrative work. However, many employers
choose more complicated compensation arrangements.
Complexity and certainty
Although employers and practitioners often complain about the
complexity of the rules relating to employer-provided pension
plans, some of that complexity is, in fact, attributable to the desire
of employers or the Congress to have certainty in the rules. For example, the general nondiscrimination rule relating to qualified
pension plans merely requires that a plan not discriminate in
either contributions or benefits in favor of highly compensated employees. This rule is easy to articulate; however, determining
whether or not the rule is satisfied is not a simple task. The most
obvious problem is determining what the word "discriminate"
means. If it means that there can be no difference in contributions
or benefits between those provided to highly compensated employees and those provided to rank-and-file employees, then the rule
may be fairly straightforward. However, because the rules permit
employers some flexibility to provide more contributions or benefits
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for highly compensated employees, then it is necessary to determine how much of a difference in the contributions or benefits is
permitted.
On the other hand, rules that provide greater certainty for employers tend, on their face, to appear to be more cornplex. A case in
point are the nondiscrimination rules for employee benefits added
in the Tax Reform Act of 1986 (Code sec. 89)." Employers complained vigorously about the calculations and recordkeeping reuirements imposed by section 89. However, these rules developed
uring the legislative consideration of the 1986 Act in large measure in response to employer's complaints about the uncertainty of
a general rule prohibiting nondiscrimination in favor of highly
compensated employees.
A more mechanical rule will often appear to be more complex,
but will also provide more certainty to the employers, plan administrators, and practitioners who are required to comply with the
rule. Thus, any attempts to reduce complexity of the employee benefits laws must balance the desire for simplicity against the perceived need for certainty. In addition, it should be recognized that
simplicity in legislation does not preclude complexity in regulation.
Retirement policy vs. tax policy
A source of complexity in the development of pension laws and
regulations occurs because the Federal Government has chosen to
encourage the delivery of retirement benefits by employers through
the Federal income tax system. This decision tends to create conflicts between retirement income policy and tax policy.
Retirement income policy has as its goal the delivery of adequate
retirement benefits to the broadest possible class of workers. Because the decision to maintain a retirement plan for employees is
voluntary, retirement income policy would argue for laws and regulations that do not unduly hinder the ability or the willingness of
an employer to establish a retirement plan. Such a policy might
also encourage the delivery of more retirement benefits to rankand-file employees by adopting a rule that prohibits discrimination
in favor of highly compensated employees, but does not otherwise
limit the amount of benefits that can be provided to such employees. Thus, an employer whose principal objective was to provide
large retirement benefits to highly compensated employees (e.g.,
management) could do so as long as the employer also provided
benefits to rank-and-file employees.
On the other hand, tax policy will be concerned not only with
the amount of retirement benefits being delivered to rank-and-file
employees, but also with the extent to which the Federal Government is subsidizing the delivery of such benefits. Thus, Federal tax
policy requires a balancing of the tax benefits provided to an employer who maintains a qualified plan in relation to all other tax
subsidies provided by the Federal tax laws. This balancing has led
the Congress (1) to limit the total amount of benefits that may be
provided to any one employee by a qualified plan and (2) to adopt
strict nondiscrimination rules to prevent highly compensated em' The rules of section 89 were repealed in 1989. (P,

101-140.
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ployees from receiving a disproportionate amount of the tax subsidy provided with respect to qualified pension plans.
Jurisdictionof pension legislation
When ERISA was enacted in 1974, the Congress concluded that
Federal pension legislation should he developed in a manner that
limited the Federal tax subsidy of employer-provided retirement
benefits and that provided adequate safeguards for the rights of
employees whose employers maintained pension plans. Accordingly, the rules adopted in ERISA included changes in the tax laws
governing qualified plans (Title II of ERISA) and also included
labor law requirements applicable to employer-provided plans
(Title I of ERISA). In many cases, these labor law requirements
mirrored the requirements of the tax laws and created a civil right
of action for employees. Thus, ERISA ensured that compliance with
the Federal employee benefits laws could be monitored by the Federal Government (through the IRS and the Department of Labor)
and by employees (through their civil right of action under the
labor laws).
Although many of the pension laws enacted in ERISA had
mirror provisions in the labor laws and in the Internal Revenue
Code, subsequent legislation has not always followed the same
form. For example, the top-heavy rules that were enacted as part
of the Tax Equity and Fiscal Responsibility Act of 1982 were only
included in the Internal Revenue Code and did not contain a corresponding provision in Title I of ERISA. Some have argued that
such a piecemeal approach to employee benefits legislation can
lead to inconsistencies between the Federal tax law and Federal
labor law and can contribute to the overall complexity of the rules
governing pension plans.
In addition, the enforcement of rules relating to employer-provided pension plans is shared by the IRS and the Department of
Labor. Thus, there is no single agency of the Federal Government
that is charged with the development and implementation of regulations and with the operational enforcement of the rules relating
to pension plans.
Although the authority of each applicable agency has been clarified, complexity can occur because of the manner in which the
agencies interact. An employer must determine the agency with
which it must consult on an issue and may find that the goals of
each agency are different. For example, the Pension Benefit Guaranty Corporation (PBGC) views the funding of a defined benefit
pension plan from its goal of assuring solvency of the plan when
benefit payments are due. On the other hand, the IRS is concerned
that employers should not be permitted to overfund defined benefit
pension plans as a mechanism by which the employer can shelter
income from taxation. Without careful coordination of the goals of
these 2 Federal agencies, employers may receive inconsistent directives.
Transition rules
When the Congress enacts tax legislation altering the tax treatment of qualified pension plans or distributions from such plans,
transition relief is often provided to specific employers or individ-
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ual taxpayers or to a class of employers or taxpayers. Transition
relief generally delays temporarily or permanently the application
of the enacted rule to the applicable taxpayer. Sometimes, transition relief will apply a modified rule that is a compromise between
present law and the enacted rule.
The adoption of transition rules for a taxpayer or a class of taxpayers contributes to the actual and perceived complexity of employee benefits laws.
B. Issues and Analysis Relating to S. 1364
1. Nondiscrimination provisions
Definition of highly compensated employee
Two primary issues are presented by the present-law definition
of a highly compensated employee: (1) the appropriate dollar or
other cut-off point for the class of highly compensated employees
and (2) the extent to which family members should be aggregated.
The development of a definition of a highly compensated employee must balance the administrative complexity for an employer in
identifying those employees who are highly compensated and the
need for a definition that does not create inappropriate results.
Some argue that the definition of a highly compensated employee
should probably be employer specific. Such a rule recognizes that
compensation patterns will be affected by such factors as geographic location, employer size, and industry. However, such a definition
can be unjustifiably complex to apply in the case of large employers with numerous operating divisions or lines of business.
The bill adopts a definition of highly compensated employee that
utilizes a dollar compensation threshold and an ownership interest
threshold to identify highly compensated employees. Under this
definition, the level of the compensation threshold becomes the key
issue-if the compensation threshold is set either too low or too
high, it may permit an employer to discriminate against rank-andfile employees. However, no single compensation threshold will be
appropriate for every employer. Thus, a definition of highly compensated employee that establishes a single compensation threshold may sacrifice theoretically accurate results in favor of a more
administrable rule that achieves a rough justice in most cases.
On the other hand, present law permits employers to use a single
dollar level of compensation rather than determining who is in the
top-20 percent of employees. Thus, the bill can be viewed as
streamlining the definition of compensation to eliminate unnecessary categories of highly compensated employees. This streamlining is also evident in the elimination of officers-in most cases officers will be either owners or highly compensated by virtue of their
salary level so that the officer category is not necessary.
Family member aggregation also lends complexity to the definition of highly compensated employee under present law. The treatment of certain family members as a single highly compensated
employee is designed to prevent income splitting to circumvent (1)
the nondiscrimination rules or (2) the $200,000 limit on compensation taken into account. Theoretically, it might be argued that the
family aggregation rule should apply to all highly compensated em-
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ployees. However, the Congress has deemed family aggregation appropriate only in the case of employees who have sufficient control
of an employer to manipulate the way in which compensation is
paid. Some also argue that the present-law rules unduly restrict
the provision of pension benefits in family businesses.
The bill eliminates the application of the family aggregation rule
to the top 10 employees by compensation on the grounds that (1) in
virtually all cases the employees who should be aggregated are 5percent owners and (2) the additional administrative burden on employers to identify family members of the top 10 employees outweighs the small potential benefit of the rule.
Safe harbor definition of compensation
The bill provides a statutory safe harbor definition of compensation that should be easy for employers to administer. The bill permits the use of base pay, not basic rate of pay, which is already a
permissible safe harbor definition of compensation under final
Treasury regulations.
Minimum participation requirement
The minimum participation rule was adopted in the Tax Reform
Act of 1986 because the Congress believed that it was inappropriate
to permit an employer to maintain multiple plans, each of which
covered a very small number of employees. Although plans that
are aggregated for nondiscrimination purposes are required to satisfy comparability requirements with respect to the amount of contributions or benefits, such an arrangement may still discriminate
in favor of the highly compensated employees. Final Treasury regulations address many of the concerns with the prior-law comparability rules that led to the enactment of the minimum participation
rule. However, the potential for discrimination is always greater if
an employer maintains multiple plans; no set of rules will be able
to address all the possible differences between multiple plans.
The minimum participation rule was also viewed as a means of
achieving the intent of the comparability requirements with less of
the inherent complexity and administrative burdens imposed by
the comparability rules. Any changes that limit the scope of the
minimum participation rule reintroduces some complexity for employers and imposes additional burdens on the IRS in monitoring
compliance.
The bill targets the application of the minimum participation
rule to the class of plans-defined benefit pension plans-in which,
some argue, the greatest potential for discrimination exists. This
targeting could be viewed as an appropriate attempt to balance the
effect of the minimum participation rule on employers with the interests of employees who might be affected by the operation of the
rule. On the other hand, some might argue that the minimum participation rule has the most significant effect on small employers
and that it is difficult to understand the justification for a small
employer maintaining a multitude of plans for its employees, regardless of the type of plan.
In addition, the bill's provision may provide' an incentive for employer's to maintain defined contribution plans because such plans
are not subject to the minimum participation rule. Some may
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argue that this incentive is inappropriate at a time when fewer
new defined benefit plans are being established.
Nondiscrimination requirements for qualified cash or deferred ar.
rangements and matching contributions
The sources of complexity generally associated with the nondiscrimination requirements for qualified cash or deferred arrangements and matching contributions are the recordkeeping necessary
to monitor employee elections, the calculations involved in apply
ing the tests, and the correction mechanism, i.e., what to do i the
plan fails the tests. None of these factors is new-some form of the
nondiscrimination test has been in the law since 1978. Changes to
these rules made by the Tax Reform Act of 1986 may have added
to the complexity of the rules in operation.
The Tax Reform Act narrowed the permitted disparity between
contributions by highly compensated employees and contributions
by nonhighly compensated employees. Plans which previously
passed the nondiscrimination tests may not meet the new rules,
thereby placing more focus on the nondiscrimination rules themselves, as well as on the procedures for correcting failures to satisfy
the rules. The Tax Reform Act also imposed a separate dollar limitation on annual elective deferrals of employees ($8,475 for 1991);
some people believe that this dollar limitation obviates the need for
nondiscrimination tests or obviates the need for nondiscrimination
tests based on actual utilization of the cash or deferred arrangement. However, the dollar cap on elective deferrals limits the deferrals of highly compensated employees, but does not, by itself,
ensure that there is adequate participation in the arrangement by
rank-and-file employees.
The Tax Reform Act also added the special nondiscrimination
rules for employer matching contributions and after-tax employee
contributions. These rules added a new layer of testing and, therefore, of complexity for qualified cash or deferred arrangements
(called section 401(k) plans), because an employer match is typically a part of such arrangements.
The changes made in the Tax Reform Act of 1986 were enacted
because Congress was concerned that the rules relating to qualified
cash or deferred arrangements encouraged employers to shift too
large a portion of the share of the cost of retirement savings to employees. Congress was also concerned that the nondiscrimination
rules permitted significant contributions by highly compensated
employees without comparable participation by rank-and-file employees, a result which some believe is inconsistent with a basic
reason for extending favorable tax treatment to employer-provided
pension plans.
On the other hand, it is argued that the complexity of the nondiscrimination requirements, particularly after the Tax Reform Act
changes that impose a dollar cap ($8,475 for 1991) on elective deferrals, is not Justified by the marginal additional participation of
rank-and-file employees that might be achieved by the operation of
these requirements. Some argue that the rate of rank-and-file employee participation in cash or deferred arrangements is more directly related to the age of the employee than to the employee's
compensation and that the nondiscrimination rules do not take this
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factor into account. They believe that the failure of young employees, who are more likely to be nonhighly compensated, to make
elective deferrals should not restrict the ability of older employees
to contribute to their retirement savings. Further, the definition of
a highly compensated employee may include some middle-income
taxpayers for whom adequate retirement savings is essential and
the operation of the nondiscrimination rules may prevent such an
employee from saving.
Some people believe that the Tax Reform Act unnecessarily restricted the ability of highly compensated employees to save for retirement. The fact that the Federal Government waived the application of nondiscrimination requirements to the cash or deferred
arrangement maintained for Federal employees is often cited as a
justification for the repeal of the special nondiscrimination test for
all employers. In addition, they argue that the result that the nondiscrimination rules is intended to produce can also be achieved by
creating an incentive for employers to provide matching contributions on behalf of rank-and-file employees. Matching contributions,
it is argued, create a sufficient inducement to rank-and-file employee participation.
Some practitioners have suggested that the present-law nondiscrimination tests should be eliminated or replaced with a design-based test. Under a design-based test, a plan is nondiscriminatory
if it is designed in a certain way. Some people have serious tax and
retirement policy concerns with a test that is not based on actual
contributions and would argue that such a test permits cash or deferred arrangements to operate essentially like an individual retirement arrangement (IRA) with a much higher contribution limit.
($8,474 for 1991). This type of" IRA-equivalent arrangement is only
available to employees whose employers offer such a plan. Thus,
some would argue that the absence of nondiscrimination rules
based on actual utilization would cause the Federal tax laws to
treat similarly situated taxpayers differently.
Some believe that a test based on actual participation is the best
way to prevent elective plans from disproportionately benefiting
high-paid employees and the only way to ensure that low-paid employees actually benefit under the plan. It is argued that special
nondiscrimination rules are necessary in the case of elective plans
because higher income employees naturally are in a position to
defer greater amounts of income than lower paid employees.
Indeed, if an elective plan is the employee's only retirement plan,
lower income employees may not be able to defer enough current
income to provide sufficient retirement income. For this reason,
some believe that elective retirement plans do not operate as efficiently as nonelective plans from a retirement policy perspective.
However, some argue that the adoption of a design-based nondiscrimination test for cash or deferred arrangements and matching
contributions will promote expanded coverage for rank-and-file employees. The adoption of a nondiscrimination safe harbor that
eliminates the testing of actual contributions to the plan removes a
significant administrative burden that may act as a deterrent to
employers who would not otherwise set up such a plan. Thus, the
adoption of a simpler nondiscrimination test may encourage more
employers, who do not now provide any tax-favored retirement
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plan for their employees, to set up a plan. However, some argue
that the rapid rate of establishment of cash or deferred arrangements is inconsistent with arguments that the nondiscrimination
requirements act as a deterrent to employers to set up such plans.
The bill addresses concerns that rank-and-file employees may not
participate by requiring a certain level of employer contributions.
These contribution provide an incentive for lower-paid employees
to contribute. In addition, the bill assures that lower-paid employees will be aware of the plan by requiring employers to communicate the plan to employees.
In addition, a design-based nondiscrimination test provides certainty to an employer that does not exist under present law. Under
such a test, an employer will know at the beginning of each plan
year whether the plan satisfies the nondiscrimination requirements
for the year. On the other hand, some point out that there are alternative ways to achieve this result.
Under the bill, the design-based nondiscrimination tests are provided as alternatives to the present-law nondiscrimination tests.
The addition of optional methods of satisfying the nondiscrimination requirements for cash or deferred arrangements may be perceived by some employers as adding, rather than reducing, the
complexity of the requirements.
2. Distribution rules
In general
The pension distribution rules have been uniformly identified as
a primary candidate for simplification by employers, practitioners,
policy-makers, and the IRS. These rules affect nearly 16 million individual taxpayers and often require complex calculations that are
difficult for the average taxpayer to perform. Many have suggested
that a major part of any pension simplification proposal should be
the distribution rules.
Rollovers
The present-law rules relating to rollovers of distributions from a
qualified plan to an IRA or to another qualified plan represent an
exception to the fundamental principle that income should be
taxed when it is actually or constructively received. The rollover
rules are intended to facilitate the retention of retirement savings
for retirement purposes when an individual either (1) separates
from service prior to retirement age or (2) receives a lump-sum distribution from a plan.
The rollover rules originally were available only in the case of
certain lump-sum distributions. Because the original rollover provisions created harsh results in the case of inadvertent failures to receive a lump-sum distribution, the Congress has liberalized the rollover rules. However, the liberalizations, while eliminating most of
the harsh results, have complicated the rollover rules to the point
that the average plan participant will be unable to determine in
many cases whether a distribution can be rolled over. The restrictions on rollovers under present law lead to numerous inadvertent
failures to satisfy the rollover requirements and contribute signifi-
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cantly to the complexity of the rules relating to the taxation of
pension distributions.
The bill addresses the complexity of the present-law rollover
rules by permitting any distribution (other than a minimum required distribution) to be rolled over to another qualified plan or
an IRA. The bill does not permit the rollover of after-tax employee
contributions-the concern with permitting rollovers of employee
contributions is primarily administrative rather than a policy concern. Permitting the rollover of employee contributions is consistent with retirement policy; individuals should be permitted to keep
all their retirement savings in a tax-favored arrangement until retirement. However, the administrative problems of keeping track of
basis in an IRA should not be underestimated. Employers maintaining qualified plans to which after-tax employee contributions
have been made often comment that they would like to eliminate
recordkeeping burdens by cashing out employee contributions. Permitting such contributions to be rolled over to an IRA would
merely shift, rather than solve, the recordkeeping problems.
Indeed, such problems could be worse in an IRA because IRA funds
may be freely transferred between accounts.
Lump-sum distributions
The original intent of the income averaging rules for lump-sum
distributions was to prevent a bunching of taxable income because
a taxpayer received all of the benefits in a qualified plan in a
single taxable year. While the income averaging rules provide a
benefit to taxpayers, they also create complexity by requiring complex calculations that the average taxpayer has difficulty understanding. In addition, the existence of these rules has generated additional complexities under present law in the definitions of those
distributions that qualify for the favorable treatment and in the restrictions on rollovers between tax-favored retirement arrangements that are needed to prevent taxpayers from shifting retirement assets in ordtT-rtelect income averaging with respect to
more assets.
The need for rules to prevent bunching of income has arguably
been significantly reduced. The reduction and compression of tax
rates in the Tax Reform Act of 1986 significantly reduces the adverse tax effect for a taxpayer who receives a lump-sum distribution. Moreover, the bill's liberalization of the rollover rules increases the flexibility of taxpayers in determining the timing of the
income inclusion of pension distributions.
Some also argue that averaging should be. eliminated from a retirement policy perspective. It can be argued that the Federal tax
laws should not create an incentive for taxpayers to take pension
distributions in lump sums. In fact, some studies have shown that
significant percentages of lump-sum distributions are used for nonretirement purposes.
Some argue that the bill's retention of the present-law rules for
net unrealized appreciation on employer securities unnecessarily
preserves some of the complexity of present law. Thus, for example, the definition of what constitutes a lump-sum distribution
could be eliminated from the Code if the rule for net unrealized appreciation were repealed. Some also argue that, like the averaging
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rules, the need for the special unrealized appreciation rule is reduced by liberalizing the rollover rules.
The bill also does not eliminate the present-law transition rules
relating to the 1986 Act repeal of capital gains treatment for certain lump-sum distributions and the continued availability of 10year income averaging for certain individuals. The retention of
these transition rules undercuts much of the simplicity attained by
repeal of 5-year income averaging. On the other hand, the transition rules were added in the 1986 Act to reflect the reliance that
plan participants may have had on the availability of favorable tax
treatment for withdrawals and the elimination of these rules could
be viewed as unfair to those individuals who are eligible for the
transition rules. Of course, the reliance problem could be addressed
by providing a limited period of time (such as 1 year) after the enactment of the bill during which individuals could receive distributions that are eligible for the transition rules.
Transfers to IRAs or eligible transferee plans
The provision in the bill requiring a trustee-to-trustee transfer of
certain distributions from qualified plans to an IRA or a defined
contribution plan that accepts such distributions is intended to promote sound retirement policy. Such a transfer requirement eliminates the adverse income tax effect that occurs when an employee
receives a distribution from a qualified plan but inadvertently fails
to roll the distribution over to an IRA or another qualified plan
within the permitted rollover period. Further, the bill provision reduces the likelihood that retirement savings will be spent for nonretirement purposes by forcing the employee to take an affirmative
action (withdrawal from the transferee plan) in order to have
access to the distribution. It can be argued that such a provision
may make it more likely that at least a portion of retirement savings will remain in a tax-favored arrangement and that the employee will have adequate sources of retirement income when it is
needed.
On the other hand, the provision may create an additional administrative burden for the employer by requiring the plan trustee
to designate a transferee plan if the employee does not designate a
plan. Generally, this will mean that the plan trustee will be required to set up an IRA on behalf of the employee if the employee
fails to designate an IRA. In addition, the bill requires the plan
trustee to notify employees of the requirements of the transfer provision and of the amount to be transferred. Thus, the provision imposes an additional reporting requirement on employers or plan
trustees. Some employers and trustees may also be concerned
about continuing fiduciary liability with respect to amounts transferred.
The benefits of the transfer provision (i.e., promoting additional
retirement savings) must be balanced against the administrative
burdens on employers.
Required distributionsfrom qualifiedplans
A uniform distribution rule for pension benefits was adopted because it reduces disparities in opportunities for tax deferral among
individuals coy "'ed by different types of plans and eases adminis-
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trative burdens. The minimum distribution rules are designed to
ensure that plans are used to fulfill the purpose that justifies their
tax-favored status-replacement of a participant's preretirement
income at retirement-rather than for the indefinite deferral of
tax on a participant's accumulation under the plan.
Some will argue that the application of the required distribution
rules to all employees under present law is unnecessary because
the vast majority of employees commence distributions prior to age
70. Only in the case of very highly compensated employees is the
potential for deferral of receipt of benefits a problem.
The required distribution rule under present law has the effect
of eliminating an incentive that employers use to get their employees to retire. Employers prefer to be able to induce employees to
retire, thereby creating jobs for younger employees, by refusing to
commence payments of retirement benefits. Under present law,
this option is not available to employers; however, the bill will
permit employers to utilize this incentive.
On the other hand, the bill also requires a plan administrator to
actuarially adjust the benefits payable to an employee under a defined benefit pension plan to reflect the period during which benefits could have been paid, but were not. This provision can also
serve as a disincentive to employees to retire because they will not
lose the actuarial value of the retirement benefits they could have
been receiving. This provision is necessary to prevent employees
from being disadvantaged because payment of their benefits is delayed; however, it also adds complexity.
The return to the pre-1986 Act rules relating to required distributions also reintroduces some of the complexities the 1986 Act
sought to eliminate. Thus, for example, employers will have to
apply different sets of rules to two different groups of employees.
Also, it may be difficult to determine when someone has retired.
For example, is someone retired for purposes of the minimum distribution rules if they are working for the employer on a part-time
basis?
3. Miscellaneous provisions
Treatment of lea3ed employees

The leased employee rules are designed to prevent circumvention
of the pension plan qualification rules. The coverage and nondiscrimination rules operate by comparing an employer's highly compensated employees and nonhighly compensated employees. The
possibility for discriminating in favor of highly compensated employees increases to the extent that an employer can reduce -the
number of individuals required to be counted as nonhighly compensated employees through arrangements such as leasing. For example one obviously abusive type of transaction that Congress was
concerned about in enacting the leasing rules were cases in which
a doctor would fire his staff and then rehire the same people
through a leasing organization. The former employees would no
longer be considered employees of the doctor, enabling the doctor
to set up a generous qualilIed plan that covered only himself.
Avoidance of the qualification rules through employee leasing is
possible because the common-law rules for determining who is an
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employee are concerned primarily with who is the appropriate
party from whom to collect withholding taxes and, in meo cases,
for determining whether or not an individual is an employee or an
independent contractor. The same factors that are relevant to such
a determination are not necessarily those that are most relevant in
determining those situations which undermine the pension rules.
The primary concern articulated with respect to the present-law
rules is that the statute, as interpreted by proposed regulations, is
overly broad and counts as leased employees individuals who
should
considered
such. There
is also some
concern that
difficultnot
to be
obtain
the information
necessary
o determine
who it
is isa
leased employee because some of the information is obtainable only
from a third party and is not readily accessible by the employer.
Most would agree that the present-law rules as they now stand
are overly broad; however, there is debate about the appropriate
solution. Some argue that the "control" test of the bill is preferable
to present law because it relies solely on information within the
control of the employer. Thus, the employer may more easily make
a determination of who are considered leased employees. They also
argue that the "historically performed" test has no relation to the
economic relationship between the recipient and the individual,
and that it is the nature of that relationship that should be determinative.
On the other hand, the control test of the bill may create some
confusion as employers and practitioners try to distinguish it froui
the control test used to determined whether an individual is a
common law employee. Leased employees are by definition individuals who, under the common law test, are not employees. Use of
similar terms without clarification of their meaning can create administrative problems, for employers and enforcement problems for
the IRS.
There is also some concern that the bill will be perceived as
merging the rule with the common-law test, with the result that
some individuals, such as doctor office technicians, who clearly
were intended to be covered by the rules are not. Thus, the more
the test appears to be like the common law test, the greater the
concern that the bill's rule will not be sufficient to prevent avoidance of the nondiscrimination requirements.
Some also question whether true simplification of the rules can
be achieved statutorily. The determination of whether someone
should be a leased employee is inherently factual in nature. It de.
ends on the underlying economic relationship of the parties--a
factor which will vary case by case with each individual. Thus,
some argue that it is the case-by-case analysis that is relevant. This
case-by-case analysis approach could be implemented with minor
statutory- chanps to the employee leasing rules with direction to
the Secretary in the legislative history as to the kinds of circumstances that the Congress believes should and should not result in
someone being considered a leased employee.
Plans covering sel.emploued individuals
The repeal of the remaining special rules for plans maintained
by unincorporated employers should make the qualification standazd easier to apply and should eliminate the need for special re
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strictions on rollovers between plans if one plan is a plan of an unincorporated employer.
Full funding limitation of multiemployer plans
It is argued that the application of the full funding limitation to
multiemployer pension plans creates significant complexity. It is
necessary to determine (1) whether the full funding limit applies
on a contributing employer-bycontributing employer basis and (2)
who bears the burden of the sanction if the rule is violated. In addition, given the intent of the full funding limitation, it is arguable
that this limitation need not apply to multiemployer plans because
the contributing employers to the plan have no interest in making
excess contributions to the plan. The nature of the collective bargaining process and the fact that unrelated employers are contributing to the same pension plan should act as a sufficient deterrent
without the imposition of a separate funding restriction.
On the other hand, some argue that it is difficult to understand
why the arguments against the full funding limitation might not
also be relevant in the case of a collectively bargained plan that is
not a multiemployer plan or in the case of a multiple employer
plan.
Affiliation requirements for employers jointly maintaining a VEBA
The rules relating to VEBAs under present law permit an employer and, in some cases, a group of employers to contribute to a
tax-exempt trust that is established to provide benefits to employees of the employer or group of employers. By generally providing
tax exemption for the earnings on amounts contributed to a VEBA,
present law reduces the cost to an employer or a group of employers of providing certain benefits.
To the extent that the VEBA rules provide more favorable
income tax treatment than is provided to an insurance company,
use of a VEBA may encourage an employer or group of employers
to self insure benefits rather than purchasing insurance from a
commercial insurance company. Thus, any proposal that recommends the liberalization of restrictions applicable to VEBAs should
be viewed in light of their potential interaction with the insurance
company tax rules. In fact, some people argue that the present-law
VEBA rules, which permit employers in the same line of business
operating within the same State to establish a VEBA, permits a
group of employers to establish what is, in effect, a tax-exempt insurance company for the funding of health and life benefits for employees. Thus, it could be argued that the justification for permitting unrelated employers to establish a VEBA should be reexamined.
However, some may conclude that the liberalization of the VEBA
rules is justified because VEBAs serve the public policy of ensuring
that employers have set aside sufficient funds to provide benefits to
their employees. In addition, it may be argued that it is inappropriate to try to compare VEBAs with commercial insurance companies because there are inherent differences in the way that VEBAs
operate. For example, a VEBA is established by an employer or a
group of employers who have a significant nexus whereas an insurance company will typically serve a diverse clientele. Similarly, a
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VEBA exists for the funding of a statutorily limited class of benefits; a commercial insurance company will typically have many
products for sale to the general public.
The bill provides that employers will be deemed to be affiliated if
certain requirements are satisfied. Although historically the notion
of affiliated employers has been linked to some kind of common
ownership, the bill permits unrelated employers to be treated as affiliated. In connection with this provision, it is appropriate to consider whether the concept of affiliation adopted in the bill should
be extended to other areas in the tax laws, or at least to the employee benefits area. For example, such a concept could be extended to apply to the group of employers that is tested together
for nondiscrimination purposes under the qualification rules for
pension plans.
Salary reduction SEPs
Pension coverage of employees of small employers is significantly
lower than that of employees of medium or large employers. A
number of factors may contribute to this, including the cost to the
employer (both in terms of wage cost and administrative cost of
maintaining the plan) as well as the desire of the employees to
have pension benefits rather than wages in other forms. The bill
attempts to address one factor that may affect an employer's decision to establish a pension plan-administrative burdens-by enabling an employer to establish a salary reduction SEP without testing to ensure that the plan operates in a manner that does not discriminate in favor of highly comensated employees.
Nondiscrimination rules generally are enacted to ensure that the
tax benefits for qualified plans benefit an employer's rank and file
employees as well as highly compensated employees and to provide
broad-based pension coverage. The issues relating to nondiscrimination rules are discussed above under the provision relating to cash
or deferred arrangements. The discussion applies equally to the
provision that permits salary reduction SEPs for small employers
without testing for nondiscrimination.
In addition, even if one concludes that nondiscrimination rules
are generally desirable from a policy perspective, some argue that
in the case of small employers such rules may be an impedient to
establishment of any type of retirement program and that relaxation of such rules is appropriate if doing so will encourage small
employers to establish retirement plans.
It is unclear, however, whether elimination of nondiscrimination
rules for small employers will actually increase pension coverage of
rank and file employees. Such employers may establish SEPs now,
and may also establish qualified retirement plans that are relatively easy to administer. Thus, the fact that pension coverage is lower
in smaller firms may have little to do with administrative costs associated with nondiscrimination rules. Thus, relaxing those rules
may not achieve the desired result.
Sme also argue that any increased pension contributions by
small employers will be reflected in lower wages (to the extent permitted by minimum wage laws)-which could adversely affect
lower-income workers who may desire to have higher current
waes. Some also arque that the provision may make hiring mini-
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mum wage workers more expensive, so that fewer of such workers
will be hired.
Some also argue that it is not fair to provide special rules to
small employers only, and that one set of rules ought to apply to
all employers. In addition, as a practical matter, it may be difficult
to limit special provisions to small employers only. Thus, some
argue that exceptions for small employers should be adopted only if
it is appropriate from a policy perspective to eliminate nondiscrimination rules for all employers.
Amending the eligibility requirements for SEPs would conform
the rules for SEPs more closely to the rules relating to qualified
plans and thus may operate to simplify the pension system generaly. On the other hand, such rules require employers to keep track
of actual hours worked by employees, which may increase the recordkeeping burdens imposed on small employers.
A one-year of service rule permits an employer to require that
an employee complete 1,000 hours of service (or work approximately 20 hours per week) in order to qualify for a contribution on the
employee's behalf to the employer's pension plan. Long-term, parttime employees would be entitled to a contribution under present
law. To the extent that employees of small employers work on a
periodic or part-time basis, however, the change to a one-year of
service requirement may reduce the number of employees covered
by a pension plan.
Treatment of certain governmental plan
Proponents of the provision in the bill modifying the limits on
contributions and benefits for governmental plans argue that such
plans have special circumstances that warrant exceptions from the
general rules. For example, with respect to the exemption from the
100 percent of compensation limitation, they argue that the compensation structure for certain government positions is such that
the employees are paid very low current compensation, but are
compensated instead with retirement benefits. Also, they argue
that in the private sector, disability and similar benefits are often
paid outside of a qualified plan, whereas they are paid from qualified plans in the public sector. Further, they argue that private em..
ployers are allowed to maintain excess benefit plans (i.e., plans
that pay benefits that cannot be paid from a qualified plan because
of the limits on contributions and benefits), but public plans cannot
maintain excess benefit plans because of the limitations imposed
under section 457 (discussed below). Finally, they argue that the
scrutiny afforded compensaiton of public employees is sufficient to
ensure that excessive benefits are not paid and that no further
Federal limitations are necessary.
Opponents of the provision argue tht the provision is merely an
exemption from the limits on contributions and benefits, and that
the public employees should not be treated more favorably than
private sector employees. For example, all low wage employees
could benefit from an exemption from the 100 percent of compensation limitation. Similarly, many private employers have pointed
out that lower-paid employees are hurt because compensation for
purposes of the limits on contributions and benefits does not include salary reduction amounts, such as contributions to a 401(k)
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plan. Further, they argue that as a matter of public policy, public
plans should be subject to the same rules as plans of private employers and that employees in public plans obtain significant Federal tax benefits under qualify edplans.
Distributionsfrom rural cooperative plans
In general, a qualified cash or deferred arrangement is required
to be a profit-sharing or stock bonus plan. Under either type of
plan, present law normally permits in-service withdrawals. In fact,
the withdrawal rules relating to a qualified cash or deferred arrangement are generally more restrictive than the withdrawal
rules applicable to other profit-sharing or stock bonus plans.
Certain pre-ERISA money purchase pension plans and pension
plans maintained by rural cooperatives can also be qualified cash
or deferred arrangements. Because these plans are pension plans,
no in-service withdrawals are permitted, notwithstanding the fact
that certain in-service withdrawals are permitted from qualified
cash or deferred arrangements. In the case of a plan maintained by
a rural cooperative, it can be argued that this is an unnecessary
restriction on withdrawals since a rural cooperative plan is structured as a pension plan only because rural cooperatives do not
have profits within the general meaning of the Code so that, at the
time the plans were established, they could not be profit-sharing
plans.
On the other hand, some might argue that the liberalization of
the withdrawal rules to permit in-service distributions is inconsistent with sound retirement policy in that it creates an incentive for
plan participants to dissipate retirement savings for nonretirement
purposes. In addition, such a rule creates a class of pension plans
that are subject to more favorable withdrawal rules, which might
be perceived as unfair to other employers not eligible for the special rules.
-Cash or deferred arrangements for tax-exempt organizations
Under present law, nongovernmental, tax-exempt employers
which are not charitable (sec. 501(cX3)) organizations or public educational institutions (sec. 170(bX1XAXii)) are prohibited from providing their employees with qualified retirement plans that permit
elective contributions. Moreover, rank-and-file employees of such
organizations are effectively barred from participating in nonqualified deferred compensation plans because of the ERISA funding
rules. By permitting tax-exempt organizations to establish qualified
cash or deferred arrangements under section 401(k), the bill eliminates the problem that rank-and-file employees of tax-exempt organizations face in having meaningful elective deferred compensation
plans available to them.
Date for adoption of plan amendments
The provision that delays the time by which plan amendments
are required in order to bring the plan into compliance with the
changes made by the bill benefits the employer in 2 ways. First,
the provision gives the employer additional time to make the necessary changes in the plan document. Second, it provides time
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the requirements and such guidance can then be incorporated into
the plan document, which will reduce the need for subsequent plan
amendments.
On the other hand, the operation of the provision means that
plan administrators and participants will not be able to rely on the
language of the plan document in determining what their rights
might be under the plan. In addition, the plan document represents
the contract between the employer and its employees and such contract should be kept as current as possible. The benefit of the additional time for employers should be balanced against the importance of employees being able to determine their rights and of plan
administrators being able to administer the plan properly.
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V. OTHER PROPOSAL
S. 318 (Senator Packwood and others): The PRIME Retirement
Account Act of 1991
Simplified retirement plan
The bill creates a simplified retirement plan for small business
called the private retirement incentives matched by employers
(PRIME) account.
A PRIME account is an individual retirement plan with respect
to which the only contributions allowed are contributions under a
qualified salary reduction arrangement. A qualified salary reduction arrangement is a written arrangement of an eligible employer
under which an employee can make elective salary reduction contributions to a PRIME account. The amount of such contributions
must be expressed as a percentage of the employee's compensation,
and are capped at $3,000 per year. The employer is required to
match employee contributions to the extent such contributions do
not exceed 3 percent of the employee's compensation. No other
matching contributions are allowed.
Only employers who normally employ fewer than 100 employees
on any day during the year and who do not maintain a qualified
plan can establish PRIME accounts for their employees. For this
purpose, a qualified plan includes a qualified retirement plan described in section 401(a), a qualified annuity plan (sec. 403(a)), a
governmental plan, a tax-sheltered annuity (sec. 403(b)), and a simplified employee pension (sec. 408(k)).
All employees of the employer who are reasonably expected to
work at least 1,000 hours during the year are eligible to participate
in the PRIME account. All contributions to an employee's PRIME
account are fully vested.
No nondiscrimination rules apply to PRIME accounts.
A PRIME account is not an employee benefit plan for purposes
of ERISA. A PRIME account is, however, considered a pension plan
for purpose of the restrictions on deductible contributions to an individual retirement arrangement (IRA) (sec. 408(g)).
Tax treatment of PRIME accounts
The tax treatment of PRIME accounts generally is the same as
that of simplified employee pensions (SEPs). Thus, contributions to
an employee's PRIME account are not includible in the employee's
gross income (sec. 402(h)). Distributions form a PRIME account generally are taxed under the rules applicable to IRAs (sec. 408(d)).
However, distributions from a PRIME account may be rolled over
only to another PRIME account.
Early withdrawals from a PRIME account generally are subject
to the 10-percent early withdrawal tax applicable to IRAs (sec.
(50)
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72(t)). However, withdrawals of contributions during the 3-year
period beginning on the date the employee first participated in the
PRIME account are subject to a 25-percent early withdrawal tax
(rather than 10 percent).
Reporting requirement
The trustee of a PRIME account is required each year to prepare, and provide to the employer maintaining the account, a summary description containing basic information about the account.
Within 30 days after each calendar quarter, the trustee also is required to furnish, to each individual maintaining a PRIME account
a statement with respect to the account balance as of, and the activity during, such calendar quarter. In addition, the trustee is required to file a one-time report with the Secretary of Labor providing information required under regulations issued by the Secretary.
A trustee who fails to provide any of such reports or descriptions is
subject to a penalty of $100 per day until such failure is corrected.
The employer maintaining a PRIME account must notify each
employee of the employee's opportunity to make salary reduction
contributions under the account immediately before the employee
becomes eligible to make such election. This notice must include a
copy of the summary description of the account prepared by the
trustee. An employer who fails to provide such notice is subject to
a penalty of $100 per day on which such failure continues. The employer also must provide such simplified reports with respect to the
account as the Secretary may require by regulations.
No other reports are required.
Effective date
The bill is effective for taxable years beginning after December
31, 1991.

147
PREPARED STATEMENT OF MICHAEL

0. RUSH

NFIB is the nation's largest small business advocacy organization, representing
more than 500,000 small and independent business owners nationwide. NFIB is a
strong supporter of reforming our nation's pension laws because a surprisingly low
percentage of small businesses are currently able to afford pension plans for their
employees. Our testimony will focus primarily on proposals that have been offered
to increase the number of pension plans offered by small business owners.
WHY MORE SMALL BUSINESSES DO NOT OFFER PENSION COVERAGE

According to the Small Business Employee Benefits survey taken by the NFIB
Foundation in December, 1985, the cost of starting and maintaining a pension plan
was the primary reason small employers gave for not having one. Small businesses
are rarely profitable enough for the owners to be able to affOrd the costs of setting
up and running a pension plan under current law. Roughly 40% of NFIB members
responding to a poll stated they take home less than $30,000 a year. With profits
this low, current law offers little incentive to a small employer to start a plan.
Pension plan costs can be broken down into the cost of plan contributions and the
cost of administration. Mr. Chairman, your legislation, the Employee Benefits Sim.plification and Expansion Act, S. 1364, would lower the administrative costs of pension plans by offering small business owners a pension plan without non-discrimination and participation testing. Reducing the administrative burdens of setting up a
pension plan will encourage more small business owners to start them.
In addition, keeping administrative requirements simple will encourage small
business owners to keep their plans operating. According the 1985 NFIB Foundation
study, more than one-third of small businesses which terminated their plans did so
because of changing and complex regulations.
S. 1364 requires employers to either match contributions made by their employees
or contribute three percent of every employee's pay in order to enjoy the benefits of
simpler administrative rules. Although these contributions will increase the cost of
starting a plan, they do allow employers to choose between offering their employees
an opportunity to have their savings matched or just contribute a set percentage of
every employee's income. I would like to point out, however, that less expensive employer contributions have been proposed. Senator Packwood's legislation, S. 318,
would require employers to match, dollar for dollar, contributions up to the first
three percent of salary and would not require an additional 50% match for the next
3-5% of income. The administration's POWER proposal would require only a two
percent contribution to each worker.
NFIB disputes the need to include mandatory employer contributions in a simplified pension plan for small employers. However, if Congress considers employer contributions to be indispensable, then those contributions should be as small as possible. Small business owners purchase pension coverage the same way they purchase
any other employee benefit. The lower the cost, the more likely employers will pur.
chase it.
Lack of employee interest is another reason small business owners do not start
pension plans. Many young, low-wage workers would prefer to have a higher salary
than set aside money for retirement. If a small business owner has $2,000 a year
that can be used either to start a pension plan or to increase salaries, invariably the
younger, lower-paid employees of that business will prefer higher pay. The Committee should keep in mind, however, that just because workers forego pension cover9 e at one stage of their careers does not mean that they will retire with no savings.
any employees working for small businesses will move on to better paying jobs
and will be afforded the opportunity to participate in a pension plan later in their
careers.
WHY SMALL BUSINESSES OFFER PENSIONS

In order to increase the number of small businesses that set up and maintain pension plans, it is important to explore why a small business owner would want to set
up one in the first place. Small business owners are motivated by a number of factors when deciding whether or not to start a pension program.
As mentioned above, the primary threshold that must be crossed is whether or
not the business can afford the administrative and benefit costs of a plan. If the
business can afford the expense of the plan, studies have found that small business
owners have a variety of objectives when they start a plan:
(1) to take advantage of the tax benefits pension plans offer.
(2)to provide their employees with an opportunity to save for retirement.
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(3) to attract better quality employees.
(4) to reward good employees.
(5) to instill worker loyalty and encourage them to remain with the business.
Obviously, to the extent pension law permits employers to accomplish these objectives, more small employers will offer pensions.
WHAT CAN BE DONE TO INCREASE SMALL BUSINESS PARTICIPATION

The best way to increase the number of Americans saving for retirement is to provide them with a simple way to save. As the number of businesses who offer pension
plans increases, so does the opportunity for workers to save.
The Employee Benefits Simplification and Expansion Act of 1991 takes several
important steps in the direction of making pension plans more accessible to small
business owners. By simplifying pension rules, S. 1364 will make the administration
of pensions easier for small employers and, as a result, more employers will be
likely to offer plans to their employees.
As mentioned above, cost is the primary factor influencing an employer's decision
of' whether or not to start a pension plan. S, 1364's requirement that employers
either match contributions made by employees or contribute a percentage of every
employee's salary creates a barrier for those employers who want to take advantage
of the simplified pension rules. If an employer cannot afford to make these payments, he cannot afford this new simplified plan.
The choice of employer contribution offered by S. 1364, however, is preferable to
other approaches allowing employers only the option of making across-the-board
contributions to all employees. As the Committee is aware, both the Department of
Labor and the House Ways and Means Committee have suggested that pension
rules be simplified only for small business owners who can afford to contribute two
or three percent of their payroll to all of their employees' pension plans.
NFI1 suggests that instead of trying to maximize the number of employees within
a plan who are saving for their retirement, Congress should focus on trying to maximize the number of plans in which employees have an opportunity to participate.
Providing wide-scale opportunity for individuals to save for their own retirement
will result in much greater savings than enticing just a few businesses to contribute
toward all of their employees' futures.
Since the enactment of ERISA, tens of thousands of small firms have canceled
their pension plans. For many reasons NFIB, the Administration, and the Congress
agree that this is not in the best interest of working Americans. NFIB believes that
the only way to reverse this undesirable trend is to enact legislation making it easy
for smaller businesses to set up and fund plans. S. 1364 takes a big step in this di.
rection by addressing the administrative barriers in the current system. We strongly encourage the Committee to steer-clear of pension proposals with high initial
price tags. Instead, any proposal should provide employers with a usable alternative
for their employees at a cost low enough that smaller businesses will be able to
afford it.
OTHER COMMENTS ON PENSION SIMPLIFICATION

NFIB is also concerned about the repeal of five- and ten-year averaging. These
changes could leave small business owners who had included the availability of fiveand ten-year averaging in their retirement plans out in the cold. This revenue-raising provision penalizes those who have saved over a lifetime and planned on using a
lump-sum distribution from their pension to fund their retirement. NFIB is also
concerned that some pension proposals use the revenue picked up from the repeal of
averaging to pay for an expanded retirement prograni for state and local government employees. Both the Administration's POWER propo sal and Chairman Rostenkowski's proposal include expanded pension benefits for these government employees. State and local employees already have much more comprehensive pension coverage than the employees of NFIB members (pension coverage in the public sector is
approximately 90 pe-rcent). Pension simplification efforts should focus on expanding
pension coverage within the private sector.
NFIB also applauds efforts to simplify the definition of a highly compensated employee. One of the primary contributors to the complexity of pension plans is nondiscrimination testing, and the definition of a highly-compensated employee is a
major cause of that complexity. In simplifying the definition of a highly-compensated employee, however, NFIB would recommend that the definition include only
those who are truly highly compensated.
The primary problem with the current definition of a highly-compensated employee is that it includes all business owners, regardless of how much they earn. The
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average NFIB member takes home between thirty and forty thousand dollars a
year. These business owners are in no position to abuse the system by socking away
tens of thousands of dollars a year in pre-tax income. Pension law should encourage
small business owners to start plans. Declaring up front that every small business
owner is highly compensated is not a good way to start.
CONCLUSION

To increase pension coverage Congress should focus on making it affordable for
all employers to offer his or her employees a pension plan. Three out of every four
small businesses do not have pension plans. Until small employers offer pension
plans to their employee. most American workers will not be covered. Small employers currently do not offer pension plans to their employees because they cannot
afford one. Unless the cost of starting and maintaining a pension plan is lowered,
small businesses will not start them.
Congress needs to enact legislation that will provide a workable pension plan; one
that will greatly increase the chances that small employers will use the plan, thus
enabling them to help their employees provide for their retirement.
Attachment.
STATEMENT OF MARTIN G. IMBACH, INC.

Mr. Chairman, my name is Eamonn McGeady, and I am the president of Martin
G. Imbach, Inc., a marine and heavy construction company located in Baltimore. We
employ nearly sixty people and have been in business since 1944, when my father
incorporated the company. My two brothers and I have run the company since his
death in 1968. Our firm is somewhat unusual for a construction company in that we
have been able to maintain a cadre of experienced employees, with many ofour current ones having been with us for more than twenty years and over half the company having ten or more years' service. We are an open shop company with a benefit
package that includes the usual holidays, a vacation plan, various employee assistance arrangements, and a fully paid medical plan that covers our employees and
their families. It is from this background that I appear before you today.
You have asked me to address some of the impediments that small businesses face
when attempting to establish a pension plan for their employees. I can answer that
with one sentence: The three "C's": cost, complexity, compliance.
First, cost. when we explored the possibility of establishing some sort of a pension
plan for our company several years ago, the best proposal that we got would have
cost us between ten and fourteen thousand dollars a year just for the administrative
costs. That did not include any actual contributions to the plan. The consultants
who were proposing those plans at that time were up against the then recently
passed ERISA amendments, and like the great majority of small and medium businesses, we saw no advantages and a great many disadvantages. The decision was
regretfully easy-no pension plan. Although we have not re-examined the possibilities in the last few years, I understand that the costs are still quite high compared
to the possible benefits to the employee and the firm.
Next: Complexity. The current IRS and ERISA rules are such that only practicing
professionals can hope to keep up with them. A small business person at his or her
peril would try to be their own compliance officer, since the penalty for a mistake
would be extremely costly.
Finally, compliance. Even some of the professionals disagree as to what constitutes compliance with the current rules. what is a "highly compensated person?" If
you have only three stockholders as we do, what can they do, if anything, and not
cause the plan to be disallowed by the IRS?
These are just a few of the questions raised in the real world of a small business
person's "decision tree." With all of the other daily pressures, it is easy to see that
the simplest decision is no decision-and no pension plan.
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What then can be done? I sincerely believe that you and your committee are on
the right track. If you can produce legislation that removes most, if not all, of the
complexity and compliance stumbling blocks, then I believe the third "C"--coetwill take care of itself. I think that a large percentage of my peers would like to
offer some sort of a plan to their employees. I know I would. If you can reduce administrative costs and have the plans administered by various financial institutions
and have them employee-centered, that is vested and transferable and have them
tax favored, I think you will see a rapid increase in the number of employees participating. The benefits I think are obvious--increased savings rates, decreased reliance on future social security payments, increased capital base, better employee relations, etc. All of these and more will more than offset the current tax costs, I urge
you to continue your efforts.
Thank you.
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PREFACE

This survey of small business employer-provided employee benefits
was undertaken by the NFIB Research and Education Foundation as a
direct result of Administration and Congressional suggestions to at
least review,-.i not alter, their tax status. Despite some recent
research on small business employee benefits, e.g. Chapter 5 in SBA's
1985 The State of Small Business report, it became clear soon after
these sugCestions were offered that it would be very difficult to make
informed judgments on their small business impact with the data
available. In particular, questions involving small business owner
attitudes and motivations in decisions affecting employee benefits
need resolution. It was the process on which data was lacking, not so
much the result of the process. The Foundation felt it could obtain
information to help explain the process and thereby help assess the
probable impact of various legislative suggestions.
While Federal attention was the immediate stimulus.for the survey,
it was not the only one. States also have an interest in employee
benefits, Perhaps the most obvious example is the minimum health
insurance requirements whose legality was recently upheld by the
United States Supreme Court. But employee benefits is not a new State
interest and not one that is likely to recede. Therefore, information
on small business employee benefits have on-going value for policy
makers in the State capitals,
Finally, there is an entire industry marketing employee benefit
products and services to small businesses. The interests of small
business owners and their employees dictate that such an industry be
competitive. Small business market information can only help this to
occur. While it is difficult not to believe that at least the largest
industry members possess considerable market data, their proprietary
nature limits the ir availability and therefore their utility. Should
the Foundation provide all competitors access to better information it
will allow the industry to provide cheaper, better, and more useful
products and services to small businesses.
Comments on this report would be gratefully received.
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SMALL BUSINESS EMPLOYEE BENEFITS
by
William J. Dennis, Jr.
NFIB Research & Education Foundation

Executive Summary
Paid vacations and health insurance were the two most common
employee benefits found among the nation's small businesses.
They were the only benefits provided by a majority of the
small employers surveyed.
Larger businesses tended to provide more benefits for a
greater proportion of full-time employees than did smaller
businesses.
There appeared to be an accepted hierarchy of benefits or a
tacit order in which benefits were introduced.
The median monthly employer cost of voluntary employee
benefits, i.e. benefits not provided by legal compulsion, was
$1,450 for those providing at least one benefit. Mean or
average monthly costs were twice that, pulled upward by a very
few firms. The ratio of mean monthly voluntary benefit costs
to annual gross receipts was inversely related to firm size.
Compulsory employee benefits, i.e. legally required benefits
such as FICA and Workers Compensation, cost small business
owners about as much as did voluntary benefits.
The number of small business owners providing employee health
insurance has been rising. Sixty-five (65) percent offered
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health insurance coverage for at least some full-time
employees, an increase of eight percentage points from a
similar survey conducted in 1978. Most responsible for the
increase were financial service, professional service, retail,
and smaller firms.
Well over 80% of health insurance plans offered in small firms
carried an option for dependent coverage. However, few
part-time employees were provided any health benefits.
The mean monthly health insurance premium paid by small
employers was over $1,766, more than double the monthly
premiums paid in 1978. A majority of small employers absorbed
100% of the premium with the smallest employers most
frequently paying the full cost.
Small business owners purchased private health insurance from
a great variety of carriers. Self-insurance (4%) and HMO's
(3.) remained an oddity.
While the firm was the group sponsor more often than not,
trade/business associations have been increasingly assuming
that role. Apparently, the trend to greater association
sponsorship is tied directly to increasing employee health
coverage in small firms.
Nearly 2/3's of small business owners with health insurance
reported they were generally satisfied with the health care
plan offered their employees. That represented a 17
percentage point drop from 1978 and can be directly related to
insurance costs.
Small business owners and/or a designated employee spent
comparatively little time searching for health insurance
alternatives, health care cost control options, etc. Outside
advisors, particularly insurance agents, often substituted for
owner/employee search.
Employee health insurance was not provided by about one-third
small employers. No single reason dominated their decisions.
The most frequently cited reasons were: generally covered
under a spouse or parent policy (secondary wage earners),
premiums too high, employee turn-over too great, firm
insufficiently profitable, and can't qualify for group policy.
No dramatic increase in the quantity of employee health
coverage should be expected in the near future. The
composition of the labor force and differences in small
business profitability will limit growth in the proportion of
small business owners instituting employee health insurance
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plans. However, coverage will continue to rise as the
increase in health care costs decline, labor markets accept it
as a condition of employment, and associations make it
increasingly accessible for the smallest.
Few small businesses provided employee retirement plans. Of
those made available, the defined contribution type appeared
most popular. But in a recurrent theme, substantial
percentages of small business owner respondents were not
familiar with the terminology or specifics of the plan for
which they were paying.
Outside advisors often influenced plan selection.
Contribution flexibility, tax advantages, and ease and cost of
start-up were major considerations in plan choice.
The small business owner or a designated employee served as
the plan administrator in a plurality of instances. Bank
trust departments were the second most frequent source of plan
administration.
The most commoft reason for instituting a retirement plan was
the need to keep valued employees, followed by the general
feeling that employees needed a plan.
Sixty-five (65) percent of business owner respondents
expressed general satisfaction with their employee retirement
plan. Those with defined contribution plans were most
frequently satisfied. Yet, at one time or another, one in ten
has either cancelled or withdrawn from a plan.
Constant change in governmental rules and regulations was far
and away considered to be the most important problem in
maintaining an employee pension plan.
The most frequently cited reason for not providing a
retirement plan was affordability. However, 1/3 did not
respond, probably indicating important alternatives were not
provided the respondent.
Accountants were most often the single most important source
of information on retirement planning for small business
owners. Insurance agents and financial consultants followed
in frequency.
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RETIREMENT PLANS
One in four (26%) small businesses provided some type of employee
retirement plan, In 70% of those instances (18% of the total
population), all full-time employees were included in the benefit; in 307,
of those instances, just some full-time employees were eligible.
^.1 The most common type of retirement plan was the defined contribution
plan (Table 24). Thirty-nine (39) percent reported using that kind.
although a disproportionate number of no answers (30%) almost certainly
should have fallen in the class. The defined benefit type of plan was
possessed by 27%; the multiemployer type was characteristic of iust 5%.
Since multiemployer plans are closely related to union contracts and
previous work indicates less than 5% of small businesses have any union
employees, it is like-ly few if any non-respondents would need to be
apportioned to that variety of retirement plan.
The most common form of defined contribution plan was profit sharing
(Table 24). Profit sharing was reported by just over half of those
identifying the type of defined contribution plan they possess. The
money purchase variety was used by about half the number that used profit
sharing. Simplified Employee Plans (SEP) and 401(k) plans were virtually
the only others identified. Respondents were also presented the Thrift,
Keoh, and ESOP options, but so few identified one of those plans as
theirs that such plans are henceforth clumped under the heading "Other."

Table 24
TYPE OF SMALL BUSINESS PROVIDED EMPLOYEE RETIREMENT
PLAN BY PERCENT OF FULL-TIME EMPLOYEES
COVERED IN EACH FIRM
(in percent)

PERCENT OF FULL-TIME EMPLOYEES
COVERED IN EACH FIRM
TYPE OF PLAN

1-39%

Multi-Employer
Defined Benefit
Defined Contribution
Profit Sharing
Money Purchase
401(k)
SEP
Thrift
Keogh
ESOP
Other/No Answer
Subtotal
No Answer

54

Total
Number of Respondents

100%
37

*Less than 0.5%

40-60%

61-99%

100%

39
16
7
5
1

6

4

50
100%

31
100%
32
100%
22

2
37
100%

1
27
100%
25

100%
54

100%
263

Total

5%
27%
39%
35%
1b%
6%
6%
1%
1%
2%
29%
100%
.30%
100%
376
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Many small business owners providing some type of employee retirement
plan were either unfamiliar with the terminology employed in the
questionnaire or have delegated responsibility for such activity to the
extent that familiarity with the terminology appears unnecessary. Thirty
(30) percent of those with a plan could not or would not identify it by
basic type. Curiously, respondents from firms employing 50 or more
people were less likely to know their plans by name than were those from
smaller firms, indicating greater delegation or reliance on advisors.
While a profit sharing plan is normally considered to be a type of
defined contribution plan, small business owner respondents do not
necessarily consider it as such. In fact, there were almost as many who
marked profit sharing as marked defined contribution. The implication
is that profit sharing is often an additional benefit not specifically
considered to be a retirement benefit,
Conditions
Where retirement plans were offered, they normally were offered to all
full-time employees. But in those cases where coverage was not complete,
there appeared no discernable trend between those covering just salaried
workers and those covering just hourly employees (Table 25). Typically,
an employee became eligible to participate in the plan after one year of
service. Sixteen (16) percent had a shorter service requirement; 21% had
one that was longer. Technically, a service requirement of more than one
year is not legal under ERISA. However, most responses of that nature
fell under non-covered informal profit-sharing arrangements. There
probably was also some confusion with vesting.
The vesting period, i.e. the period of service prior to eligibility
for benefits, was surprisingly brief. Only 31% (42% of those answering
the question) possessed a vesting period of more than five years. Twelve
(12) percent had none, indicating both direct payments to employee savings
plans, e.g., IRA's, and perhaps some confusion with service requirements.
If nothing else, this distribution of responses indicates the polarized
forms small business employee retirement plans take. On the one side,
there are highly formal plans of the type that any'professional pension
manager would recognize and feel comfortable handling. On the other,
there are very informal plans which may not be a plan at all under any
professionally accepted definition, but which serves the same purpose.
Responses of small business owners having defined benefit and defined
contribution plans were similar in two of the three participation
requirements outlined above. Both had similar employee type and employee
service restrictions. The "odd men out" were those with multiemployer
plans. Multiemployer plans were much more likely to affect only one
class of employee, but had generally lesser service requirements. When
it came to the vesting period, however, responses of those with defined
benefit and multiemployer plans appeared similar. Those with defined
contribution plans exhibited substantially greater variance, The reason
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for the difference is the greater formality or rigidity of the two former
plan types and the greater informality or flexibility of the latter.

Table 25
SELECTED PARTICIPATION FACTORS IN SMALL BUSINESS
PROVIDED EMPLOYEE RETIREMENT PLANS BY TYPE
OF RETIREMENT PLAN
TYPE OF PLAN
PARTICIPATION
FACTORS

MultiK

Employee Type
All Full-Time
Salaried Only

42
6

Hourly Only

35

No Answer
Total

Defined
Benefit

Defined
Contribution

No
Answer

78
5

86
3

47
3

Total
70%
4%

3

1

1

18
100%

15
100%

9
100%

50
100%

23%
100%

3%

18
24
37

8
11
49
7
16
8
100%

5
3
38
4
12
47
100%

6%
87
45%
5%
14%
24%
100%

Employee Service
No Requirement
Less Than 1 Year
1 Year
2 Years
3 Years or More
No Answer
Total

18
100%

54
8
48
4
15
19
100%

Vesting Period
No Requirement
1-2 Years
3-5 Years
6-10 Years
No Answer
Total

6
12
24
29
29
100%

8
11
24
35
22
100%

17
5
26
37
16
100%

10
6
14
18
52
100%

12%
7%
22%
30%
29%
100%

41
59
100%

83
11
7
100%

86
9
5
100%

49
8
43
100%

72%
11%
17%
100%

17

103

145

ill

376

Owner Participation
Yes
No
No Answer
Total
Number of Reep.

*

*
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One measure of a plan's value is whether the owner participates. If
the owner participates, he presumably has no better alternative and the
plan is the best available under the circumstances. Seventy (70) percent
of owners with an employee retirement plan participated in their employee
plan. Eliminate multiemployer plans because the individual small
business owner has no practical influence over its content, and the
figure rises somewhat. While the very largest and the very smallest were
somewhat less likely to experience owner participation, there was little
differentiation by firm size.
Plan Choice
The selection of a small business employee retirement plan is heavily
influenced by advisors (Table 26). While there are usually multiple
reasons for plan selection, the recommendation by an advisor influenced
the small business owner decision at least half the time. Those with a
defined benefit plan were most likely to cite recommendations from an
advisor as their reason for choice, one indication of the more complex
nature of defined benefit plans.
A second tier of reasons in frequency of note followed advisor
recommendations. Contribution flexibility was cited by 34% overall, but
by 44% of those choosing a defined contribution plan. Twenty-nine (29)
percent indicated tax advantages were a reason. The third and last
reason in the cluster was that plan costs could be anticipated (25%).
Again, this response was much more characteristic of those with defined
contribution plans.
Further down the list in frequency of mention was most generous
employee benefits, lowest administrative cost, most generous owner
benefits, and ease and cost of start-up. While noted less frequently than
several others, they were important reasons for many small business
owners. In fact, the notable part about the distribution of reasons for
plan choice was its dispersal. Eight different reasons were cited by
more than 15% of respondents having a plan; only one -- a reason
inherently having nothing to do with the plan, i.e. recommended by an
advisor -- reached hi her than 35%. There was usually just one reason
cited for selection of a multiemployer plan -- negotiated with a union.
Plan Administration
In a plurality of instances (39%), the small business owner or a
designated employee managed the retirement plan on behalf of the
beneficiaries (Table 27). Among larger employers the percentage declined
somewhat despite the presumably greater internal capacity to absorb those
responsibilities. Bank trust departments appeared to substitute. Over
all size classes, bank trust departments proved the single most frequent
source of retirement plan administration outside the firm (17%).
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Investment brokers were named by 12%; they were disproportionately
managers of smaller plans. Consultants followed at 117, and 21% either
engaged yet another source or did not respond. Not surprisingly,
consultants were most often employed when the plan was of the defined
benefit variety, Those with defined contribution plans were somewhat
more likely to have used either an investment broker or a bank trust
department. Multiemployer plans provided a different pattern in
administration. Most used either bank trust departments or some "Other"
vehicle.
Satisfaction and Problems
Sixty-five (65) percent of small employers expressed general
satisfaction with the employee retirement plan they now have (Table 28).
Despite complaints over administrative costs and regulatory changes, it
appeared that virtually none intended to drop his plan in the foreseeable
future, The caveat to the latter observation was the intent of the
comparatively large 21% who failed to respond.
Greatest satisfaction was expressed with the defined contribution
type plan (85%). Given that affordability and contribution flexibility
were major factors in plan selection, it was not surprising that the plan
type offering these advantages received the highest approval. A
substantial majority (69%) also expressed satisfaction with their defined
benefit plan. But differing from those providing defined contribution
plans, a large contingent of those offering defined benefit plans, though
not satisfied, couldn't afford a better one (17%). Least satisfacton was
found with the multiemployer type and while probably an accurate
reflection of the actual situation, the small sample size (n17) allowed
no conclusions.
While there were no mutinous rumblings similar to those which resulted
in cancellation of many retirement plans during the mid-1970's, small
business owners reported problems with their retirement plans. The most
prevalent of these problems was constant governmental changes in the rules
and regulations affecting their offerings (Table 29). Nearly two of five
(37%) cited the problem as their most important in plan maintenance.
Moreover, nearly halt who were generally satisfied with their plans
pointed to problems created by frequency of regulatory changes.
Regulatory changes generally inflate administrative costs. The two
most frequently mentioned problems--regulatory change and administrative
costs (15%)--are therefore, related and accounted for 52% of total
responses. Other problems, such as "top heavy" restrictions and
restrictions on fund usage, were noted considerably less often. The
concern over multiemployer withdrawal liability, so strongly expressed by
many with multiemployer plans, was not evident in the totals. Just a
small percentage have mu1tiemp loyer plans, although most of those
reported their withdrawal liability as problem number one.
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Table 26
SMALL BUSINESS OWNER REASONS FOR RETIREMENT PLAN
CHOICE BY TYPE OF RETIREMENT PLAN
(in percent)
TYPE OF PLAN
REASON FOR
PLAN CHOICE

MultiEmpLoye r

Recommended by Advisor
Negotiated with Union
Ease and Cost of Start-Up
Can Anticipate Costs
Most Generous Owner
Benefits
Tax Advantages
Contribution Flexibility
Lowest Administrative Cost
Most Generous Employee
Benefits
Chosen Before Present Owner
Other
Total@
Number of Respondents

Defined
Benefit

DefLned
Contribution

No
Answer

60
3
1.0
20

52
4
19
32

46
3
21
22

50%
6%
16%
25%

5
11
5
4

23
27
21
10

17
35

7
24

21

36
16

[6%
29%
34%
16%

16
5
5

19
7
3

21
3
1

9
2
1

17%
4%
2%

203%
103

249%
145

187%
111

215%
376

63
5

114%
17

44

Totall

less than 0,5%
@ respondents could mark more than one answer

Reasons for Institutin& a Plan
The most important reasons for instituting employee retirement plans
focused on employees themselves (Table 30).
Twenty-nine (29) percent
cited the need to keep valued employees as their principal motivation.
The owners feared competitive pressures created by other employers and
instituted a plan to help retain employees.
The reason noted with second
greatest frequency was that employees needed a plan (24%). A variant of
this theme probably is that it was the right thing to do.
together,
these employee-directed reasons accounted for 53% of responses, or more
than 60% of those providing an answer.
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Table 27
SMALL BUSINESS EMPLOYEE RETIREMENT PLAN MANAGER
BY SHALL BUSINESS ANNUAL GROSS RECEIPTS
(in percent)
ANNUAL GROSS RECEIPTS (;000's)
RETIREMENT
PLAN MANAGER

Under
500

5001,499

1,5004999

5,000
or More

No
Answer

Total

You or Someone in Your
Business
Consultant
Investment Broker
Bank Trust Department
Other
No Answer
Total
Number of Respondents

39%
11
12%
17%
7%
14%
100%
74

100%
104

l0u%
108

100%
75

100%
15

100%
376

Table 28
SMALL BUSINESS OWNER SATISFACTION WITH EMPLOYEE
RETIREMENT PLAN BY TYPE OF RETIREMENT PLAN
(in percent)
TYPE OF PLAN
SATISFACTION
Generally Satisfied
Not Satisfied, Can't
Afford Better
Not Satisfied, Soon
Will Have Better
Soon Will Reduce Coverage
Soon Will Drop Coverage
Subject to Union Agreement
No Answer
Total
Number of Respondents
* less than 0.5

MultiEmployer

Defined
Benefit

Defined
Contribution

No
Answer

Total

53

69

85

51

65%

2

11

3

4

6%

3

4

4%

*

1%

35
2

6
2
1
1
5

1
3
6

2
2
38

1%
2%
21

100%
17

100%
103

100
145

100%
ill

100
376
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Table 29
MOST IMPORTANT SMALL BUSINESS PROBLEM IN MAINTAINING CURRENT
EMPLOYEE RETIREMENT PLAN BY SMALL BUSINESS OWNER
SATISFACTION WITH CURRENT EMPLOYEE RETIREMENT PLAN
(in percent)
SATISFACTION
WITH RETIREMENT PLAN
PROBLEM
Administrative Costs
Multi-Employer Withdrawal
Liability
Constant Government Changes
Restrictions on Fund Use
Top Heavy Restrictions
Other
No Answer
Total
Number of Respondents

Generally
Satisfied

Other
Views

No
Answer

Total

19

22

3

2
51
2
9

*

11

9
37
4
9
15
19

91

32%

100
245

100
54

100
77

100%
376

7

4
3
*
*

15.

2.
37.
2.

7%
6%

*Less than 0.57
Direct personal motives were also often behind institution of a plan,
but much less often than employee centered motives. Tax advantages and
best way for the owners to establish a personal plan each attracted an 117.
response. Outside. influences, such as labor bargaining and procuring a
business with an established plan, accounted for another 107.
The
remainder (13)
offered no reason.
The median number of years these retirement plans have been in
existence is about nine. Reviewing the distribution of years in existence
on Table 31, it appears clear the relative number of plans is about
holding its own over time. There is neither any great rush to institute
them nor a trend to eliminate them. However, there do appear to be some
changes over time in the reasons for instituting a plan. For example, the
need to keep valued employees was cited more frequently by those with
newer plans, probably indicating increased labor market pressures. Union
negotiated was inversely related to plan age, illustrating the
comparatively early union entry into retirement plans. The impact of
incentives created by tax advantages presents no real pattern of
responses.
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Opting Out of Plans
One in ten (10%) respondents reported that they had either cancelled
or withdrawn from an employee retirement plan (Table 32). The most
frequent reason cited for leaving a retirement plan was changing and
complex regulations. Thirty-five (35) percent of those having dropped a
plan offered that explanation. Another 8% cited increased administrative
costs, These two government-caused reasons accounted for 43% of all small
business owners who either have dropped or cancelled a retirement plan
(and are still in business).
A second group of almost identical size (42%) offered market-related
reasons for their actions. A majority in that group (25% of the total)
pointed to lower sales or profitability. Changes in the labor force
accounted for another 17%.
- Of those small business owners cancelling or withdrawing from a plan,
about two of five (39%) now provide a different plan. Firms fitting these
conditions tended to fall in the mid-size range of small businesses
(Table 33). Unfortunately, there were only 54 cases (N=54). This number
is insufficient to cross-tabulate against reasons for dropping and
reasons for instituting a retirement plan. However, the subject offers
an intriguing possibility for additional inquiry.
Table 30
MOST IMPORTANT SMALL BUSINESS OWNER REASON FOR INSTITUTING
EMPLOYEE RETIREMENT PLAN BY ANNUAL GROSS
RECEIPTS OF SMALL BUSINESSES
(in percent)
ANNUAL GROSS RECEIPTS ($O00's)MOST IMPORTANT
REASON FOR
INSTITUTING PLAN
Needed to Keep
Valued Employees
Employees Needed a Plan
Union Negotiated
Tax Advantages
Chosen Before
Present Owner
Best Way for Owners to
Establish Personal Plan
Other/No Answer
Total
Number of Respondents
*

less than 0.5%

Under
500

5001,499

1,5002,9

3,000
Or More

No
Answer

Total

!7
17
7
.3

29%
24%
6%
11%
4%

3

2

6

19
19

14
13

5
8

100%
74

100%

100%

100%

100%

104

16

117

15

*
*

11%
14%

100%
376
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Table 31
MOST IMPORTANT SMALL BUSINESS OWNER REASON FOR
INSTITUTING EMPLOYEE RETIREMENT PLAN BY
YEARS PLAN IN EXISTENCE
(in percent)
YEARS PLAN IN EXISTENCE
MOST IMPORTANT
REASON FOR
INSTITUTING PLAN

16 and
Over

No
Answer

34

23

16

29%

15
3

25
4

36
21

17
5

24%
6%

13

12

18

6

3

11%

3

1

6

7

8

*

3
6

14
1

23
7

10

1007.
77

100%
69

100
68

Less
than 2

Needed to Keep
Valued Employees
Employees Needed
a Plan
Union Negotiated
Tax Advantages
Chosen Before
Present Owner
Best Way for Owners
to Establish
Personal Plan
Other/No Answer
Total
Number of Respondents

3-5

6-10

28

39

35

34
3

27
4

22

1007
32

11-15

2

8
P

1007
53

Total

4%

4
A

11%
14%

100%
77

100%
376

Table 32
PERCENT OF SMALL BUSINESS OWNERS HAVING
CANCELLED OR WITHDRAWN FROM RETIREMENT
PLAN AND OWNER REASON FOR ACTION

ACTION TAKEN

CANCELLED OR
WITHDRAWN FROM PLAN

Yes
Change in Workforce
Lower Sales or Profitability
Reduction in Owner Benefits
Increased Administrative Costs
Changing and Complex Regulations
Other
Subtotal
No
No Answer
TOTAL

REASON
FOR ACTION
17
25
2
8
35
12
100%

100%
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Table 33
PERCENT OF SMALL BUSINESS OWNERS WHO HAVE CANCELLED
OR WITHDRAWN FROM AN EMPLOYEE RETIREMENT PLAN
BUT WHO CURRENTLY HAVE ONE BY FIRM SIZE
FIRM SIZE (FULL-TIME EMPLOYEES)
CANCELLED
OR WITHDRAWN
FROM PLAN
Yes
No
No Answer
Total
Number of Resp.

1-4

5-9

4
91
5

10
81
10

100% 100%
76
73

10-19

20-49

50-99

100+

No
Answer

Total
14%
81%
5%

20
78
3

23
73
5

18
80
2

11
85
4

23
62
15

100%
81

100%
62

100%
44

100%
27

100%
13

100%
376

Non-Provision
A healthy majority of small businesses (74%) offer their employees no
retirement plan. The most frequently cited reason (39%) for this
situation was "Can't Afford One" (Table 34). This result was to be

expected given a similar experience with the more popular health insurance
benefit. But no other response even reached the double digit level.
Start-up problems tallied 9%, followed by an employee preference for
direct compensation (6%). The remainder of the provided responses drew
even less mention. Administrative costs amounted to an asterisk, probably
indicating that many are unfamiliar with problems occurring once a plan
has been established.
A whopping 33% failed to answer the question. Unfortunately, there is
no obvious reason why that action was taken by so many. Perhaps there
were more important reasons, e.g., not commonly given in businesses like
mine, which were not presented to respondents. Perhaps the positioning
of the question on the page caused respondents to miss it. One could
even speculate that an employee retirement benefit is not considered
normal or usual (which is accurate in smaller firms), therefore no
conscious reason is available for its non-provision. But there is no way
of knowing which, if any, of these possibilities is accurate.
A variety of incentives or causes to provide an employee retirement
plan were considered important by small firms. However, with the
exception of "Business Becomes More Profitable" which was cited by 38%,
no single reason was cited by as many as one in four (Table 34).

A

corollary to the business becoming more profitable rationale, and the
second most frequently cited reason, was "Tax Advantages Increased" (20%).
For a tax advantage to be useful, however, there must be something to
tax. As a result, direct provision of tax code incentives to create or
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expand retirement plans will be useful to some, i.e. those responding to
tax advantages increased, but will leave many unaffected, i.e. those
responding to business becomes more profitable. The dilemma created by
the differential tax situations of varying businesses is certainly not
unknown, but remains no less difficult. This is particularly true when
to many with plans (those who have already acted) attributed their
behavior to tax advantages (see Reasons for Instituting a Plan and
Table 31).
Twelve (12) percent asserted a cause to provide a retirement plan
would be the ability to reinvest plan assets into the business.
Suggestions have been made to relax rules disallowing such treatment of
capital. But it appears inconsistent that over twice as many reported
investment ability a cause to establish a retirement plan as (Table 29)
Table 34
SMALL BUSINESS OWNER REASONS EMPLOYEE RETIREMENT
PLAN NOT PROVIDED ALL FULL-TIME

EMPLOYEES BY FIRM SIZE
(in percent)
FIRM SIZE (FULL-TIME EMPLOYEES)
REASON NOT PROVIDED

1-4

5-9

10-19

20-49

50-99

100+

No
Answer

Total

Can't Afford One
Start-Up Costs,
Red Tape, Etc.
Employees Prefer
Compensation
Too Much Employee
Turnover
Administrative Costs
Capita]. Needed to
Reinvest in the
Business
Changing and Complex
Regulations
Insufficient Owner
Benefits
No Answer

50

37

29

33

_2

18

28

39%

8

9

13

15

7

k

3

9%

6

6

8

4

11

6

5

6%

5*

3*

61

1

4
*

*

6

2
*

4%

•

5

5

7

3

7

6

5

5%

*

1

2

3

*

6

*

1%

Total
Number of Resp.
* less than 0.5%

3
23

6
33

3
31

100% 100% 100%
484 252 150

4
37
100%

100

*

*

48

59

100%
27

100%
17

3%
33%
100%
146

100%
1176
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reported the lack of reinvestment ability a cause for not instituting a
plan in the first place (Table 35).
Nine (9) percent, or 8% of the total population, indicated they would
not provide such an employee benefit under almost any circumstance. That
represents four times the number responding in a similar manner to the
provision of employee health insurance.
Information Sources
Accountants were most frequently cited by small business owners as the
single most important source of information on pensions, options available
for retirement income, etc. (Table 36). Twenty-six (26) percent named
accountants, with insurance agents (18%) and financial planners (11%)
following. Trade associations, magazines/publications, business
consultants, banke:s, and lawyers were infrequently mentioned as the most
important source if information on retirement financial planning. Twentytwo (22) percent did not respond. However, examination of Table 35 shows
that non-response was, located by several orders of magnitude,
disproportionately among those who had no retirement plan. This
distribution implies that many small business owners don't have a most
important source simply because they don't pay much attention to the
matter. This is not an isolated phenomenon. A disproportionately large
*roup not providing health insurance also failed to identify a most
important information source for health-related matters (see Table 26).
Those small business owners not providing an employee retirement plan
were as likely to cite accountants and insurance agents as their most
important source of information as were those providing plans. Virtually
all other potential sources of information were noted with much greater
frequency by the latter group. This differential was particularly notable
among financial planners and business consultants.
Those with retirement plans covering all full-time employees were much
less likely to cite accountants than were those who had just a portion.
The reverse was true of financial planners. Arguably, the larger the
retirement plan (in terms of coverage), the greater the shift to more
specialized sources of information.
Concluding

observations

Employer provided employee retirement programs are not common in small
businesses. Formal plans appear even less common. But the precise extent
of benefit provision is diff cult to determine. The principal interpretational problem comes with profit-sharing benefits. Survey responses
indicated that profit sharing doesn't fit any prearranged benefit
classification scheme very well. Many small business owners considered it
a "free-standing" benefit which may or may not eventually become an
employer provided retirement program. Evidence supporting this
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Table 35
CAUSES FOR SMALL BUSINESS OWNERS TO PROVIDE
EMPLOYEE RETIREMENT PLAN BY FIRM SIZE
(in percent)
FIRM SIZE (FULL-TIME EMPLOYEES)---CAUSE TO
PROVIDE

Business Becomes
More Profitable
Comparative Costs,
Options Clearer
Employees Asked for
One
Administrative Costs
Could Be Cut
Tax Advantages
Increased
Good Employees More
Difficult to
Attract
Plan Assets Could
Be Reinvested in
the Business
Wouldn't Provide
Under Almost Any
Condition
Total @
Number of Resp.

1-4

5-9

10-19

20-49

50-99

100+

No
Answer

45

40

34

37

15

12

24

38%

ii

13

13

14

7

3

10%

11

10

13

9

15

3

10%

8

8

13

8

k

2

27.

24

22

21

23

15

5

20%

8

7

4

6

7

12

12

16

14

7

6

9

9

9

7

7

12

6

1

128% 121%

123%

118%

73%

36%

484

150

100

27

17

252

7
11

56%
146

Total*

6%
12%
9%

109%
1176

* less than 0.5%
@ respondents could mark more than one answer

observation lies in the relatively large number of respondents checking
profit sharing while also indicating they either did not have a retirement
plan or the plan was other than a defined contribution plan.
Employee retirement benefits are provided in a minority of small
businesses. Given the hierarchy of benefit introduction noted earlier,
retirement benefits among the nation's small businesses will probably
increase incrementally over time. But there appears to be means to
accelerate or retard the speed of change. The experience of the mid-70's
with its policy emphasis on rigidity and uniformity was an example of how
to retard it. Flexibility and uniqueness, both in terms of regulatory
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policy and marketing as continually underscored in this survey, are the
means to accelerate it. While provision of retirement benefits is not
the only important possible effect of the trade-off between the two
regulatory poles, it is one that should never be forgotten.

Table 36
MOST IMPORTANT SOURCE OF EMPLOYEE RETIREMENT PLAN
INFORMATION FOR SMALL BUSINESS OWNERS BY
PERCENT OF FULL-TIME EMPLOYEES IN EACH FIRM

MOST IMPORTANT
INFORMATION
SOURCE

PERCENT OF FULL-TIME
EMPLOYEES COVERED IN EACH FIRM
None+

1-39%

40-60%

61-99%

100%

Total
26%
18%
8%
11%
6%
4%
2%
2%
2%
22%

26

30

32

30

21

18
6
7
7
2

22
8
19
5
5

18
18
18

,13
13
19
4
9

17
10
24
4
7

100%

100%

100%

100%

100%

37

22

54

263

Accountant
Insurance Agent
Trade Association
Financial Planner
Magazines/Publications
Business Consultant
Lawyer
Banker
Other

*
*

No Answer
Total

Number of Resp.

1063

+ includes non-respondents
* less than 0.5%

100%
1439
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SURVEY SAMPLE
The preceding report was based on data gathered from a mail survey of
small business owners conducted in September, 1985. The survey sample was
randomly drawn from the membership file of the National Federation of
Independent Business (NFIB). All regular members in the file were
eligible for selection, the exception being a comparatively small
percentage who had no full-time employees. Thus, the resulting sample
consisted entirely of small employers. Each of the 7,750 small business
owners in the sample received a questionnaire (a copy provided in
Questionnaire, p. 46) and a follow-up two weeks later. There were 1,439
usable responses for a 19% response rate, 11 percentage points less than
NFIB normally experiences in such surveys.
There is little a priori reason to fear a sample bias. Dunkelberg
and Scott have demonstrated that the NFIB membership file reasonably
reflects the universe as the universe can best be estimated.*/ Moreover,
the sample was not contaminated by association activities involving
extensive sale or promotion of employee benefit packages. And while
response rates of 30%, let alone 19%, never can provide a survey analyst
comfort, previous experience in comparing NFIB-collected responses to
equivalent data collected by other organizations shows remarkable
consistency, particularly within size class. The differences that do
exist usually involve "levels" for the entire population resulting from
the somewhat larger businesses within the NFIB file.
Tables A and B provide comparisons of the estimated universe, the
survey sample, and the survey respondents. (The estimated universe
measures were drawn from the Small Business Administration's (SBA) Small
Business Data Base as published in the annual The State of Small Business
Report.) Note on Table A that the industry-by-industry differences in
these data sets are minimal. Survey respondents are somewhat
overrepresented among manufacturers and underrepresented among services.
In the other major industries, however, differences usually involve only

a percentage point or two.
When employee size is substituted for industry in the three set

comparison (Table B), the result is not as satisfactory. The profile of
survey respondents and the survey sample are virtually identical, with
the exception of 1-4 employee class size and "no answer." Distributing
the no answers proportionally among all size classes creates a survey
respondent profile still somewhat underrepresented in the 1-4 employee
class and a percentage point or two overrepresented in the others. That
distribution in and of itself should be sufficient to cover all concerns
over the response rate. However, the responses of "no answers" and the
*/William-C. Dunkelberg and Jonathan A. Scott, Report on the RepresentaEiveness of the National Federation of Independent Business Sample of
tion, 1984.
Aunted
States, Small Business Administr
Small Firms
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responses of other size classes to other comparable questions produce an
uncommon similarity between the "no answers" and the 1-4 employee size
class. Given that similarity and previous experience which indicates the
smallest are most likely not to respond to size questions, responses
proportionally allocating "no answers" probably do not assign enough to
the smallest size class. As a result, the profile of survey respondents
and the survey sample is probably even better than the considerable
similarity previously shown.
Table A
COMPARISON OF ESTIMATED UNIVERSE, SURVEY SAMPLE,
AND SURVEY RESPONSES BY INDUSTRY
(in percent)

INDUSTRY
Construction
Manufacturing
includess Mining)
Transportation
Wholesale
Retail
Agriculture
Financial Services
Services
No Answer
Total

ESTIMATED
UNIVERSE

SURVEY
SAMPLE

SURVEY
RESPONDENTS

14

11

12

9
4
10
29
4
8
24
--

13
3
7
27
5
7
24
2

13
4
10
27
5
9
19
1

100%

100%

100%

While the estimated universe inflates the 1-4 employee size class a
percentage point or two by inclusion of some non-employers, there remains
a difference between the estimated universe and the sample. Sample small
business owners (as well as respondents) have somewhat larger businesses
on balance. The estimated universe contains approximately 10 percentage
points more firms in the 1-4 employee size class than did the sample on
the response. Those 10 percentage points were distributed over other size
classes. Thus, population "levels" are unduly influenced, though not
greatly, by owners of firms larger than 1-4 employees.

173
Table B
COMPARISON OF ESTIMATED UNIVERSE, SURVEY SAMPLE,
AND SURVEY RESPONSES BY EMPLOYEE SIZE
(in percent)
EMPLOYEE
SIZE

ESTIMATED
UNIVERSE

1-4
5-9
10-19
20-49
50-99
100 or more

57
21
11
7
2
2

No answer

Total

SURVEY
SAMPLE

SURVEY
RESPONDENTS

-1-

48
21
15
11
3
2
1

37
21
15
10
4
3
11

100%

100%

100%
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NFIB EMPLOYEE BENEFITS SURVEY
(Plea mark appropriate answers or fill In the blanks)
1. What Isthe legal form ofyour business?
III Proprietorship
121 Partnership
(31 Corporation
141Sub-chapter S Corp.
2. Plee classlf your
r business att ty, using oneof the cateo ofeonpkesbeow. (Iftmore than one applies,
mark the one which contributes the most toward your gross saes or total revenues)
III ConstrucUon generall contractor, painting. carpentry, plumbing heating electrical highway, etc
121Manufacturing and mining (Including datry processor, printer. publisher. etc.)
131Transportatio travl agency. communication, public utilities (truckers. movers broadcasters, etc.)
141Wholesale (Including gram elevator, lvestock dealer, distributor of equipment. manufacturer's rep.. etc.)
(51Reall (Incuding service station, restaurant. bar, radio and IV store, drug store florist apparel. etc)
181Aoricutur. veterinaian kestoy, lard Wng fisheries. etc.
171Financial Insuranme real esate bnk. savings & loan. etc.
181Beauty salon b er shop. gA motel hotel. repatrsrvf bookkeeping serve, photographer, funeral
director, rental agency, credit bure laundry, etc.
191Physician. dentiK attorney, enineer, archlct, accountant. skilled nursing care facility, etc.
1101 Other (please describe)
3. During the last calendar or fiscal y ar, what mre your gross sales or receipts?
1 83.000O00.-4,999.999
141 $00,000
99 9
III Under 8100,000
121$100,000-199.999
(5) 8M0 M01,499,999
18185.000,000-9,999999
1318200,o0.499.999
161$1,5o00,0.2,9 999
191$10,000.000 or more
4. fow many people do you employ. et baebwi
working less than 35 hour per week)
a

te swesmrs)? (Apart-time emp"

Is generally thougt of(s

All-time rTotl
Teenagers

65-9 years old
70 years old or more
b) Part-time (Total)
Teenagers
650 yemr old
_
70 years old or mome
5. What typ offering benefits do you provide ull.trn er
ye who haft been on theob pstanyprobationryperiod
you have? (Mark appropriate answers)
4
6
2
S
Iat
sem
(01)

(1-80")

Abst MW
(,40W%)

Most

(61-10")o
(el-rn

AN
(10o%1

Health Insurance
Dental Inurnce
retirement Plai (inchlding a Profit

33
3
______22

Shr or Caital Afxwmilton Plan
Paid Vacations
Paid Sick Lft
Long*Term Disairity Insurance
(not Workers Cotip)
Life
InurMe
FIucation Aasisaoe
Itmpniyee Discounts

30

Employes) set (wn wodcng hours
(flea Unre)

30

Paid Lunch

3S

break

Dependent Came
____ _
____
_
________
_
Lea MetistAnce
Ohr(qPeclf:
. Ple etmakI your firm' averte monthly pyoll (Do mt Incde voluntary fringe benefit onts. FICA nffA etc.)
7.

27

_
permonth
unate your firm's average
am
monthly contribution for all ssnma fringe benefits. (Do "e include PICA.

IUTA. Wodrar 6omA etcJ

per month
8. PlesseestlmAt your ftmnsamsmege monthly contribution forpeoua fringe benefit.eg PICA FIA Workers
Comp. (Do rat ludude employee withholdinOL)
*
- per month

32
34
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9. In the paa* twelve 1121months, how fay hours hav you and/or an empklyees) on your behalf spet in stigating
health insurance options, controlling health care cost et ?
(II LoethanI hour
141 9-16hours
171 41-80hour
12! I4hours
15 17 24 hours
181 81 hoursor moe
131 &8 hours
161 25-40 hour*
10 What tsyour maost Isoloett source of infonnation on health Insurace. control of health care costs, health
Insunincte benefits. et (Check mo only)
III Local Insurance agent
151 14agatine, publicatiora etc.
12! Inaumnme broker
161Business corultint
131 TrvKie. bustnes. professional astation
171 Other lspeclfy).
141 Ialth cam provider e g. doctors. nurses etc.
II Do"a your State require any minimum health Insurux coveraile eg, any polky most irwlude alcohol or drug
rwhabilitation cowerge. outpatient mental health?
III Yes
121 No
131 Don't know
I a If "yes", how has your frm responded to "'minimumcourage' requirements fMark o only)
II No change, already
had "minimum carve
121 Extpanded cove4e to achieve "inlnimum coverage"
131 Shifted coAr. Increased in some arees, redted In others
141 Droppel allccowens
151 No employee health nsuance so doesn't afect me
I'M1
No yet appllcabk Don't know
if yu provide employee health Insura

, for e f,.u.m emnplyee

pleae move to question113 If not. please Coninul.i

II If yow firm does mot provide health Insura.-e for aldfuiltime ermployers why doesn't It? (Check an that apply
III Premiums toohlgh
121 rmpoyee tumrwr too grat
131 Employees general covered under a spouse or parent's policy
141 Never thought about It
51 Administratve expenses too high
161 Employee prefer compensation in cashh'ack ofen¢pkrye Interest
(7) Fnmntnsuffic gently profitable

181 Can't quality for agroup policy
191 Other (specily):..
i2s. Ifyu can't qualify for a group polky, why not?
III Not enough emploets
121 My type ofbasme normally cani' get coverage

131Never really expLanedto me
141 Other Ispecily)'

12b What woudd cause you to purchase group health Inaurace for )our full-time employees? (Mar*t all that
III Ifwvcoui qually as a group
121 If the business became more profitable
131 If Inaurtr~e rate. 'verelnwr
141 Ifminimum coverage requirements were dropped
151 If insurance rates aM cfvrae were more stable
161 If the business got bigger
171 If It became mote dlf +utto find good employees
181 Ifemployee Asked for It
191 Would not provide tuxe almost any cinc muitance
1101Other (specify): ...
.
.
If yeu don't provide employee health Inaw

. Pe

.

.

..

..

go toquetion" 19. Ifyu haw employee health Insurane

if more than one pla please meleto the plan ovting mot emnployees
13. If health Insuranot covea tI availbl to a Is" saaso
of yur fulltrne employee, what basic covave do you
have?
III iI0*pltAliZAtIkoourVc*J only
131 lHopitalutuowsurg"c and naor medical
121 Major medical only
141 Don't know
I 3 Approxntey what portion of the group health Inaurare premium do your oloyo
pay? tDo not inclu e
administrative coastal
I I! None
131 25-49%
151 7599%
171 Don't know
121 1.24%
141 5074%
161 100%
13b. Do your full-time employee have the option of covering a spouse and/or dependents under your firm's group
health Insurance plan?
IIIYes
121No

npleasecontinue.
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all of your furUme employee Ipa some
13c. If your firm proide.v oup health In urarice(or some. bt
probationary perod If applicable). what to the bests for pioviding corage? (Mak an that app
III Yearon thejob
121A certain wsge or salary ci
131 Age
141 Level of repotwbtllty (e5.. only superleors foremen. etc I5
5Il Other (speify):
.....
13 Do your part-tme employes generally have the same type of health Ituturu ce overage as your ful-time
employee.?
Ill 1taY'e
no pa.tlme emlye
121 No, no health
for pestome
vergeg.
but Ia than for ll.rine em ployees
131No. some health o
141Yea,generally the same -a for full-time employe
14 Ovter the past three yw how has your employee health insurance coverage cIAngod? IM#ia appropriate place)
C Not in bualnes. three yem W
F) No health Insturao three years Wgo
hwsamc C'ele
co"riwNo
3) Parent
r
o E
s
1. No Change
Iorfetr
3. Smaller
2. !wreased
3 Decreased
b) Benefit*
I. No Change
2. Ireade
3. Decreased
I No Change
c) Premium Cost (your cost)
3. Decreased
I. No Change
2 I:rwesed
d Premilum Cot (employee' co t)
2. Htwher
3, Lower
I NOChange
ej Deductiblest
3. Dereod
I. No Charge
2 Increased
I Co-Insurance Requirements
15. Aneyou stifled with the health Ineurance plan now mari available to your employee?
141Willoreducicorsgetnear future
I II Generaly asfe
but can't w d a better plan
151 VU drop coweg in near future
121Nat saUt
161 Subject to union tr-ement
131 No. but will hw better plan in the near future
Ia. Who put together your group health trsurace plan?
III Fbmqu.Jifleassgroup
131 Seltf-Insured
141Other (speciM):
121 tenestxe.opofsialascaon
15b Who is the actual carr ofyour group health Insurance?
131 IlueCroWftueShild
III I(MO
14) Other private canter Ispecityl:
121 Self-Insured
1

low many employee" (full- and part.tlme) are covereld by your health Inrurmno program?
. employee

17. What Isyour firms*total monthly health Insurnwve premium for this plan?
$ .
.
..
.
per month
18, What Is your firma' share of the av rsge monthly premium for hsdeltbAl employee cow ra?
171 812$l 149
151$75-99
III 80-8
131$25-49
181SlSOormore
141 850.74
1018100,124
121 $10-24
18A. Wfti s yourArm' shar of the average monthly premium for an employee with amily or dopedsat
1l 00-24
121 625-49

131 850-74
141 $75-99

151 8100-124
181 $125-174

i-s
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IN
Is
,t

,

$

17) S175-224
181$2Sormom

[Ifyour Arm hua retirement plan piee move to queaton 20. If not, pleae continue.
vIO retirement. personorclpltAijmulon pln r"t timk aWlful nw empoye
timdoes
Mi
19, Ifw f
o rW
I' I= d m e a nrwew
'4 h oe t'It?
1) Mdmarl costs to keep one are prohibltm
III Can't ated one,/nolt suftently profitable
161 Takes capital needed to retnves in the business
121 Too much cos, red tape, and hw to sarone
nWzet 171 Chanl
ano
regulation
131Unployemprekr beOta ncm Noftaoo)
181Irau/,ct benei to owneels
141Too much employee tunm-velr
19. What mit caue you to provide a p nalon plan for at les some o(your wtiployeet? (Check sd that appl
III If the busibebecame more pro(Itable
costa, option etc. were mm clear
121 If the compAra
131 If employee ked for one
141 If plan admlnlrrative expenses could be cut
IS Iftadx dvantageswere Increased
161 If good employees became more difficult to attract
171 If plan assets could be reinvested in the business
181Wuldn't provide under am any condition
191 Our (spetINA:

lot
io
N

4
Jos
o
it
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20 itaw you ever provided a pension plan sad either cancelled it or withdnnm from It?
121 No
I1 Yes
20aIf yes", what was the moat Imporant reason? (Mark on y
141 Increased administration costs
liI Change in the workforce
151 Conswtatly changing and complex regulations and paperwork
Lower saes or profItabUlty
121
3
(61 Oter(speclfy: ...
1 i Reductionin ownerbenents
21. What Is your momllporust source of information on pensions options avail for retirement Income. financil
planning etc.? (Mark ess answer only)
II Accountant
(21 Insurance agent
131 Trade business. prorlfeeonld association
141 Financial planner/insttment advisory firm

Consultan
161 Dtor
171 Lawyer
181 Bs*
19 Other (specify): .

$00

.-

.

(51 Magazines, publications. etc

ifyour firm hasue retirement plnyou arefinished Thmkyouvery much. Ifyourrm,hasa pan. plessecontinue Ifyour fnr has
moe than one plan. pleae answer the following referflng to the plan covering the moat employe
22. If your frm has a pension plan for at least some fute

elfnedbereneflaIllthe employ

III

employees, which basic type is It?

fit i specifId)

a

121 Mti-empoyr plan. e , moat union plans
(31 Defined contribution plan (theemployer contribution isspecified)
22& Iit isa desM oomutos plan. which bed descrtes the plan? (Mak one only)
II Profit ahaurng plan

121 Money purchase plan (fixed contrlbuuons rtr&s

proftablityl

131 401(k) plan - employees hav choice of cash or taxcekrre compensation
141 SEP (simplified empioye pension plans) - contrtut"on to an employee's IlA
11 Thrift plan - employer contribution dependent on employee contribution

181 Keogh plan
171 Employee Stock Ownership Plan (ESOP)
(81 Oespecim.:

23. Why did you choose the type oi retirement plan you did? (Mark an that apply
III Recommended by advisor asmost appropriate for my business
121
131
141
151

Negotiated w th union
Ea and coat ofstart.up
Can anticipate Iplan) coats
Provides moa generous benefits to owners

(61 Tax advntas

,0
1

171 Flexibility ofcontribuions
181 Lowest administrative expense
(91 Provies most generous benets to employee

1101Chosen before Igot here or had anysY

'1

24. Why did you Institute a pension plan In the frst place? (Mark me onrn

- .
161Done before I gothere or had any
161Best way for owners to estalish persoa plan
171Other (specl':

III Needed to keep vsiued ampoyees
121Employeesneeded retirement plo
131Union neAtated

-

141 Tax advarniUs
each
25. What amethe basic qudiikatuons for participating in your pension plan? (Mark the beo answer for

qusliiAmtion)

aJ Employee Type
b)15 Sevio
b) Employee
c}

VesUng Period

IIIAlfull-tme
oiv
3Noyews
requirement
II 3or

121Salar-eonly

III No requitrenvt

121 1-2 ysr

,s

131Hourtyonly

121 Le sthanIyft 131 1year
131 3-Sycmai

141 2yer*
141 6-loyar

is

2X. to the owneils) included in thUs plan?
'

121 No

III Yes

27. How many yea s hm the plan been in exitenoe?
your rer=eent plan?
2X.Who m
u(1
e
III You o
121Consultant

ohrus
(4ome

161Otl-

.dpeplatiF t

ely):

131 Investn broker

28& ptwea euW
applicable Y

ov
the admnstrativeexpenss incurred

fttresenft Pion

thelast 12 month to maintain (orstator modify if
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n. Iow much did you contibute to the undoingg Lastye r?
30 How many employee are.. pallclpting inthe plan?
uy vested in the plan?
.
.
Inthe plan?
part ally vested
31.Are you saUstled with the retlment proeam now ndle avalla* to your employeWWA the me best answer)
inOw near future
141WIl reduce heneflt
III Generally satisled
151WIl oon terminate plan
afford abettr plan
121Not sat sfied, but can't
future
101 Subject to union agreement
131No, but wili have a better plan in the t
32. What Is your single most important problem In maintaining your current retinmment plan (Mark oo only)
IIIAdmlnistath': costs (papenvork. wountIn&legal es)
121M tit-employer withdrawal ILAbility
131Constant government changes requiring plan amendments
141Reutlton on useof pension funds
151 Top-heavy restrictions on small business owners
(6) Othertpeify).~-~

V.
U36

M

4,

THAJIX TM
0678R
C Check here Ifyou would like free copy of the vseolts
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RESPONSES OF MICHAEL O. RUSH T'O QUESTIONS SUBMIrED BY SENATOR GRASSLEY

Question No. 1. 1 would appreciate your assessment of how important simplification will be on pension plan formation by small employers. Are we going to see a
very big effect, a modest effect, or what exactly?
Answer. The impact pension simplification will have on small business participation in pension plans will depend primarily on how Congress approaches pension
simplification. If the goal of Congress is to allow small business owners to start and
maintain pension plans at a minimal cost, small business pension participation is
likely to increase dramatically. If Congress focuses on ensuring that every employee
of the small business is provided with retirement savings paid for by the employer,
then the increase in small business pension participation will be minimal.
Question No. 2. Is the NFIB concerned about the apparent move by employers
away from defined benefit arrangements to more of an employee-paid approach.
Some have suggested this is an aging trend. Do you agree, and can you offer an
explanation for this?
Answer. A large number of employers have moved away from defined benefit
plans to defined contribution plans because Congress has made it cost prohibitive to
have a defined benefit plan, NFIB is not &oconcerned about the movement from
defined benefit plans to defined contribution plans as we are about the large
number of small businesses which have no plan at all.
Question No. 8. Do you think simplification will result in an increase in defined
benefit plans specifically? I ask because it is argued by some that the decline in defined benefit plans has sources other than pension law complexity. I refer, for example, to the argument that labor force mobility, stock market gains, and tax law
changes might all have encouraged formation of more defined contribution plans
than defined benefit plans,
Answer. Small employers with defined benefit plans are changing to defined contribution plans because defined contribution plans are simpler and less expensive to
set up and maintain. To the extent that pension simplification makes it easier for
small employers to establish a defined benefit plan, it will result in increasing the
number of defined benefit plans that are offered. NFIB's primary concern, however,
is not whether employees are able to participate in a defined benefit or defined contribution plan, but whether or not they will have the opportunity to participate in
anything at all.
Question No. 4. 401(k) and (m)average deferral and average contribution tests
were changed as part of the tax reform act of 1986 to limit potential abuse by highly
compensated employees, and also to limit revenue loss.
What assurances do we have that if these tests were dropped, this wouldn't lead
to abuse in favor of highly paid employees, and in turn, cost the government revenue?
Answer. Any action that Congress takes to increase the number of people using a
pension plan to save for their retirement will cost the federal government revenue.
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Senator Bentsen'S IRA bill is expected to be very expensive because it will be very
successful.
Dropping the nondiscrimination tests could lead to increased abuse. However, the
amount of abuse that can take place is very limited. Non-discrimination tests have
two effects: (1) they limit the ability of highly compensated employees to save for
their own retirement while denying benefits for non-highly compensated employees,
and (2) they dramatically increase the cost of pension plans. Under current law, we
have very effective, very expensive non-d'crismination rules. As a result, a large
number of smaller businesses have no pension plans at all. In an attempt to be fair,
these nondiscrimination rules have effectively denied pension coverage to millions
of small business employees.
Question No. 5. Some people think that requiring employers to decide where the
mandatory roll-over would go is excessive, both because of the administrative
burden it creates, and because it would raise questions of fiduciary liability.
It is also argued that the mandatory roll-over just generates fees for IRA providers given that the employee can still get the money from the IRA to which it has
been transferred.
Can you comment?
Answer. Keeping the employer's involvement in the plan minimal will maximize
the number of small business owners willing to start a plan.
Question No. 6. I have received complaints that the form 5500 is more complicated
and costly to complete than is really necessary. I told that much of the information
required is of little use to either participants or the government.
.Would you agree with that?
Answer. Yes. The Form 5500 is one of the things pension simplification is trying
to steer away from for the reasons you note.
Question No. 7. Do you think we should try to get this form simplified as part of
our pension simplification project?
Answer. NFIB'S focus in the pension simplification debate has been on those
small businesses without plans. Current pension simplification proposals that have
been introduced would not require small employers to complete a Form 5500. However, NFIB encourages the exploration of any and all ways to simplify pension law.
PREPARED STATEMENT OF HENRY 0. SHORT

I am a member and past-chairman of the Joint Retirement Board of the United
Synagogue of America, and I also serve on the national board of the United Synagogue of America. In the past, I served as the president of my local synagogue, and I
am a life member of its board. I serve, and served, in the above capacities as a volunteer.
I am in the insurance business, and I consequently am familiar with the rules and
regulations governing pension plans. My profession, and my involvement with
church retirement plan issues, both at the national level and the level of my local
synagogue, give me what I think is a somewhat unique understanding of the problems churches and synagogues face in complying with those rules.
Our synagogues support S. 747 wholeheartedly. S. 747 for the first time would collect in two separate places in the Internal Revenue Code those rules relating to
qualified church plans and retirement income accounts. If in the future Congress
enacts legislation of general applicability it will not by accident impinge on church
plans.
It is also of great interest to us that S. 747 would simplify the retirement income
account rules applying to churches and church ministry organizations. In the
Jewish faith these organizations often tend to be very small, being staffed by a rabbi
and perhaps a part-time secretary. We cannot handle complex rules and cannot
afford to pay professionals for the necessary expertise.
S. 747 recognizes a very important fact-most of the rules in the Code have been
drafted with the secular employer in mind and do not work very well, if at all, in
the case of the unique features of churches. We will do everything we can to help
carry through S. 747 to enactment in 1991.
PREPARED STATEMENT OF PAUL SMITH

Good morning, Mr. Chairman. I am Paul Smith, Treasurer of the National Association nf Life Underwriters, a member of the Association for Advanced Life Underwriting, and president of a firm specializing in the design, implementation and ad-
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ministration of pension and employee benefit plans. On behalf of the almost 140,000
career life underwriters represented by NALU, and the 1,500 members of AALU, let
me thank you and compliment you for your efforts to simplify the law in this area.
We also thank you for this opportunity to comment on your pending legislation.
NALU is a federation of over 1,000 state and local life underwriter associations
who represent almost 140,000 full time life and health insurance salespeople all
over the country. We have over 1,200 local association members in Arkansas. AALU
is a conference of NALU. AALU's membership is comprised of 1,500 men and
women who specialize in advanced life underwriting practices, including pension
and employee benefits plan design.
Mr. Chairman, NALU and AALU support the simplification effort generally, and
the Pryor/Bentsen bill specifically. We believe it is an important first step toward
simplification of an area of law that has grown increasingly complex over the last
decade. We offer detailed comments on the beneficial impact that the specific provisions of your bill, and the other pending simplification efforts, will have on this area
of the law in a statement prepared by AALU and joined by NALU. That statement
emphasizes our support for S. 1364, and most especially for its provision of design.
based safe harbor discrimination tests that would allow 401(k) and SEP plans to
escape the burden of annual testing for discrimination. The statement also outlines
the benefits that will accrue to pension plan participants, sponsors and the government as a result of proposed changes in distribution, funding, rollover and administrative rules in the pension law. Our statement also suggests further changes that,
when the time is right to consider them, would improve the ability of employer to
offer their workers retirement protection at a reasonable cost to the Federal Gov.
ernment. How, though, we would like to use our time here to emphasize the need
for simplification, and to highlight the particular benefit of and need for the designbased discrimination rule options provided in your legislation.
Employer-sponsored pensions and other employee benefit plans are important to
both the long and short term financial security of literally millions of Americans.
They represent a significant investment by corporate America arid, due to the tax
expenditure attributable to pension laws, by the Federal Government. Yet, the
result of the past years' revenue and fairness driven changes to pension and employee benefits law has been tortuous complexity. Such is the current complication of
the law that many employers, and especially small employers, are now considering
whether to terminate their plans altogether, or to replace those plans that are best
for their workers with others that are less complicated, and therefore more affordable.
This is an unfortunate result, especially in light of the fact that it was apparently
unintended. The law's complexity grew in part due to very real revenue needs over
the past 10 years. It also resulted from very real concerns in both the government
and the private sector that pension and employee benefits tax expenditures provide
(air benefits to all workers, whether high-paid or rank-and-file, whether employed
by large or small businesses. Thus, the current law rules that attempt to maximize
coverage while minimizing revenue impact are in fact a nightmare of hundreds of
interrelated provisions that boggle the minds of even many experts in the pension
area. And, of course, they are an especially acute problem for smaller businesses.
Life underwriters are grateful for the comprehensive review of the tax side of
pension and employee benefits law that you began last year. We believe that stepping back to look at how the various pieces of the law work when taken together is
necessary to avoid the potential of employers choosing to forego establishment or
maintenance of their pension plans because of their complexity and cost. This simplification effort should also reduce the law's complexity to a manageable level that
will encourage more and more employers to provide for the long-range financial
welfare of their employees.
We understand that rationalizing and simplifying even just the tax side of employee benefits and tax law is a task that must be accomplished in an incremental
manner. Competing policy interests as well as revenue considerations demand a
step-by-step approach. Thus, while in our written statement we do offer suggestions
for additional change, our support for the effort before us for consideration today is
untempered by the fact that more can and should be done sometime in the future.
Mr. Chairman, among the most important provisions in your legislation are the
changes to discrimination rules that would provide safe harbor discrimination tests
for 401(k) and simplified employee pension plans. These optional safe harbors would
allow these plans to meet nondiscrimination requirements with a plan design that is
generous to rank-and-file employees but that does not require annual comparative
testing of actual dollar amount contributions among employees. This ability to meet
nondiscrimination obligations is particularly helpful and important to smaller busi-
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nesses, who sometimes decline to implement a 401(k) plan solely because of the unaffordability of the annual testing requirement.
Current law discrimination tests require annual mathematical computation of
ratios of contribution levels among high ly-compensated employees and non highlycompensated employees. These tests are complicated and therefore expensive, and
they must be performed each year. They are designed to assure that highly compensated employees do not disproportionately benefit (as compared to rank-and-file
workers) from the 401(k) plan. Proponents of the tests argue that part of the assurance comes from the incentive effect on HCEs to promote participation in the plan
by NHCEs because HCE contribution levels are directly tied to NHCE participation
levels.
In our experience, the incentive effect of 401(k) plans is largely due to the employer contribution, whether in the form of a matching contribution or in the form of a
direct contribution with a match available. As a result, the administrative expense
of annual calculations under current law average deferral percentage and/or actual
contributions percentage tests overly credits the benefits of communication in those
plans that already have strong incentives for employee contributions, such as substantial matching contributions, and undervalues the administrative waste from
having to perform these tests in plans that have strong incentives.
The safe harbors allow an employer to calculate the cost of a 401(k) or SEP plan
with reasonable precision, incur the cost of the plan's implementation, and not have
to worry about the potential for failure of discrimination rule requirements due to
employment factors that are essentially not within the employer's control at the
start of the plan year.
Also worthy of note is the potential for greater benefits for rank-and-file employees as a by-product of these safe harbor options. Many of the employers with whom
we work would much prefer to provide the richer benefit required by these safe
harbor plan designs than to spend the significant administrative money required to
conduct annual ADP/ACP tests. This is especially true for somewhat larger employers who already have established 401(k) plans.
Many of these businesses are spending substantial amounts to comply with the
annual testing requirements. Their benefit contribution levels are generally below
those required by the safe harbors, but the combination of contributions and administrative costs are not far from the cost of the safe harbor plan design. These businesses would certainly opt to spend the money on more benefits for their employees
if the safe harbor options were available to them.
In addition, we work with a significant number of employers who would choose to
implement a 401(k) plan for their employees even if the cost of benefit contributions
under the safe harbor provisions exceeded their current contribution plus administration cost level. Many such employers are now in "striking distance" of the safe
harbor contribution level cost. For them, the certainty that they could design a plan
to be nondiscriminatory, even at a somewhat higher cost than their current coet,
would be sufficient motivation to shift to the safe harbor plan design. This would
result in greater benefits for the plans' participants. Of course, this furthers our
mutual goal of increased pension protection for more people.
Thus, the safe harbor provisions not only make 401(k) plans more attractive to
more employers, they also will produce a more generous benefit for rank-and-file
workers of employers who already have these plans in place.
In conclusion, Mr. Chairman, NALU and AALU strongly support your bill, and
especially its safe harbor provisions. Thank you for this opportunity to comment.
Attachment.
THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS,

Washington, DC,October 15, 1991.
Ms.JEANNE M. RosY,

Committee on Finance
205 Dirksen Senate Office Building
Washington, DC.
Dear Jeanne: During the pension simplification hearing on September 27 MALO's
and AALU's witness, Paul Smith, told Senator Pryor that the plans admini~tered by
his company would show an approximate 70% participation rate under current law,
and that he would expect that participation rate to go up to near 90% under the
proposed safe harbor option in S. 1364. He offered to analyze the small employer
plans administered by his company to reinforce his point.
Enclosed is that analysis. The underlying data are from 153 401(k) plans, one of
which is at a company with 122 employees, and one of which is a company with
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only 2 workers. The other 151 fall into a range of numbers, from fewer than 10 to
nearly 100 employees. The plans were analyzed based on the total number of plans
(and eligible participants in the plans), on plans segregated by whether they include
an employer matching contribution, and on plans segregated by whether they don't
include an employer match.
We hope you find this information useful. If you have questions, please don't hesitate to contact me.
Cordially,

DANKA

M. KEHo, Associate General

Counsel.
Enclosure.

TOTAL 401(k) PLANS ANALYZED: 153, AVERAGE NUMBER OF EMPLOYEES/PLAN: 31 (range: 2to
122)

lIlans:
Total number of eriloyw eliile to pattocipte:
..........
.............
Total number of mVly actually part ating: ................
.........
Participation rate: ........................... .......................
Total number of NHIfs eligi to participate: ....................... ......
Total number of NHCfs actually paricipting .......................
Pa icvi tion rate ........ ................. . ....................................... .... .. ..
Puns Without Match (40):
Total number of empoe eligible to particate: .......
........
Total number of employee actually picipating: .............
Part ioatioc
rate......... ....................... ........ ..............
Total number of H(s eligible to participate .........
Total number of NHC s actually participating:....... ............ ...........
Partici tion rate: ........................
.............................
Pans With Match (113):
Total number of woye eligible to paicipt;e.. ............ .................
Total number of emple actually participting:.....................
Partici ation rate: ......... ................................... ..............
Total number of NHC(s eligible to particate......... ....... .......
Total number of NHKts actually p ipating: ................................
Participation rate: ............ . . .........................
1-..

4,780

3,323
695
4,049
2,824
69 1
1,289
781
610
1,094
635
580
3,491
2,536
726
2,955
2,189
140

PREPARED STATEMENT OF ROBERT S. STONE

Good morning, Chairman Pryor and members of the Subcommittee. I am Robert
S. Stone. I am appearing on behalf of The ERISA Industry Committee, also known
as "ERIC."
We very much appreciate the efforts by you and other sponsors of pension simplification bills to make it easier and more cost-effective for an employer to provide
oenefits for its employees and to make it easier for employees to understand what
their benefits are.
In commenting on these bills, ERIC hopes to help disentangle employee benefits
law. We believe that the law should not be a barrier to employers who want to sponsor retirement plans or to employees who want to participate in them. Rather the
law should facilitate sponsorship and encourage participation. We also believe that
disentanglement should proceed carefully, precisely, and avoid the temptation to
raise revenue by ratcheting down benefit or funding levels.
S. 1364, along with H.R.2730 and H.R.2641, address the need to revise the leased
employee rules. We appreciate this recognition of a position ERIC has been taking
for several sessions. Of the proposals, we favor the leased employee provision in S
.1364 because it prevents abuse, meets common industry practice, and provides a
needed retroactive effective date.
We also support provisions that:
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eliminate the requirement that distributions begin before an employee retires,
simplify the definition of highly compensated employees,
* provide more timely notice of cost-of-living adjustments, and
* allow coordination of normal retirement age with the social security retirement
age.
These provisions are in line with the simplification guidelines we proposed to the
Subcommittee last year and that are summarized in our written testimony.
However, there are provisions in the various pension simplification bills that will
substantially obstruct employees' plans for retirement.
For example, the bills would repeal, either in full or in part, long standing provisions of current law that apply when an employee receives his or her benefits in a
single lump-sum distribution.
Many employees were induced to participate in retirement plans because of these
provisions and many others, particularly those whose retirement is imminent, have
based their retirement plans on them. This proposed repeal is the type of change
that has dramatically shaken employee confidence in the pension system-with the
employer often taking the blame. Consequently, employer interest in providing retirement coverage will diminish.
S. 1364 would eliminate five-year averaging and also would extend the 15% excise
tax to retirees who receive lump-sum and other distributions that exceed $150,000.
The Administration and Ways and Means proposals would eliminate net unrealized
appreciation provisions in the tax code that have applied to distributions of employer stock since the early 1950s and the ten-year averaging and capital gains grandfather provisions that were included in the 1986 Tax Reform Act.
Employees rely on the tax law when they make their retirement plans. If these
provisions are enacted, many lower-income retirees will pay higher taxes on their
distributions even if they roll the distributions into IRAS, In addition, problems
with the existing rollover rules often have stemmed from the 60-day limit on rollovers, which the bills would not repeal. If the proposed changes are enacted, many
retirees will not act quickly enough and will find their retirement savings decimated by marginal tax rates as high as 46%. It would not be at all unusual, for example, for a lower or middle-income employee to receive total distributions in the year
of retirement well in excess of $150,000, and therefore subject to the proposed 15%
excise tax in S. 1364. They may have planned for the use of those funds, after full
income tax will have been paid, in reliance on existing tax law--only to find the
federal government biting even more deeply into a lifetime plan.
Similarly, repeal of the net unrealized appreciation provision will shock and upset
the many thousands of employees who, in reliance on the existing tax rules, have

invested in employer stock over many years and expected the fully taxable dividend
flow to be part of their retirement income. Those people may now have to sell a
substantial part of their stock in order to pay an unexpected tax.
To employees, the elimination of the lump-sum distribution and employer stock
rules will look like a "bait and switch."
While we would like to see expansion of access to plans and liberalization of roll.
over rules, we believe the withdrawal of important incentives on which employees
have relied will nullify the positive effect of such proposals by further reducing employer and employee confidence in the pension system.
We are also concerned that the proposed effective dates for most of the provisions
in all of the bills are far too early. Constant change is costly for major employers
and prohibitive for medium and small employers. The costs and complications are
multiplied when time for compliance is too short. Constant and rapid change upsets
employees, who want their retirement security programs to be safe, stable, and understandable.
We are committed to legislation that will facilitate and simplify plan administration. We cannot, however, support legislation that will cut back on employees' retirement options, impede their retirement planning, or erode their confidence that
they can rely on the plans they made. As a result, we cannot support the bills in
their present form.
We believe it is possible to fashion legislation that will disentangle plan administration without disrupting established systems and employee expectations and that
will make progress without raising revenue concerns for the Committee or the Congress. We have made specific suggestions in our written statement and earlier testimony.
We appreciate the attention you have given to this issue and will be pleased to
continue working with you. Thank you.
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PREPARED STATEMENT OF THOMAS C. WALKER
Mr. Chairman and members of the Subcommittee, my name is Thomas
Walker, I am President and CEO of Associated Benefits Corporation
which represents over 200 small agricultural employers with over
8,000 participants in both defined benefit and defined contribution
plans. I appear today on behalf of the Association of Private
Pension and Welfare Plans (APPWP). The APPWP's members either
directly sponsor or administer employee benefit plans covering more
than 100 million Americans. Thus, the APPWP's members are keenly
interested in the the country's pension system and we are delighted
to be here to testify on the important topic of pension
simplification.
The APPWP commends Chairman Pryor, Chairman Bentsen and the
cosponsors of the "Employee Benefits Simplification and Expansion
Act," S.1364, for identifying the current complexity of the pension
system as a problem that must be addressed.
THE NEED FOR PENSION SIMPLIFICATION

The urgent need for pension simplification could not be clearer. In
Fiscal Year 1989, according to Internal Revenue Service data, the
number of terminations of defined benefit pension plans rose by 37
percent.
In FY 1990, there were more than seven t ms as many such
plan terminations as new plans established. This continued a trend

which we in the benefits community unfortunately have come to
expect. Perhaps even more troubling, is that in FY 1990, for the
first time, there was also net negative growth of defined
contribution plans (e.g. 401(k) and similar type plans). (See

Appendix A). These statistics do not bode well for the future
retirement income security of Americans.
In response to the growing complexity of the pension sy stem, the
APPWP in 1989 issued a report entitled "Gridlock: Pension Law in
Crisis and thft Road to Simplification." Rather than merely criticize
the complexities of the pension system, "Gridlock" offered 29
specific recoitmendationa for making the system simpler.
Our report was followed this year by a list of 10 additional

suggestions for corrections to numerous problem areas regarding
pension nondiscrimination rules (IRC Sect. 401(a)(4)) and separate

Lines of business rules (IRC 414(r)). We are pleased that a number
of the APPWP'I additional list of suggestions have been incorporated
into the various proposals, particularly Rep. Rod Chandler's bill,
H.R.2641, We would like to submit for the hearing record a copy of
our publication, "Gridlock Revisitjd"' which explains these
additional items as well as some of the highlights from our original
29 recommendations.
Fundamentally, pension complexity is not just about responding to
troubling statistics and rationalizing the maze of new Internal

Revenue Code provisions. It is about real problems faced by real
companies that want to unre readily provide meaningful retirement
income security to their workers. The APPWP has heard from its
employer members about the need for pension simplification, and so
has the Congress. Appendix B of this testimony includes a sample of
letters from just a few of the APPWP employer members who have
written to Congress in recent weeks, expressing support for
simplification, generally, and for specific APPWP recommendations.

THE PENSION SIMPLIFICATION LEGISLATIVE PROCESS
Before I turn my attention to the specifics of the legislative
proposals pending before Congress, allow me to make a few general
remarks about the process by which these measures will be
considered. Obviously, if pension simplification is to be enacted at
all, it will likely be part of a broader tax measure. That process
is always fraught with difficulties for the employee benefits
system. Proposals advanced in the name of simplification or equity
have brought us some of the worst pension policy results and
complexity over the past decade.
It is critical, therefore, that the Congress and especially the
House Ways and Means and Senate Finance committees, not lose sight of
the ultimate goal of this effort. It is to make the pension system
easier to administer.
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In developing its own legislative recommendations over the past two
years, the APPWP was governed by two overriding principles. First,
simplification must not break any new ground in terms of pension
policy. Rather, current policy must be made to work better. Second,
recognizing the fiscal realities within which the Congress operates,
any recommendation that costs revenue must be financed.
SETTING PRIORITIES FOR PENSION SIMPLIFICATION
Solutions to significant pension complexity problems identified by
the APPWP in our "Gridlock" report were included in Senator Pryor's
1990 bill and again in this year's bill. We applaud you for
including these recommendations and are pleased to have worked with
you last year in the development of the bill. However with the
passage of a year, much has changed... for the worst,
In May 1990, the Internal Revenue Service published proposed rules

implementing IRC 401(a)(4) and other provisions related to
nondiscrimination standards for retirement plans These proposed
rules were very problematic. In some respects they went far beyond
the scope of what Congress envisioned in the Tax Reform Act of 1986.
In addition there were a number: of problems that could not be fixed
through regulation, Thus, the APPWP proposed earlier this year that
the pension simplification effort include several corrections to the
nondiscrimination rules,
*These items included problems related to: 1) mandatory
disaggregation, 2) normal retirement age,
3) "worst case" test for accruals, 4) Social Security
supplements, 5) interest rate for contributory defined benefit
plans, 6) employee transfers, 7) grandfather rule for
integrated plans, and 8) rate of pay.
Solutions to each of these problems are included in Rep. Rod
Chandler's bill, H.R.2641.
In testimony before the House of Representatives Ways & Means
Committee on July 25, 1991, the Treasury Department asked that
Congress not legislate on most of the IRC 401(a)(4) issues listed
above. Treasury indicated that many of the problems might be dealt
with in final regulations, and Congress, therefore, should wait.
Mr. Chairman, the final regulations were issued last week. They
comprise 609 double-spaced pages. In only a few modest ways do they
address a few of the specific problem areas identified several months
ago by the APPWP as requiring simplificaiton. Congress has waited
for relief and so have pension plan sponors. The time is W& to fix
these remaining problem areas because the final IRC 401(a)(4) rules
go into effect in three months, These item. are a priority for
simplification. In addition, other areas particularly requiring
simplification, most of which are already addressed in S.1364,
include:
*401(k) Plan Nondiscrimination Rules
*Leased Employee Rules
*Separate Lines of Business Rules
*Definition of "Highly Compensated Employee"
*Required Beginning Date of Distributions Rules
*Minimum Participation Rules
LQ.WL ondiscrlmniation Testing
The APPWP commends inclusion in S.1364 of provisions that would
extend relief from the very complex ADP and ACP nondiscrimination
tests governing 401(k) plans. 401(k) plans are among the most
popular retirement savings vehicles in a nation sorely in need of
greater savings. Regrettably, the cUrrent nondiscrimination tests
are not only unduly complex, but they unfairly have an adverse impact
on middle-income earners who are at the lower end of the so-called
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highly compensated group. This is because the rules require
employees who contribute the highest percentage of their compensation
to first reduce their contributions.
For example, a highly paid executive earning $200,000 who contributes
$7000 to the 401(k) plan is contributing 3.5% of compensation. That
same $7000 amount contributed by a middle manager earning $60,000
represents a contribution of 11.66% of compensation. Under the
401(k) rules, it is the $60,000 earner who must curtail his
contributions in order for the plan to comply with nondiscrimination
standards.
S.1364 would establish safe harbors for 401(k) plans which would
obviate the need for separate plan testing. The theory behind safe
harbors is the idea that anyone should be able to easily determine
whether or not a plan discriminates by looking at the design of the
plan itself. As long as an employer is willing to make a generous
enough contribution on behalf of its employees, the employer should
be relieved of having to administer very complex and costly testing
procedures. If the employer is not willing to commit that level of
contributions, then the current, tough nondiscrimination rules would
apply.
This approach is philosophically consistent with what you, Senator
Pryor sought to do in 1989 in order to reform the complex Section 89
nondiscrimination rules for health and welfare plans. You crafted a
design-based rule which by its very terms, identified what was
considered to be a nondiscriminatory plan.
A recent Wyatt Company survey suggests that greater participation of
workers in 401(k) plans is not a function of nondiscrimination rules,
as some contend. Rather, it is related to the employer matching
contributions which encourage participation. Thus, the APPWP
believes that 401(k) sponsors should be relieved of cumbersome
testing provided they make a generous contribution on behalf of their
employees who choose to participate in the plan. S.1364 provides for

just such an approach by means of optional 401(k) plan safe harbors.
Of course even with safe harbors, some employers will still choose to
apply the nondiscrimination rules, and all three bills recognize that

the rules must be simplified.
Under present law, or for purposes of 401(k) testing, a plan must use
data on current year contributions by non-highly compensated
employees throughout the year. This mikes the application of the
nondiscrimination rules much more complex than necessary.
To rectify this problem Rep. Rostenkoski's.pension simplification
bill, H.R.2730, and Rep. Chandler's bill, H.R.2641, permit an
employer to use the data regarding contributions by nonhighly

compensated employees from the previous plan year in calculating the
allowable contribution in the "current" year for each highly
compensated employee. The ability to use prior year data is indeed a

welcome simplification.

It helps avoid the need to track

contributions throughout the year or to worry about returning excess
contributions. We applaud this change.
One problem with the way this correction is currently drafted, in
Rep. Rostenkowski's bill however, is that it eliminates the aLility

to "average" the contributions of the group of highly compensated
employees. Thus, once again, it will be the workers at the lower
range of the highly compensated group -- rather than the most highly
paid workers -- who will find their 401(k) contributions limited
because these middle income employees are deferring a greater
percentage of their compensation.
One way to avoid this problem would be to allow the use of prior
year data, as the Rostenkoweki bill does, but retain the ability of a
plan to average the contributions of the highly compensated group,
even if this meant some tracking of contributions of those workers.
This averaging approach is consistent with the way the provision is
drafted in both 8.1364 and H.R.2641.
Aside from the problem, under present law, of not being able to use
prior year data, one of the greatest complexities for 401(k) plans
concerns the current correction mechanism for plans that must return
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The specific nondiscrimination rule problem areas were explained
fully in our "Gridlock Revisited" publication and were the oIght
items briefly enumerated above in the section entitled "Setting
Priorities for Pension Simplification."
Time does not permit a
complete explanation of all of these problems and a recommended
simplificat ion. A brief description of two of the problems,
mandatory disaggregation -and the uniform retirement age issue, appear
below. They illustrate how nettlesome these problems can be and the
ease with which they can be remedied without undermining the policy
of nondiscrimination. We direct the Committee's attention and
favorable consideration to the provisions of Title III of H.R.2641
which addresses each of the other above-referenced items.
Mandatory Disaggragation o.f Union An
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Under current law, a portion of a plan that benefits collectively
bargained workers and a portion that benefits non-collectively
bargained workers must be treated as separate plans (e.g.
disaggregated) for purposes of coverage and nondiscrimination rules.
This often cause" the plans to fail thesis tests -- despite the fact
that the workers may be receiving the identical benefits.
Countless large employers who provide rank and file workers with the
same generous benefits offered to other workers, unnecessarily fail
the tests despite any evidence that this result serves any tax or
pension policy purpose. It certainly does not serve the interests of
employ sees or retirees (neither union or non-union) who, as a result
of this artificial disaggregation, may end up being offered less
generous benefits in a separate plan. This problem must be fixed by
allowing an employer to combine the two groups of participants in a
plan for purposes of coverage and nondiscrimination testing. This is
a simplification which should enjoy the suppoe,: of labor and
management alike.

VnLrm Retrement Age
A number of sponsors of defined benefit plans changed the normal
retirement age under their plans to an employee's Social Security
retirement age (SSRA) so as to conform to the changes in the SSRA
made by Congress for Social Security benefit purposes. For Social
Security purposes, the commencement date for receiving Social
Security retirement benefits was pushed back to an age between 65 and
67, depending on an employee's birth date to reflect the longer life
expectancies of younger workers. For similar reasons, other plan
sponsors amended their plane to determine benefits such as early
retirement benefits with reference to an omployce's SSRA.
The proposed IRC section 401(a)(4) regulations provide that to
qualify for a safe harbor a defined benefit plaii's benefit formula
must use a "uniform age" and that all subsidy ied early retirement
benefits must be available to employees on similar terms. It is the
Treasury Department's position that an employee's SSRA is not a
uniform age and that early retirement benefits based on an employee's
SSRA are not provided on similar terms: thus, plans that use SSRA's
to determine normal or early retirement benefits cannot fit within a
safe harbor.
An employer should be able to treat employees' SSRA's as a uniform
age or to determine early retirement benefit, so as to qualify for
use of the defined benefit plan safe harbor. First, SSRA's are not
discriminatory. Using SSRA's helps employers only in offsetting the
increase in retirement benefits that naturally occurs for younger
employees on account of their increasing lie expectancies. Second,
encouraging use of SSRA's is good public policy. It would help
employers to encourage younger employees to work for more years
before retiring. This responds to a projected critical need for
experienced workers in the future. Finally, allowing use of SSRA's
to qualify for the safe harbor would greatly simplify the
demonstration of nondiscrimination by a number of ma or plans.
For all these reasons, the law should ba amended to make the SSRA the
maximum permissible normal retirement age (rather than age 65) and
allow it to be used in testing discrimination and determining vesting
under the plan, and for various other plan purposes.
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excess contributions to highly compensated employees.

We are pleased

that 0.1364 changes this anomalous rule.
As described above, current law penalizes the lowest paid of the
so-called highly compensated group by deeming excess contributions to
be attributable first to those contributing the highest percentage of
compensation. 8.1364, would change the rule to require the return of
excess contributions first to those with the greatest do1Ar
contributions, and thereby the highest income earners, rather than
the middle earners, will feel the full brunt of the rules.
1eased ggployee Rules
The rules governing leased employees under IRC 414(n) have been in
need of simplification for some time. Presently, one of the
requirements for a person to be considered a leased eployee is that
the services performed by the individual "are of a type historically
performed, in the business field of the recipient, by employees."
The APPWP "Gridlock" report called for simplification of the leased
employee rules and we commend you for including provisions that
replace the "historically performed" test with a test that determines
whether the individual is performing services under the control of
the recipient.
Special

onirm

to

PUOAAraa*

As described earlier, the final IRC 401(a)(4) nondiscrimination rules
are unnecessarily complex. They are a product of what is referred to
in "Gridlock" as "evil plan myopia": the regulators' tendency to
formulate general rules aimed at those few plan sponsors with abusive
intent, failing to consider their effect on the vast majority of
non-abusing sponsors. Because of this, only a small number of very
basic plans will be able to meet the allowable safe harbors provided
in the proposed IRS rules. Thus, most plans must resort to the
"genera 1 test set forth in the regulations.
Under the general test, a plan satisfies IRC 401(a)(4) only if
i Is highly compensated employee has an accrual rate greater
than that of any nonhighly compensated employe.
In order to satisfy
this test, or avoid it, the regulations permit plans to be
restructured into component parts, each of which may then be tested
separately, provided each component separately satisfies the minimum
coverage rules set forth in regulations under IRC 410(b).
Restructuring will be the last refuge for many plans attempting to
demonstrate that they satisfy the general teet.

no

Not only are the restructuring rules (and the data collection for the
general test in the absence of restructuring) inordinately complex,
but such a worst case test was wt mandated by the changes of Tax
Reform Act of 1986 nor is it supported by any published position of
the IRS issued prior to ThA '66. The fact that one highly paid
employee can cause a plan to be disqualified, cannot be supported
under the statute or legislative history of TRA '86.
A better approach that retains nondiscrimination testing, but in a
much simpler manner, would replace the worst case test with an
"averaging" test under which the average accruals for nonhighly paid
workers would have to equal or exceed average accruals for highly
paid workers. Such a rule would greatly siitpilfy testing because the
artificiality of restructuring would be unne..ssary. It would permit
the continuation of most large plans that have been deemed
nondiscriminatory for years, without requiring enormous effort and
expense annually to prove what they have known all along -- that they
do not discriminate. A correction, as described above, is contained
in Section 317 of Rep. Chandler's bill, H.R.2641.
There are numerous other specific problem areas that can readily be
corrected without in any fashion undermining the policy underlying
the nondiscrimination standards. Many of these changes require a
legislative fix because the Internal Revenue Service and Treasury
Department simply do not have the statutory authority to make the
required changes. In other instances, regulations could have solved
the problem but did not do so.
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Separate Lines of Business Rules
The Tax Reform Act of 1986 provides that employers who have
bnafide separate lines of business may elect to satisfy the
coverage and nondiscrimination rules separately with respect to their
separate lines.

A number of APPWP members sponsor different pension programs for
different businesses for sound business reasons. It was the
expectation of these companies that the separate lines of business

rules would allow them to do so without qualification problems. The
IRS proposed regulations earlier this year defining separate lines of
business. Under this proposal, employers who operate a centralized
headquarters, where staff functions (e.g. legal, accounting, payroll)

for all of their other lines of business are performed, will o
unable to qualify for separate lines of business treatment. The
complete unworkability of these rules is evidenced by the preamble to
the proposed regulations which acknowledges that fewer than 700
companies in the entire country will be able to avail themselves of
these rules. That clearly thwarts Congress' intent in passing this
statute in 1986.
The proposed regulations for separate lines of business, like the
nondiscrimination rules discussed earlier, exemplify the "evil plan
myopia" discussed earlier. In general, the proposed IPS regulation
requires that each separate line have a workforce and management
structure, 90 percent of which performs services exclusively to that
line of business, but considers any employee who provides more than
negligible services to the other lines of business as an employee of
each of the lines he serves. This, in effect, makes it impossible
for a business with centralized functions to satisfy the IRS proposed
regulations.
In addition, the proposed regulations require that each plan of the
separate lines satisfy the new proposed nondiscriminatory
classification tests on an em-loyer-wle basis, and that if the
employer wishes to test one plan on a separate line of business
basis, it must allocate all employees to qualified separate lines of
business. These rules would make the statutory provision virtually
meaningless, as only a very few employers will be able to satisfy
them.
The APPWP proposes a threefold change to simplify these rules.
First, the requirement that plans be tested on an employer-wide basis
should be eliminated. Thus, each plan of a separate line would be
tested for coverage based only on employees of the separate line.
Second, in allocating employees for purposes of the separate employee
workforce and separate management tests, each employee should be
allocated to only one line of business. Third, a special rule for
headquarters employees should be provided, under wh ich an employer
may treat its headquarters as a separate line of business and
allocate all headquarters employees to that line. These corrections
are included in H.R.2641.
The APPWP believes that this approach goes a long way toward making
the separate lines of business standards more workable and thereby
fulfills Congress' intent in passing this provision in 1986.
Redefinition of Highlv Compensated Emplovee
The complex definition of who is a highly compensated employee is
another are identified in the APPWP's "Gridlock" report as ripe for
correction.

8.1364 and the bills introduced in the House of

Representatives alI wisely simplify this definition. We commend the
sponsors for making this important simplification.
Required Beginning Date of D

11timiff

We applaud the fact that S.1364 includes revisions to the IRC Sect.
401(a) (9) required beginning date rules. The overinclusiveness of
the rule is evident from its application to one particular APPWP
member, Southwestern Bell Corporation. This company has devoted a
significant amount of time, energy and money to understand and
implement these rules. Yet, out of a workforce of more than 66,000
employees, only eight workers were effected by the rules for 1990.
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Moreover, only one of the eight workers was even a highly compensated
employee. None of the eight were attempting to build up their
estates or extend indefinitely the tax deferral advantage of their
pension funds -- as is often charged as the justification for these
rules -- but, rather, were rank and file employees who continued to
work past age 70 in order to continue receiving a paycheck.
rules must be fixed.

These

Minimum Participation Rules
The original focus of the IRC Sect. 401(a)(26) minimum participation
rules was aimed at the elimination of individual defined benefit
plans which only covered a small segment of highly compensated
employees. They have outlived their usefulness. Through regulations
these rules have grown a life of their own and now appear so broad
that virtually all plans are affected by them. The APPWP has called
for repeal or modification of the rules.
The complexity of the rules would be reduced considerably under
proposed IRS regulations.

S.1364 appropriately goes further by

statutorily restricting the application of the minimum participation
rules to defined benefit plans and by reducing the minimum number of
people who must be covered to qualify under IRC Sect. 401(a) (26).
Both of these changes are consistent with Congress' original intent
in passing this section of the Tax Code and represent a significant
improvement.
TAX AND PENSION POLICY CONSIDERATIONS
As noted earlier the.APPWP is concerned that pension or tax policy
not encroach into the simplification debate. Regrettably, the

provisions of S.1364 to eliminate five year income averaging and the
so-called "Five times rule" and to implement a mandatory transfer of
certain plan distributions have that effect. Those proposals are not
simplifications at all. Rather, they change the tax liabilities of
retirees.
In the Tax Reform Act of 1986, an individual's ability to income
average a distribution over ten years was repealed (except for
certain individuals) and replaced with five year averaging.
In addition,
in excess of
the $150,000
Inexplicably
rule" --

TRA '86 imposed a 15 percent excise tax on distribution
$150,000 and also enacted a "five times rule" whereby
level is multiplied by five for lump sun distributions.
both five year income averaging and the "five times

both enacted only five years aglo --

would be repealed by

S.1364. These are precisely the kind of sudden changes that foster
complexity and a lack of faith in the pension system by employers,
workers and retirees alike.
Finally, the provision of S.1364 to require the mandatory transfer of
certain distributions to other qualified plans or IRAs is
ill-advised. Such a requirement is a serious venison policy change
which will lead to more, not less, administrative complexity for
retirement plans. It has no place in a simplification bill.
CONCLUSION
In summary,

we commend the members of the Senate Finance Committee

who have sponsored S.1364. This is a recognition that the pension
system faces "gridlock" and must be simplified. Some of the
provisions under consideration include significant tax or pension
policy changes and we caution against eliminating sound pension
benefits.We look forward to working with the members and staff of the
Committee to refine proposals that will improve the pension system.
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SIMPLIFICATION

I CORPORATION

May 17, 1991

Honorable Lloyd Bentsen
United States Senate
Washington, DC 20510
Re:

Pension SimoltftcU20

Dear Senator Bentsen:
Dover Corporation is a highly diversified manufacturer of industrial
products, with more than 80% of its 20,000 employees working in the United
States. These employees all have some kind of pension plan (defined benefit or
defined contribution, or both). In all, we have 34 defined benefit plans and
26 defined contribution plans. The plans cover anywhere from 50 employees (the
now required minimum) to some 2,500 employees. In general, the plans were
developed by -- and therefore tailored to the needs of -- the individual
businesses that make up Dover, some 50 in number, which range in size from $10
million in annual sales and 100 employees to $500 million in annual sales and
5,000 employees.
Dover in the aggregate is not a small business. But it is a collection of
mainly small businesses, none of which has the manpower, without outside help,
to cope with the discrimination rules now in place, even if, as part of Dover,
they were permitted to comply with the regulations on a line-of-business
basis.
The entire headquarters staff of Dover consists of 22 people, the great
majority of them involved in accounting and tax work. We don't have a
corporate Obenefits' or "human relations" department. If only your committee's
staff and the staffs of the other Senate and House committees involved with
private pension regulation were as small as Dover's, we would not be faced with
this Incredibly complex and costly piece of legislation, the 1986 Tax Reform
Act, and maybe the IRS could have applied the personnel who have been grinding
out regulations for the last five years to actually going out and collecting
some taxes.
You have no doubt received the APPWP suin ry of ten issues under TRA '86
which require corrective legislation. All of them are important. For Dover in
articular, I'd point to nos. 3 (Uniform Retirement Age), 5 (Intracorporate
ransfer of Employees), 6 ("Highly Compensated Employee Definitions), 7
(Special Grandfather Rule for Integrated Plans), 9 (General Nondiscrimination
Test) and 10 (Separate Line of Business Rules). If I had to single out just
one, it would be number 10. Dover h" to be able to deal with these
regulations by separate lines of business.
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I believe TRA '86 had two purposes in the pension area:
(1) to make it harder for companies to get tax deductions for making
contributions to defined benefit plans;
(2) to prevent small employers from sheltering their income in
retirement plans without including their employees on a fair basis.
If this is a fair summary of what you were after, then the simplification
proposals leave the first objective intact. I believe there was already enough
in place to achieve the second objective with proper IRS enforcement, just as
you eventually decided in the case of section 89. But if we cannot get total
repeal, it would be a great help to enact the corrective legislation.
Let's try to get back to spending money on benefits instead of on benefits
consultants!
Sincerely,

cow'
June 10, 1991

The Honorable Michael A. Andrews
United States Senate
Washington, O.C. 20510
Re:

Pension Plan Simplification

Dear Representative Andrews:
I am writing to you as an individual and as an Employee Benefits
professional to express my concern about how enormously complex our pension
aws and rules have become. I urge you to actively support the Pension Plan
Simplification legislation which is being drafted.
I am the Director, Employee Benefits for Cooper Industries, Inc., a
diversified manufacturing company with 42,000 employees in the United States
in Texas. Cooper Industries maintains about 150 pension
including 1
plans to provide retirement income for substantially all of these employees.
I am also a member of the Board of Directors of the Association of Private
Pension and Welfare Plans (APPWP), an organization that is also very
concerned about Pension Plan Simplification. In particular, I call your
attention to a 1990 APPWP report entitled: *Gridlock: Pension Law in Crisis
and the Road to Simplification.* This report outlines the reasons for the
current pension law complexities and offers twenty-nine specific
recommendations for change. In addition to these twenty-nine suggested
changes, the attachment to this letter lists additional areas where
corrective legislation could simplify pension administration without
adversely impacting the key components of eur pension regulatory structure.
I am writing to you about pension plan simplification not because I am
seeking to make my life easier, but because I sincerely believe that the
current web of complex rules is strangling the private pension system. Five
years ago, I felt quite comfortable telling my management that our pension
plans were in compliance with the law. Today, due to the explosion of law
and regulations in the past five years, I cannot make that type of
statement.
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I think that it is instructive that the Pension Section of the New York
State Bar has publicly called for a simplification of our pension laws and
regulations. When you consider that these individuals actually benefit from
the law being complex, you can deduce hat we have a real problem.
Also, in the past ZM1/2 years, the IRS has issued over 500 pages of
regulations related to pension plan non-discrimination. While we all agree
that our tax favored pension plan should be non-discriminatory, I question
the need for over 500 pages of complex regulations to achieve this goal,
Over the past five or ten years, we have been told that much of this
regulation Is necessary to prevent discrimination and other abuses and that
the principal offenders were Is1" employer plans. As a result of this
regulation, small employers are either not adopting or are abandoning
pension plans because the rules for them are so complex. In response to
this, the Secretary of Labor and others are proposing simplified pension
plans for small employers which don't have to comply with all of these
rules. I submit that a better approach is to rethink our pension policy and
simplify the rules for al plans.
Sincerly,

ftephe

V. O'Neill

direct r, Employee Benefits
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Kay 30, 1991
Mr. Steve Glaze
Legislative Assistant
Office of Sen. David Pryor
U.S. Senate
Washington, DC 20510
Deer Mr. Glaser
Your work in helping to develop pension simplification
legislation has recently come to my attention. We at
Burlington Industries, Inc. are very pleased to hear that
some important pension revisions are being considered. One
issue in particular is of serious concern to us, that is why
I am writing to you.
It concerns -

Defined

atnsfit Plans wlth Eaployee Contributions.

The changes we strongly endorse for inclusion in the
legislation are
- that under the rules governing contributory plans, the
rate of interest to be credited to employee contributions
not be mandated at 1201 of the federal mid-term rate currently 10.230 for this plan - but be changed to the PBGC
rate,
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and,

accumulated
- that the benefit froa employee contributions
the employee's
with interest at this rate may not exceed
to the assumed
accrued benefit under the plan without regard
interest on employee contributions.
sent to
Attached FYI is a copy of correspondence change
these
Senator Pryor in 1989-on a similar effort to

costly and burdensome requirements.
or would like
If you would like additional information

is particularly
to speak to someone at Burlington who
please do call me and I
area,
pension
the
in
knowledgeable
will immediately handle your request.
Thank you very much for your consideration.
Sincerely yours,

Donna Lee McGee

June 19, 1991
Mr. Randolph H. Hardock
Tax Counsel
Senate Finance Committee
205 Dirksen Senate Office Building
Washington, DC 20510-6200
Re: Pension Simplification
Dear Mr. Hardock:
I am writin 9 to suggest that Senator Bentsen support the
reintroduction of a Pension Simplification Bill dui ing this
Congressional session and would urge that any such bill
address the following issues.
Specifically, Kodak hopes that a Pension Simplification Bill will
sanction the broadening of Internal Revenue Code section
414(s) to include the use of an employee's rate of pay as an
acceptable definition of compensation. An employee's rate of
the
pay is used to ensure a minimum level of compensation in any
Kodak Retirement Income Plan. In addition, we hope that
Bill will include the ability to use a Social Security supplement to
meet the general discrimination testing requirements of section
401(a) (4) and in determining whether Integrated benefits
commence before the Social Security retirement age in section
401 (J.).
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Additionally, with continuing IRS delays In issuing the final
regulations around these issues, we would urge that the
Pension-Slmpification 8II Include aprovlslonthat the effective
date of the nondiscrimination regulations be no earlier than six
months after the issuance of the final regulations rather than
the current January 1, 1992 effective date. As you are well
aware, these regulations are quite complex, and we at Kodak
will need this time to complete our analysis and implement any
required changes to a plan as complicated as the Kodak
Retirement Income Plan.
On another pension topic, we would urge that any Pension
Simplification Bill repeal the 401 (k) Average Deferral
Percentage (ADP) test or, as alternatives, either retain the
ability to restructure. plan into component plans or disregard
those non-highly compensated employees (NHCE) necessary
to pass the 70 percent ratio test under section 410(b) before
testing.
Again, we appreciate your efforts in these matters and would be
glad to help in any way possible.
Sincerely,

(/1
COLGATE-PALMOMVE CcOA44N"

1WPt

'dew

NY 002.74

June 4, 1991

The Honorable David H. Pryor
United States Senate
267 Senate Russell Office Building
Washington, DC 20510-0402
Re:

Pension Simplification Bill

Dear Senator Pryor:
It is our understanding that a pension simplification bill
similar to that contained in last year's S 2901/HR 5362 will
soon be introduced in Congress. We are generally supportive
of such simplification measures.
As Congress reviews pension simplification issues, we
request that you give consideration to the proposed
regulations promulgated under section 401(a)(4) of the
Internal Revenue Code (the "Code"), which provide a general
nondiscrimination test for plans that fail to satisfy one of

the safe harbor tests. This general test requires that no
single highly compensated employee have an accrual rate that
is greaterethan that of any non highly compensated employee.
Given general business practices of large corporations such
as ours, we feel that such a requirement is unduly
restrictive, particularly given the consequence of failing

the test--namely plan disqualification. We suggest that
this test be replaced with a statutory averaging test under
which plans would satisfy the nondiscrimination requirements
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if the average accruals for the non highly compensated
employees equal or exceed the average accruals for the
highly compensated employees. Such a test would still meet
the Congressional desire to prohibit discrimination against
low-paid workers, and also would help assure that a plan
will not fail to qualify in the event that one or a few
highly compensated employees would cause the plan to fail
the general test that is currently in place.
Although we feel most strongly about making the general
nondiscrimination test of section 401(a)(4) of the Code
better reflect the actualities of large corporations, we ask
that you give consideration to the following issues with
regard to pension simplification as well:
We propose that the separate lines of business rules be
amended as follows:

o

o

o

o

Delete the precondition that the nondiscriminatory
classification test of Code section 410(b) (5)(B) be
satisfied.

o

In allocating employees for the separate employee
workforce and separate management tests, each
employee should be allocated in accordance with
special rules to only one line of business.

o

A special rule for headquarters employees under which
an employer may treat its headquarters as a separate
line of business and allocate all headquarters
employees be non-highly compensated employees.
Furthermore, the 80% requirement would be lowered
if the concentration of highly compensated employees
of the employer in its headquarters is less than
95% of the employer's highly compensated employees.

The proposed regulations under Code section 414(s)-defining compensation--require the use of actual pay
rather than a rate of pay. Because using a rate of
pay is easier administratively, and has been permitted
traditionally, we propose that using a rate of pay be
permitted in testing for discrimination.
Defined benefit plans that provide for employee
contributions are required to credit such contributions
with interest at 120% of the federal mid-term rate.
This rate of interest continues to accrue even after
the individual is not longer employed. The amount
accumulated at this rate will be treated as a minimum
benefit which must be paid to the participant even if
such a minimum benefit will exceed the amount promised
under the plan to the participant. Plans should not be
required to guarantee a rate to the employees that is
higher than the rate the plan can achieve over the long
term, or higher even than the rate the PBGC will
guarantee. We therefore propose that the rate of
interest to be credited to employee contributions should
be the PBGC rate, and the benefit from employee
contributions accumulated at this rate may not exceed
the employee's accrued benefit under the plan without
regard to the assumed interest on employee contributions.
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I................................................
b (1) Was there any loss to the plan. whether or not reimbursed. caued byfraud or dishonesty?
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(2) If(1) s "Yes," nter nont of l ss 0

.

33a Isthe plan covered under thePei

BenefI
t Guaranty Corporeon utarwiiion insurance program?
*O Yea
C) o
0 tNoOMOternned
b Itfais Yes ow'Not date mesd.* enter the employer idemitifltsi number andthe plannumber used to identify it
Employer idenbfkstionl numbe Ili
Plnumro
01
34 Current value of plan asets end lIabdites at the beginning and end oftheplan yea. Combine the value of plan assets heldi mm
than onetyuit. Allocate the value of the Plns interest ina communlld bus containing the assets of more than oneplen an & ineo .line balit unless the tut metf Oneof the Wijfic excapon deacnbed in the instruction. Donot enter the value of thatporkn
an insurane cuntract which guarantees, during this planyea. to Ia a speak dollar benefit at afuture date. Round of ameonts
to the nearel dollar: any other amounts are subject
to
Plar w th no assets at the beginning and theen ofUe plan
year, enter zero on line f.
Assets
a Total noninterestbeanng cash.......
................
b Receivables: (1) Employer contributions . ....
(2) Participant contributions ......

(3) Income .......
(4) Other ...

.............
................

aL

.......................
.............

...............
c Generallnvettments: (1) Intarest-being cash(including moneyma*
(2) Certificates of deposit .......
.................
(3) US. Government secunlie. ......
................
(4) Corporate debt instruments: (A) Prterr#d ..........
(8) All other . . . . . . . . . . . . . . . .
(5) Corpoirate stocks. (A) Prefof d . . . . . . . . . .

(4)

fluds).

AL
. .
. .

. .
. .

(B) Common ........
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(6) Plrnersriip/)oint venture interets . ...
...............

(6)

(7) Real estate: (A) lnornejsroducing. . ..
...............
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(8) Loans otherr than to porpents) secured by moitgoges (A) Raldentlal.
(8) Commercial .......
....................
(9) Lows to participants: (A) Mortgages ....
.............
(0) Other. ........
......................
(10) Other loans.. ........
.....................
(11) Value of interest in conmmon/codlective tusts. .
...........
(12) Value of ifterst in pooled sestafrt counts . ..
.....
. . .
(13) Value of intars in master btb ....
..............
(14) Value of interest in 103.12 imvesalmt entitle . ..
.........

2 itst

__

...............................

(5) Lessallowance for doubtful accounts ....
(6) Total (add (1) t rough (4) le (5)) ....

its) Ov

-__

A!IL

inregitee

ab it

__

OXAl..
(QMO.

Aa
MJA)L

companies. . ........
_L 1

d Ernployw-elated investment (1) Emloye securities; ..
(2) Employer real property ................
e Buildings and other property used in plan operation ...

(13-

.........

j U4

f Total assets (add a, b(6), c(18), d(1). d(2), ande) ..
..........
o
Liabilities
g Benefit claims payable
.
. . . . . . . . . . . . . .
h Optraing payables........
I Acquisition indebtedness.......
I Other liabilitie$s........

k Total liabilities
I Une f minus line k

....

.

(2)______________________

....................
..................
.....................

....................
Net Asets

________

.........

h

I

______________________
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Gridlock Revisited:
On The Road Toward Pension Simplification
he gridlock snarling the nation's retirement
system continues! 11w laws and regulations
that govern the system are complex, cumberme
and costly. While most ot the rules are wellintentioned, the cumulative effect of nearly two
decades (if legislation is that, rather than encouraging the establishment of new plans to provide for
retirement income security for America's retirees,
new plan formation has come to a virtual standstill
I indeed a decline.
ilhe facts speak for therrselves. In FLscal Wear 1989,
according to the Internal Revenue Service (IRS), temijnations of existing defined benefit pension plans rose
by 37 ppercent ard new plan creations dropped by 67
percent. In the following year more plans were terminated with an average size of over lL) participants
Equally alarming, in Fiscal Year 1990, for the first time
there was et negative growth of defined contribution
plans (plans like profit-slharing plans and 401(k) retirerient savings plans). Terminations of these plans ose
by 29 percent, while the number of new defined
contribution plans fell by 50 percent.
Rather than merely complain about the challenges
confronting the retirement system, the APPWP decided to provide lawmakers with meaningful and
doable proposals that would make the system not
simple. . but certainly simpler. The outcome of this
proct.ss was the 1989 APPWP publication, Gridlhck:
Pension Ian in Crisis and the Road to Simplification,
which contained 29 specific recommendations to
simplify or remove some of the most complex,
duplicative or no longer needed provisions of the
Internal Revenue Code and ERISA.
Throughout the development of Gridlock, the
APPWP was guided by two principals. First, the
trommendations should not pursue new rtirement
policy or tax policy, but rather make current policy
operate more smoothly. Second, recognizing the
realities of the federal budget deficit, the proposals
should not be inordinately costly. And because we
have set these principals for ourselves in championing the cause of simplification, the APIWP will apply
these same criteria to others' legislative proposals.
T

Simplification is Succeeding
PThe APIWP is delighted that such a vast and
diverse constituency for pension simplification
has emerged. In 1990 several organized labor, state
and local employer and business groups joined the

coalition in favor of the "Employee Benefit Simplifikation Act" sponsored by Senator David Pryor
(l)-AR) and a majority of the Senate Finance Com.
mittee and by Rep. Red Chandler (R-WA) and a
bi-partisan group of the house Ways & Means
Committee. come of the APPWP's recommendations and the proposals in the Pryor/Chandler legislation of last year have already borne fruit: the
regulations defining the term "compensation" and
the revised proposal concerning the minimum participation rules are examples
This year a number of simplification initiatives have
been introduced. A third of the US. Senate has joint
Senator David Pryor and Senator lJoyd Bentsen (DTX) in a reintrtduction of last year's Pryor bill. Rep.
Benjamin Cardin (D-MD), a member of the Ways &
Means Connittee, has introduced the companion bill
in tle I tottse of Repre,sentaives. Thtsee measures, S.
1364 and H.R. 2742 are entitled the "Employee Benefits Simplification and Expansion Act."
louse Ways and Means Chairman Dan Rostenkowski (D-11.) has introduced a bill, H.R. 2730, the
"Pension Access and Simplification Act" patterned
largely after the Bush Administration Pension Opportunity for Workers' Expanded Retirement
(POWER) proposal. The Rostenkowski bill contains
a few simplification concepts proposed by the
APPW, but it also seeks to expand pension coverage for small firms by means of a moo ified Simplified Employer Pension (SEP) plan, Many small
business groups for whom the SEP is intended have
indicated that the SEP proposed in H.R. 2730 would

be tx costly for them to use.
By far the most comprehensive simplification
measure introduced to date, is H.R. 2641 the "Employee Benefits Simplification Act" introduced by
Rep. Rod Chandler (R-WA) and a bi-partisan group
of members of the Ways & Means Committee: Reps.
Anthony (D-AR), Archer (R-TX), Guarini (D-NJ),
Johnson (R-CN) and Matsui (D-CA). The APPWP
appreciates that the Chandler bill incorporates numerous APPWP proposals.
The various bills under consideration are far from
perfect. All three would repeal 5 year averaging of
lump sum distributions. The Rostenkowski measure
also repeals 10 year averaging and the deferral of tax
on net unrealized appreciation on employer stock.
The Pryor/Bentsen & Cardin bills contain a provi-
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sion requiring, the transfer of most pre-retirement
distributions to an IRA or another qualified plan.
The APJ'WP will continue to vigorously oppose
proposals that do not simplify the pension system
but, rather, raise revenue or further certain policy
goals.
The APPWP reiterates its support for the proposals contained in Gridlock. What follows is a highlight
of some of the most critical proposals from Gridlock
that demand action this year. At the same time, the
APPWP earlier this year identified additional problem areas that must be corrected concerning proposed nondiscrimination rules and proposed separate lines of business rules. These proposed regula tions
either fall far short of what is needed to make plans
workable or do not implement Congresional intent.
Each problem either requires a legislative correction
or is unlikely to be fixed in final regulations, so
legislation is appropriate. We applaud Rep. Chandler and the co-sponsors of his bill for addressing
many of these serious problems as part of their bill.
Simplification of the retirement system is not an
academic exercise. The future retirement income
security of millions of American workers depends
upon unsnarling the current pension system's gridlock. The APPWP applauds the bi-partisan leaders
who have committed themselves to that goal.

Reader's Note: What follows is a description of
some of the major pension law complexities identified by the APPWP either in its 1989 "Gridlock"
report or its 1991 Supplemental List of Simplifications. Following each description of the problem is the APPWP's recommended solution and
the relevant section number of each bill (e.g.

Chandler, Rostenkowski, Pryor/Bentsen & Cardin) which addresses all or a portion of the
problem.

unfair to those at the low end of the so-called
highly-tompensated employee group. The rules for
calculating the limits and correcting any excess
contributions are extremely complicated, particularly when both the ADIP and ACP tests are required
and when contributions may be treated as deferrals
or vice versa.
The ADP test, which limits elective pre-tax deferrals, is unnecessary because the $7,000 (indexed)
limitation on these contributions effectively prohibits discrimination, in favor of the highly compensated, as long as the opportunity to make elective
deferrals is generally available (as is the case for
403(b) annuity s and Simplified Employee Pensions,
SEPs.) The un.'aimess of the ADIP test is its disproportionate imp act on middle income employees. For
example, supf.ose a $60,000 per year middle manager and a $300,000 per year top executive both
defer the statutory maximum contribution ($8475 in
1991) to a 401(k) plan. Under current law, the
employee with the highest percentage of deferral
must first reduce his contributions if the ADP tests
are not met. 'hus, the ADIP tests force the middle
manager to take back much of his contribution and
go through the headache of filing amended returns,
etc., while the top-paid executive suffers no ill effect.
The ACP test of Code Section 401(m), which
limits employer matching contributions and employee after-tax contributions, is hard to understand
because it tests two disparate types of contributions
together, and it involves the same complexity as the
ADP tests, with the added factor of contributions of
one sort being recharacterized or otherwise treated
as contributions of another sort under very difficult
technical rules. The "multiple use test," which permits use of the more liberal disparity amounts for
either the ADP or the ACP test, but not for both, is
unnecessarily complex.

The Solution:

Ij

401(k) Plans: Average
Deferral Percentage Tests
The Problem:
he average deferral percentage ("ADP") tests
A of Code Section 401(k) and the average contribution percentage ("ACP") tests of Code Section
401(m) are too complex, are unneceary and are

r

dock originally proposed the elimination of
the ADP tests. We continue to support this
proposal to simplify the law. The ADP tests should
be eliminated and the cash-or-deferred arrangemehts of an employer should be deemed to be
nondiscriminatory if all non-excludible employees
of the employer are eligible to make elective deferrals under a cash-or-deferred arrangement. While
this proposal was met with enthusiasm by many, it
also generated some negative reaction from those
who felt that nondiscrimination rules were important in addition to dollar limitations. Consequently,
the bills proposed in 1990 by Sen. Pryor and Rep.
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Chandler, and the various measures introduced in
1991, did not eliminate the ADP tests altogether, but
established a safe harbor alternative. Under the safe
harbor in the Pryor/Bentsen & Cardin bill, the ADP
tests would not have to be run if the plan provided
fully-vested contributions on behalf of each nonhighly compensated employee which matched dollarfor-dollar the employees' contribution up to the first
3% of compensation, and provided a 50% match for
employees' contributions between 3% and 5 % of
compensation.
While the APWIP generally supports the idea of
a safe harbor if the repeal of the tests is not feasible,
the safe harbor should be large enough for more
than just a small boat! The matching contribution
envisioned in this bill exceeds the levels currently
offered in most plans, and we do not believe the
trade-off of the AD!' tests for a more expensive 100%/6
match requirement would be viewed as positive by
many plan sponsors. A safe harbor which required a
fully-vested 50% match of elective deferrals up to
5%of compensation would be more realistic,
The Chandler bill of 1991 comes much closer to
the APPWP recommendation. The safe harbors would
allow a 100% match on the first 3% of compensation,
or a 50% match on the first 6% of compensation or a
non-elective contribution of 3% of compensation. If
any of these criteria are met, the need for testing
would be avoided.
Each of the bills (Chandler, Rostenkowski, and
Pryor/Bentsen & Cardin) also recognize that the
ADP rules themselves must be simplified for those
employers who will not use the safe harbors, Each
bill simplifies the rules to some degree. The Chandler bill does it best by permitting employers to use
the prior year dat, ;n running the 401(k) plan test,
but not making other changes to the test. The
Rostenkowski bill also requires the use of prior year
data, which simplifies testing. But it eliminates the
ability to "average" the contributions of highly
compensated employees which, as described earlier,
limits contributions by middle income earners, not
the highest earners.
Finally the Chandler and Pryor/Bentsen & Cardin bills would fix the "correction" feature of the
ADI/ACP test so that employees with the highest
dollar contribution-not percentage contributionwould have their deferrals reduced.
(Sec. 104, Chandler; Sec. 105 Pryor/Bentsen & Cardin; Sec. 302, Rostenkowski.)

Definition of HighlyCompensated Employee
The Problem:

T

he statutory definition of "highly-compensated
employee" and the proposed regulations implementing this definition impose significant data
collection and processing difficulties for plan sponsors, which completely outweigh any benefit thereby
achieved. The policy objective-eliminating discrimination-can be achieved in a much simpler manner.
In addition, one of the most difficult problems
which employer plan sponsors face today is the
inability to provide benefits to employees who are
considered highly-compensated for purposes of the
Internal Revenue Code but not for purposes of an
excess benefit plan under Title
I of ERISA. This
group of employees (earning over $60,535 in 1991)
may have their benefits cut back in order to satisfy
nondiscrimination requirements, but may not have
these lost benefits made up through nonqualified
tnfunded plans. Title I of ERISA permits such plans
only for "a select group of management and highlycompensated employees," and does not provide
definitions for these purposes. Unless the term
"highly-compensated employee" under Title I is
defined the same as in Code section 414(q), these
employees may never receive their full benefits. The
U.S. Department of Labor has indicated that it does
not intend to define the term to be the same as in the
Internal Revenue Code.

The Solution:

G

ridlock calls for simplification of the definition
of "highly-compensated employee," by defining it with reference to a single level of compensation (between the indexed levels called for in the
current definition), and including 5% owners. In
addition, Gridlock recommends permitting the employer to choose the determination period (plan
year, tax year or calendar year) and to elect to use
the current or prior year's data, making it a single
year test.
These suggestions would significantly simplify
nondiscrimination testing for all plans. An alternative to employer election of the determination period would be to require that the group of highlycompensated employees be determined using
calendar year data, and that plans be tested for the
plan year or fiscal year based on employees who
were highly compensated during the previous calendar year. Of course, indexing the dollar limits in
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the definition is critical. We also suggest that indexing of all amounts in the Code be done by reference
to an index available in the third quarter of the
calendar year, so that resisd limits would be known
as of each January 1
Further, tRISA should contain a definition of
"highly-compensated employee" which is the same
as the definition in the Code. This would permit
employers to provide full benefits to all employees,
even those highly compensate d employees at the
lower end of the compensation range whose benefits are limited by Coce provisions and who may not
be eligible for nonqualified unfunded plans unless
the ERISA definition is the same.
(
101 and 102, Chandler; Scms. 101 and 102, Pryor/
10s.
Benitsen & Cardin;. c'N 33 and 304, Rostenkowski)

Leased Employees/
Aggregation of Employers
The Problem:

M

any of the key provisions of the Code which
govern qualified plans are applied to the
entire controlled group of employers. The rules for
aggregating employers under common control for
these purposes are inordinately complex. In addition, for many of these provisions, the employers
must treat "leased employees" as "employees" to
determine whether or not their plans are discrininatory The proposed lead employee rules are,
many think, some of the most difficult rules ever
proposed by the IRS.

Minimum Distribution
of Benefits
The Problem:

O

ne of the most complicated areas of pension

law involves the distribution of benefits to
plan participants. We have called these rules the
"('oldilocks provisions"-the benefit may not be
tx little or t(x much, too early or too late; like
Goldilocks and her porridge, every participant/
taxpayer must find the distribution which is "just
right." Code section 401(a)(9), which governs commencement of distributions and minimum distributions, is a mass of charts and tables, calculations and
sieial rules, all to implement a policy which no
longer really exists due to the 1986 repeal of the
estate tax exclusion: the prohibition against using
retirement plans as an estate planning vehicle.

The Solution:
he minimum distribution rules should

be

re-

pealed. In the alternative, they might be modified as suggested in Gridlock, to apply only to
participants who have total account balances over a
specified amount (such as $750,000) or only to 5%
owners of the employer, and to simplify substantially the calculations involved.
Whatever simplification is discussed, lawmakers
should keep in mind the overriding principle that
the distribution rules should be understandable by
the individuals who will receive the money.
(Sc. 202, Chandler; Sec. 203 Pryor/Bentsen & Car-

The Solution:
"employer" under Code sections 414(m) and
he rules for determining the identity of the
(o), and for identifying leased employees under
Code section 414(n) must be simplified. We suggest
the addition of some safe harbors under Code
section 414(m), so that organizations could apply a
"bright line" percentage test to determine whether
or not they should be aggregated' All of the simplification bills would redefine the term "leased employee" to include only individuals who perform
services under the control of the recipient -an approach advocated by the APPWP.
(Sec. 301, Chandler; Sec. 301, Pryor/lentsen & Cardin; Sec. 301 Rostenkowski)

din)

Rollover Rules
The Problem:

T

he current restrictions on partial rollovers and
rollovers of employee contributions add complexity and limit portability and create an incentive
for participants to spend distributions rather than
saving them for retirement.
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1ie Solution:

77e Solution:

G

ril,/k argued for the elimination of all restrictions on rollovers from qualified plans into
IRAs, so that a participant receiving a distribution of
any amount from a qualified plan would he pennitted to rollover that amount into an IRA and thus
keep it in a qualified retirement vehicle. Such a
change would encourage participants to save retirement funds for retirement and would enhance portability [his easy, obvious ,.mplification should not
only be noncontroversial, but would bQ a major step
forward in making retirement distributions "user
friendly." The 1991 bills all would eliminate most
restrictions on partial rollovers. The Chandler bill
allows the rollover of employer and employee contnbutions. The other two measures allow only employer contributions to be rolled over.
(Sec. 201, Chandler; Sec. 201, lryor/11entsen & Cardin; Sec. 101, Rostenkowskil

T

he 15% excise tax of C(ode Section 4980A should
be repealed. If, however, the excise tax is preserved in any way, the combine-d plans limitation of
Code section 415(e) should be deleted. The record
keeping requirements of this test are enormous. One
large APPWP memixr company has estimated that
it requires 60 to 70 hours to obtain the data and
make the calculations for each individual affected.
Ihis company performs the calculations only for
retires; to do so for all 1(X0,M(I)
of its employees
would require an entire staff of employees working
full time, This complication arises because the defined contribution portion of the calculation requires
historical data which includes loans from the plan
and compensation received and allocations made in
each year back to the 19,50 when the plan came into
being. Elimination of this test would not only simplify the law and the administration of retirement
plans, but would also raise revenue as it would
permit additional funds to be paid out of qualified
plan: instead of through nonqualified arrangements.

Maximum Benefit
Limitations

Separate Line of
Business Rules

Viw Problem:

T

ie Code imposes a 15% excise tax on individuals each year whose distributions from qualified retirement plans exceed a certain amount. This
excise tax, under Code Section 4980A which came
into being in 1986, originally was intended to replace the complex combined plan., limitations of
Code section 415(e) with a simpler and more equitable scheme for limiting retirement income (Tax
Refirm fir Fainess, Simplicity, and Economic Gnroth;
the Treasury Deartinent Rt7'ort to the Proident, Volume 2 pg. 351, November 1984). 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. This is a
classic case of duplicative rules which are aimed at a
single policy objective. Moreover, the excise tax
punishes good investment performance in defined
contribution plans. Not only is the application and
calculation of the excise tax so complex that even tax
professionals and IRS personnel may misconstrue
the rules, but it is also redundant and contrary to
other policies, and poses severe difficulties for any
individual potentially subject to it.

The Problem:

T

he Tax Reform Act of 1986 provides that employers who have lxna fide separate lines of
business may elect to satisfy the coverage and
nondiscrimination rules separately with respect to
their separate lines. The IRS recently proposed regulations defining separate lines of business. Under
this proposal, employers who operate a centralized
headquarters, where staff functions (e.g., legal, accounting, payroll) for all of their other lines of
business are performed, will be unable to qualify for
separate lines of business treatment. In general, the
proposed IRS regulation requires that each separate
line have a workforce and management structure
90% of which performs services exclusively to the
line of business, but considers any employee who
provides more than negligible services as an employee of each of the lines he serves. This, in effect,
makes it impossible for a business with centralized
functions to satisfy the IRS proposed regulations.
In addition, the IRS proposed regulations require
that each plan of the separate lines satisfy tile new
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proposed nondiscriminatory classification tests on

fying the rules, the proposed regulations impose

an employer-wide basis, and that if the employer

substantial additional complexity upon all but the
few "plain vanilla" plans which can meet the allowable safe harbors. The vast majority of plans currently in existence will fail to satisfy one of the safe
harbors provided in '"he proposed regulations, and
must then pass a general nondiscrimination test.
Under this general test, a plan satisfies Code section
401(a)(4) only if no single highly-compensated employee has an accrual rate greater than that of any

wishes to test one plan on a separate line of business
basis it must allocate all employees to qualified
separate lines of business. These rules would make
the statutory provision virtually meaningless, as
only a very few employers will be able to satisfy
them.

The Solution:

T

he API3WP proposes a threefold change to
simplify these rules. First is the deletion of
Code section 410(b)(5)(B), the nondiscriminatory
classification precondition. Thus, each plan of a
qualified separate line of business would be tested
for coverage based only on employees of the separate line. Second, in allocating employees for purpxoes of the separate employee workforce and separate management tests, each employee would be
allocated (in accordance with special rules) to only
one line of business. Third, a special rule for headquarters employees (i.e., employees who perform no
more than 50% of their services for any one line of
business) would be provided, under which an employer may treat its headquarters as a separate line
of business and allocate all headquarters employees
to that line, provided that at least 60% of the
headquarters employees are non-highly compensated. This 60% requirement would be lowered if
the concentration of highly-compensated employees
of the employer in its headquarters is less than 85%
of the employer's highly-compensated employees.
(Sec. 318, Chandler)

Nondiscrimination Rules
The Problem:

O

n May 10, 1990, the IRS issued proposed
regulations intended to govem discrimination
in qualified retirement plans under Code section
401(a)(4). The intent of this proposal, as stated in the
preamble to the proposed regulations, was to consolidate and simplify existing rules, as well as to
reflect new statutory provisions and legislative history and to provide an integrated framework for
applying the nondiscrimination provisions of the
Code.
For some plans, the rules fulfill this promise.
However, despite the expressed intention of simpli-

nonhighly compensated employee. In order either
to meet this test or to avoid it, the proposed regulations permit plans to be restructured into component plans, each of which may then be tested
separately, provided each component separately satisfies the minimum coverage rules set forth in regulations issued under Code section 410(b).
Not only are the restructuring rules (and even just
the data collection for the general test in the absence
of restructuring) inordinately complicated, but such
a worst case test was not mandated by the changes
made by the Tax Reform Act of 1986 (RA '86) nor
is it supported by any published position of the IRS
issued prior to TRA '86. The fact that one highlycompensated employee can cause a plan to be
disqualified cannot be supported under the statute
or legislative history of TRA '86!

The Solution:
better approach would be to replace the
worst case test with an averaging test under
which plans would satisfy the nondiscrimination
requirements if the average accruals for the nonhighly compensated employees equal or exceed the
average accruals for the highly-compensated employees. Such a rule would result in substantial
simplification, because it would avoid the need for
restructuring in most cases. Of course, some administrative difficulty would remain, because individual accrual rates would still have to be determined
and averaged annually, but the complicated artificiality of restructuring would, for the most part, be
unnecessary. More importantly, it would permit the
continuation of most large plans that have been
deemed nondiscriminatory for years, without requiring enormous effort and expense annually to
prove what they have known all along-that they, in
fact, are nondiscriminatory.
Ar

(Sec. 317, Chandler)
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Other Nondiscrimination
Issues
At

number of additional nondiscrimination issues
ave arisen as regulations have been proposed
to implement TRA '86. These include:

Mandatory Disaggregation
of Employees Covered By
Collective Bargaining
The Problem:
'W'nderproposed coverage regulations and final
401(k)
l) regulations, the portion of a plan that
benefits employees who are included in a collective
bargaining unit and the portion of the plan that
benefits noncollective bargaining unit employees
must be treated as separate plans for purpxes of the
coverage and nondiscrimination rules. This will
cause plans covering at least 70% but less than 100%
of the employer's non-highly compensated employ
ees to fail the coverage ratio test if a significant
percentage of the non-highly compensated employees covered by the plan are collectively-bargained
employees. In addition, this rule causes enormous
difficulty for section 401(k) plans which cover both
unionized and non-unionized employees.

The Solution:

T

o solve the problem of union disaggregation,
the law should permit plan sponsors to elect to
include employees in a collective bargaining unit
(who are covered under the plan) for testing under
the discrimination rules.
(Sec. 310, Chandler)

Social Security Bridge

that provide unreduced benefits commencing before
a participant's Social Security retirement age. Because there is no exception for Social Stcurity bridge
payments (which provide additional benefits for
early retirees until their Social Security benefits
begin), plans that provide for such bridge payments
do not meet the integration rules or satisfy any of the
nondiscrimination safe harbors. This is the case even
though the plan essentially is not integrated for
benefits payable before normal retirement age, and
only integrates benefits after Social Security payments commence.

The Solution:

T

o continue to allow plans to provide Social
Security bridge payments, the) should not be
treated as unreduced benefits commencing before
the participant's Social Security retirement age for
testing permissible disparity under a plan, and
should be eligible to be considered in testing most
valuable accruals under Code section 401(a)(4).

(Sec. 311, Chandler)

Uniform Retirement Age
The Problem:

T

he proposed nondiscrimination regulations under Code section 401(a)(4) provide several safe
harbor rules for determining whether the benefits
under a defined benefit plan are nondiscriminatory.
In order for a plan to use the safe harbor rules, the
regulations provide that the plan must use a uniform retirement age for purposes of calculating the
employee's benefits. The employee's Social Security
retirement age is not treated as a tiform age;
accordingly, a plan that fully integrates its benefit
with Social Security will be unable to use any
design-based safe harbor without restructuring. The
general nondiscrimination test for plans not satisfying a safe harbor also requires that benefits be
determined by reference to a uniform age, so fullyintegrated plans will have difficulty meeting the
general test as well.

The Problem:

The Solution:

he proposed Social Security integration regulations prescribe reductions in the maximum
permissible excess and offset allowances for plans

he law should be amended to make the Social
Security retirement age (rather than age 65)
the maximum permissible normal retirement age;
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and should permit that age to be used in testing
discrimination and determining vesting under the
plan.
(Sec. 312, Chandler; Sec. 311, Rostenkowski makes
changes for purposes of vesting and distribution
only, not for nondiscrimination.)

Intracorporate Transfer of
Employees
The Problem:
&.requenly employers have different plans within
-R-a controlled group of corporations, for example
because the controlled group has acquired various
corporations which maintained their own plans, or
because the corporation has separate plans for union
and non-union employee groups. Many plans provide that employees who move within the controlled group of corporations or change their status
accrue a benefit under the plan based on all service
with the employer as a whole, offset by the pension
earned by the employee under the other plan or
plans of the employer in which he has participated.
Because the current benefit earned by the transferred employee will not be uniform compared to
the benefit earned by other employees covered by
the transferee plan (due to the accrual based on past
service and the offset of benefits accrued under the
original plan), the plan will fail to pass the safe
harbor formulas under the nondiscrimination regulations.

The Solution:
r

solve the problem of transferred employees,
average of employees who are transferred
between plans should be specifically treated as
nondiscriminatory, since a transferred employee will
earn no greater benefits from the employer as a
whole than other employees who do not transfer
between plans.
(Sec. 314, Chandler)

Rate of Pay
The Problem:

t

dUeIRS has issued proposed regulations to

define compensation for purposes of the tax
qualification standards. The regulations specify sevAL

eral methods for determining "compensation." Many
employers, as an administrative convenience, use a
rate of pay, (e.g. weekly, monthly or yearly), rather
than the actual amount of pay received. This is
easier both from a record keeping as well as a testing
point of view, and has traditionally been permitted.
However, some Treasury representatives have indicated that all acceptable definitions of compensation
under section 414(s) must use actual compensation,
and use of a rate-of-pay definition may no longer be
permissible.

The Solution:
sp~he
law should be amended to permit plan
A-sponsors to use a rate of pay definition of
compensation to test for discrimination.
(Sec. 313, Chandler)

Special Grandfather Rule
for Integrated Plans
The Problem:
'86 modified the Social Security integration
rules, reducing the permitted disparity between
benefits based on compensation above the Social
Security wage base and benefits based on compensation up to the wage base. These new rules are
generally effective for plan years beginning after
December 31,1988. In the case of a final pay defined
benefit pension plan that is frozen as of January 1,
1989, and that was integrated in accordance with
prior law, benefits earned as of the date the plan was
frozen may not be calculated based on the final
average pay of the participant when the participant
retires. Rather, benefits must be based on compensation as of the date the plan was frozen.

TRA

The Solution:
fpo grandfather frozen, integrated final average
5 pay defined benefit pension plans, the law
should permit such plans to calculate benefits under
the benefit formula in existence on the effective date
of TRA '86 based on final average pay.
(Sec. 315, Chandler)
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Defined Benefit Plans with
Employee Contributions
The Problem:
regulations provide rigid and strict

Proposed

rules on testing discrimination for defined
benefit plans with employee contributions ("contributory plans"). Indeed, the regulations provide an
exception from these discrimination rules for a contributory plan where employee contributions cease
after plan years beginning after December 31, 1990;
thereby recognizing that such plans are likely to be
discontinued rather than comply with the new discrimination rules. However, contributory plans which
comply with the regulations, and can show that the
benefits provided under the plan are nondiscriminatory, are penalized.
Under the rules governing contributory plans, an
employee's own contributions are credited with
interest at 120% of the federal mid-term rate, generally until the employee's normal retirement date.
This rate of interest will continue to accrue even
after the individual isno longer employed. The
amount accumulated at this asstuned rate of interest
will be treated as a minimum benefit which must be
paid to the participant even in those cases where
such minimum benefits will exceed the amount
promised under the plan to the participant. Employers should not be required to guarantee a rate to
employees which is higher than a rate the plan can
achieve over the long term, or higher even than the
rate the Pension Benefit Guaranty Corporation
(PBG) will guarantee.

The Solution:

T

o solve the problems of contributory plans, the
rate of interest to be credited to employee
contributions should be the PBGC rate, and the
benefit from employee contributions accumulated at
this rate should not exceed the employee's accrued
benefit under the plan without regard to the assumed interest on employee contributions.
(Sec. 316, Chandler)

Other Issues

O

ther issues which were addressed in Gridlock
and which remain valid today include the
following: repeal of minimum participation rules;
repeal of the top heavy rules; conforming the Code
section 401(k) hardship rules to those for other profit
sharing plans; elimination of the tax on nondeductible contributions; amendment of the provisions for
the tax on prohibited transactions; and deletion of
the remaining Keogh plan rules for self-employed
individuals which differ from the rules for other
qualified plans.
The suggestions made in Gridlock in these areas
would lead to simplification and clarification of
pension policy and should be enacted.

For more information contact the APPWP at 1212 New York Avenue, N.W. Suite #1250,
Washington, D.C. 20005 (202) 289-6700

213

AO T

&MU-4ar
C. fGzm

~A$=,

nion of

?Y±7Ut8

3Maion and 7UJ.-4=g ?1Ana

cord n P. lo rodf u
m
Wyat CWUny
?WscamA and Wn=0ac* CSD
ft

SaWZCT:

1 010

7 ou 3.Iquar !*r Wiomtvxm *a . s ifl.w- ot Zviy
c hianvnq
aa =nPx.ca.
and Oas& 3Aus != 10=o-.diqixy C-^Tanuvtd

tmiA is ,-spons* to M=-quast for La==ttcm an c!:* *j*- of tb* epjoye
zata~.nq rna am. =aga of pacticIPA=.o in a&d 4i2S tz PiAna wit: a 401(k)

The data !=or

a lwi.3~nc :.3bls m *btuzod in 1.991 4-z the Wyatt CQHPARe 8

sury tat is crrutly =~darvay. its dAu. it th !Isc table =Mrmtn oanias
t~xat :uupctdd to ouaa=.oS aj~. 'ati -'a ADP &Ad par-.ocaz.io
raus !*r nonifty coitpnusad supicy..us.
. aecono :4b" shom :asalt3., or =Wnanidd :!at

-*par-ed either nluo. Ucanaa ml1aye Waralas may *affbcud y eMpoyar 3on#.a
a -coq ion
mzuioux, : =-udd a w v4tb suc.b emlayer ccnr=.ndr.~.cna
aNaJyis. :2 tl, !-,-t -.able, =8 cisirai nut !or arx-.c44oz may be .*=Ad y

dividinq t!±a ADP ra y olah

doe=&!~a pat

c:aruc:=ata.

41 yOUi hay, aW -,US.onj, plaass caL (508-4606).

214
4e
i~tan
Avuqriq ValUe of t!he AW ad
Utiam !=t ?Lmzz with 40100 I~mqents ;T the 3*?8
by thl Uut at -JOiper lswch =. Uplay, Doi&-A.a
(FYr Uw~pcmd*= l3!e-ottq 3athZ Uts*
~±ayer~atch±nq
0%

:6-301

1.48%

$71

(13)

1.43%

s1t

(16)

2.68%

47%

(58)

3.624

$910

(16)

721-

(2.5)

00+3.464

Te uiwb*
m

at~pziAn

mot.

ixt. hwm !s qauthesee.

:=8?.
Ia±
"UC.n

I t ?t=Z4d.

lverge Va.Lue. of the AMPan. Partici.patio
38?. for PlAne with 401(k) Aruwnts by the Bats
by teba at*fZqLye Xatuh an 1%pIlaM Datse=&ls*
(Tot Respoaden Bepa&ing Zithe Bate)
~ioyer Matakdnq
Bate"
0%

Bate

Rate
1.62%

0-U)

S4

(36)

1..25%

1.57% (18)

60f%

(32)

26-50%

2.71% (63)

601

(85)

51-99%

3.69% (20)

69%

(19)

L~694

72t

(42)

(29)

The ==be of plu a=.-i~~tnq a value is ahovn in pazr.tbwasa
*'m.'(Azm 2&to-inq rtat if it Varied.

215
RESPONSES OF THoMAs C. WALKER TO QUESTIONS SUBMITTED BY SENATOR CHARLES E.
GRASSLEY
Question *1: It has occurred to me that the mandatory transfer
provision could have a potentially negative effect on both
employer and employee alike. By this I'm referring to additional
burdens this would impose on employers in terms of increased
liability in selecting IRA's and also to new fees that may be
imposed by banks on employees who want to withdraw their money.
Do you see any potential conflict or problem here?
Answer: I understand the desire of Congress to attempt to retain
assets contributed to a tax deferred retirement plan, in the
retirement system for the use the tax code allowed it to be
contributed for . . . retirement. The current 10% excise tax was
legislated to discourage pre-retirement use of these funds, and
has apparently been found lacking. The proposal to mandate
transfers will not, in my opinion, stop the individual who is
determined to convert these dollars to current use. It will,
however, be very profitable to the institutions providing IRA's.
Lat me explain.
A terminating employee who really wants to retain these assets
for retirement has numerous options available and should have no
problem. This person is going to use the current system to save
these dollars regardless of whether it is mandatory or not. The
person who wants his or her money now, for whatever reason, will
not be prevented from getting access to the funds. He will,
however, get less if mandatory transfers are legislated. The IRA
provider will be the only winner. The person who wants the money
will be forced to establish an IRA, pay the set-up costs for the
account, terminate the account and pay the termination fees, and
then get what is left. If these fees consume 15% of the assets,
why not simply increase the excise tax to 25%? Then, at least,
the shrinkage to the individual would be a government gain rather
than fees that will pay administrative costs for banks and
insurance companies.
Please understand, I am not recommending an increase in the
excise tax. I believe that would discourage participation and
that makes no sense either, considering our abysmal national
savings rate.
My point is, a person whQ wants to retain retirement funds for
retirement will do so. Those who don't, won't. If you lock
voluntary contributions up, these people won't voluntarily make
the contribution. Are we, as a country, better off encouraging
savings? I believe so.
I am also deeply disturbed by the requirement that an employer,
lacking direction from a terminated employee, must choose an IRA
for that terminated employee and transfer assets. The fiduciary
liability question is not addressed in the proposed legislation
but I have trouble believing that an upset ex-employee wouldn't
prevail in the courts if the IRA chosen should fail to achieve
rates of return equal to other options that could have been
chosen by the bad guy . . . the ex-employer. Not only did this
poor person lose his or her job, his retirement assets were
depleted as a result of his ex-employer's choice of IRA accounts.
Bad law. Fiduciary liability has to stop at some point. Under
current law, it stops when assets are distributed (for the
future), and this makes good sense. Please don't burden the
employers of our country with ongoing responsibility for the
personal funds of ex-employees. Most ex-employeos are exemployees because of problems with the ex-employer. There is
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just too much emotion involved with the termination of employment
to think that these emotions won't get tangled up in mandatory
transfer decisions. This is an idea whose time should never come.
Question 12: I would be interested in any comments or thoughts
you might have on the need to simplify Form 5500. I have had a
number of complaints about the complexity, cost, and necessity of

this form.
Answer: Having just completed the filing of three hundred or so
5500's, I can respond to this question with gusto. Since we file
as many of these as we do, we do not struggle with the complexity

quite as much as an employer who files one a year.
data
data
us.
from

We know what

will be required and simply build the accumulation of the
into our systems. Cost, however, is a big consideration for
Attached to this response as Exhibits A, B, and C are pages
the 1988, 89, and 90 Form 5500. I have highlighted the year

to year changes in data that these forms require. Although these
changes do not appear to be oppressive, they in fact are.
Looking at Exhibit A (Page 5 from the 1988 Form 5500), and
comparing it to Exhibit B (Page 5 from the 1989 Form 5500), you
see several differences. An allowance for doubtful accounts was
added to item 34b which isn't serious. The addition of items XI
through XVI to item 34c was a serious problem, however. The
problem comes not in breaking this information out for the
current year, but rather in having to go back to the prior year
and rework all that year's data. Column (a) should be last
year's column (b) period. If a re-formatting is required, it
should only be for the current year. We can accumulate data
currently to fit any format. We can't go back to prior years and
rework that data without great expense. If item xi was
sufficient when we filed the 1988 forms, then it should be
sufficient as the starting point for 1989.
The change in 1990 (Exhibit C) was not as dramatic. In fact, it
doesn't require any new information. It simply changes the
order. No big deal, right? Wrong. Again, a change in format,
even if it is only a change in the order, requires redoing prior
years' data. This is truly "make work" stuff with no value to
the government or anyone else. These kinds of changes, that
don't really provide any meaningful new information, cause anger
and resentment in those of us who must do the grunt work.
In a less specific comment, much of the information required in
the 5500 series of forms is not information that a business would
normally have for their own use. Many of the questions are not
applicable to most businesses, but force the business owners to
do a lot of research, or hire expensive outside help, to even
interpret the question. Attached as Exhibit D is Page 5 of the
1990 Form 5500. I have highlighted some questions that I believe
the average business owner, employing 125 people, would have to
research or pay a consultant to answer. The Form 5500 is required
for all employers with more than 100 employees. This number is
too low to require sophisticated information like this from.
Perhaps a possible solution is allow the Form 5500-C/R series to
be used by employers of up to 1,000 or so. At that size the
business requires personnel (for other purposes than 5500 filing)
who would or could handle these filings.
As to necessity, I don't believe these forms should be
eliminated. They facilitate the collection of data as to total
asset size, participants, and benefit levels that are meaningful
to all of us who work within the system. They most certainly
could be simpler, which would reduce employer costs.
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Question *3: I wonder if you would comment on discrimination
testing and how we might prevent middle income earners from being
disadvantaged in planning for their retirement.
Answer: One of the truly inequitable situations that proposed
legislation creates is caused by the "no single highly
compensated person can make a contribution greater than the
average non-highly compensated group." The net effect of this is
not to restrict the truly highly compensated, but rather the
middle income person. Let me pose an example. Let us assume
that we have an employer with 200 employees. Of these 200
employees, 20 are highly compensated (over $60,535) with one
person earning $222,220. The average contribution by the nonhighly compensated for this example is 2%. This means the highly
compensated, under the proposed law, would each, individually, be
restricted to an amount not to exceed 4%. Our bottom highly
compensated person would -be limited to a contribution of
$2,421.40 while our truly highly compensated, contributing 3.859%
would hit the dollar cap of $8575.00. The ,;arson who earns
$60,500 (not highly compensated) could put in over 14% and reach
the $8575 dollar cap but the additional $35 in earnings reduces
the lowest of the highly compensated to less than 1/3 of that in
this example. The advantage of averaging the highly compensated
with the non-highly compensated provides some relief from this.
One of the problems with the economic life cycle in our system is
that we earn our lowest incomes when we are young and raising our
families, buying our first homes, and can least afford to save.
When we reach our 50's, our earnings tend to be higher than they
have ever been, our homes are paid for, our children are educated
and gone, and we can now save. The problem is, small amounts
saved at older ages do not have time to grow meaningfully. Wo
must recognize that the last 10 or 15 years of our working lives
are when we have the greatest earnings power, and thus savings
power, and we need to encourage maximum savings. Usually, the
$60,535 earner is in those later years. it makes no economic
sense to discourage savings.
I realize that many people consider $60,535 big bucks no matter
what age it is earned, but that simply isn't so anymore. Why not
use the $222,220 limit from other parts of the law as the single
measure rather than arbitrarily picking some lower number to
satisfy some vague conception of "fat cats."
Question #4: There seems to be a difference of opinion between
those who believe that an employer match could provide an
adequate safe harbor, and those who believe that low-wage workers
would not be sufficiently attracted by a match to participate in
a plan. What are your thoughts on requiring an employer
contribution as a safe harbor?
Answer: All the empirical data suggest that employees at all
earnings levels participate in direct proportion to the employer
match. Requiring employer contributions as a part of safe harbor
legislation will create more participants (to the extent of the
required employer contribution) but will not cause employees to
save any of their own money. The question then becomes not one
of whether low-wage earners will participate with their own money
if employer contributions are required, but rather whether the
public policy should move towards requiring employer
contributions (in addition to Social Security) to our national
retirement system.
I placed in the written record earlier a study by the Wyatt
Company which very clearly demonstrates that voluntary employee
contributions are directly related to the generosity of the
employer match. I think that those who say the lower paid won't
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respond to an employer match do these people a disservice, as
well as insulting their basic intelligence. Our experience with
the plans we work with belies these comments. We have many plans
that have 100% employee participation, all voluntary. None of
the employers we work with (200 mid-western agricultural
cooperatives) are interested in the safe harbor approach
currently proposed.
If the politics of the situation requires a mandatory employer
contribution to create a safe harbor, and if the safe harbor is
required to pass pension simplification, and if the inclusion of
the safe harbor provisions does not complicate complying without
their use, then I am not opposed. I just don't think they will
lead to a large increase in the number of employers sponsoring
plans. Apparently the GAO agrees because I believe they put a
minimal cost on the safe harbor provisions.

This completes my response to the questions posed by Senator
Grassley. Thank you for the opportunity to include this in the
final written record.

219
PREPARED STATEMENT OF ANTHONY C. WILLIAMS
Introduction.
Mr. Chairman, my name is Anthony C. Williams and I am the
Director of the Retirement, Safety, and Insurance Department for
the National Rural Electric Cooperative Association ("NRECA"). We
at NRECA believe that there is a critical need for simplification
of the laws affecting qualified retirement plans. Accordingly, we
applaud the leadership shown by Chairman Pryor in holding this
hearing and in introducing legislation (S. 1364) that would
significantly reduce the complexity of the retirement plan rules.
We are also appreciative of the leadership role being played by
Chairman Bentsen in cosponsoring that legislation.
Our testimony today is in support of the Pryor-Bentsen bill.
We believe that enactment of this bill would provide historic
simplification of the rules regarding qualified retirement plans.
NiaEA.
NRECA is the national service organization of the approximately 1,000 rural electric service systems operating in 46
states. These systems serve over 25 million farm and rural
individuals in 2,600 of our nation's 3,100 counties. Various
programs administered by NRECA provide pension and welfare
benefits to over 125,000 rural electric employees, dependents,
directors, and consumer-members in those localities.
NRECA has for many years been deeply interested in retirement
and health care policy. In this regard, NRECA has sponsored studies of both areas, such as "Retirement Coverage in Smaller Firmso
Evidence and Policy Implications," "Retirement Coverage in Smaller
Firms: Toward a Solution," "Health Care Needs, Resources, and Access in Rural America,". "The NRECA Survey of Health Coverage in
Smaller Firms," and "The NRECA Plans and the Minimum Health
Benefit."
NRECA has made these studies available to Members of
Congress and their staffs, as well as to officials within the
Administration.
NRECA remains committed to the study of retirement and health
care policy and to finding solutions to the vexing problems in
these challenging areas.
The need for simplify

tjon of the retirement plan rules.

We believe that it is essential that the rules affecting
qualified retirement plans be simplified. Before discussing why
this need exists, it is important to clarify what we mean by
simplification. Stated briefly, we view simplification as the
elimination or modification of rules that impose administrative
burdens on employers or employees that are not justified by tax
policy or retirement policy. The rules in need of simplification
have arisen not as the result of any one Act of Congress, but
rather through the cumulative effect of years of layering one set
of requirements on another. Under this view, the end result of
simplification is not simply shorter statutes and regulations, nor
does the end result include any fundamental change in tax policy
or retirement policy. The end result is a very significant reduction in the time and money devoted to administering retirement
plans.
We believe that this type of simplification will stimulate
the establishment and enhancement of qualified retirement plans by
lowering the major hurdle-to such growth, which is the ever growing cost of plans. At the same time, this type of simplification
will not undermine the important tax policy and retirement policy
objectives of current law.
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The need for this type of simplification exists with respect
to both large and small employers, but is particularly acute with
respect to the latter. Retirement plan coverage among employees
of small employers is dismally low; NRECA's 1987 survey of employers in rural areas with 60 or fewer full-time employees revealed
that less than 19 percent of the employers surveyed maintained a
retirement plan. The survey also found that the primary reason
for the lack of coverage was the cost of retirement plans. A
simplification bill that would reduce this cost would have a major
effect in raising the number of employees of small employers who
can retire with dignity and security.
NRECA su0ort for the Prvor-Bentsen bill.
The Pryor-Bentsen bill, if enacted, would achieve precisely
the type of simplification that is described above and that we at
NRECA believe is so desperately needed. The bill modifies burdensome rules that contribute little to tax policy or retirement
policy.
This bill would not only stimulate the growth of the private
retirement plan system, but would also play an important role in
restoring the confidence of the business community in the tax
system. Over the years, frequent changes in the tax law, as well
as the creation of layers of burdensome requirements, have
undermined businesses' respect for the tax system. This bill
would not alone restore businesses' confidence and respect but it
would certainly be an important step in the right direction and
could serve as a signal to the business community that the lawmakers hear their concerns and want to address them.
Very simply, we at NRECA could not be more supportive of this
bill.
Specific issues.
We would like to comment more specifically on certain provisions of the Pryor-Bentsen bill. However, we do not by any means
intend to imply that we do not support the provisions of the bill
not discussed or that we view such provisions as unimportant.
Our specific comments focus on the following areas section
401(k) plans, voluntary employees' beneficiary associations
("VEBAs"), rollovers, and simplified employee pensions ("SEPs").
Section 401(k).
In our view, the centerpiece of the Pryor-Bentsen bill's
simplification provisions is the modification of the
nondiscrimination rules applicable to section 401(k) plans. In
general, section 401(k) plans are plans under which each employee
decides how much to contribute to the plan and under which
employee contributions are made on a pre-tax basis. Section
401(k) plans are probably the fastest growing type of retirement
plan because of the flexibility they provide to each participant
to plan for his or her own retirement needs. However, if any item
has slowed the growth of section 401(k) plans, particularly among
smaller employers, it is the application of complex nondiscrimination rules that require calculations based on the contributions
made by each employee eligible to participate.
NRECA supports the policy objectives of the nondiscrimination
rules. NRECA believes that the law should prevent qualified
retirement plans from operating primarily for the benefit of
highly compensated employees. However, we believe that the policy
objectives can be achieved without the administrative burdens of
present law.
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Under present law, if an employer simply allows employees to
.make their own contributions under a section 401(k) plan, there is
a significant likelihood that highly compensated employees will
make much larger contributions than nonhighly compensated
employees, even as a percentage of compensation, because highly
compensated employees have more income not needed for current
consumption. Thus, section 401(k) plans often have problems under
the nondiscrimination rules. In order to solve those problems,
employers use various techniques. Two common and effective
techniques include the use of "matching contributions" and
"nonelective contributions." Matching contributions are contributions made by the employer on behalf of an employee based on the
amount the employee himself or herself contributes. Matching
contributions thus provide nonhighly compensated employees with a
financial incentive to make their own contributions.
Nonelective contributions are contributions made by the
employer on behalf of employees without regard to whether the
employees made their own contributions. Nonelective contributions
thus provide nonhighly compensated employees with a significant
benefit even if they do not have sufficient disposable income to
make their own contributions.
As the level of matching or nonelective contributions is
increased in a section 401(k) plan, it becomes increasingly likely
that the plan will satisfy the nondiscrimination rules. Accordingly, when the matching or nonelective contributions reach a
certain level, it seems unnecessary to require the employer to
apply the burdensome nondiscrimination rules based on the actual
contribution made by each eligible employee. In such
circumstances, the nondiscrimination rules should be deemed satisfied without regard to the actual amount contributed by each
eligible employee.
This is precisely what the Pryor-Bentsen bill does. In
general, the bill provides a safe harbor under which the
nondiscrimination rules are deemed satisfied if the employer makes
a matching contribution of a dollar for every dollar contributed
by a nonhighly compensated employee, up to three percent of the
employee's compensation, and a matching contribution of 50t for
every dollar contributed by the employee between three and five
percent of the employee's compensation. The bill also provides an
alternative safe harbor under which the nondiscrimination rules
are generally deemed satisfied if the employer makes a nonelective
contribution on behalf of each eligible nonhighly compensated
employee of at least three percent of the employee's compensation.
There is no numerical formula that can demonstrate
definitively that the levels of matching contribution and
nonelective contribution chosen in the Pryor-Bentsen bill are the
correct ones.
(For example, the bill chooses a three-percent
nonelective contribution as opposed to two percent or four
percent.)
It is rather a matter of judgment and line-drawing.
Based on our own judgment and experience, however, we believe that
the levels chosen by the bill are fair and appropriate. If lower
levels were permitted, more employers' plans would be deemed to
satisfy the nondiscrimination rules, thus broadening the group
relieved of a significant administrative burden. However, we are
concerned that if the levels were lowered too significantly, the
result would be a relaxation of the effect of the nondiscrimination rules that is not justified by the administrative relief.
On the other hand, if higher levels were required, the number
of employers' plans that would enjoy relief from the burdensome
application of the nondiscrimination rules would be dramatically
reduced. We believe that any possible beneficial effect of such
higher levels would be far outweighed by the increased administrative burdens that would result.
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Other issues related to section 401(k) plans.
We have focused our detailed comments with respect to section
401(k) plans on the rule described above. However, we are equally
enthusiastic in our support of other provisions of the bill relating to section 401(k) plans. The more prominent of these other
issues are noted briefly below,
Section 401(m) nondiscrimination rules -- The Pryor-Bentsen
bill provides that, with respect to employer matching contributions, the section 401(m) nondiscrimination rules are deemed
satisfied under a safe harbor provision similar to the one
described above with respect to the section 401(k) nondiscrimination rules. We support this provision. We also recommend
consideration of an expansion of the safe harbor provision to apply to after-tax employee contributions in addition to employer
matching contributions.
Definition of highly compensated employee -- We support the
bill's modification of the definition of a highly compensated
employee.
Distributions from section 401(k) plans -- The bill contains
a provision correcting a "glitch" in the manner in which the
distribution rules apply to rural cooperative section 401(k)
plans. We support this provision.
EmRloyer eligibility for section 401(k) plans -- We support
the bill provision under which nongovernmental tax-exempt
organizations would be permitted to maintain section 401(k) plans.
We also recommend consideration of an additional provision that
would permit state and local governments to maintain section
401(k) plans.
Use of prior year data -- We recommend for consideration a
proposal under which the section 401(k) and 401(m) nondiscrimination rules (other than the safe harbor provisions) would, at an
employer's election, be applied based on the preceding year's data
with respect to the employer's nonhighly compensated employees.
We believe that this proposal would contribute substantially to
the administrability of plans subject to the section 401(k) and
401(m) nondiscrimination rules.
Base compensation -- We support the bill provision that would
allow employers to use employees' base pay in applying the applicable employee benefits nondiscrimination rules. This proposal
would significantly simplify the administration of the
nondiscrimination rules.
VEBAs.
In general -- The Pryor-Bentsen bill not only provides
extensive simplification of the retirement plan rules but also
provides a major advance in terms of health policy by clarifying
the law with respect to VEBAs.
In general, VEBAs are trusts through which employers provide
welfare benefits, such as health insurance, to their employees.
The most important advantage of a VEBA is not found in the tax
laws but rather in the fact that VEBAs provide small employers
with a means of pooling their buying power and thereby reducing
their health insurance costs. The reduction of the cost of health
insurance is crucial to expanding the health insurance coverage of
employees of small employers.
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VEBAs also have certain tax advantages. These tax advantages
were significantly curtailed by the Deficit Reduction Act of 1984
(-DEFRA'). The provision of th! bill relating to VEBAs would no
modify any rule Imposed by DEFRA. On the contrary, the bill would
enable small employers to maintain a VEBA, subject to the DEFRA
restrictions.
In general, the current IRS position is that in order for
different employers to maintain a common VEBA, the employers must
either be (1) affiliated, or (2) in the same line of business and
in the same geographic locale (such as within a single state). It
is unclear under present law whether employers that are not
subject to common ownership or common control may be considered
"affiliated."
A narrow interpretation of affiliation, limiting it to the
common ownership or control situations, would be inconsistent with
sound health policy because such an interpretation would
significantly reduce the ability of closely related small employers to band together to reduce their health costs. This result
would also be inequitable because large employers, by virtue of
their size, have access to such reduced costs.
Accordingly, NRECA wholeheartedly supports the provision of
the Pryor-Bentsen bill that clarifies that employers are
considered affiliated if they are in the same line of business and
are closely related as measured-by their joint activities. NRECA
believes that this provision would serve important health policy
objectives.
Multiple employer trusts -- We would like to emphasize that a
VEBA maintained by such affiliated employers does not. in any way
resemble the abusive type of multiple employer trust that has
caused concern among Congress, the Department of Labor, and state
regulators. That concern relates to trusts that are marketed to
unrelated small employers by third party entrepreneurs whose
practices result in large gains for themselves and large losses
for the small employers. A VEBA of the sort described in the
Pryor-Bentsen bill is almost invariably maintained by the affiliated employers themselves through a wholly controlled association that provides a broad array of ongoing services to the
member employers. There is no third-party entrepreneur involved
and thus no opportunity for the type of abusive practices causing
the concerns.
In addition, we believe that Federal and state laws provide
sufficient tools for regulators to prevent the abusive trusts.
The current problem lies not in the laws, but in the enforcement
of those laws. It would hardly seem appropriate for this problem,
under which small employers are being victimized, to prevent
legislation enabling small employers to use VEBAs to reduce their
health care costs. The better answer would be for the laws to be
enforced and to allow small employers the benefits of VEBAs.
The Administration's tax concerns -- The Administration has
opposed the VEBA provision contained in the Pryor-Bentsen bill on
three bases:
(1) the provisions would essentially enable VEBAs to
operate as insurance companies without being subject to the
Federal tax rules applicable to insurance companies, (2) VEBAs
were not intended to benefit large groups of employees, and
(3) the provisions would cause a loss of Federal tax revenues. We
address each of these three arguments below.
Even under a view of the law most favorable to the Administration, the basic distinction between an insurance company and
a VEBA is that an insurance company provides insurance coverage to
policyholders who typically have no relationship to each other. A
VEBA, on the other hand, must provide coverage to employees who
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share an "employment-related common bond."

In general, the IRS

position is that employees share such a bond if their employers
meet the tests described previously, i.e., that the employers are
either (1) affiliated, or (2) in the same line of business and in
the same geographic locale. Accordingly, for ample. under the
IRS position. 100 emDlovers with 100,000 employees in the same
state could maintain a common VEBA even though the employers and
employees have no relationship to each other other than beina in
the same line of business. If such employees share an employmentrelated common bond, there can be little doubt that employees of a
national group of employers share an employment-related common
bond in the circumstances described in the Pryor-Bentsen bill,
i.e., where their employers are not only in the same line of business but are integrally related to each other in ways that affect
the employers' day-to-day operations.
The Administration's second objection is based on its assertion that VEBAs were not intended to benefit large groups of
employees. There is absolutely no basis in Treasury's own regulations for this position. In outlining what groups of employees
may participate in a common VEBA, the Treasury regulations contain
no rules with respect to the size of the group. For example,
under the Treasury regulations, a national conglomerate with
200,000 employees can clearly maintain a single VEBA for all of
its employees. I& in difficult to understand why Treasury would
object to a VEBA covering, for example, 50,000 employees of small
employers on the rounds that such a VEBA is too bio while its own
regulations 2ermit laroe emoloyers' VEBAs to cover far greater
numbers of emoloyees.
The Administration's third objection is that the VEBA provision would cause a loss of Federal tax revenues. Our response to
that objection is very simple: we at ?RECA are prepared to work
with Members of Congress and their staffs and with the Administration to develop proposals to pay for this important health care
provision.
Clarification -- Implicit in the Administration's objections
to the VEBA provision is the view that the provision would represent a major change in the law. We do not agree. There is no
authority with precedential value articulating a definition of
"affiliation" inconsistent with the VEBA provision. We believe
that the VEBA provision in the Pryor-Bentsen bill is simply a
clarification, albeit a very important one, of the meaning of "affiliation" under present law.
Moreover, in the only court case to address the issue, the
IRS position that employers in the same line of business must be
in the same geographic locale was held to be invalid and thus not
part of present law. In the absence of any court case uoholdino
the IRS position, we submit that the geographic locale rule is not
applicable. Without the geographic locale rule, the VERA provision in the Pryor-Bentsen bill, hy definition, does not permit any
VEBA not permitted under present law.
Three-state orooosal -- Finally, we would like to mention one
VERA proposal that has been discussed in the past. The proposal,
as most recently articulated by the Administration, would be "to
limit VEBAs to a three-contiguous-state area, or a larger area if
the Secretary determined that the employer-group in the threestate area was too small to make self-insurance economical." Very
briefly, we view this proposal as significantly more restrictive
than present law, because, as noted, the geographic locale rule
has been held invalid and thus not part of present law. Moreover,
if this proposal were adopted in lieu of the provision in the
Pryor-Bentsen bill, it would have a very adverse effect on health
care policy as it would significantly limit small employers' ability to band together to obtain health insurance at a lower cost.
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Bolloyeri.
The Pryor-Bentsen bill would generally eliminate all restrictions on an employee's ability to roll over a distribution from a
qualified plan, other than a minimum distribution required under
section 401(a)(9) or a distribution of after-tax employee
contributions. However, we recognize that these provisions may
cause a substantial loss of Federal tax revenues. Accordingly, we
believe that a slightly more restrictive rollover provision may
well strike a more appropriate balance between simplification and
the desired revenue effects.

SEPs were designed to be simple to establish and maintain.
It was intended that SEPs would thus be an attractive option for
employers, primarily small employers, that had failed to adopt a
retirement plan due to the complex requirements. However, the
attractiveness of SEPs to small employers has been undermined by
the application of rules that are more restrictive than those applicable to other qualified retirement plans.
A 1989 report sponsored by NRECA entitled "Retirement Coverage in Smaller Firms: Toward a Solution" recommended that SEPs be
"revised to increase their flexibility and encourage greater use
while retaining their administrative advantages." This is
precisely what the Pryor-Bentsen bill does. For example, the bill
significantly enlarges the group of small employers that may
permit pre-tax employee contributions to SEPs by raising the
maximum permissible number of employees from 25 to 100. The bill
also provides that the nondiscrimination rules applicable to such
pre-tax employee contributions and to matching contributions are
deemed satisfied under the same safe harbor provisions that the
bill would apply to the section 401(k) and 401(m) nondiscrimination rules (as described above, regarding minimum levels of matching contributions or nonelective contributions). In addition, the
Pryor-Bentsen bill modifies the provision that currently requires
SEPs to cover part-time employees that are not required to be
covered by any other qualified retirement plan.
NRECA believes that the Pryor-Bentsen bill's SEP provisions,
combined with the other retirement plan proposals discussed previously, could usher in a new era of broader retirement plan coverage among small employers.
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PMPARED STATRMXNT OF LARY ZImPLM
The Principal Financial Group is a family of insurance and financial services companies with
assets of more than $30 billion. Its largest member company, Principal Mutual Life
Insurance Company, is currently the sixth largest life insurance company in the nation
ranked by premium income.
The Principal Financial group serves 946,000 individual policy owners, 63,306 group
employer customers, 22,112 pension employer customers, and 48,332 mutual fund
share-holder accounts. It handles 60,000 full-service brokerage accounts and 48,332 mutual
fund shareholder accounts. In all, 7.5 million customers (businesses, individuals and their
dependents) rely on the companies of The Principal Financial Group for their financial
services needs.
Our main purpose today is to discuss the effect of the Employee Benefits Simplification and
Expansion Act of 1991 (S. 1364) on smaller qualified pension plans. We will define "smaller
plans" as plans involving the under 500 employee market.
The smaller end of the retirement plan market has been our main point of emphasis for
many years. The Principal traditionally sells more retirement plans and group annuity
contracts each year than any other insurance company. During 1990, for example, we sold
over 2,500 contracts to fund pension and profit sharing plans.
Smaller plan sponsors generally do not have the financial resources or the staff to assist
them in designing and updating their pension plans. Our own representatives usually work
in conjunction with the plan sponsor and its agent or broker to design a plan that will fit its
needs. Retirement plans for small employers must be sold; they are not bought. That is
why pension simplification is so fundamentally important. Employee Benefit Research
Institute (EBRI) studies show that only 18% of employers with less than 25 employees have
plans, and only 53% of those employers with 25-99 employees have plans. There is little
wonder, then, why plan coverage throughout the nation has slipped below 50%. A recent
Social Security Administration study shows that plan coverage is now below the 1974
pre-ERISA level. As a result, we must increase pension coverage among small employers.
Having simpler rules (and rules which are not going to be changed each year) is the first
step in this process.
The Principal strongly supports S. 1364, The Employee Benefits Simplifi,:ation and
Expansion Act of 1991. We are very encouraged by the proposed changes and feel they will
help to ease the burden of pension and profit sharing plan sponsors nationwide. The
Principal feels very strongly that this measure is an excellent start to overall simplification.
It offers badly needed relief to many overwhelmed plan sponsors, especially smaller ones,
throughout the nation. We heartily recommend its passage.
S. 1364 deserves special attention because of what it intends to do -- simplify compliance
for plan sponsors so they can concentrate more on what they do best -- running their own
businesses. We believe the bill will allow all sponsors to spend less time and money on
administering their plans.
We note that there are two other proposed bills, HR 2730 - The Pension Access and
Simplification Act of 1991, and HR 2641 - The Employee Benefits Simplification Act of
1991, which share many similarities with S. 1364 and the Bush Administration's POWER
proposal. We trust this bodes well for the likelihood that some form of pension
simplification bill will be enacted in the 102nd Congress. In fact, we feel that several
provisions of HR 2730 and HR 2641 would, if added to S. 1364, make an even bigger impact
on pension simplification.
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As this Subcommittee is well aware, pension plan sponsors have been subject to many new
laws since the passage of the Employee Retirement Income Security Act of 1974 (ERISA).
Since its enactment 17 years ago, an average of ONE NEW LAW PER YEAR has been
passed that directly and significantly affects pension plans. These laws - and the
corresponding regulations to interpret them - have greatly complicated maintenance of a
qualified plan. (See Attachment #1 which lists the qualification requirements necessary to
maintain a qualified §401(a) plan.)
There is no consistent or comprehensive plan or policy behind these laws. In fact, there is
often duplication and overlap, such as the combined §415 limits and §416 top heavy rules.
Sponsors have been forced to spend more and more money on\, administrative,
recordkeeping, and compliance issues. Many of these measures have been'actual technical
corrections to prior bills that were poorly conceived or drafted incorrectly. As sponsors
spend more time (and money) on administrative matters, there are fewer resources for new
or increased benefits for existing participants, In addition, employers who don't currently
sponsor a retirement plan are not encouraged to establish one. This bill rightly starts the
pendulum swinging the other way.
SURVEY OF PENSION PLAN SPONSORS
Over the last few weeks, The Principal surveyed 150 of our customers to get their views on
pension simplification. We have detailed data which we will be happy to share with your
staff. Here are a few highlights of the more important findings.
* Over 70% of the plan sponsors are in favor of simplification. Those who are neutral
on the issue feel that way because of their skepticism that real simplification will be
achieved.
* Over 86% of these customers have 401(k) plans. Their main concerns are the amount
of data reporting they must do, the complications of the 401(k) and (in) tests and the
task of determining the highly compensated employees.
* S. 1364, HR 2641, and HR 2730 each propose to simplify 401(k) and (m) testing. Of
the three proposals, the plan sponsors were generally more favorable to HR 2730's
proposal to limit highly compensated employees' deferrals based on the average of
non-highly compensated employees' prior year deferrals. Almost 80% favored any
approach that could eliminate 401(k) and (in) testing.
The proposals in S. 1364 and HR 2641 to simplify 401(k) and (in) testing were not as
favored. Only about 20% favored any particular approach.
* There was strong interest in simplifying the highly compensated employee definition,
the family aggregation rules, and the age 701h required distribution date.
* Almost all the plan sponsors favor easing the restrictions on rollovers to other
qualified plans or IRAs. Many said they wanted to help their employees continue to
save for retirement. However, an overwhelming number of the plan sponsors strongly
opposed requiring employers to transfer distributions to another plan. They felt that
decision should remain with the employee.
The plan sponsors supported several revenue raisers to pay for simplification. 61%
supported increasing the excise tax on early distributions from 10% to 15% while 42%
favored eliminating 5 and 10-year lump sum averaging. We found that plan sponsors
were very willing to support measures to fund simplification.
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SPECIFICS OF THE BILL
We offer the following comzients on S. 1364:

ISSUE

PROPOSED CHANGE

COMMENTS/SUGGESTIONS

Will allow participants to roll
over any part of a plan distribu.
tion (except after-tax employee
contributions) and encourage
saving for retirement years.

* Strongly support. Recommend

With liberalized rollover rules
and lower income tax rates, the
need for lump sum averaging
should be lessened.

*

1. Simplified
Distribution Rules
Uberalize rollover
rules by deleting
50% minimum
required amount

*

* Eliminate 5-year
averaging on cash
payments.
Preserves TRA '86
transition elections

*

Support. True simplification
would eliminate the TRA '86
transition elections.

Will encourage saving for retirement by requiring employers to
transfer distributions from
existing plans to another
qualified plan or IRA if the
distribution is more than $500,
unless the participant has a
hardship, is 55 or older, or dies.

Support. This provision will
help preserve benefits until
retirement. However, from
our survey results, we've found
that most employers do not
support this provision. (See
Attachment #2 for supporting
statements.)

Changes date distributions must
begin to the later of age 70 or
the actual retirement date, unless
employee is a 5% owner.

Support. This will allow most
employees to delay receiving
benefits until they actually
retire.

• Bill allows employers with up to
100 employees to set up a plan.
Salary reduction SEPs are
allowed even if less than 50% of
employees defer. Nondiscrimination testing not necessary if adopt
401(k) and (m) safe harbors,

Support the effort to encourage smaller employers to start
plans. We feel this change
may not be enough, though,
Employers find the 100% vesting requirement on employer
contributions restrictive. We
suggest using the same vesting
rules as 6401(a) plans.
Simplifying the 401(k) tests, as
provided in HR 2730, should
do more to open up plans.
(See Attachment #2 for
supporting statements.)

• Trustee to trustee
transfers

• Required beginning
date

that after-tax employee contributions also be eligible for
rollover treatment.

*

2. Increased Access to
Pensions
• Simplified plans for
employers

• Allow 401(k)'s for
tax-exempt
organizations

* Opens up 401(k) plans to these

organizations. TRA '86 had shut
them out.

Strongly support. Employees
of these organizations should
be allowed to make 401(k)
deferrals. We encourage
allowing governmental
organizations to have 401(k)
plans as well.
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COMMENTS/SUGGESTIONS

PROPOSED CHANGE

ISSUE
3. Misc. Provisions
(Highlights)

* Replaces "historically

e Leased employees

performed* test with direction
or control test.
* 401(k)/(m) safe
harbors

* Corrective
distributions

* Simplified highly
compensated
employee
definition

* Strongly support. A much more
common sense approach to the
leased employee rules.

* Nondiscrimination testing isn't*
required if the employer
either:
1) matches 100% of first 3%
of deferrals and 50% of
next 2%, or
2) contributes 3% of
compensation for all
eligible non-highly
compensated employees.

Safe harbors are welcomed.
However, many employers-small or
large-may find the required
matching percentage too high.
The 100% vesting requirement
may be too restrictive. This may
not be an attractive option for
small employers. We'd prefer
simplified testing rules, such as
tests based on the prior year's
compensation data as proposed in
HR 2730.
NOTE: The Principal questions
whether there is a need for
401(k)/(m) nondiscrimination
testing. (See Attachment #2 for
more thoughts on this issue.)

0 Excess contributions first
allocated to highly
compensated employee with
highest dollar amount of
contributions.

o Strongly support. A more
equitable method of allocating
excess deferrals.

* Extension of 2 'A month
deadline for corrective
distributions to avoid 10%
excise tax.

9 No provision, but strongly recommend the due date for corrective
distributions of excess deferrals/
contributions be extended to last
day of following plan year in order
to avoid the 10% excise tax. This
corresponds to general requirement that refunds be made within:
this same time period to avoid
plan disqualification. Would ease
administrative burdens on plan
sponsors and their service
providers.

# Change to 5% owner or
annual salary of more than
$50,000 (indexed). Eliminates
family aggregation rule for
family members of non-5%

Strongly support. Recommend
that the family aggregation rule be
eliminated entirely.

owners.

* Cost of living
adjustments

* Announce in advance of
calendar year, based on
quarter ending previous 9/30.
Round off to nearest $1,000
(or $100 on elective deferrals).
Would apply only to defined
benefit plans. Lowers
minimum number benefiting
to lesser of 25 employees or
40% of all employees.

* Minimum
participation rule

1mm

* Strongly support. True
simplification.

* Support.
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POTENTIAL REVENUE RAISERS
The Principal recognizes there is a need to replace any real tax loss caused by pension
simplification. The Principal offers the following potential revenue raisers as they relate to
qualified plans that may be tapped (inaddition to the elimination of lump sum averaging)
to help offset any revenue loss from pension simplification.
* Increase the excise tax on early distributions under §72(t) from 10% to 15%. 61% of
the plan sponsors in our survey favored this option.
* Increase the excise tax on excess distributions under §4980(A) from 15% to 20%, but
only if that excess distribution is not taken as part of a steady stream of payments
made over the life of the participant.
* Consider lowering the §415(b)(l)(B) 100% limit for defined benefit plans to around
80% - 90% of final average pay. Most retirement studies indicate that a plan's
replacement ratio of 80% to 90% - the post.retirement income level when compared
to pre-retirement income - is adequate to maintain an equivalent standard of living
after retirement. 20% of the plan sponsors in our survey supported this option.
SUMMARY
Beyond commenting specifically on the legislation, we offer the following comments on our
nation's voluntary retirement system:
Employer sponsored pension and profit sharing plans have long been considered one leg in
the so called "three-legged stool" providing for the post-retirement needs of employees,
along with Social Security and private savings. Several recent studies show that the number
of new plans being started has decreased. A 1989 Social Security Administration study
shows that coverage within the active work force has shrunk to 46% percent. The study
shows that smaller employers (under 50 employees) especially are reluctant to provide a
plan for their employees.
One common reason for the decline in pension plan start-ups is administrative "complexity."
Indeed, according to official IRS estimates, it takes an average plan sponsor with less than
100 employees over 72 person hours to prepare just the Form 5500C. annual report for the
plan. This estimate does not include the time needed to administer the plan on a day-to-day
basis; it is merely an estimate as to how much time is needed to prepare the "average"
annual report. The lack of pension coverage creates heavier demands for Social Security
benefits, especially since our national savings rate is currently low. This legislation helps
reduce much of that complexity. We feel more must be done to help ease the
administrative burden on plan sponsors without increasing the potential for discrimination
in favor of the highly paid group.
The Principal feels our nation's voluntary private retirement system is sound. Even though,
as mentioned, percentages are down, according to Department of Labor statistics 51 million
full-time American workers are covered by some type of pension plan. All told, these plans
hold nearly 2 trillion in plan assets -- assets which will be available to help today's American
workers enjoy their retirement years. Because our voluntary system is basically strong, we
urge Congress to use caution and restraint when studying new proposals that would
negatively affect retirement plans. Bills such as S.1364 are a definite step in the right
direction, however. We might add that we feel that our private pension system is sound not
BECAUSE of the current set of cQmplex laws but IN SPITE of their complexity.
In conclusion, enactment of a strong pension simplification bill will do much to ease
administration of and expand access to pension plans. Minor simplification changes will not
be as effective in encouraging small employers to establish pension plans. To create an
attractive environment for small plan sponsors, Congress needs to encourage banks,
insurance companies, and others to develop, market, and promote plans geared specifically
to small employers. Legislation which truly simplifies plan compliance rules will do much
to further this goal.
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Attachment #1

IRC §401(a) BASIC QUALIFICATION REQUIREMENTS

The Internal Revenue Code sets qualification requirements for retirement plans. The following is a brief
summary of those §401(a) qualification requirements:

Rule

Summary

§401(a)(3) Minimum
coverage rules, found in
§410(b)

Ratio Percentage tests percentage of non-highly compensated
employees benefiting has to be at least 70% of the percentage of
highly compensated employees benefiting
OR:
Average Benefits tests - average benefit of the non-highly
compensated must be at least 70% of the average benefit of the
highly compensated employees. (Must first meet classification test benefit a reasonable, nondiscriminatory class of employees)

§401(a)(4) - Plan can't
discriminate in favor of the
highly compensated

Meet I of 5 safe harbors -safe harbors cover a majority of plan
types, including 401(k); Target and flat benefit defined benefit
plans (e.g., 50% of pay) may find meeting the safe harbors difficult.
OR:
Meet general rule - no highly compensated employee can accrue a
higher benefit than any non-highly compensated employee

§401(a)(5) - Permitted
disparity (integration), found
in §401(1)

Plans are allowed to provide a limited difference between
contributions/benefits for the non-highly compensated employees
and the highly compensated employees (to reflect contributions to
Social Security)

§401(a)(7) - Vesting rules,
found in §411

Minimum vesting standards - 5-year cliff or 7-year graded

§401(a)(9) - Minimum
distributions

Plan benefits must begin April 1 of year following age 70'/ and
must be of a minimum amount

§401(a)(10) - Other rulzs (top
heavy), found in §416

If the plan is top heavy (key employees accrue more than 60% of
the benefits or contributions), non-key employees must receive a
minimum contribution or benefit and also meet minimum vesting
schedule

§401(a)(11) - Joint and
survivor annuities, found in
§417

Plans (other than some profit sharing plans) must offer a qualified
survivor annuity, payable to the spouse (both pre- and postretirement)

§401(a)(16) - Maximum
contribution/benefits, found
in §415

Defined benefit plans can't provide an annual retirement benefit
greatr than $90,000 (indexed); Defined contribution plans limit
annual contributions to the lesser of $30,000 or 25% of pay

§401(a)(17) - Can't count
compensation in excess of

Benefits/contributions based on pay can't reflect any pay in excess
of $200,000 (indexed)

$200,000
§101(a)(26) - Minimum
participation

Plan must benefit the lesser of 50 employees or 40% of all
employees of the employer

§40i(a)(30) - limit on
employee deferrals, found in

An employee's deferrals to a 401(k) plan can't exceed $7,000
(indexed) per year

i402(2,)

..............

.......
........

..

....

______ ....
_____
.. .....
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OTHER RELATED BASIC QUALIFICATION RULES

Rule

Summary

§401(k) - Average deferral
test

Plan must limit average deferral percentage of the highly compensated employee group to a certain percentage of the non-highly
compensated employee group

§401(m) - Average
contribution test

Plan must limit employer matching and any employee nondeductible contributions for the highly compensated employee group to a
certain percentage of the non-highly compensated employee group

§402 - Taxation of
distributions

Plan must report distributions and taxable amounts to participants
and the IRS

§404

Plan contributions are tax deductible up to certain limits

-

Deductibility of

contributions

§411(d)(6) - Protected
benefits

Plans can't take away benefits (or options) already earned by
participants

§412 - Minimum funding

Pension plans (money purchase and defined benefit) must meet
minimum funding rules; includes a requirement to make quarterly
contributions

§414(b),(c),(m),&(n) - Special
definitions - controlled
groups, affiliated service

If the sponsor is part of a controlled group or affiliated service
group, all employees must be considered as a single group in testing
for nondiscrimination, coverage, and minimum participation

groups,

leased employees

§414(s) - Compensation

................
....

. .......

Benefits or contributions must be based on a uniform, nondiscrimi.........
I_
natory definition of compensation
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Attachment #2

SUPPORTING STATEMENTS
Trustee to Trustee Transfers

The Principal supports the proposed changes to the distribution rules. We feel the changes
to encourage rollovers of partial distributions to an IRA or qualified plan or that encourage
plan-to.plan transfer are positive changes. These changes should encourage and make it
much easier for terminated employees to save more for retirement.
The Principal feels that, in the interest of preserving plan dollars for retirement,
consideration should be given to expanding the bill to further provide.that no cash benefits
above a certain threshold (e.g. $5,000 or a percentage of the account balance) be made
available upon termination of employment. A plan need only to allow a vested plan
participant to (i) roll over his or her money to an IRA or another qualified plan, (ii) have
it transferred to another plan, (iii) have a deferred annuity purchased on his or her behalf,
or (iv) require that the prior employer keep the assets in original plan (there are funding
vehicles available that would allow the employer to pass along the administrative costs of
retaining those assets to the terminated participants).
HR 2742 currently offers a similar provision, It requires a plan sponsor to roll over a
distribution to another qualified plan or an IRA if the distribution is more than $500, unless
the employee is age 55, has a hardship, or dies. We support this provision as we feel it will
encourage plan participants to conserve their savings for retirement.
To emphasize that a good portion of plan assets aren't being saved for retirement years, in
1990 alone, The Principal paid over $565 million in cash benefits to plan participants at
termination of employment while paying just $498 million in retirement annuities in that
same year. In 1989 and 1990 combined, we paid just over $1 billion in cash benefits to plan
participants at termination of employment. (We paid another $78 million in cash retirement
benefits in 1990.) These figures show that The Principal's universe of 22,000 plans
collectively paid nearly as many pre-retirement berefits as they did retirement benefits.
Indeed, we have found many employers do little to discourage their former employees from
taking cash. While someo$44 ese former participants may save, roll over, or transfer to
another plan all or part of these assets, our experience has shown that most participants
spend this money well before retirement.
A vast majority of our plan sponsors surveyed (95%) are in favor of making it easier for
plan members to roll over plan distributions to another qualified plan or to an IRA. They
were in favor of encouraging members to save for retirement. We do note, however, that
most opposed requiring the employer to transfer the distribution to another qualified plan
or IRA.
Simplified Plais For Employers

The Principal supports the general move toward increased access to pension plans found in
S. 1364, HR 2730, and HR 2641. Each opens up SEPs to employers with no more than 100
employees. S. 1364 and HR 2641 ease the requirements for offering a SAR-SEP.
Unfortunately, we do not believe these changes will significantly increase coverage among
small employers. The SEP and SAR-SEP proposals are unpopular with employers for the
following reasons:
(a) Immediate 100% vesting requirement.
(b) Plan eligibility after one year, rather than the current 3 out of 5 year rules. (Employers
do not wish to bring employees into the plan more quickly.)
(c) The safe harbor provisions to eliminate the nondiscrimination testing require an
employer contribution which plan sponsors perceive to be too expensive.
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Our experience shows that many prefer to sponsor a §401(a) qualified plan instead. For
example, we have approximately 10,000 §401(k) plans. Of these, approximately 50% are
sponsored by employers with less than 25 employees. These plan sponsors chose not to
offer SEPs for the reasons mentioned above. In addition, of these 10,000 §401(k) plans,
85% are sponsored by employers with less than 100 employees. These plan sponsors are
also unlikely to offer SEPs if the threshold is increased from 25 to 100 employees.
Again, we feel simplified testing rules under a §401(a) plan, based on the prior year's data,
will have a more pofive impact on the willingness of employers to sponsor retirement
plans.
401(k)/(m) Safe Harbors
As mentioned in Item #3 of the specifics on the bill, we believe §401(k)/(m) testing could
be eliminated without significant damage to the pension system. The $7,000 (indexed)
maximum deferral amount alone already limits possible abusive situations substantially, as
does the overall $200,000 (indexed) limit on annual compensation.
§401(k) plans aren't set up by an employer to maximize employer-contributions on behalf
of the highly compensated employees. An employer could provide larger contributions tQ
its highly compensated employees under an integrated profit sharing plan (and avoid
§401(k)/(m) testing) than it could under a §401(k) plan that includes both employer
matching and discretionary contributions. As a result, why single out §401(k) plans for
special nondiscrimination testing?
We find that many plan sponsors have great difficulty in understanding, let alone applying,
the current average deferral and/or average contribution percentage tests. In addition, the
§401(k)/(m) tests are costly for employers, especially the smaller ones that don't have
sophisticated payroll or recordkeeping systems. These smaller employers most likely must
hire outside firms to perform the tests for them.
In our survey, plan sponsors indicated that 401(k)/(m) testing was time consuming and
complex. Most said they rely heavily on The Principal to perform and explain the tests.
The cost of performing 401(k)/(m) nondiscrimination tests is generally 6-8% of the overall
plan recordkeeping charge. As a service provider, it generally takes us 5 hours to perform
the nondiscrimination tests. At a flat $50 per hour, each plan must pay $250 for the tests.
In 1990 we found that of the 6,200 401(k) plans we helped test for our clients, 1,190 plans
failed their nondiscrimination tests (19.2%). This was after sending each customer a
mid-year projected test and suggesting to some of them that they limit deferrals for the rest
of the year.
The average refund was only $350-$400 per person with an average of 5 employees requiring
refunds (total plan refund of $2000). Thus, the money spent by the plan sponsor to correct
supposed abuse - which even if it exists is minimal - is a high percentage when compared
to the amount of money refunded. The $250 testing charge is 12,5% of the amount
refunded. Again, that is a significant cost to the employer, especially when considering the
small amount of the refunds.
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RESPONSES OF ARRY ZIMPLEMAN TO QUESTIONS
SUBMITTED BY SENATOR CHARLES E. GRASSLEY
1. Q

Mr. Zimpleman, I realize that everyone now accept the need for pension
law simplification. Nevertheless, I would appreciate your assessment of
how important simplification will be on pension plan formation by small
Are we doing to see a very big effect, a modest effect, or
employers.
what exactly?

A

The Principal believes pension simplification would have at least a
modest positive impact on pension plan formation by small employers.
Small employers do not have the financial resources or the staff to
assist them in designing and updating qualified pension plans. They want
affordable plans, particularly now when other employee benefit costs,
The pension simplification changes
such as health care, are rising.
would ease the burdens enough to have a modest increase in the number of
plans started by small employers. Our survey said 63% of our customers
believe these changes will simplify the administration of their pension
plans.
As we've said before, retirement plans for small employers must be sold;
they are not bought.
If we can provide a cost-efficient plan that is
easy to understand and administer, we believe more small employers can
be sold pension plans for their employees.

Q Is The Principal concerned about the apparent move by employers away from

2.

Defined Benefit arrangements to more of an employee-paid approach. Some
have suggested this is an alarming trend.
Do you agree, and can you
offer an explanation for this?
A

Yes, The Principal is concerned about the trend away from employer-pay
defined benefit plans to employee-pay plans. There is a perception among
employers and others in the benefits industry that the Department of
Treasury has a bias against defined benefit plans (evidently, some
policymakers in Treasury feel smaller employers set up defined benefit
plans only to benefit a few key employees).
Consequently, small
employers are reluctant to start-up or even maintain defined benefit
plans.
We recently surveyed 50 terminated defined benefit plan sponsors. This
survey provided us with some insight on this subject.
88% of these
employers replaced their terminated defined benefit pension plans with
a defined contribution plan, most often with a 401(k) plan. /1% of these
employers felt the defined contribution plan would be less costly and
easier to administer.
Other reasons the employers gave for terminating their benefit plans
included (i) the expense of funding and administering the plan (such as
PBGC fees) and (ii) the plan's overfunded status prohibited additional
contributions to be made (iii) the cbmplexity of current laws and
regulations, and (iv) the difficulty in explaining the plan to employees.
The move away from defined benefit plans, we feel, is not always done
with the best interests or needs of the employee work force in mind
Too
often, it is simply an administrative cost/burden decision alone.

3. Q

Do you think simplification will result in an increase in Defined Benefit
plans specifically? I ask because it is argued by some that the decline
in Defined Benefit plans has sources other than pension law complexity.
I refer, for example, to the argument that labor force mobility, stock
market gains, and tax law changes might all have encouraged formation of
more Defined Contribution plans than Defined Benefit plans.

A

We doubt that pension simplification will encourage many, if any, plan
sponsors to retain or start defined benefit plans. We feel that there
are additional issues which affect defined benefit plans that must be
addressed (funding limits, accrual rules, PBGC concerns, etc.),
As
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mentioned earlier, employers have numerous reasons for moving away from
defined benefit plans; the complexity of regulations is only one such
issue.
In our terminated defined benefit plan survey, many employers did say
they felt defined contribution plans better met the needs of their
These employers didn't necessarily have full replacement
employees.
ratio comparisons between the two types of plans, but their general
perception was that defined contribution plans may be better suited for
their employees. Factors such as younger employees and the mobility of
the group did influence these employers. In addition, 401(k) plans are
Employees have a better understanding of
the "in" plan at the moment.
the benefit under a profit sharing or 401(k) plan and often ask their
employers about such plans.
Other factors such as the funding limit changes under OBRA 1987 make
defined benefit plans unattractive to employers. In our survey, many
employers said their plans were overfunded under the newer OBRA 1987
rules so they could no longer make deductible plan contributions. As a
result, they replaced the plan with a Jefined contribution plan to which
Ultimately, many issues affect an
they could contribute eaci. ---.
employer's decision to sponsor a defined benefit plan.
4. Q

In recent statements on pension simplification, AARP has argued that the
definition of a highly compensated employee could be reduced from the
$60,000 level proposed in the Bentsen/Pryor Bill.
I have been visited by businesspeople who tell me that people at this
salary level are really middle management in many businesses. They argue
that this group of employees gets hurt by the proposed changes to this
definition in the bill, while the truly compensated employee making six
This is because the six figure
figures is hardly affected at all.
employee would cap out under the proposed definition, while the middlemanagers find their contribution reduced well under the cap in the event
that the lower wage employee contributions are not sufficient.
If we reduce the $60,000 level, would this now have the effect of
severely limiting what middle level employees can save and further more
make their personal pension planning more difficult?

A

5. Q

The Principal does not support reducing the definition of highly
level
in the
compensated employee below the $60,000 (indexed)
Bentsen/Pryor bill. As you noted, reducing this level would severely
limit the amount middle management employees could save for retirement.
In a 401(k) plan, particularly, these employees' elective deferral
contributions are limited to amounts far below the $7,000 (indexed)
maximum deferral. The highly compensated employees' deferrals are based
on the amount deferred by the non-highly compensated employees. A 3
percent deferral limit on an employee making $60,000 results in an $1,800
contribution. The same limit on an employee making $200,000 results in
You can see how this penalizes the middle
a $6,000 contribution.
management employee who meets the highly compensated employee definition.
401(k) and (m) average deferral and average contribution tests were
changed as part of the Tax Reform Act of 1986 to limit potential abuse
by highly compensated employees, and also to limit revenue loss.
You stated that The Principal questions the need for these tests - which
is obviously a step beyond the proposals we are addressing today. What
assurances do we have that if these tests were dropped, this wouldn't
lead to abuse in favor of highly paid employees, and in turn, cost the
government revenue?

A

The Principal believes S401(k)/(m) testing could be eliminated without
significant damage to the pension system for the following reasons:
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a. The $7,000 (indexed) maximum deferral amount limits possible abusive
situations. A highly compensated employee who makes $200,000 could
defer only 3.5% of compensation before reaching the $7,000 deferral
limit.
b. The overall $200,000 (indexed) limit on annual compensation restricts
the amount of elective deferral contributions available to a highly
compensated employee.
c. The $416 top heavy rules require a minimum contribution to be made
for all eligible non-key employees under the plan in the event the
A plan is top-heavy if the total of the key
plan is top-heavy.
employees' accounts is more than 60% of the total accounts of all
employees under the plan.
d. S415 rules limit the amount of benefits an employee may receive each
year. Annual contributions to a profit sharing or s401(k) plan are
limited to the lesser of $30,000 or 25 percent of a participant's
compensation.
e. Other plans can be designed to put in larger dollar amounts for older
employees who are most likely to be highly compensated; such as
target benefit plans, weighted average profit sharing plans or
An employer could also provide larger
defined benefit plans.
contributions to its highly compensated employees under an integrated
profit sharing plan than it could under a S401(k) plan that includes
both employer matching and discretionary contributions.
We want to emphasize that in terms of benefitting highly-paid
employees, 401(k) plans.-as they are structured today--are the most
Eliminating 401(k)/(m) testing is only a
resrrictiw plan type.
small step in trying to equalize the choices that a plan sponsor
makes about the plan best suited for him/her.

6. Q

I think you said that Principal supports the mandatory transfer
A lot of concern has been
provisions of the Bentsen/Pryor Bill.
expressed to me about this.
.Some people think that requiring employers to decide where the mandatory
roll-over would go is excessive, both because of the administrative
burden it creates, and because it would raise questions of fiduciary
liability.
It is also argued that the mandatory roll-over Just generates fees for
IRA providers given that the employee can still get the money from the
IRA to which it has been transferred.
Can you comment?

Many
A The issue here is the mandatory nature of the requirement.
employers are opposed to that. The Principal supports the mandatory
transfer provisions in the Bentsen/Pryor bill, because we favor any means
to encourage participants to preserve their benefits until retirement.
As we've noted before, The Principal has paid over $1 billion in 989.
1990 alone to plan participants who have terminated employment before
retirement. We are concerned that much of this money is not being saved
for retirement.
Some argue mandatory transfer would create administrative burdens and
A plan could set up specific
questions of fiduciary liability.
procedures to transfer the employee's account in situation where the
The employer could
employee does not request a specific transfer.
transfer the benefit to an IRA or keep the assets in the plan, using a
funding vehicle that would pass along the administrative costs to the
These procedures would ease the administrative
terminated employee.
burden and meet fiduciary liability standards.
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It is true that an employee could later withdraw the money from an IRA.
However, if the money is not immediately available at termination of
employment, the employee may put more thought into the decision to
withdraw the money, and may ultimately decide to leave the money in the
Such a "cooling off" period may preserve more
IRA for retirement.
retirement dollars. For those who decide they do want the money, then
the l0% early withdrawal penalty (if applicable) and IRA provider fees
would result.
7. Q I have received complaints that the form 5500 is more complicated and
_ostly to complete than is really necessary. I am told that much of the
information required is of little use to either participants or the
government.
Would you agree with that?
A

Yes. We feel the 5500 annual reporting forms can and should be revised
and simplified. We especially urge that the Form 550OR filed by under
100-employee plans 2 years out of every 3 be returned to its original
purpose - a simple registration statement (hence the "R" in 5500R). In
addition, we'd suggest that the 5500R be more like the 5500EZ -that as
long as plan assets didn't exceed a specific dollar value ($100,000 on
EZ, perhaps more on the 550OR since that plan would have more
participants) not be required to file a 5500R at all.
The plan would
still file a 5500C every 3 years anyway.
Over the past 4-5 years, the IRS and DOL have made continuous changes to
the 5500R and it is now much more like the 5500C that is to be filed by
smaller plans every third year. These changes add little meat to the
agencies' enforcement capabilities and do add a burden to plan sponsors.
Quite frankly, the Form 5500 itself (100 or more plan participants) is
so technical that most plan sponsors have an outside recordkeeper such
as Principal complete it. Or, they will have their auditor do the form
as part of its annual ERISA plan audit.
It takes us (the "experts")
about 8-10 hours to complete a 5500 form per plan.
We also agree that the information seems to be of little apparent use by
IRS/DOL. Until very recently, the agencies had virtually no way to
gather and analyze the data reported on the 5500s. The agencies have
started an edit-check system that helps them follow up on incomplete, or
incorrect reports, but we don't fpel they have the capabilities of
analyzing specific trends in pension plans or of identifying possible
areas of violation. We understand that the agencies are working to
improve the 5500 Annual Reports and would certainly be willing to provide
in depth suggestions and recommendations to you, your staff, or the
agencies.

8. Q Do you think we should try to get this form simplified as part of our
pension simplification project?
A

Yes.
Pension simplification should be
simplify plans' reporting requirements.

expanded

to amend ERISA

to
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9.

Q

A

Do you have any specific suggestions as to what kinds of things could be
eliminated on this form?
Or could you provide suggestions to us in
writing?
Yes. Here is a brief rundown. As mentioned in #7, we would be please
to provide further, in depth suggestions.
Form 5500

#6

Questions are a hodge-podge of
miscellaneous items, with no
clear reasons as to why this
data is needed.

#7

Is this detail necessary? Why
not make it like #7 on 5500R?

09/10

Instructions on mergers don't
jive with the questions,

5500 C/R
#6c

Same comment. Suggest that
all questions relating to
"plan features" be combined
in one section instead of
being scattered throughout
the form.
08-16 (5500R)
Question why this data is
needed on a 5500R at all.
Reporting it once every 3
years should suffice.

#9/10

Instructions on plan mergers
don't jive with the
question.

011/12

Funding
benefit
limited
offered

arrangement and plan
#11/12 Same comments as #11/12 on
codes are extremely
5500
for the products being
today.
#18
This is a poorly designed
#18
Same comment as #18 on 5500
question, especially for plans
funded by group annuity
contracts.
#22
This question on the coverage
#22
The coverage question can be
rules can be simplified,
simplified.
#25
Example of questions being
#25
Same comment as 125 on 5500
added over the years instead of
redesigning the form to put all
Section 401a compliance
questions under one section.
The permitted disparity
question is stuck towards the
end of the form (see questions
6, 11, 12, 15, 16, 17, 19-21,
31, et al). Then we'd suggest
having a separate section
related to ERISA questions.
f128a
This question was added
recently and seems irrelevant.
#29/30 Better answered by the plans
#29
Too technical for the
auditor; not on the Form 5500
typical smaller plan
itself,
sponsor.
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10.

Q Finally, why should a self-employed individual with a Keogh plan have to
file out a separate form like this?
A We see no reason for an owner-employee to file a 5500 report if the plan
covers only owners/partners and/or their spouses. ERISA specifically
excludes these plans from its reporting requirements so the DOL doesn't
require this data. However, the IRS required these plans to file a Form
5500EZ in the mid-1980s. We recommend it be discontinued.

II. Q Please feel free to express any other concerns you may have regarding
pension simplification.
A

Other Comnents,
There has been some criticism on the proposal to
eliminate 5- and 10-year lump sum averaging. Opponents have argued this
will result in higher taxes for workers. We do not agree. A recent
survey conducted by the Profit Sharing Research Foundation and The Gallup
Organization seems to refute the argument that taxes will be raised.
According to the survey, nearly 60 percent of workers who are eligible
to receive lump sum distributions from qualified plans keep all their
money in tax-deferred status.
In addition, many other participants
deferred at least part of their distribution by putting it into an IRA
or another plan and taking the rest in cash. As such, they lose the
ability to lump stu average the cash portion of their distribution under
existing taxation rules already.
Finally, the survey found that 87
percent of those age 55 and older elected to defer distributions of
$50,000 or more.
This survey shows that participants seem to be choosing to roll the
distribution over to either an IRA or another qualified plan, leave the
distribution in the prior employer's plan, or purchase an annuity. If
the majority of participants are not electing lump sum distributions,
repeal of the lump sum averaging provisions will not raise taxes, on the
average, for plan participants.

COMMUNICATIONS

ALASKA INDUSTRIAL HARDWARE,

Anchorage, AK, September 26, 1991.

Senator DAVID PRYOR,
Russell Senate Office Building,
Washington, DC.
Dear Senator Pryor: The Employee Benefits Simplification and Expansion Act
that you introduced with Senator Bentsen addresses my concerns quite well in regards to pension plan rollovers and distributions.
Under the current law, a situation could arise as described in my letter dated November 16, 1990, that could leave a plan participant no option but to take a partial
distribution and pay taxes on it including a 10% penalty tax, or worse yet, receive a
non-cash lump-sum distribution that would trigger income taxes and the 10% penalty with none of the distribution available in cash to pay the taxes and no means to
roll the distribution over tax free.
Under the proposed legislation partial distributions could be rolled over to another qualified plan or to an IRA, thus giving a participant the means to continue
their retirement account. Also, instead of giving a participant a noncash lump-sum
distribution, periodic distributions could be made that would qualify to be rolled
over.
This legislation would enable and encourage participant's to continue their retirement accounts when they voluntarily or otherwise leave their current employment.
I can say for myself and the employees at Alaska Industrial Hardware, Inc. that we
support this legislation and hope that it is passed into law this session.
Yours Truly,

C. BARTENSTEIN, SecretaryTreasurer.

JEFF

STATEMENT OF THE AMERICAN COLLEGE OF RADIOLOGY

The American College of Radiology, representing over 20,000 physician and medical radiation physicist members, appreciates the opportunity to present our comments with respect to pension simplification.
The American College of Radiology, in concert with the American Medical Association, the American College of Emergency Physicians, the College of American Pathologists, and the American Society of Anesthesiologists, has worked diligently
with Congress to develop a solution to some of the ambiguity created by the "employee leasing" rules proposed by the Treasury Department in 1987.
The anti-discrimination rules were designed to ensure that employees who are not
highly compensated are nonetheless eligible to participate in the same tax-favored
pension plans that -employers offered to themselves and their "key" employees.
However, circumvention of the rules was possible by utilization of employee leasing
arrangements rather than traditional employer/employee relationships. In the extreme, an organization could discharge its own employees, create a separate corporation to hire these same individuals, and lease the services of those individuals
through the newly created organization that employs them. The new organization
would not typically offer coverage in a qualified retirement plan, while the previous
employer would continue to enjoy his or her benefits and meet the anti-discrimination rules. Although practices like these were rare, we welcome its elimination. Fortunately, because of major reforms in qualified plan rules over the last several
years, the potential for these and other abuses has been substantially reduced.
(241)
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The employee leasing rules of section 414(n), however, create what we believe are
unintended hardships in limited, but important, circumstances. With respect to radiologists, who are hospital based medical doctors and who frequently provide professional services to hospital patients, section 414(n) could cause a portion of a hospital's employees to be included in the qualified retirement plan if these physicians
conduct part of their medical practice in a hospital. This scenario essentially prevents the physician (or physician's group) from creating a plan--or causes the physician to terminate an existing plan for himself and other true employees-since it
becomes economically impossible to include such a large body of participants.
Of the legislative proposals introduced to date, the ACR believes that Senate Bill
1732, introduced by Senator Thomas A. Daschle, would alleviate many of the concerns that our organization has with respect to I.R.C. section 414(n).
Senator Daschle's bill, while substituting a "control" test for the current statutory "historical" test, provides for an important safe harbor which helps clarify the
dilemma caused under current law with respect to the treatment of hospital-employed radiologic technologists and ancillary personnel. The safe harbor provides
that an employee is a "leased employee" only if the principal purpose of an organization is to provide the services of leased employees. Under such a scenario, hospital
employed radiologic technologists would not be included in the radiologist's plan
since the principal purpose of their employment is to provide services for the benefit
of the hospital and its patients-not for the benefit of a physician like a radiologist.
Further, Senate Bill 1732 would protect hospital employees by requiring that, in
order for the safe harbor to apply, employees should be covered by a qualified pension plan that offers "significant retirement benefits."
The ACR appreciates the opportunity to submit these comments to the subcommittee. Additional information may be obtained from the ACR at (703) 648-8975.
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to

The Honorable David Pryor

United States Senate
Washington, D.C 20510
Re:

Comments On Pension Simplification In Conjunction With The September
27, 1991 Hearings To Be Held By The Senate Finance Subcommittee On
Private Retirement Plans And Oversight Of The Internal Revenue Service

Dear Senator Pryor:
Thank you for your letter of September 19, 1991, inviting comments on pension
simplification in conjunction with the hearings scheduled on September 27 by your
Subcommittee.
I have enclosed a statement prepared by Bruce Chetwer, an air pilot employed by
Federal Express Corporation, addressing a matter of pension simplification that is of great
importance to air pilots who have chosn M3jto be represented by a union.
Simply stated, Section 410(bX3XB) of the existing Code permits air pilots who have
elected to be represented by collective bargaining to have a tax-quaifed plan tailored to
their specific needs., but denies similar treatment to air pilots who have elected not to be
represented by collective bargaining. The disparity of treatment between union and non.
union pilots under the existing rule disadvantages nor "-"n air pilots and their airline
employers. Furthermore, the existing rule introduces contusion into an air pilot's decision
whether to elect collective bargaining representation.
14r. Cheever's statement urges the Senate Finance Committee to amend Section
410(bX3)(B) by eliminating its union.representation requirement, in the interest of fairness
and simplicity, in order to allow nll air pilots, whether or not represented by a union, the
opportunity to ask for and receive tax-qualified plans specifically tailored to their collective
needs. Such an amendment would simplify the law by eliminating the confusing disparity
of treatment under existing law and would make the rule.fair for all air pilots.
The amendment to existing law that Mr. Cheever's statement urge the Senate
Finance Committee to adopt is contained in Section 309 of H.R. 2730 .- a pension
simplification bill introduced by Chairman Rostenkowski earlier this year, which is pending
before the House Ways & Means Committee.
If you or your staff have any question regarding thi proposal, please call me at
(202) 639.6523 or Mr. Bruce Cheever at (901) 797.4830. Again, thank you for the
opportunity to submit this statement.
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September 26, 1991

STATEMENT SUBMITTED BY BRUCE CHEEVER IN
CONNECTION WITH HEARINGS ON VARIOUS
PENSION SIMPLIFICATION PROPOSALS
TO BE HELD BY THE SENATE FINANCE
SUBCOMMITTEE ON PRIVATE RETIREMENT
PLANS AND OVERSIGHT OF THE
INTERNAL REVENUE SERVICE
I wish to thank the members of the Subcommittee for the opportunity to submit

this statement regarding pension simplification. I am Bruce Cheever, an airline pilot
employed by Federal Express Corporation. I have been with Federal Express since 1978
and am currently serving as Chairman of the Flight Advisory Board (the "FAB"). The FAB
is a steering committee of Federal Express pilots, elected by their fellow airmen at Federal
Express. The FAB's function is to represent the Federal Express pilots' interests with the
Company and the airline industry in all matters attendant to their professional lives. The
scope of the FAB encompasses such areas as work rules, compensatior, benefits, training,
flight safety and line operations.
Pension benefits are important to air pilots, given the occupational rigors and
uncertainties attendant to their careers. Existing tax rules governing qualified pension
plans recognize the unique occupational circumstances of air pilots. Section 410(bX3)(B)
of the Internal Revenue Code ("the Code") permits an airline employer to provide a
pension package for its air pilots that is tailored to their unique occupational, disability and
retirement requirements. This section allows a plan to rule out all non-pilot employees
of the airline employer for the purpose of determining whether that plan, tailored
exclusively for all air pilots, satisfies the non-discrimination rules of the Code. However,
under Section 410(bX3XB) as currently written, the separate-testing treatment is extended
gfl to pilots' pension plans that are established or maintained under a collective
bargaining agreement between a union representing the pilots and the airline employer.
Simply stated, existing law permits air pilots who have elected to be represented
by a union to have a tax-qualified plan tailored to their specific needs, but denies similar
treatment to air pilots who have elected not to be represented by a union. This disparity
of treatment between union and non-union pilots under the existing rule disadvantages
non-union air pilots and their airline employers.
In the interest of fairness and simplicity, I urge the Senate Finance Committee to
amend Section 410(bX3XB) by eliminating the union-representation requirement in order
to allow all air pilots, whether or not represented by collective bargaining, the opportunity
to ask for and receive tax-qualified plans specifically tailored to their unique needs. Such
an amendment woukl simplify the law by eliminating the confusing disparity of treatment
under existing law and would make the rule fair for all air pilots.
The amendment to existing law that I am urging the Senate Finance Committee to
adopt is contained in Section 309 of H.R. 2730 - a pension simplification bill introduced
by Chairman Rostenkowski earlier this year, which is pending before the House Ways &
Means Committee. I submitted written testimony on this amendment to the Ways &
Means Subcommittee on Select Revenue measures in conjunction with hearings held by
that Subcommittee in February 1990. A copy of that testimony is attached as an Exhibit.
It is important to make one thing perfectly clear. This is not a labor issue, it is
solely an equity issue. The proposed amendment is not an anti-union amendment. If the "
proposed amendment is enacted, it would have absolutely no adverse effect on union
pilots' ability to continue to be beneficiaries of pension plans tailored to the unique
occupational circumstances of pilots.
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Whether or not pilots of an airline elect to be represented by a union depends on
a variety of factors that are separate and apart from federal income tax considerations.
On three occasions - 1975, in the fall of 1989, and just this past summer - the air pilots
of Federal Express Corporation have elected not to be represented by a union. Federal
Express enjoys a national reputation for fostering a corporate culture that totally honors
employees as individuals and addresses their needs. The Federal Express philosophy of
People-Service-Profit and its internal employee grievance procedures are benchmarks in
the industry. The Federal Express pilot group has the highest percentage of minority and
women aviators in the airline industry.
I believe that all pilots would agree that the core intent of Section 410(b)(3)(B)
- that is, allowing pilots' pension plans to be tested separately from plans provided to
airline employees who are not air pilots - is entirely justified. The airline pilots' strict
professional competence requirements, special medical/health qualifications, and peculiar
industry requirements create a definitely unique occupational environment. Airline pilots'
careers can indeed suffer a dramatic, unplanned degeneration caused by such factors.
Thus, in reality, airline pilots do have a much greater risk of a curtailed career than
employees in other occupations. It is proper, therefore, and in the spirit of fairness and
equity, that Section 410(b)(3)(B) provide an airline employer the capability to provide their
pilot employees with a separate disability and retirement program.
However, I believe that union and non-union pilots would also agree that it is clear
that these factors which justify a rule like Section 410(bX3XB) for airline pilots apply
equally to AU airline pilots, whether or not they are represented by a union. In this
regard, I call your attention to another provision in the pension rules addressed specifically
to air pilots - Section 415(bX9) - which provides a special rule based on the FAA
retirement-age requirement for air pilots. This age 60 mandatory retirement rule applies
to AD pilots, whether or not they are represented by a collective bargaining agent.
In situations where an airline employer, such as Federal Express, creates a work
environment that results in its air pilots choosing not to elect union representation, the
union-representation requirement of existing section 410(bX3XB) places those pilots and
their employer at a significant fiscal disadvantage. I believe that existing law is unfair and
discriminatory in that regard, and on behalf of Federal Express and its pilots I strongly
urge the enactment of section 309 of H.R. 2730 in order to correct the inequitable and
confusing operation of section 410(bX3XB) as it is written in the Code today.
In closing, I would like to thank all the members of the Subcommittee for their
consideration of this amendment.
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EXIUBff
STATEMENT OF MR. BRUCE CHEEVER
FEDERAL EXPRESS CORPORATION AIR PILOT AND
CHAIRMAN OF THE FLIGHT ADVISORY BOARD
TO THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
HEARINGS ON MISCELLANEOUS REVENUE ISSUES
REGARDING A PROPOSAL TO AMEND SECTION
410(b) (3) (B) OF THE CODE

FEBRUARY 21, 1990
Mr. Chairman and Members of the Subcommittee:
I~NODUCTION
I am Bruce Cheever, an airline pilot employed by Federal
Express Corporation.
I have been with Federal Express since 1978
and am currently serving as a Captain on the Boeing 727 aircraft.
During my twelve years with the Company I have served in various
capacities in addition to flying.
My job duties have included
serving as a flight instructor, check pilot, Chief Flight
Instructor and
Flight Safety Advisor to the Vice President of
Flight Operatioqno
_
Currently, I am serving as the Chairman of the Flight Advisory
Board (FAB).
The FAB is a steering committee of Federal Express
pilots, elected by their fellow airmen at Federal Express.
The
FAB's function is to represent the Federal Express pilots'
interests with the company and the airline industry in all matters
attendant to their professional lives.
The scope of the FAB
encompasses such
areas as work rules, compensation, benefits,
training, flight safety and line operations. In my capacity as
Chairman of the FAB I will endeavor to present to you the interests
and needs of my fellow pilots at Federal Express as they pertain
to a proposal pending before the Ways and Means Committee to amend
Section 410(b)(3)(B) of the Internal Revenue Code (the Code).
As it exists today, Section 410(b) (3)(0) of the Code permits
an airline employer to script a tax-qualified pension package for
its air pilots that is tailored to their unique occupational and
disability requirements. However, existing Section 410(b) (3)(B)
allows this result only where the air pilots have entered into a
collective bargaining agreement In accordance with Title II of the
Railway Labor Act.
In other words, under existing Section
410(b) (3)(B), air pilots who have chosen to be represented by a
union can have a tax-qualified pension plan tailored to their
specific needs, but air pilots who have chosen not to be
represented by a union cannot.
The proposed amendment pending
before the Ways and Means Committee is designed simply to eliminate
this union-representation requirement of Section 410(b)(3)(B) to
allow AU air pilots the opportunity to have tax-qualified plans
tailored to pilots' needs, whether or not the air pilots are
represented by a union.
POSITION OF FEDERAL EXPRESS PILOTS
It is the position of the Federal Express pilots that the
unique, restrictive professional requirements applicable to airline
pilots totally justify the core intent of Section 410(b)(3)(B) as
it applies to tax-qualified pension plans for airline pilots.
However, it is further our position that this section's unionrepresentation requirement interferes with the core intent of
410(b) (3)(B) by discriminating unfairly against and penalizing nonunion airline pilots and their airline employers. Therefore, the
Federal Express pilots support the proposal to amend Section
410(b) (3)(B) to eliminate its union representation requirement.
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DISUSSIN
In considering Section 410(b) (3) (B) and the proposed amendment
to eliminate its union-representation requirement, it is important
to first address three decidedly unique aspects of the airline
pilot profession.
FEDERAL REGULATION OF OCCUPATIONAL REOUIREMENTS AND STANDARDS.

There are very few professions whose membership is so strictly
mandated and governed by an entire body of specific government
regulations.
I am referring to the Federal Aviation
Regulations. Of course, many industries are closely monitored
by the Federal Government.
Rarely, however, are the
professional skills and qualifications of individuals within
these industries subject to such stringent licensing and
recurrent monitoring requirements. At least annually, and in
some
categories
semi-asinually,
the
airline
pilots'
professional capabilities and competence are rigidly examined
by FAA designated check pilots. The current FAA regulations
require mandatory retirement for airline pilots at age 60,
unlike other professional occupations.
PHYSICAL AND HEALTH REQUIREMENTS.
The airline pilots profession has strict, semi-annual
medical/health requirements mandated by statute. Failure to
pass comprehensive medical examinations results in the loss
of an Airman's Medical Certificate with the corresponding
prohibition from performing duties as an airline pilot. There
is another facet of the pilots medical/health risk which is
less obvious, but equally debilitating. The skies in which
the aviator performs his profession are uniquely and
historically, a hostile environment. Nothing quite the same
is encountered in any other licensed occupation. This hostile
environment can impact an aviators' health and subsequent
participation with severe consequences. The results stemming
from temporary, everyday medical anomalies can be vastly
different and more costly for an airline pilot because of his
operating environment.
Fatigue, stress and other similar
disabilities can easily have fatal impact in the life of an
airline pilot. In no other private sector profession can
health/medical variances create such immediate, total and
terminal loss of income and career.
IMPEDIMENTS TO LATERAL MOBILITY.
Within the airline industry an airline pilot's experience and

seniority

is

defined

and

respected

only

within

the

professional ranks of his individual company.
He enjoys no
professional rank or status with any other airline company in
the industry. His skills, experience, or competence are not
transferable laterally to another airline. Should an airline
cease operation for whatever reason, the airline pilot may
seek employment within the industry. But his only option will
be to start completely over at the bottom of the profession.
The loss of compensation, benefits, and prestige is unparalled
by any other professional group.

The

airline

pilots'

strict

professional

competence

requirements, special medical/health qualifications, and peculiar
industry requirements create a definitely unique professional

environment.

Airline pilots' careers can indeed suffer a dramatic,

unplanned degeneration caused by such factors.

Thus, in reality,

airline pilots do have a much greater risk of a disabled career
than employees in other occupations. It is proper, therefore, and
in the spirit
of fairness and equity, that Section 410(b) (3) (B)

provide an airline employer the capability to provide their unique
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high-risk

program.

employees

with

a

separate

disability

and

retirement

However, it is clear that the factors enumerated above

which justify a rule like Section 410(b)(3)(B) for airline pilots

apply equally to aU airline pilots, whether or not they are
represented by a union.
To digress briefly and make an important point, Federal
Express and her pilots are not anti-union, and the Federal Express
pilots see no downside effect on their fellow airmen who are union
members as a result a proposal to amend 410(b)(3)(B) to eliminate
its union-representation requirement. Our support for this matter
is simply a matter of requesting that members of a common
profession receive equal status and treatment under the Code,
regardless of their choice of labor affiliation. Whether or not
a group of professional airmen choose collective bargaining has
absolutely no impact on the risk. exposures to which all
professional pilots are subject. Both groups of airline pilots
face equal professional, medical, and economical risks under the
Federal Aviation Requirement's and the rulemaking of the Federal
Aviation Administration. Certainly the qualifications, performance
criteria and penalties are the same for both union and non-union
aviators.
Whether or not a group of employers choose to be represented
by a union depends on a variety of employment factors that go well
beyond federal income tax considerations. Federal Express enjoys
a national reputation for fostering a corporate culture that
totally honors individual employees and addresses their needs. The
Federal Express philosophy of People-Service-Profit, its' internal
employee grievance procedures, the Guaranteed Fair Treatment (GFT),
its employer compensation and benefits packages, are all benchmarks
in the industry. The Federal Express pilot group has the highest
percentage of minority and women aviators in the airline industry.
As a result of the recent Federal Express acquisition of
Flying Tiger, the combined pilot force of the merged carrier had
the opportunity in the fall of 1989 to elect union representation.
The factors described above led the combined pilot force to vote
To the Flight
to remain non-union by over sixty percent (60%).

Advisory Board, the Federal Exprqss pilots, and Federal Express
Corporation,

the

issue

of

the

proposed

amendment

to

Section

410(b) (3)(B) is not a labor issue; it is strictly a tax and pension
issue.

The Federal Express pilots believe Federal Express is the type
of employer who, if the law permitted, would choose to take
advantage of the provisions of Section 410(b)(3)(B) in order to
provide security and benefits to offset the unique high risks of
its' aviators. However, as a result of our employer having created
a work environment in which we, as air pilots, have chosen not to
elect union representation, the tax laws have placed us and our
employer at an immense fiscal disadvantage in terms of our ability,
as a group of high risk employees, to be protected through separate
disability and pension plans.
Express
the
Federal
Pilots,
and
Express
The
Federal
Corporation strongly support the proposal before the Ways and Means

Committee to amend Section 410(b)(3)(B) of the Internal Revenue
Code to allow separate testing for air pilots tax-qualified pension
plans regardless of union representation. In closing, the Federal
Express pilot's and the Corporation would like to take this
opportunity to thank all members of the Ways and Means Committee
Particular thanks to
for their consideration of this proposal.
Messrs. Ford, Anthony and Sundquist for their sponsorship and
effort on this proposed amendment.
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STATEMENT OF THE AMERCAN SOCIETY OF

PENSION ACTUARIES
The Purpose of this statement Is to comment on the Employee Benefits Simplification and Expansion
Act of 1991 (S. 1364 Introduced In the United States Senate by Senator David Pror and Senator
Uoyd Bentsen) in the context of the overall effort to simplify the pension laws and expand pension
coverage.
This written statement, submitted for inclusion in the hearing record, is divided into three main
categories:
The complexity of the regulatory process
Pension benefit security

*

Additional suggestions to expand coverage
and simplify the pension laws
The extreme complexity of our pension laws has been a significant factor in retarding pension
coverage, particularly with respect to small businesses. The American Society of Pension Actuaries
applauds the efforts of Senator Pryor and Senator Bentsen to simplify the complicated assemblage
of laws affecting retirement plans.

COMPLEXITY OF THE REGULATORY PROCESS
17W
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Many of the provisions of the Employee Benefits Simplification and Expansion Act of 1991 (S. 1364)
are necessary due to the complexities introduced by the regulatory process. Examples of these
complex rules abound. The final regulations on discrimination testing, permitted disparity, and plan
coverage were recently issued. All of these regulations are effective for the plan year beginning after
December 31, 1991. This provides practitioners and plan sponsors only three months to review
hundreds of pages of detailed regulations, determine the alternatives available, test results, decide
on new benefit structures, and communicate the decisions to the plan participants. If the results of
all of this testing is to terminate the plan, and if the plan is a defined benefit plan covered by the
Pension Benefit Guaranty Corporation, the ninety days is reduced to less than 30 days from now,
since we need at least a sixty-day notice to participants for plan terminations.
Many of the provisions of the Tax Reform Act of 1986 were to be effective for the first plan year
beginning in 1989. Final regulations on specific provisions of the Internal Revenue Code ORC) were
mandated to be completed in August of 1988. Now, three years later, many of the required
regulations are still not finalized, yet voluntarily issued regulations that modify the intent of the law
have been finalized.
Due to the delay of these regulations, plan sponsors have been forced to suspend benefit accruals
through a series of complicated Model Amendments and notices to employees.
Final regulations under the discrimination provisions of the IRC § 401(a)(4), which were issued on
September 12, 1991, completely changed the method by which discrimination testing is to be
performed. This change was made contrary to specific congressional intent as reflected in the
legislative history. Title XI, Section B(1) of the Conference Report indicates that discrimination testing
should be based upon projected benefits. Pension practitioners and plan sponsors must wade
through a sodes of complicated cross references and testing procedures in the regulations which
base discrimination testing on annual accruals. This accrual basis approach to discrimination testing
has no basis In law.
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The penalties for failure are draconian in nature. Failure under § 401 (a)(4) is deemed to be failure
under § 410(b), which means that the plan is disqualified and the total present value of accrued
benefits for Highly Compensated Employees becomes taxable. There are safe harbors that cannot
apply to the majority of plans. As a practical matter, optional restructuring is available only to large
employers. The concept of discrimination testing on benefit accruals has permeated other regulations
such as the integration rules, coverage rules, etc., making all of these overly complex.
The § 401 (a) (9) distribution rules were made exceedingly complex in the regulations, especially when
coordinated with Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) § 242(b)(2) elections,
grandfather elections, excise taxes under § 4980A, and minimum death benefit distribution rules.
We have seen provisions In this Bill which have been added in order to correct the regulations.
Discrimination testing is modified under the average deferral percentage (ADP) tests. These
provisions had to be addressed due to a regulatory process that significantly expands the scope and
complexity of the law and contracts the universe of plan sponsors able to meet the qualification
requirements.
We strongly recommend that the regulatory process be completed as intended, with emphasis on
promptly issuing simplified rules which would make compliance by plan sponsors as simple as
possible. We also strongly recommend that this Subcommittee conduct periodic oversight hearings
on the regulatory process, on at least a semi-annual basis.
ASPA supports the following provisions contained in S. 1364:
The new rollover provisions for
qualified plan distributions

The requirements for Trustee to
Trustee transfers

The elimination of the forward
averaging provisions and death
benefit exclusion

The minimum required distribution
changes

The new eligibility requirements for
Sivp kfied Employee Pension Plans
(SEPP)

The provisions covering cost of lMng
adjustments, elimination of half year
requirements, elimination of
differences between plans for selfemployed individuals and corporate
plans, contributions for disabled
employees

#

The changes in the definition
of compensation

S

The delay in the date for adopting
plan amendments

The repeal of the prohibition for state
and local governments and tax
exempt organizations to maintain
cash or deferral arrangements

In addition to the complexity issues, the retroactive application of new standards by the IRS has had
a significant effect on new plan formation and the maintenance of existing plans.
Harsh and unjustified audits have retroactively applied new standards to determine deductible
amounts. These small plan actuarial audits have created significant problems for small business
sponsors of defined benefit plans. These audits have sent a message to all small businesses to be
wary of continuing or establishing a pension plan, lest that plan be subject to retroactive attack by
the IRS. To alleviate this problem, as well as to preclude other retroactive changes in announced
positions by the IRS, we recommend that the following amendment to the Taxpayer Bill of Rights be
incorporated into S. 1364:
Proposed Amendment to Taxpayer Bil1or Rights

Section 7811 of dheInternal Revrue Code b hereby amended to add a new Section(g),
whuicshall become eff&cti upon enactme.
(gXt)
Upon application filed by the taxpayer, theTaxpayer Ombudsman shall issue
a Taxpayer Assiance Order
requiring the cessation of any efforts to colket additional taxes,
interest or penalties in anycase, whether

attheaudit, Wpellwe or litigation level, wheretheTaxpayer Ombudsman concludes thatthe dLsaIuowance
is based on MtAdards inconsistent with the standards
enunciated by theSerice at thetime the deduct

was taken.
A standard ha:I bedeemed to havebeenenunciated by the Service if it is contained in a
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regulation, revenue ruling, revenue proceduretechnical information rclcase of any other document utilized
by the National Office of the IRS to convey its positions to the public. A standard shall also bedeemed to
have bee enunciated if it is contained in the Intewal Revenue Manual and the relevant portion of that
Intemal Revenue Manual is publicly released. A standard shall be deemed to have been cnnciated from
the time t is pAiy rtkaed until the time it is specifically repealed or modified by another document
which is publicly released.
If multiple issues are involved in a case, wherein some of the deductions were dsallowed 6-sed on
standards Inconsistent with those previously enunciated, then such Order shall only apply to the deductions
based on inconsistent standards.

(gX2)

Appeal

A taxpayer may appeal a decrminalion of the Taxpayer Ombudsman that a deduction was not based on
standards inonsistent with those previously enunciated to the Assistant t)irecor for Agency Conpliance
and Evaluation of the Office of Personnel Management, who shall have the authority to directthe Taxpayer
Ombudsman to issue a Taxpayer Assistance Order under the provisions of Section 781 t(gXl).

BENEFIT SECURITY
Benefit security issues are a serious concern for most small plans. The risk is diminished significantly
when someone is watching and assisting in reporting the transactions. We strongly advocate the
concept of a Defined Contribution Specialist to review and certify defined contribution plans.
Coverage requirements, the § 401 (k)testing, forfeiture reallocations, and permitted disparity rules are
very complicated. An error can cause plan disqualification and/or a significant amount of work to
correct. Unlike a defined benefit plan which can self-correct, once an error occurs in a defined
contribution plan, account balances, payments, and forfeitures carry forward that error for all
participants.
Investments are a key concern. Since most small employers act as their own trustees, they
commonly are "sold" investments, Often times we find tax shelters within a pension plan, and limited
partnerships of real estate or gas and oil. Many plans have invested in instruments issued by
insurance companies that are not financially sound. We suggest that small plan sponsors should
have four alternatives to choose from, as follows:
1,

Have a mandatory annual audit.

2.

Restrict Investments to selected categories, e.g., government securities,
publicly traded securities, mutual funds meeting specific criteria.

3.

Appoint an independent fiduciary to hold or manage assets.

4.

Apply for an exemption from these requirements.

We suggest two additional items. In these current economic times in the Northeast, we have seen
a significant number of business failures and personal bankruptcies. Federal law should make it dear
that ERISA preempts the bankruptcy court so that pension assets cannot be seized, have liens
placed against them, or in any way be attached. Obviously, there should be certain limitations so that
abusers cannot hide behind this protection.
Lastly, we recommend that the protection provided by the Retirement Equity Act of 1984 to spouses
be extended to SEPPs and individual retirement income accounts.

ADDITIONAL SIMPLIFICATION AND EXPANSION SUGGESTIONS
A study by the Office of Research and Statistics, Social Security Administration, released in August
1989 by the Department of Health and Human Services, demonstrated that there has been a
significant decline In pension coverage in the 1980s, from 50 percent of workers in 1979 to 44
percent in 1988, and that this decline has been most acute in the defined benefit area. Subsequent
statistics indicate that this decline in coverage is not only continuing, but accelerating. In Fiscal Year
1989, according to data from the IRS, the number of defined benefit plan terminations rose by 37
percent. In Fiscal Year 1990, there were more than seven times as many defined benefit plan
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terminations as new plans established. Furthermore, in 1990, for the first time, there was also
negative net growth of defined contribution plans. The trend of declining pension coverage is
particularly alarming when our aging population makes the need for adequate retirement income
progressively more Important. It should be noted that small businesses are least likely to have a
pension plan, making the problem of assuring an adequate retirement income most severe for
employees of small businesses. According to recent Department Labor statistics, only 20 percent
to 25 percent of small business employees are currently covered by pension plans.
New plan formation is certainly curtailed by the complex rules developed through the legislative and
administrative process which are definitely directed against small businesses. The top heavy
provisions, family aggregation rules, inclusion of five percent owners in the definition of highly
compensated, special distribution rules for five percent owners, special rules for unincorporated
businesses, and small plan actuarial audits are applicable only to small business.
The non-discrimination rules under Section § 401(a)(4) will cause another round of small plan
terminations. The small employer cannot feasibly make use of the general test under these proposed
regulations because of the cost involved and the instability of the small group. The safe harbors are
much more restrictive than the general test. The result is a significant bias against small business.
These requirements also curtail benefit coverage for small employers that are owned by larger

employers.
Unfortunately, most of the simplification proposals now pending before the Congress address only
employee savings provisions. As is often mentioned in discussing this nation's retirement income
policy, we traditionally think of our policy as a three legged stool: Social Security, employer
sponsored plans, and personal savings. However, a fourth leg has emerged: Continued employment
past normal retirement age.
Though simplification is a cornerstone to developing expanded coverage of retirement plans to small
businesses, expanding-the SEPPs as proposed under the Pension Opportunities for Worker's
Expanded Retirement (POWER) proposal will not provide the desired results, SEPPs have not been
widely used for the following reasons:
Any employees who work three out of the last five years, even though
they are not full time employees, must be covered.
The discrimination rules under salary reduction, simplified employee
pension plans are more strenuous and complicated to compute.
Currently marketed Investment vehicles are extremely limited.
"

Employees have access to funds prior to retirement age.

"

Several employer categories are excluded from establishing a SEPP
because the IRS Model Plan does not permit adoption by an employer
if the employer had a prior qualified plan.

Over the last several years, there have been several disincentives placed in the path of new plan
formation. We believe the following disincentives should be eliminated:
*

"

Complex discrimination rules
using benefit accruals
QLeterty contributions for small
defid benefit or fully funded

pin

Complex rules in computing PBGC's
additional premiums
Family aggregation rules
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Multiple interest rate requirements

&

Programs such as the small plan
actuarial audit program

Fundng etandwd Interest rate

0

Differences for self-employed and other
business entities in retirement planning

rate
Quuterty conftrb,~ Interet
Cwrent iabdm interests
rate (modify
for
pian teomnawon basis)
Amde o

The notice to interested persons and
summary annual report requirements

*

Adjustments for PBGC premiums

•

High

HOh Intees roa tor nfJdaIory
Irifoycontribueob,

0

Maximum limitations under combined
plans (IRC § 415(o) calculations)

rop Heavy Rules
T

0

Coverage requirements under

POOC Interest rates

Adjt

*

•

, for PBGC pr niume

Unfair restrictions with respect to
five percent owners

interest rate for
employee contributions

mandatory

IRC § 401(a)(26)

We also support a modification of the current liability calculations to limit assets to 150 percent of the
assets needed in a standard termination,
Additional incentives to encourage new plan formation are as follows:
*

Social Security offsets with primary insurance amounts should be added back in

*

Permit annual waivers of benefit accruals for key employees

*

Clarify current IRS position for complete cost-basis recovery forany insurance products

a

Provide for past service credits on an unlimited basis

0

Provide that the § 4972 excise tax can be waived for reasonable cause awme
aguage
SI 6659A)

We commend the efforts to simplify the non-discrimination testing of qualified plans providing § 401 (k)
and § 401 (m) features. The simplification of the definition of Highly Compensated Employees is a
necessity. Increasing the compensation to a greater amount such as $65,000 (indexed) is also
recommended. We note, however, that this may increase the number of people considered Highly
Compensated Employees. We also support using look back provisions to determine Highly
Compensated Employees and providing discrimination testing for the Average Deferral Percentage
(ADP), as well as any other discrimination testing. The provisions that each Highly Compensated
Employee meet the ADP test adds needless complexity, especially in the larger plans. Simplification
of these tests from the current three-level test to a one-level test will provide reasonable results and
still encourage employers to promote retirement savings to employees.
Under § 401 (k) plans, the Highly Compensated Employees have an incentive to encourage the
non-highly compensated to save and participate. We should continue to support this incentive. We
agree with the need to make discrimination testing in § 401 (k) plans a simpler process. We are
concerned, however, that attempting to simplify this process through safe harbor approaches based
on mandatory employer matching contributions may diminish the incentive to encourage participation
by non-highly compensated employees. We believe that a better approach would be to simplify the
discrimination tests, rather than create a safe harbor based on the availability of matching
contributions.
Simplifying the distribution provisions, especially in light of the desire for increased pension
preservation, is strongly favored. In prior positions, the American Society of Pension Actuaries
indicated Its support for an increase in the penalty tax for premature withdrawals to encourage
pension savings.
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With only 13 percent of those participants who took a lump sum distribution in 1988 rolling over all
or a portion to another plan or an Individual Retirement Account (IRA), we must take some measures
to ensure better pension preservation and protection for old age security. We recommend that an
employer, upon plan termination, be allowed to insist that all monies be transferred into another
retirement plan sponsored by the employer which covers the employee and that such a lump sum
transfer will not violate the anti-cut back provisions of IRC § 411 (d)(6). We welcome the simplification
rules pertalning to annuity distributions and computations of benefits provided for mandatory
employee contributions in defined benefit plans.
We recommend that the rollover provisions of S. 1364 be expanded to allow for the rollover of
employee after-tax voluntary contributions.
The requirement that participants receive distributions at age 70 should be eliminated. Often times,
the cost of computing the options and providing the minimum distributions exceed the value of the
benefits for older working employees. With the repeal of the favorable estate tax treatment under
retirement plans, the required distributions at age 70 are no longer needed. Perhaps a repeal of
all of § 401 (a)(9) would be a significant simplification.
The changes in the definition of Normal Retirement Age to be consistent with the Social Security
Normal Retirement Age Is a significant simplification, especially in light of all the required
discrimination testing. Changing this definition of Normal Retirement Age also is good retirement
income policy.

CONCLUSION
Approximately 85 percent of the employees of large businesses are covered by retirement plans.
Conversely, only 20 percent of small business employees are covered.
In order to expand pension plan coverage, we must take away the discrimination towards small
businesses in the tax code. In addition, the tax laws, in a number of instances, are relatively
straightforward, but are made tremendously complicated in the regulatory process. Take, for
example, the permitted disparity rules for integration with Social Security. The rules in the Internal
Revenue Code are straightforward. The 125 pages of corresponding regulations make the provisions
incomprehensible to the nonprofessional and unworkable in many respects.
Similarly, the proposed regulations for distribution rules and separate lines of business, and the final
regulations for discrimination rules and coverage requirements, are overly complex and biased
against small businesses. In order to truly simplify, we must improve the regulatory process.
Lastly, there is a great concern given to providing the tax subsidies to the highly compensated. If we
can provide reasonable incentives to those who will provide for others so that they can provide for
themselves, then we can achieve greater pension coverage for the employees of small business.
As a nation, we will ultimately have to provide for the old age economic security for these employees.
By providing incentives today for private retirement plans, we have the security of knowing that these
benefits are being funded and that we are Increasing the amount of money available for capital
formation. If we do not provide for a viable private retirement system, the government will ultimately
be called upon to provide additional retirement benefits at a far greater cost to our country.
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STATEMENT OF THE AMERICAN TRUCKING
ASSOCIATIONS, INC.

INTRODUCTION AND SUMMARY
The American Trucking Associations is the national trade
association of the trucking industry. ATA's membership includes
more than 4000 carriers and suppliers of all sizes and types.
ATA is a federation; membership in ATA's 51 state associations
and 10 conferences representing different industry segments,
combined with ATA'S direct membership, totals roughly 33,000
businesses. Employee leasing tax rules are a significant concern
to many of them, whether they use employees exclusively or also
contract with independent owner-operators.
Subcommittee Chairman David Pryor has been in the vanguard
of the pension tax simplification movement and understands well
It is heartening that so
the need to fix employee leasing rules.
many other Committee members have now taken an interest in this
problem. Both the Employee Benefits Simplification and Expansion
Act (S. 1364), introduced by Chairman Pryor and Finance Committee
Chairman Lloyd Bentsen, and S. 1732 introduced by Sens. Tom
Daschle and John Chafes, address some of the shortcomings in the
present definition of leased employees.
However, ATA believes the bills could be strengthened
further by specifically excluding certain types of independent
contractors from leased employee status. Additionally, it is
equally important to ease current law's excessive and intrusive
information-gathering and -sharing burdens.
Specifically, we believe the definition of leased employee
in Internal Revenue Code section 414(n)(2) should be expanded by
inserting after the period the following flush sentences
An independent contractor, or an employee of such person,
providing services for the recipient is not a leased
employee where performance of the services requires the
supply and direct use of substantial physical assets and the
incurring of substantial operating expenses by such person.
This language would make clear that individuals who supply
substantial physical assets, such as trucks or construction
equipment, in performing their services, are independent
businesses and not employees of the service recipients for either
employment tax or benefits purposes.
In addition, we suggest clarification through statutory or
report language of other aspects of section 414(n) and two
related provisions, sections 414(m)(5) (dealing with affiliated
service groups) and 414(o) (dealing with other arrangements).
More fundamentally, we question whether employee leasing tax
provisions really serve their intended purpose of assuring
nondiscrimination in benefits or instead deter firms from
offering benefits in the first place. We hope the Subcommittee
will take a fresh look at the whole concept.

BACKRQ U
Congress added employee leasing tax rules to the Internal
Revenue Code in 1982 after learning of professionals in private
practice who had fired 'heir staffs and then *leased" them back
from companies that paid their wages. This ruse enabled them to
claim they had no employees in their own practice other than
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themselves and they could thus limit retirement benefits to
themselves without running afoul of the pension nondiscrimination
rules of the period.
Code section 414(n) was added to stop this abuse by
requiring 'recipients" of services to count individuals
performing those services ("leased employees") along with the
recipient's actual employees in determining whether the recipient
met certain pension rules.
In 1986 the list of provisions for
which leased employees had to be considered was broadened to
cover other types of benefits, so that now the term applies to 22
other provisions of the tax code.
Under section 414(n)(2),
. . . the term "leased employee" means any person who
is not an employee of the recipient and who provides
services to the recipient if-(A) such services are provided pursuant to an
agreement between the recipient and any other person
(in this subsection referred to as the "leasing
organization"),
(B) such person has performed such services for
the recipient (or for the recipient and related
persons) on a substantially full-time basis for a
period of at least 1 year, and
(C) such services are of a type historically
performed, in the business field of the recipient, by
employees.
This definition appeared at the time to be reasonably
straightforward, at least as far the trucking industry was
concerned. Nothing in the law or the legislative history
suggests that this definition would generally apply to independent small businesses that happen to perform the bulk of their
services for one recipient.
For instance, an independent owner-operator of a tractor or tractor-semitrailer is not an employee
for employment tax purposes and should not logically be a leased
employee for benefits purposes.
However, proposed IRS regulations issued in August 1987
ignored the seemingly plain Congressional intent in several
respects (discussed below).
If adopted, the rules would have
made leased employees out of thousands of owner-operators, even
though they are independent contractors providing a service
requiring the utilization of substantial operating equipment.
Thousands of trucking company employees could also have been
inadvertently deemed leased employees of their customers. We do
not believe that Congress intended either of these results when
it enacted the employee leasing standards in Code section 414(n).
Even though Treasury and IRS officials have since said that
they recognize the proposed rules were too sweeping, they have
given no hint as to how they would narrow the scope of' the rules.
Therefore, we think further legislation to specify Congressional
intent is in order.
In 1989, the Committee reported out a bill (initiated by
Sen. Pryor) and accompanying report language that significantly
clarified Congressional intent. That language was not enacted,
but it prompted further efforts to clarify the law.
CURRENT PROPOSALS
S. 1732 is the most comprehensive effort to date to overhaul
employee leasing language. The bill would change all three parts
of the definition of leased employees, create a new sa!e harbor
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for organizations not principally formed to lease employees, and

bar retroactive applicability of regulations under section
414(n).
Probably the change that is of greatest significance to
trucking is the elimination of the "historically performed " test
in section 414(n)(2)(C) and its replacement by
(C) such services are performed by such person under
the control of the recipient.
For purposes of subparagraph (C), control exists if the
person's relationship to the recipient is substantially the
same as that of an employee to an employer.
S. 1364 (and an identical House bill introduced by Rep.
Benjamin Cardin, H.R. 2742) would change subparagraph (C) as
shown but would not codify the additional sentence defining
control. In addition, two House bills would make similar
substitutions. H.R. 2730, introduced by Rep. Dan Rostenkowski,
would change it to "(C) such services are performed under any
significant direction or control by the recipient." H.R. 2641,
introduced by Rep. Rod Chandler, would make it "(C) the recipient
exercises primary control over the manner in which such services
are performed." The comments that follow are directed at the
House as well as Senate bills on the grounds that the language
from any of them might be proposed in Committee markup or in
conference.
S. 1732 provides the greatest certainty by defining control
to be substantially the same as an employee-employer
relationship. Such a definition should allow an individual who
satisfies the requirements for independent contractor status for
employment tax purposes to know that he or she is not a leased
employee, an important degree of consistency.
All of the other bills leave control undefined and thus
leave considerable uncertainty about whether many independent
truck drivers would be leased employees of the carriers or
shippers for which they drive. "Direction or control" is already
at the heart of the 20 common-law factors the Internal Revenue
Service uses to determine independent contractor or employee
status. If the intent of these proposals is to codify the
common-law standard for benefits purposes, motor carriers and
truck owner-operators should not have too much difficulty knowing
where they stand. However, if the bills are meant to inject a
new standard at variance with the common-law tests, both carriers
and drivers will feel whipsawed. Few will understand how a
driver can be an independent contractor for employment tax
purposes yet still be a (leased) employee for benefits purposes.
All drivers are subject to "direction or control" to the
extent that they are told when and where to pick up and drop off
loads. In addition, shippers, insurance companies, and federal
and state requlatory agencies impose various requirements. Motor
carriers in many cases have successfully adhered to these standards without violating the 20 common-law factors, as evidenced
by an ever-growing number of IRS employment tax audits that have
found carriers have correctly treated drivers as independent
contractors. This success occurs because the drivers have a
substantial investment (in a tractor that may cost $50,000 or
more), clear risk of loss and opportunity for profit, and
considerable latitude over loads, routes, stopping places, etc.
Unfortunately, these bills--other than S. 1732--fail to
clarify that the same factors should be sufficient to keep these
drivers from being leased employees. On the contrary, the
official explanatory material on H.R. 2730 states that
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investment, risk of loss and other non-control-related factors
would be disregarded for employee leasing purposes. As a result,
many independent contractor drivers would be classified as leased
For many others, there would remain uncertainty as to
employees.
whether the elements of direction or control exercised by the
motor carrier or the shipper-customer were "significant" enough
to make the owner-operator a leased employee of the carrier, the
shipper or both.
Following are some specific suggestions to achieve greater
clarification and certainty.
SiESTED CLARIFICATIONS
Exemptions for independent contractora
The simplest way to avoid the double-jeopardy situation
described above is to state that independent contractors are not
S. 1732 appears to achieve that result.
leased employees.
A more limited solution distinguishes between service
providers who supply substantial physical assets and incur sub-

stantial operating expenses from those who are largely supplying
The former demonstrate an added degree of
labor services.
independence from control by the recipient through taking risk
and responsibility for substantial assets and expenses. These
factors should be sufficient to show that they neither want nor
need to be treated as someone else's employees for benefits
purposes any more than for employment tax purposes.
To implement this solution, ATA recommends amending section
414(n)(2) by inserting the sentence on page 2 of this statement.
This suggested language was developed by former Commissioner
of Internal Revenue Randolph Thrower, now with Sutherland, Asbill
& Brennan in Atlanta, based on his experience with the trucking
The
industry both before and after his tenure in the IRS.
language is intended to draw a clear, understandable line at a
point where Congress originally intended it: workers operating
capital-intensive businesses for which they are personally at
financial risk do not resemble employees and should not be
treated as such for benefits purposes.
In addition, it would be helpful to have the bill (or
Committee report) specify that "control" is not meant to apply
more broadly for employee leasing purposes than for employment
tax purposes and provide examples of what is and is not control.
In particular, an owner-operator may offer services directly to a
shipper, to a carrier that assigns him or her to a single shipper
or various shippers, or to a fleet operator or broker who conIn all of these
tracts with one carrier (or shipper) or several.
arrangements, the owner-operator meets the employment tax
standards for being an independent contractor to the same degree.

The result should be identical in all such cases for employee
leasing purposes as well.
Third-party requirement
The proposed regulations ignored what appeared to be clear
statutory language by stating that a self-employed individual
could be both a leasing organization and a leased employee. We
believe the only possible correct interpretation of Code section
414(n)(2)(A), "such services are performed pursuant to an
agreement between the recipient and any other person (in this

subsection referred to as the 'leasing organization')," is that a
leasing organization -is separate from both the recipient and the
service provider.

Nevertheless, the law could be clarified by
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substituting "a third party" for "any other person*. An
independent owner-operator providing his or her own services
directly to a recipient without going through a "fleet operator"
or other third party should not be seen as a leasing
organization.
At least 1 year
The proposed regulations also distorted seemingly clear
language in Code section 414(n)(2)(B), "such person has performed
such services for the recipient (or for the recipient and related
persons) on a substantially full-time basis for a period of at
least 1 year," by using a standard of 1500 "hours of service" (or
less in some cases).
A long-haul truck driver who sleeps in his
or her rig (and thereby guards the freight or equipment) may be
accumulating 24 hours of service per day; even if only "on-duty"
hours are counted, the 1500-hour limit can be reached in well
under a year.
It would be useful to have report language
restating that "at least 1 year" means service extending over 12
calendar months or more.
Such a change would be preferable to the standard proposed
in S. 1732 of performing service "for at least 1,000 hours during
a plan year of the recipient". This standard would require
drivers or third parties to know the recipient's plan year, which
may be different from a calendar year.
For the sake of
simplicity, service should be measured only on a calendar-year
basis.
Record-keeping
Section 414(n)(3) lists over 20 other parts of the Internal
Revenue Code for which leased employees must be taken into
account. The data-gathering and record-keeping requirements of
these provisions are extremely broad and often very intrusive:
service providers or leasing organizations must provide customers
with confidential information about pay, benefits, hours, length
of service, age and other details, depending on the applicable
benefit.
Furthermore, companies must collect this information on
all service providers from the day they begin work, since it may
be impossible to know in advance which ones will meet the length
of service or other standards, and impossible after they stop
performing services to get information from them. To the extent
possible, these burdens should be limited.
The difficulty, as well as the unfairness, of requiring
independent contractor drivers to provide confidential financial
information to fleet operators, carriers or shippers with whom
they have an arm's-length relationship cannot be overstated.
Conversely, it is unreasonable to expect carriers to divulge to
their customers information on driver pay and benefits when the
customers can use that information to bargain with competitors,
to deal with owner-operators directly, or to set up their own
private trucking operation.
Furthermore, this record-keeping by and large serves no
purpose. Few nonemployee truck drivers perform services for one
company long enough to become vested in the company's pensions
plan. And even ones who do generally have chosen to be independent owner-operators rather than employees precisely because
they wanted to make decisions themselves over what to do with
their gross compensation. At the IRS hearing on its proposed
regulations in February 1988, several owner-operators took time
off to testify that they do not want to be considered employees
for AU purpose, be it employment taxes or benefits.
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l elated provlri~on_
We urge the adoption of more reasonable requirements for
employee leasing, for "affiliated service groups" defined in
section 414(m)(5) and for "other arrangements' covered under
section 414(o). As it stands, workers or organizations that do
not fall under the ambit of 414(n) can still be caught up in the
broad net of proposed regulations covering 414(m)(5) and (o).
For instance, under the proposed rules for section 414(m)(5), van
lines and their independently owned local agents might have to
aggregate their workforces and plans for nondiscrimination
testing because they mutually advertise, market, order, bill,
train or engage in other "management functions." (Presumably,
franchisors and franchisees could be caught in the same net.)
Under the proposed regulations for section 414(o), former owners
or partners would have to remain aggregated for benefits testing

purposes with their previous business.

None of these Code sections should interfere with longstanding, arm's-length business relationships such as those in
the trucking and moving industries that have long existed for
reasons having nothing to do with benefits evasion.
Unfortunately, the present construction of these sections
may deter firms from offering benefits to their actual employees
for fear they will have to extend coverage, or at least extensive
recordkeeping, to a multitude of nonemployees.
We remain troubled by the prospect that even with a tighter
definition of who is a leased employee, companies will be forced
to ask service providers for information that historically has
been confidential. Although the intent behind section 414(n) was
to prevent abuse, the reality is likely to be that companies will
either (1) drop benefits they would otherwise provide to actual
employees so they do not have to cover nonemployees or (2)
collect sensitive data from firms and individuals with which they
should maintain an arm's-length relationship.

Either of these

outcomes would be the opposite of what Congress hoped for in
1982, when it enacted section 414(n).
-We have recommended several specific changes to make the law
or Congressional intent clearer.
We are pleased that so many
members of the Finance Committee have shown an interest in fixing
problems in the pension tax area, and we look forward to working
together on solutions.
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STATEMENT OF THE CALIFORNIA STATE
TEACHERS' RETIREMENT SYSTEM
The California State Teachers' Retirement System (CalSTRS),
a defined benefit plan with 285,000 active members and 110,000
retirees, provides retirement benefits to all eligible California
public school teachers from kindergarten through community college
as well as to certain other employees of the public school system.
CalSTRS welcomes this opportunity to express its views on S. 1364,
the "Employee Benefits Simplification and Expansion Act", and to
express its strong support to Chairman Pryor and the co-sponsors of
S. 1364 in their efforts to simplify the rules governing pension
plans, particularly as applied to governmental plans.
The ability of public pension plans to maintain compliance
with the tax code provisions governing qualified plans has been
rendered extremely difficult by the numerous changes in the law in
recent years and by the almost overwhelming complexity of the
existing rules. Chairman Pryor and the co-sponsors of the proposed
legislation should be commefided for taking substantial positive
steps in the process of simplifying this difficult area. They
deserve the wholehearted support of all plan sponsors and
administrators, including those in the public sector.
I.

Introduction

CalSTRS would like to focus its comments today on the
provisions of the proposed legislation (Sec. 306) that deal
specifically with governmental plans. CalSTRS strongly supports the
provisions of Section 306 of the bill, which would substantially
simplify the application to public plans of the limitations imposed
under section 415 of the Internal Revenue Code. Section 415 limits
the annual pension contribution or benefit level that an employer
may fund under its qualified pension plan. These complex
limitations were designed primarily to prevent abuses in the private
sector. Because of the distinctive nature of the pension plans of
State and local governments, the application of these complex
limitations has been a constant source of problems.
In the past, Congress has tried to tinker with the
application of the section 415 limits to governmental plans, most
recently in the 1988 Tax Act which provided some protection in the
form of a limited grandfather election for such plans. CalSTRS
promptly sought to comply with these section 415 changes and elected
grandfather treatment by persuading the California legislature to
adopt the necessary changes to the State statutes that determine
benefit levels for CalSTRS participants. However, the underlying
structural problems in the application of section 415 to public
plans have persisted for CalSTRS and other governmental plans,
crying out for a permanent solution to resolve these underlying
problems once and for all.
That permanent solution has now been developed as part of
the legislation which the Subcommittee considers today. Section 306
has been carefully formulated, in consultation with the
Congressional technical tax staffs, to address these section 415
problems experienced by public plans while avoiding any potential
for abuse. We understand that the staff of the Joint Committee on
Taxation has estimated that the provisions addressing these
section 415 problems for public plans would have "a negligible
effect on Federal fiscal year budget receipts." We applaud the
efforts of Chairman Pryor and the co-sponsors to alleviate the
difficulties we and other governmental plans have encountered in
complying with the existing section 415 limitations.

262
I.

The Distinctive Nature of Governmental Pension Plans
11arrants More Flexible Anolication of Section 415

Subjecting governmental plans to the full range of the
section 415 limitations is not warranted by the underlying rationale
of section 415. Section 415 was designed in large part to prevent
highly compensated individuals from building up hug@ tax-sheltered
and tax-deferred balances in retirement plans, beyond their
reasonable needs for retirement. In adopting section 415, the House
Ways and Means Committee, after noting the vital role of tax-favored
retirement plans, expressed its concern as follows:
"However, after careful consideration, your
committee has concluded that it is not in the public
interest to make the substantial favored tax treatment
associated with qualified retirement plans available
without any specific limitation as to the size of the
contributions or the amount of benefits that can be
provided under such plans. The fact that present law
does not provide such specific limitations has made it
possible for extremely large contributions and
benefits to be made under qualified plans for some
highly paid individuals. While there is, of course,
no objection to large retirement benefits in
themselves, your committee believes it is not
appropriate to finance extremely large benefits in
part at public expense through the use of the special
tax treatment. * * * These limitations (being adopted
as section 415], which apply to both employees and
self-employed people under qualified plans, have been
designed to avoid abuse of the favored tax treatment
[H.R. Rep. No.
to finance extremely large pensions."
93-807, 93d Cong., 2d Sess. (1974), at 35.1
These kinds of abuses that the section 415 limitations were
enacted to prevent are unlikely to be present in governmental plans:
0
There is little opportunity in most governmental
plans for the relatively few highly compensated
employees to accumulate a benefit wholly
disproportionate to their reasonable retirement
needs. In the case of CalSTRS, the benefits are
prescribed by statutes enacted by the State
legislature. The plan benefit structure, formula, and
terms are applicable on a uniform basis across the
285,000 members of the CalSTRS plan. The benefit
formula is set by statute and operates in mechanical
fashion, with a statutorily-prescribed benefit accrual
percentage for each year of service credit applied
against the average level of salary which itself is
set and limited by State or local job classifications,
requirements, and restrictions akin to the Federal
Civil Service system.
*
Governmental plans, by definition, are sponsored
and maintained by a State or local government having
its own constitutional prerequisites, regulatory
apparatus, and voter accountability. Given such
constraints, there is little chance that the abuses at
which section 415 is aimed can develop. Moreover, the
ability of the plan to provide disproportionate
benefits is obviously constrained by the political
realities inherent in having to raise State and local
taxes to pay for the benefits.
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*
CalSTRS is subject to a State constitutional
prohibition against reducing benefits and therefore
has much less flexibility than a private plan to
modify its benefit structure in response to changes in
the section 415 limits.
*
Governmental employers, including those that make
contributions to CalSTRS, receive no tax benefit in
the form of deductibility of contributions, unlike
private employers who enjoy a significant tax subsidy
for retirement plan contributions. Thus, revenue
considerations in respect of section 415 are of much
less significance in the public plan arena, as further
confirmed by the Joint Committee's revenue estimate of
the proposed section 415 changes for public plans.
*
Unlike private sector employees, CalSTRS members
do not receive Social Security benefits as a
supplement to their pensions and personal savings.
Thus, a reduction in the level of benefits as a result
.of the section 415 limitations places an even greater
burden on CalSTRS retirees and disabilitants than
would be true of private sector employees.
In summary, CalSTRS, like other public plans, is subject to
considerable scrutiny by other state agencies and, ultimately, the
voters, in fixing the level of benefits that will be paid. The tax
benefits provided to private plans are far less significant in the
case of a public plan like STRS. Accordingly, the potential for

abuse that section 415 was designed to eliminate is largely
nonexistent in governmental plans, and application of the full range
of section 415 limitations to such plans is unjustified.
III.

The Existing Section 415 Limits Continue to
Cause Significant Problems for Governmental Plans
The limitations on defined benefit plans under section 415

have caused considerable problems for governmental plans and for
CalSTRS in particular. CalSTRS has made substantial efforts to
comply with section 415. CalSTRS sought and obtained State

legislative action to amend the plan to comply with 1986 tax law
changes and to elect the special grandfather provision of section
415(b)(10). As a consequence, CalSTRS has incurred the "toll
charge" attendant to the election and consequently must apply the
section 415 limits for the future without the benefit of the $75,000
floor and other special rules available under current law that limit
the amount by which permissible benefit levels must be reduced in
the case of early payment of benefits, such as disability and early
retirement. Even after this action, however, compliance with the
existing section 415 rules continues to create significant problems

for CalSTRS, in areas that do not involve the abusive situations
that section 415 was enacted to prevent.
100 Percent of Compensation Limitation: Definition of Compensation
The first problem faced by CalSTRS under current

section 415 arises from the interplay of the limitation on benefits
payable of 100 percent of compensation with the definition of
compensation used for section 415 purposes. In measuring
compensation to determine an employee's retirement benefits,
governmental plans often take account of section 403(b) annuity
amounts, employee pension contributions that are "picked up" in
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accordance with section 414(h)(2), and section 457 deferred
compensation plan amounts -- items that constitute in effect
deferred compensation. The statutory definition of compensation
used to determine the section 415 limits for Federal tax purposes
does not take account of these compensation items of importance to
governmental plans. This statutory definition is then utilized in
the section 415(b) limitation which provides that benefits under a
defined benefit plan cannot exceed 100 percent of the employee's
average annual compensation over his or her highest 3 years. As
applied to governmental plans such as CalSTRS this limitation can
significantly reduce even relatively small pensions payable to
employees with long periods of public service.
By way of example, CalSTRS has 285,000 active members. In
1989, about 6,800 of those members retired. The average final
compensation of these retirees -- as determined under the plan
definition that includes section 403(b) and section 457
contributions and employee pension contributions "picked up" by the
employer -- was approximately $39,500. Over 800 of those members
(12 percent) had in excess of 35 years of service with CalSTRS,
which on the basis of CalSTRS's 2 percent benefit accrual percentage
for all members would entitle them to a pension of 70 percent or
more of compensation. Accordingly, the average pension was in the
range of $31,000.
As noted above, the section 415 definition of compensation
excludes section 403(b) and section 457 contributions and employer
*pick-up" contributions. In the case of CalSTRS, employer pick-ups
would equal 8 percent of the employee's compensation. In addition,
many of these retirees either had a second source of income from a
spouse's earnings or had reached a stage in life where family
financial obligations are reduced, and hence it is quite likely that
many of them were in a position to defer some compensation via
section 403(b) and section 457 plans as a means of saving for
retirement.
Given the existing exclusion of the section 403(b) and
section 457 contributions and employer "pick-ups" from the
definition of compensation used for section 415 purposes under
current law and the leveling effect of the three-year average used
for purposes of computing compensation under section A15(b), it
becomes clear that many of these relatively low-paid, lengthy
service retirees would be adversely affected by the existing
100 percent of compensation limitation. Yet, this action would be
taken to reduce benefits to those who, in 1989, otherwise would have
received an average retirement allowance of about $31,000 under the
terms of the plan. This is clearly not the abusive situation that
section 415 was intended to prevent.
S. 1364 would eliminate this problem by making the
section 415 compensation definition consistent with the compensation
definition used by governmental plans to determine retirement
benefits and by making the 100 percent of compensation limitation
inapplicable to governmental plans.

Disability and Death Benefits Under the Oualified Plan
A second problem area for governmental plans under current
law relates to the payment of disability and death benefits.
Governmental plans such as CalSTRS are somewhat unique in providing
substantial disability and death benefits as part of the qualified

retirement plan.

In many cases, these benefits serve to replace

workers' compensation, Social Security disability, and long-term
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disability benefits that are available to private sector employees
outside of the pension plan. Accordingly, under current law the
governmental plans' disability and death benefits may be impeded by
the section 415 limits, whereas comparable benefits in the private
sector clearly fall outside of the section 415 limits.
Application of the current law section 415 limits to these
types of benefits under the governmental plan can create serious
hardship for employees and their beneficiaries. Because these
benefits are payable well before an individual reaches normal
retirement age, the actuarial reduction in the dollar limitation of
section 415(b) that is made when the benefit begins early can cause
a substantial reduction in the amounts that otherwise would be
payable under the terms of the plan to a disabled employee or to the
beneficiaries of a deceased employee. Again, this appears to be an
unintended effect of the section 415 limits and clearly does not
involve an abusive situation.
The proposed legislation would eliminate this problem by
explicitly removing the governmental plans' survivor and disability
benefits from the section 415 limits. We understand that the I.R.S.
recently has attempted to offer some clarification on this issue
through informal guidance to a particular taxpayer. We believe that
the need to resolve this issue once and for all -- particularly in
light of the potentially disastrous consequences for the
governmental plan's disabled and survivors -- warrants the statutory
certainty of the provision included in the proposed legislation.
Qualified

yGovernmental Excess Benefit Arrangement

The proposed legislation also includes a provision
expressly permitting governmental plans to establish so-called
qualified governmental excess benefit arrangements. This provision
was worked out in close consultation with the Congressional tax
staffs, including the Joint Committee staff, in an effort to address
any concerns they might have. The purpose of this provision is to
enable the governmental plans to resolve the dilemma they now face
between compliance with the section 415 limits to avoid plan
disqualification on the one hand and on the other hand compliance
with State constitutional restrictions in many States which prevent
a reduction in benefits once promised to the governmental employee.
In essence, the proposal would permit the governmental plan to
resolve this dilemma by paying a benefit out of the qualified plan
up to the section 415 limit, with a non-qualified deferred
compensation arrangement being used to pay the remainder of the
benefit to which the employee is entitled under the plan and is
strictly protected by State constitution. Thus, the qualified
excess benefit arrangement in effect serves as an "overflow"
mechanism to provide on a non-qualified basis benefits in excess of
the section 415 limits for the limited number of employees whose
benefits happen to exceed such limits simply by operation of the
plan's regular benefit formula because, say, of particularly lengthy
public service.
In enacting section 415 in the first instance, Congress
clearly contemplated that such non-qualified arrangements could
prove necessary as an *overflow" mechanism for benefits:
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"Finally, because the objective of the limits on
contributions and benefits is to keep the tax
advantages associated with qualified plans within
reasonable bounds and not to restrict the amount of
retirement benefits that may be paid to individuals
under other arrangements, the bill specifically
indicates that nothing in the provisions relating to
such limits (or in the provisions of the bill which
relate to minimum funding standards) is to be
construed to require the disqualification of any plan
solely because additional benefits are provided to the
employee under nonqualified portions of the plans."

[H.R. Rep. No. 93-807, A

A, at 37.]

To prevent misunderstanding of what this proposal
seeks to accomplish and how it is intended to operate, it is
important to emphasize what the proposal is not. It is not a
method of enabling governmental employees to elect to defer
additional compensation. That is expressly barred by the
proposal.

It is not a method to enable a few highly

compensated senior executives to enjoy special retirement
benefits unavailable to the broad membership of the qualified
plan. It is not some separate benefit plan for a select few.
Rather, the purpose of the arrangement is to provide an "escape
valve" by which the State can pay the sliver of benefits that
happens to accrue to various employees under the regular plan
benefit formula that is statutorily prescribed by the State
across the broad full membership of the qualified plan which,
in the case of CalSTRS, includes 285,000 participants. The
regular benefit formula has a benefit accrual percentage set by
State statute for the full membership. There is no eye-popping
benefit accrual percentage that on its face portends a breach
of section 415. The service credit rules are set by State
statute for the full membership. The salary used to determine
benefits is established by State and local government job
classifications and guidelines applicable across-the-board.
Unlike the private sector, the non-qualified excess plan
arrangement is not a device to woo highly-paid executives away
from a competitor with a lucrative retirement package. In the
case of governmental plans, there is no conscious effort to
exceed the section 415 limits by way of the excess plan.
The proposed qualified excess benefit arrangement
contemplates an "overflow" of a sliver of benefits to the
non-qualified arrangement. It does n= contemplate an overflow
of assets from the qualified plan to fund the payment of those
non-qualified benefits. Participants in an excess benefit
arrangement established by a governmental plan under the
proposed legislation would be taxed in a manner similar to
private excess benefit plans. If the qualified governmental
excess benefit arrangement were unfunded as is commonly the
case in the private sector, the employee would not be taxed
until receipt of the benefits upon retirement because he or she
would have simply the unfunded promise to receive benefits in
the future. In those cases where the State or local government
chose to fund the excess benefit arrangement, vested
participants would be taxed on a current basis with respect to
employer contributions in a manner similar to section
402(b)(1); in addition under the section 402(b)(1) rules, a
participant who becomes vested (or whose vesting percentage
increases) in the separate excess benefits trust would be taxed
on the portion of his or her interest in the trust that becomes
vested during the year. In that situation, the employee would

267
face a current tax cost. Thus, the proposed qualified
governmental excess benefit arrangement provides the employee
with no tax-favored treatment. The section 415 limit remains
intact, and the government's qualified plan avoids the prospect
of disqualification. And again, the rules of current law would
restrict any transfer of assets from the qualified plan to the
non-qualified arrangement.
The history of well-meaning, but ultimately transient,
Band aid" solutions to the section 415 problems encountered by
governmental plans over the years is well known. The proposed
legislation offers a lasting solution by addressing the
underlying structural problems that section 415 has created for
public plans. The proposed qualified governmental excess
benefit arrangement plays the key role in making that solution
a permanent one because it offers the government's qualified
plan an "escape valve" to cope into the future -- on a
non-tax-favored basis -- with the twin masters of section 415
and the State constitutional restrictions, without risking
disqualification of the qualified plan simply because the
across-the-board regular plan formula applicable to hundreds of
thousands of public employees happens in a limited number of
cases to compute through to benefits above the section 415
limits.
Conclusion
Once again, the California State Teachers' Retirement
System strongly commends Chairman Pryor and the co-sponsors of
S. 1364 for their valiant efforts to bring simplification to
this complex area of the law.
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STATEMENT OF CAP GEMINI AMERICA

Thank you for requesting my comments on the pension simplification legislation that
you Introduced with Senator Bentsen,
Cap Gemini America is a leading American provider of Information technology
consulting services (also known as computer consulting). Headquartered in New York
City, we employ 3,000 professionals in 40 cities throughout the U.S. Cap Gemini
America is the American arm of Cap Gemini Sogeti, the fourth largest information
technology company in Europe -- which Is based In Paris.
Our client base includes both the Fortune 500 and many small and medium-sized
companies. Representing many diverse industries, clients depend on us to design
and implement information technology solutions to their business problems -- helping
them to achieve and maintain a competitive advantage.
I have been Director, Human Resources of Cap Gemini America for over four years,
with more than 10 years of service to the company. My department is responsible for,
among other things, the design, implementation, and administration of our benefits
programs, including our 401(k) retirement plan. Our benefits programs are important
to us, and to our employees.
Here are my comments:
Discrimination Tests for 401(k) Plans
The proposal that is of primary concern to Cap Gemini America is the proposed
change to the 401(k) discrimination testing provisions. Cap Gemini America offers a
401 (k)to its eligible employees. We spend a great deal of time performing the 401 (k)
discrimination tests and correcting excess contributions and excess aggregate
contributions.
Your proposed legislation adds a safe harbor to the ADP tests if the company makes
a fully vested matching contribution of 100% of the first 3% of salary reduction
contributions And 50% of the next 2% of salary reduction contributions. The employer
may also satisfy a safe harbor by making a contribution of at least 3% for each nonhighly compensated participant regardess of whether he or she makes any salary
reduction contributions. f an employer fails to meet any safe harbor, the ADP and
ACP tests remain unchanged.
We are anxious to see some reasonable changes made in this area. The tests are
very time-consuming to the human resources department and unsettling to our
employees. This is especially true when our mid-level managers and sales people, as
well as some consultants, find out after the end of the year that they were unable to
contribute most of their after-tax contributions and part of their salary reduction
contributions. Also, the company is forced to choose between an excise tax or an
adjustment to a prior years taxable income for the employee.
However, I suggest that in most years, and for many companies, the proposed safe
harbors will not be used because they are too expensive. I believe that a more
appropriate solution is seen in some of the other pension simplification proposals.
Permitting reliance on prior year results to limit salary reduction contributions for the
current year will eliminate most of the uncertainty and time taken to perform the tests
and to adjust employees' contributions. The other option is to simplify the test. The
Rostenkowsld proposal (of using two times the average deferral percentage
contributed by non-highly compensated employees In the prior year as a cap on the
contribution made by any highly compensated participant in the current year) will
greatly simplify administration, but at the same time will unduly restrict contributions by
any single highly compensated employee.
Of course, this restriction will not be so detrimental if the definition of highly
compensated employee is changed to take most of middle management, and other
employees of similar compensation levels, out. If that were the case, most truly highly
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compensated employees' contributions will be capped by the $8,475 limit. In fact,
since the Tax Reform Act of 1986 added a limit of $8,475 on each Individual's total
salary reduction contributions, I must question whether the ADP and ACP tests are
necessary any longer. I am aware that there are concerns that if the discrimination
tests are eliminated, there will be no Incentive to increase participation by non-highly
compensated employees. Please be assured that as a human resources director, I
strive to increase the participation of all eligible employees because I think it Is vital
that they save for their retirement. Eliminating the tests will not lessen this ambition.
Discrimination Testing of MatchIlna Contributions
Your proposal suggests that no discrimination testing will be required for matching
contributions if an employer meets the proposed safe harbors for salary reduction
contributions. However, discrimination testing will still be required for after-tax
contributions. Although we question whether the safe harbors (requiring fully vested
matching or basic contributions) are practical, we would recommend that the safe
harbors also be extended to after-tax contributions. I would even go so far as to
suggest that no discrimination testing should be required for after-tax contributions.
Even though after-tax contributions tend to be made by highly compensated
employees, in an economy that needs to encourage personal savings the contributions
should not be discouraged. In addition, the plan places other limits on the amount of
after-tax contributions that can be made.
Definition of Hiahlv Comoensated Emolovees
Simplifying the definition of highly compensated employees wouid be a start in
simplifying the testing process. Your legislation would simplify the definition to 5%
owners and employees who earn $60,535 in the current year. A breakpoint of
$80,000 would be more appropriate. As I have indicated previously, a break point of
$60,535 is very low and treats middle managers, middle sales people, and some
consultants as highly compensated employees, it would also greatly simplify the
administration of the plan if we could determine who the highly compensated
employees are at the start of the year, based on the prior years compensation.
We also feel that family aggregation rules are unworkable for businesses the size of
ours.

Required Transfers
There is one provision in your proposed bill that will greatly increase my administrative
burden. As you know, the bill roulirs that a plan administrator directly transfer to an
individual retirement account (or a qualified defined contribution plan) distributions in
excess of $500, unless an exception applies. We would be required to give the
participant some time to make an election of where the funds should be directed. If
they failed to make an election we would be required to direct the transfer to an
institution of our choosing. This could greatly Increase my potential liability as plan
administrator if I choose a bank or savings and loan Institution that eventually fails.
This is more responsibility than I think a plan administrator should be required to
handed. We currently need to constantly review the Investments we offer under the
plan for our active partipants and would not want the additional concern and potential
liability for former partdpants. We would not be opposed to giving participants a
gho to directly transfer their benefits to an Individual retirement account or another
qualified plan.
In summary, thank you again for giving me the opportunity to submit comments. I am
hopeful that real simplificaion will result, and am encouraged by your Interest and

actvty.

Sincerely,

Joanna Ellis
Director, Human Resources
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CHEVRON CORP.,

San Francisco,CA, September 24, 1991.

Hon.

DAVID PRYOR,

Chairman,

Subcommittee on PrivateRetirement Plans,
Committee on Finance,
US. Senate,
Washington, DC
Re: September 27 Hearing on Pension Simplification
Dear Mr. Chairman: This letter contains comments of Chevron Corporation on
certain pension simplification issues that will be considered in a September 27 hearing of your Subcommittee. We commend you for holding a hearing on this important subject, and commend all persons involved for their effort. We sincerely hope
such efforts will continue. Chevron is a multinational petroleum company headquartered in San Francisco,
California. Our comments, submitted in accordance with Press Release H-39 of your
Subcommittee, focus on the proposals to amend the definition of leased employee. A
computer diskette of this statement is enclosed.
LEASED EMPLOYEE

The present rules regarding "leased employees" have been a longstanding concern
of Chevron. In March 1989 we publicly announced our inability to interpret and
apply the leased employee rules, after spending hundreds of thousands of dollars on
this project and sending out about 12,000 letters requesting necessary information to
companies with which we do business. Our frustrations with the present rules are
documented in Attachment A. In April 1990, we submitted formal comments on this
point to your Subcommittee in response to your request for ideas regarding pension
simplification. Chevron representatives have met on numerous occasions with appropriate staff persons working in the employee benefits area to discuss the need for
changes in the definition of leased employee.
A. Chevron Strongly Prefers the Shayper Statutory Languagqe of H.R. 2641
We are extremely pleased that the leased employee problem has received an increasing amount of attention, and that all three of the major legi lative pension
simplification proposals--Mr. Rostenkowski's bill (H.R. 2730), your bill (S.1364), and
Mr. Chandler's bill (H.R. 2641)-would address this problem. Each would replace the
"historically performed" standard that has plagued prior eflbrts to make sense of
this area. Although the proposed solutions are similar, we believe that the language
in Mr. Chandler's bill, H.R. 2641, is greatly superior, because it would provide the
clearest standard for the IRS and employers to apply.
1. Purpose of Rules
As you know, to be a "qualified" plan and receive tax benefits, a retirement program must satisfy certain "minimum coverage" standards. The basic idea is that a
qualified plan may not cover only higher-income workers; it must also cover an appropriate percentage of lower-income workers. The fundamental question in making
the technical calculations required by these rules is determining who to count. This
is not a minor technical issue, it is critical and basic.
The natural place to start in determining who to count is the definition of a
common-law employee. Unfortunately, most believe this definition by itself is not
sufficient to prevent abuse. This is essentially because the common-law standards
were developed for a different purpose, which is to make sure that some responsible
person is withholding tax, remitting amounts promptly, and filing information reports. The common law standard is a vague facts and circumstances test with 20
factors, and there is no indication which factors are particularly critical or how
many factors must be present. See Rev. Rul. 87-41, 1987-1 C.B. 296. Congress has
restrained IRS from clarifying this area. See Section 530 of the Revenue Act of 1978.
One result is that, where workers are leased from one company to another, the
workers may be treated as common-law employees of the leasing organization even
though the organization receiving the services controls the services to be performed
and the manner in which they will be performed.
Many have suggested that the legislative history should state the specific abuse
that the leased employee rules of section 414(n) are intended to prevent. We agree.
We believe the abuse is where a person or entity exercises the same degree of control
over the manner in which the services of an individual are performed as over a
common-law employee, yet does not count that individual as an employee for benefit
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testing purposes. This is the potential abuse that threatens to undermine the minimum coverage rules. The legislative history should contain a statement of this type.
2. The PreferredStandard
H.R. 2641 would deem a person to be a leased employee if the recipient of the
services "exercises primary control over the manner in which the services are performed." We strongly prefer this statutory language:
1. It squarely prevents the potential abuse.
2. It is a single factor test, not a vague, multi-factor test.
3. It is capable of being understood and applied by company representatives. It
would allow managers to look around and ask one question-"who am I telling how
to do their job like I would a common-law employee.
4. It could be more readily enforced by the IRS as compared to more vague standards. Thus, IRS regulations would not have to be excessively overbroad and harsh.
Our experience is that, where the statute is vague, the Service often takes an aggressive position to protect itself.
5. It clearly would not count as leased employees persons over whom a company
has no real control, such as where certain repair or other services are "contracted
out," and supervisors of the contract organization exercise primary control over the
workers.
6. It is better to start with a sound statutory rule, and not rely totally on legislative history. The sharper statutory phrasing of H.R. 2641 would add significant legal
clarity.
If Congress is nevertheless concerned that the statutory language of H.R. 2641
may not be sufficient to prevent abuse, then we suggest amending section 414(n) to
give the Secretary of the Treasury authority to issue additional regulations regarding employee leasing to the extent necessary to prevent abuse. Some have also expressed concern about so-called "fire/leaseback' situations; we have no problem
with a special rule counting persons as employees who terminate employment and
then are leased back to their original company. We offered these suggestions in our
April 1990 comments to you.
B. Technical Comment
We offer a final technical point on the leased employee rules, a point that we believe has not been publicly raised to date. Code section 414(nX1XB) states that any
contributions or benefits provided by a "leasing organization" which are attributable to services performed by the recipient organization "shall be treated as provided
by the recipient." (Emphasis added.) This implies that the recipient organization is
somehow able to determine whether a leased employee is receiving benefits from
the leasing organization, and the exact terms of those benefits. Exact information is
necessary to apply the complex IRS rules regarding nondiscrimination. Unfortunately, as described in the Attachment, it is generally impossible to obtain exact
details regarding another organization's benefits. Accordingly, we suggest that the
word "shall" in Code section 414(n1XB) be changed to "may."
OTHER COMMENTS

A. Section 401(k)/401(m) Testing
All agree that the present nondiscrimination tests under sections 401(k) and
401(m) are complex and administratively burdensome. However, Chevron has already invested considerable effort to develop systems to comply with these rules. We
do not favor the proposal in H.R. 2730 that would require us to change these systems; such a revision at this date would only increase our administrative costs. It
would also have the effect of further limiting deferrals by those persons who are
"highly compensated employees" under the IRS rules but who are close to the
threshold-in our case, persons earning $60,000 to $90,000.
The proposal regarding 401(k)/401(m) testing in H.R. 2730 would thus increase our
administrative costs and reduce savings by certain employees. This is not a simplification, and this proposal should not be included in a simplification package.
If there is to be a change in this area, Chevron prefers the concept in your bill, S.

1364, of design-based "safe harbors," which would be a voluntary alternative to
these existing nondiscrimination tests. Frankly, we are somewhat puzzled by the repeated objections of the Treasury Department to this concept; Treasury itself is
proud of having included a variety of 'safe harbors" to alleviate the complexity of
its proposed nondisrimination regulations under Code section 401(aX4). There is no
logical reason why the safe harbor concept should not be extended to the special
nondiscrimination tests of section 401(k) and 401(m).
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Again, we ask that any changes in this area be elective, at least for existing plans.
B. Disaggregationof Represented Employees
Under present law, an employer must disaggregate represented employees in applying the minimum coverage requirements to unrepresented employees, even if
both groups are covered under the same plan. This disaggregation rule could cause
an employer to fail the minimum coverage rules simply because various groups of
workers are unionized. The very recent final IRS tax regulations regarding coverage
contain only narrow and limited relief on this important point.
Chevron strongly supports the proposal (in H.R. 2641) that would allow employers
to elect to apply the minimum coverage tests on an aggregate basis to represented
and unrepresented employees covered under the same plan. We ask that such a provision be included in S. 1364.
C. Definition of HCE
Chevron supports the goal of simplifying the definition of "highly compensated
employee," or "HCE." Although there would be some slight expense in revising procedures, that effort could be quickly recouped by expediting the tedious annual calculations in this area.
D. Definition of Retirement Age
Chevron supports the proposals to substitute social security retirement age for age
65 in the current definition of normal retirement age. This change would eliminate
technical complexity and obstacles under present law.
E. Minimum DistributionRequirements
Under present law, qualified plan distributions must commence by April 1 following the year in which a plan parti-ipant attains age 701/2 even if the participant
continues working. We believe the complex rules in this area serve little or no purpose. They are confusing both to employers and to employees forced to receive retirement funds while they are still working. The potential for indefinite deferral of
qualified plan benefits is an issue for only a few HCEs. The complex rules in this
area should be scrapped or substantially narrowed.
We again appreciate the efforts of yourself and numerous others in this area, and
hope that such efforts will continue. If you or your staff have aihy technical remarks
or questions on these comments, please contact our outside counsel on such matters,
Douglas W. Ell of Groom and Nordberg, Chartered, who may be reached at (202)
857-0620.
Very truly yours,
Vice President of
Human Resources, Chevron Corp.

Louis FERNANDEZ, JR.,

27V3
STATEMENT OF THE COLLEGE OF AMERICAN
PATHOLOGISTS
The College of American Pathologists is pleased to have this opportunity to share
with you the College's views on the leased employee provision of the tax code. The
CAP is a national medical specialty society representing 12,000 physicians who are
certified by the American Board of Pathology. CAP members practice their specialty

in community hospitals, independent medical laboratories, academic medical
facilities, and other settings in which health care services are provided.
The leased employee provisions of the tax code [Section 414(n)] and implementing

regulations are of significant concern to College members because they have the
potential to severely limit pathologists' ability to participate in a tax-qualified
pension plan. Other hospital-based physician groups also share these concerns and
have joined with the College to propose a solution that will address our concerns.
The College supports appropriate efforts to prevent discrimination between highly
compensated and non-highly compensated employees in tax-qualified benefit plans.
We believe reasonable "anti-discrimination" rules that curtail abusive circumvention
schemes are appropriate. However, regulations proposed by the Treasury Depart.
ment in 1987 to implement this section of the tax code would result in unworkable
and overreaching application of the leased employee provision. We believe a joint
proposal developed by the College, the American Medical Association (AMA), the
American College of Radiology (ACR), the American College of Emergency Physicians (ACEP), and the American Society of Anesthesiologists (ASA) will clarify the
leased employee section of the tax code in a manner that prevents abuses but simplifies administration of the leased employee requirements.
The first part of our statement addresses the pathologist's role in the hospital. Then
we explain why application of the leased employee rule is inappropriate in hospital
laboratory settings. Finally, we focus on our proposal to modify the leased employee provisions of the tax cede.
The.Pathologist's Role in the Hospital
A pathologist is a physician who specializes in applying medical kirowledge and
judgment to the testing and analysis of biologic specimens in connection with the
diagnosis and treatment of human disease. The services that pathologists provide in
the hospital can be divided into four basic categories: medical services personally
performed for individual patients, such as examination of biopsied tissue to determine whether it is malignant or benign; medical direction of the laboratory, either in
a hospital or independent laboratory; service on medical staff committees of a
hospital; and performance of autopsies.
Typically, a pathologist or incorporated group of pathologists enters into a contract
with one or more hospitals. These pathologists may base their practices at the
principal hospital whose patients they serve or in a separate office setting. Often
pathologists who contract with hospitals are based in a separate independent
laboratory and travel to the hospital to provide pathology services to patients.
When they serve the patients of more than one hospital, pathologists travel from
hospital to hospital on a regular schedule and must be available "on-call".
Pathologists commonly serve as medical directors of the hospital laboratory. In this
capacity, they medically supervise technologists and other employees who operate
lab equipment, screen th,. results of various procedures, and provide other support
services. Typically, there may be as many as 20 hospital lab employees for each
pathologist in a hospital laboratory.
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As hospital laboratory medical directors, pathologists provide essential medical care
to patients by designing protocols and establishing.parameters for the performance
of clinical testing, delegating quality control responsibilities, and supervising
laboratory personnel in the performance of their patient care duties.
For example, a pathologist who directs a hospital laboratory must establish a
sequence of tests to be performed on the blood samples of patients suspected to be
suffering from leukemia. The pathologist is required to select methodologies for an
initial scr4ee ngjet and then to determine which subsequent tests or groups of tests
should be performed, depending on the initial screening result. Several different
combinations of tests could be performed, depending on the results of each stage of
the testing profile. The pathologist's medical knowledge of hematologic disease
processes is essential to the proper design of such testing profiles.
Although a hospital supplies space, equipment, and technical support staff, only a
trained professional can provide the medical knowledge and specialized training
necessary to assure proper functioning of a medical laboratory. Indeed, the patholo.
gist must complete four years of medical school and five years of a residency
training program in order to acquire the skills needed to direct a hospital laboratory.
Why Application of the Leased. Employee Rule is nappropriate in Hospital
Laboratory Setting
Technical staff and other support personnel in the laboratory have traditionally been
employed by the hospital; the hospital hires and fires these individuals and pays
their salaries. The hospital determines their benefits and negotiates with their
union, if such employees are unionized. Hospital laboratory employees are covered
by the hospital's pension plan. The hospital bills patients (or their insurer) for the
services of these employees. The pathologist does not pay the hospital for the
services of these employees, nor does the pathologist bill for their services.
Under current law, leased employees are treated as though they are common law
employees for purposes of certain retirement and welfare provisions of the tax code.
We understand that Congress enacted Section 414(n) to prevent abusive circumvention of anti-discrimination rules that require employees who are not highly compensated to be eligible to participate in the same tax-favored pension plans that
employers establish for themselves and their key employees. In what has been cited
as an example of an abusive circumvention scheme, an organization could discharge
its own employees, create a separate organization which would hire the discharged
employees, and "lease" the same employees from the separate organization. The
new organization would not typically offer the same coverage in a qualified retirement plan, while the previous employer would continue to enjoy higher benefits and
meet the anti-discrimination rules.
To our knowledge, College members and other hospital-based physicians have not
been involved in these schemes. Hospital laboratory employees historically have
been the hospital's employees; there has = been a movement by hospital-based
physicians to change the employment status of personnel to circumvent anti-discrimination rules. Pathologists who own and operate independent laboratories that are
separate from the hospital do employ laboratory technologists and other support
personnel; in these instances, these employees are covered by the pathologist's taxqualified plan.
Regulations proposed by the Treasury Department to implement the leased employee
section of the tax code would require pathologists to bring hospital laboratory
employees under their pension plans. Pathologists would have to include these
individuals in determining whether that plan meets the non-discrimination provisions of the Internal Revenue Code. In most cases, the pathologist would have to
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provide the difference between what the lab employees would receive under the
pathologist's plan and what they receive under the hospital plan. This requirement
would cause a number of unintended problems:
1

Loss of Pathologists' Plans. The ratio of lab employees to pathologists is very
high. As a result, the cost of including hospital lab employees in the pathologist's plan is likely to be substantial relative to the cost of including the
pathologist and the pathologist's common law employees in the plan. The
administrative costs of determining the amount of benefit that would have to
be made available for hospital lab employees would be so great that many
pathologists would be forced to terminate their plans just to avoid these costs.
For these two reasons, many pathologists would be likely to terminate their
plans. The losers would be not only pathologists, but also employees of
pathologists who would no longer be covered by a qualified plan.

2.

Srial Problems in Rural Areas. In rural areas, pathologists frequently
provide medical services for several hospitals. The hospital lab employees
they medically supervise participate in different plans with different benefit
structures. Pathologists in these situations would have to make the necessary
comparisons not just with one hospital but with many.

3.

Enormous Administrative Complexity. Determining the difference in benefits
between a pathologist's plan and a hospital's plan would be prohibitively
expensive. The costs would be multiplied if one of the plans were a defined
benefit plan and the other were a defined contribution plan. In addition, the
details of the hospital's plan might be unavailable to the pathologist. Thus,
detet-mining the amount of benefit, if any, that would have to be made for
hospital lab employees would be an enormously complex and costly task.

4.

Other Adverse Impacts. To the extent that pathologists and other hospital.
based physicians maintain pension plans, the result of these regulations would
be that hospital employees in a single hospital would receive different benefits
depending on the hospital department in which they work. A lab employee
would be under one set of benefits, an X-ray technician under another, and an
operating room nurse under yet another. The inevitable result is unequal
benefit determinations and dissension among hospital employees.

Ogr Proposed Modification of the Ieased Employee Rule
The leased employee rules of Section 414(n) create what the College and other
physician groups believe are unintended hardships. For example, Section 414(n)
could cause all of a hospital's laboratory personnel to be included in a pathologist's
tax-qualified plan. The College has worked with AMA, ACR, ACEP, and ASA to
develop a legislative proposal to amend Section 414(n), which Senators Daschle and
Chafee have introduced as S.1732.'vVe believe S.1732 will address our concerns but
will not create new opportunities for circumventing the tax code's anti-discrimination provision.
As you are aware, recently introduced pension access and simplification proposals
would ;ubstitute a "control" test for the current law's "historically employed" test to
identify leased employees. The control test language varies somewhat in each
proposal. We do not oppose the control test; indeed, our legislative proposal also
includes a control test. However, given that good medica! practice requires physicians to exercise medical and clinical direction of hospital employees, we are
concerned that a control test will cause hospital employees to be considered leased
employees of pathologists and other physicians who practice in hospitals. Therefore,
we urge adoption of S.1732 as an amendment to the Employee Benefits Simplifica.
tion and Expansion Act, introduced by Senators Pryor and Bentsen. S.1732 would,
in addition to establishing a control test, achieve the following:
1.

Provide a More Precise Definition of Leased Employee. w-proposal S.1732
includes a more precise definition of leased employee to make it clear that a
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2.

legally binding "contract" is required before leased employee status can occur.
In order to clarify that any true contract pursuant to which one or more
persons is leased to a recipient is covered under the statute, further important
stipulations have been added: (a) oral or written contracts are covered, (b)
there must be payment for services by the service recipient, and (c) the
payment may be made directly or indirectly to the leasing organization. We
believe that these changes clarify the requirements without providing loopholes that would allow the improper exclusion of some individuals.
Expand the Current Mafe F_.arbor. The safe harbor provision has been substantially expanded. The current safe harbor does not provide meaningful relief
when applied to organizations whose principal purpose is not the provision of
the services of leased employees to other organizations. Further, many
organizations cannot meet the technical requirements of the existing safe
harbor provision because leased employees would constitute more than 20
percent of the recipient's non-highly compensated work force.
To address these issues, we have included two safe harbors in our proposal,
that have been incorporated into S. 1732. A new meaningful safe harbor is
provided for individuals employed by organizations whose principal purpose is
not the provision of leased employees to recipient organizations. The existing
safe harbor is preserved for organizations that do have as their principal
purpose the provision of services of leased employees to recipient organiza.
tions. These organizations are often referred to as employee-leasing compa-

nies.

3.

(ompliance with the requirements of Section 41 4(n) will be complex and
time consuming, and record-keeping and the sharing of data (much of which
is of a confidential nature) between the employer and various recipient
entities will be difficult and costly. These burdens should not be placed on
employers who are not principally in the business of leasing employees. Also,
whe-re the employer is not principally in the business of leasing employees, it
is inappropriate to require some employees (such as those whose work may
benefit the recipient) to receive greater benefits than those granted to other
employees. This would lead to hiring and retention problems, employee
dissatisfaction and confusion. 'Tile proposed expanded safe harbor provisions
would substantially reduce administrative burdens and costs while continuing
to curtail abusive situations.
tBequirPpetive Application. Because of the extreme confusion that the
current statute and proposed regulations have caused, we believe it is fair and
appropriate to include a provision preventing detrimental retroactive application of the statute. Accordingly, S.1732 includes a new provision that would
cause, pension plans that were in compliance under the existing statute or that
would have been in compliance mnder the proposed statute to be qualified for
the period in question. Further, this provision establishes an effective date no
earlier than the later of the date of publication of final, temporary or propo.,ed regulations or rulings or the date of the enactment of the act.

The College supports appropriate rules to curtail abusive circumvention schemes
designed to avoid "anti.discrimination" requirements for tax-qualified pension plans.
However, we are concerned that efforts to implement the leased employee section of
the tax code as it currently stands would result in unworkable and overreaching
regulations. The College believes a joint proposal developed by the College, the
American Medical Association (AMA), the American College of Radiology (ACR), the
American College of Emergency Physician (ACEP), and the American Society of
Anesthesiology (ASA) and introduced in the Senate by Senators Daschle and Chafee
that
as S.1732 will clarify the leased employee provision of the tax code in a manner
requirements.
employee
leased
the
of
administration
simplifies
and
prevents abuses
We urge committee consideration and adoption of S. 1732.
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STATEMENT OF THE COMMONwEALTH EDISON

COMPANY AND THE EDISON ELEcmic INSTITUTE
INTRODUCTION
Commonwealth Edison Company is an investor-owned
electric utility serving 3.2 million customers in the northern
third of Illinois, including the City of Chicago, and has nearly
20,000 common law employes.
The Edison Electric Institute (EEI) is the association
of electric companies. Its members serve ninety-six percent of
all customers served by the investor-owned segment of the
industry. They generate approximately seventy-eight percent of
all electric energy in the country and provide service to more
than seventy-four percent of all ultimate customers of
electricity in the nation.
Commonwealth Edison Company and EEI support
simplification of the employe benefits rules because many
provisions of the Internal Revenue Code have increased the
administrative burden imposed on employers while having little
effect on the amount of benefits ultimately furnished to
employes. In particular, we believe that Congress should
simplify the leased employe rules to relieve employers of the
enormous administrative burden created under these rules. The
sponsors of the Employee Benefits Simplification and Expansion
Bill of 1991, S. 1364, which was introduced by Chairman Bentsen
on June 25, 1991, are to be commended for the bill's significant
change to the leased employe rules.
BACKQROUND
Under the current leased employe rules, individuals who
perform services for an employer (recipient) and meet the
definition of a leased employe are required to be treated as
employes of the recipient for purposes of determining whether the
recipient's plans are qualified for certain tax benefits. To be
considered a leased employe of the recipient, an individual must
not be a common law employe of the recipient and must meet three
other requirements. First, the individual must provide services
pursuant to an agreement between the recipient and a third party.
Second, the individual must provide services to the recipient on
a substantially full-time basis for at least one year. Third,
the individual's services must be of a type historically
performed by common law employes in the business field of the
recipient.
SECTION 301 or a. 10364
Section 301 of the bill would replace the third
requirement, the "historically performed" test, with a control
test. Under this test, an individual would be considered a
recipient's leased employee only if the individual performing the
services is under the control of the recipient. This test more
accurately reflects the original intent of the leased employe
rules because only individuals who perform services similar to
the services performed by the recipient's common law employes
would be the recipient's leased employes. Commonwealth Edison
Company and EEI support this change.
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PROPOSALS TO LE8SEN ADMINISTRATSU BUW=

Even though the control test change contained in the
bill is both desired and needed, it does not directly address the
administrative burden imposed by the leased employee rules, We
urge Congress to enact two additional changes to the leased
employee rules that will greatly reduce this burden.
First, legislation is needed to provide that workers
who are members of a collective bargaining unit ("union
employes") and who perform services for a recipient pursuant to
an agreement with an unrelated third party are not leased
employes of the recipient. The current requirement that a
recipient treat union workers who satisfy the definition of
leased employee as its common law employes does not result in any
additional plan coverage for any of those union workers.
Nevertheless, the recipient is required to incur the expense of
gathering employment data to determine if any of the union
workers have satisfied the requirement that they perform services
for the recipient on a substantially full-time basis for at least
one year.
The basis for this proposal is that the most
fundamental of the plan qualification rules permits an employer
to exclude union employes in determining whether its plan
discriminates in favor of highly compensated employes, as long as
the plan does not benefit any union employes.
The unstated
rationale for the exclusion is that the federal government should
not interfere with the collective bargaining process by mandating
whether or to what extent retirement benefits must be provided to
union employes. The definition of union employes who may be
excluded does not require that the employer maintaining a plan be
a party to the collective bargaining agreement covering the union
employes.2 Rather, the law merely requires that the collective
bargaining agreement be between employee representatives and one
or more employers.
Congress could not have intended that a recipient would
be required to provide qualified plan benefits to union employes
outside of the collective bargaining process. The purpose of the
leased employee rules is to prevent a recipient from excluding
from plan coverage workers who would be covered if they were
common law employes of the recipient. Because an employer is not
required to provide benefits to union employes unless the
collective bargaining agreement so provides, the policy
underlying the leased employe rules is not frustrated by
excluding union employes from the definition of leased employee.

If the plan benefits union employes, or if a separate plan is
maintained for the benefit of union employes, all nonunion
employes may be disregarded in determining whether the plan
satisfies the nondiscrimination rules with respect to the union
employes. ki Code Section 413; Proposed Treasury Regulation
Sections 1.401(a)(4)-l(c)(6); 1.410(b)-6(e)(1).
2 In most cases the collective bargaining agreement is between
an employer and an international union. For example, employes of
a tree trimming company whose services are used by Commonwealth
Edison are represented by the International Brotherhood of
Electrical Workers.
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Accordingly, if retirement benefits are the subject of good faith
bargaining with a leasing organization, the employer who is the
recipient of the union employe's services should be able to
exclude such employes in determining whether its plans satisfy
the nondiscrimination rules. Such an exclusion would
significantly reduce a recipient's administrative costs of
maintaining qualified plans.
The second change to the leased employe rules that we
urge Congress to enact is a provision permitting a recipient to
disregard its leased employes in determining whether its plans
are qualified if the number of leased employes performing
services for the recipient is less than 10 percent of the
recipient's common law employes. If a recipient with a large
workforce has such a small number of leased employes, the
recipient should be relieved of the enormous task of collecting
from unrelated third parties the detailed employment data that is
necessary for it to3 .determine whether any of its contract workers
is a leased employe
This proposal is a straightforward safe harbor similar
to the recordkeeping exception under the proposed regulations
under Section 414(n) of the Code for recipients who have a de
minimis number of leased employes. Under the regulations, a
recipient is not required to maintain employment records for its
of 4the
leased employes if their number is less than 5 percent
workforce.
number of the recipient's nonhighly compensated
Because the recordkeeping exception operates as an exclusion, the
basis for the exception must be that if a small percentage of a
recipient's workforce is comprised of leased employes, the
recipient's intent in hiring such workers is not to increase the
benefits it may provide to highly compensated employes.
Although this proposal would increase the number of
leased employes that may be excluded under present law, it
greatly simplifies the conditions under which a recipient may
exclude leased employes. In addition, the increase in the number
of leased employes that may be excluded is necessary to provide a
recipient with a reasonable margin of error for those workers who
escape identification because, for instance, they provide
installation or maintenance services in connection with an asset
purchase contract or for some other valid reason do not come to
the attention of the personnel department. The proposal does not
enable a recipient to provide its highly compensated employes
with benefits that would be significantly greater than is
possible under the proposed regulations; it merely provides
recipients with some assurance that they are complying with the

3 Although we believe that this proposal to exclude leased
employes if their number is less than 10 percent of a recipient's
common law employes is not abusive regardless of the size of the
recipient's workforce, the change is really needed in the case of
a recipient with a large workforce. Thus, if Congress decides to
limit the applicability of this exception, we suggest that it be
available to recipients with more than 500 employes.
The proposed regulations also require that all plans of a
service recipient provide that all leased employes are not
eligible to participate and that none of the plans of the service
recipient is a top-heavy plan. 6& proposed Treasury Regulation
Section 1.414(n)-3(a)(2)(ii).
4
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law. Moreover, the proposal does not undercut the policy
underlying the leased employe rules, and significantly reduces
administrative costs.
Furthermore, the proposal would recognize that, in the
case of large employers such as electric utilities, there are
valid reasons to use the service of independent contractors and
outside firms to supplement their normal workforce during peak
periods or to perform services that are seasonal in nature. For
eXample, when a new electric generating station or transmission
line is being constructed the services of engineers and
construction workers are required, but once the project is
completed their services are not required any longer. Also, due
to weapons training and certification requirements by the Nuclear
Regulatory Commission, Commonwealth Edison Company chooses to use
the services of outside security firms to provide the required
security of its nuclear generating facilities because Edison does
not have the expertise in that important area.
CONCLUSION
Commonwealth Edison Company and EEI sincerely
appreciate this opportunity to present our views on the leased
employe rules. Your consideration of our concerns and proposals
is appreciated. Because our proposals greatly reduce the cost of
maintaining a qualified plan without sacrificing the underlying
principles of the leased employe rules, we urge this Committee to
support these proposals and include them in any pension
simplification legislation that may be enacted.
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STATEMENT OF EAsTmAN KODAK COMPANY
Mr. Chaiman and Members of the Subcommittee:
I appreciate this opportunity to submit comments on behalf of Eastman Kodak Company on
pension simplification. My statement will address specific provision in S. 1364, the Employee
Benefits Simplification Act, introduced by Senators Bentsen, Pryor, and others, as well as IH.R.
2730, the Pension Access and Simplification Act of 1991, introduced by Chairman Rostenkowski of
the House Ways and Means Committee and H.R. 2641, the Employee Benefits Simplification Act of
1991, introduced by Congressman Chandler and others. I will direct my comments to only a few
specific provisions in each bill. Most of my comments discuss those provisions in the bills affecting
the final pension coverage and nondiscrimination regulations as they relate to Kodak's retirement
plans.
Kodak Plan--General Background
Treating all levels of employees equally for retirement benefits is Kodak's long standing
general philosophy. Kodak therefore maintains one defined benefit pension plan, the Kodak
Retirement Income Plan (KRIP), for the great majority of its employees without regard to business
unit or location. (Sterling Drug Company employees participate in KRIP under the formula carried
over from their own plan prior to acquisition by Kodak in 1988.) The KRIP was adopted in 192 and
currently covers more than 70,000 active employees and 30,000 terminated vested and retired
employees and their beneficiaries (plus the roughly 5,000 Sterling participants).
Since 1981, the KRIP benefit formula has provided a pension at age 65 (normal retirement
age) for each year of participation of 1.3 percent of pay up to the integration level and 1.6 percent of
pay over the integration level. The benefit formula is designed so that in combination with social
security it replaces on an after-tax basis a participant's final pay at the lower salary levels.
The following examples of final pay replacement on an after-tax basis includingg social
security) are illustrative:
Age 6535 Years of Service
$30,000 = 100%
$50.000 = 92%
$100,000 = 75%
$200,000 = 62%

Age 62130 Years of Service
$30,000 = 87%
$50,000 = 78%
$00,000 = 64%
$200,000 = 53%

Kodak has historically provided a partially subsidized early retirement benefit. Prior to
September 1, 1990, the KRIP provided a 100 percent benefit at age 60 with 30 years of service. For
earlier retirements, there was a 5 percent per year actuarial reduction from eligibility for a 100 percent
benefit Age 55 was the minimum early retirement age.
September 1, 1990 KRIP Changes. On September 1, 1990 significant (and costly)
improvements were made in the plan. A 75/85 early retirement benefit was added, giving participants
with a combination of service and age of 75 a 50 percent benefit and participants with a combination of
service and age of 85 a 100 percent benefit. A lump sum optional form of benefit was also added for
all participants. These improvements were made to reflect Kodak's need for a more flexible and mobile
workforce to meet the competitive demands of emerging technologies.

Specific Comments
1.

Average accruals under the 401(a)(4) regulations

On September 19, 1991, final regulations under Code sections 410(b) and 401(a)(4) were
published in the federal register. The Treasury Department and the Internal Revenue Service reiterated
a statement made in the final regulations that these rules are designed to provide a single coordinated
approach to the nondiscrimination rules prescribed in the Code for qualified retirement plans.
Under section 410(b), an employer's plan must meet a minimum coverage requirement. This
requirement can be met in one of two ways:

(1)

70 percent ratio percentage test. The percentage of nonhighly compensated

employees (NHCEs) benefitting under the plan (stated as a percentage of all nonexcludable NHCEs) is
at least 70 percent of the percentage of the highly compensated employees (HCEs) benefitting under
the plan (stated as a percentage of all nonexcludable HCEs).
(2)

Average Benefits Test. The plan meets a two pronged test:
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(a)
Nondiscriminatory classification test. The plan covers a classification of
employees that (i) is a reasonable bona tide business classification and that (ii) satisfies either an
objective safe harbor test or an unsafe harbor test.
(b) Average benefits percentage test. Under all plans of the employer, the
average benefits of the NHCEs as a percent of compensation equals at least 70 percent of the average
benefits of the HCEs, as a percent of compensation.
In addition to satisfying section 410(b), under Code section 401(a)(4) a plan must not
discriminate in favor of HCEs. Under the general rule as set forth in the final regulations and as
adopted inthe final regulations, a plan satisfies this test only if there is no HCE under the plan with an
accrual rate that exceeds the accrual rate for any NHCE. In applying the general test under the final
regulations, the employer must identify, for each HCE benefiting under the plan, the group of
employees consisting of that HCE and all other employees (both highly compensated and nonhighly
compensated) with equal or greater normal and most valuable accrual rates ("a rate group"). Thus,
depending on their accrual rates, employees may be included in more than one rate group. A rate group
must be determined for each HCE benefiting under the plan. Each rate group so identified must satisfy
the requirements of section 410(b) as though it were a separate plan. A number of safe harbors are
provided, some of them design-based. These are so restrictive, however, that many plans, particularly
plans of large employers with subsidized early retirement benefits and other types of individualized
plan designs like Kodak, will not meet them. Such nonqualifying plans must be tested under the
general rule.
Problem with the final test
The basic problem with the final section 401(a)(4) test is that a plan can flunk if any HCE
accrues a bigger benefit than any NHCE in any year. This'means that if a formula produces
nonuniform accrual rates for employees of different ages and lengths of service, a plan may at some
point fail. Any plan covers HCEs and NHCEs of varying ages and lengths of service; if the accrual
rate is nonuniform it is very likely that in some year one HCE will have a higher accrual rate than some
NHCE. Most defined benefit plans have accrual rates that are to some degree contingent on age and
years of participation--and therefore nonuniform.
Just about the only kind of defined benefit plan with a uniform accrual rate, unaffected by
contingencies of age and service, is one with a normal retirement age of 65 (regardless of when
participation begins), with no subsidized early retirement benefit, no caps on years of credited service,
and no actuarial increases for individuals who work past the normal retirement age. Plans with
enhanced benefit features are certain to have nonuniform accrual rates; a common example is seen in
plans with subsidized early retirement based on a combination of age and years of service (such as the
Kodak plan). Differing most valuable accrual rates occur in such plans for the simple fact that
individuals hired at younger ages with potentially longer periods of service will be nearer to the time of
full unreduced early retirement than others; they will accrue early retirement (i.e., most valuable)
benefits faster than individuals hired at older ages who are projected to have relatively shorter periods
of service.
For example, consider the following plan of employer X. The plan is a defined benefit plan
that provides a benefit at age 65 equal to 1percent of compensation, times a participant's high 3-years
average compensation, times years of service. A subsidized early retirement benefit is available equal
to 100 percent of the normal retirement benefit for participants whose age and service equals a total of
75 years. The plan covers the following participants:'
Participant
A
B
C
D

Compensation
$75,000
$40,000
$40,000
$40,000

Age At lire
35
30
35
50

While the normal accrual rate is nondiscriminatory 2 , the most valuable rates may be
discriminatory under the final regulations. This is because A's most valuable accrual rate (that is, for
'This participant group could either be the actual employer population or it could be merely one component of
a restructured
"plan."
2
'he plan's benefit formula may for any number of reasons not met any of the design based safe habors wder
the proposed section 401(aX4) regulations. For instance, the compensation definition may not comply with the
necessary requirements for safe harbor treatment boause of the use of a rate of pay definition that does m qualify umxer
section 414(s). Another provision making use of a safe harbor unavailable would be the granting of benefit service

credit for service with a 50% owned joint venture.
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early retirement benefits) is greater than D's most valuable accrual rate (for early retirement benefits).
This is attributable to the fact that A will be eligible for unreduced early retirement at at 55, while D
will not be eligible for unreduced early retirement until age 62-1/2.
Use of average accrual rates would solve the problem
Restructuring Is an inadequate solutionThe most basic problem unsolved by the
restructuring rules of the final regulations is the highly arbitrary nature of the test. Because of his or
her age and service with the employer, a highly compensated employee may accrue a benefit at a
higher rate than any NHCE under the plan. This means a plan with a nondiscriminatory design can fail
to pass merely because of accidents in the composition of the ages and lengths of service of plan
participants. Because the result is the accidental outcome of a plan's demographics, a plan that has
passed in any one year--or many years in a row--may fail to pass in any year.
The Kodak plan is an example of this points. Among the 70,000 employees covered by the
plan, one is a relatively lower paid HCE who began work with Kodak at the age of 16 and is now in
his young 30's. His most valuable accrual rate (the rate at which he is earning a subsidized early
retirement under the 75/85 early retirement feature added in September of 1990) is projected to vastly
outpace the most valuable accrual rate of all but a few NHCEs. Restructuring does not help this
problem, because an insufficient number of NHCEs happen to have this individual's particular work
history.' The benefit accrued by this single individual could disqualify the whole plan, even though
subsidized early retirement is available to all on a nondiscriminatory basis.
H.R. 2641 (Chandler) would permit a plan to pass if the average accruals of HCEs were no
greater than the average accruals of NHCEs. Kodak strongly supports this approach. Under this test,
if a plan has a nondiscriminatory design, the accidental occurrence of a high accrual rate for a small
number of HCEs will not disqualify the plan.
Why is an average accrual rule unacceptable to the Treasury and the Service? The preamble to
the final regulations reasons that "averaging can produce arbitrary results, particularly in the case of
small and medium-sized employers." What about large employers that have complex defined benefit
pension plans that have been in existence for more than 50 years? These plans may and often do have
very special provisions added over the years that are difficult if not impossible to eliminate. These
provisions include special vesting and benefit accrual service, special definitions of compensation,
etc., that preclude use of any safe harbor. Testing such plans under the general test will be extremely
complex, time-consuming, and expensive and for what purpose? In any given year, the general test
might not be passed for any number of valid reasons and, in such case, the entire plan would face
disqualification. To what end?
The final regulation's general nondiscrimination test is complicated, expensive and arbitrary
and must not be allowed to stand. Itshould be replaced or at least supplemented with an averaging
rule.
An average accruals test--or a modified average accruals test--will prevent
discrimination as well, at much less cost, than the final test
Some have objected that to permit a test for average accruals would defeat the policy objectives
of the final section 401(a)(4) test: to forestall an unjustly high accrual rate by a few HCEs, and to
prevent the "hiding" of disproportionately generous benefits for a few HCEs behind the otherwise
acceptable average accrual rates of other HCEs. Viewed in this light, the final test is consistent with the
overall thrust of other parts of the rules governing qualified plans (for example, the section 415 limits
and the $200,000 compensation limit under section 401(aXl 7)).
But if this is the purpose of the final rule, it accomplishes its objective very badly. That is, the
final test is complex, costly and arbitrary in its results, but these disadvantages are not justified by any
significant reduction in discrimination. In fact, because the rule is so rigid, drafters of the final
regulation have included looseners to offset its harshness. These looseners permit really egregious
discrimination, especially by small plans. At the same time, the basic test can by accident disqualify
plans providing very good benefits to rank and file employees. If Congress is concerned with
enforcing fairness in pensions, this goal could be accomplished just as well, and at much less cost, by
a rule permitting testing of average accruals, accompanied by a simple rule to prevent
disproportionately generous accruals for a small number of highly paid individuals. These points are
explored in the next few paragraphs.
Without testing average accruals, a de minimus failure can disqualify even a
plan providing very generous bmeflts to rank and file employees. This statement has
hc number of NHCEs is insufficient for the KRIP iomeet the 70% ratio percentage test of section 410(b).
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already pointed out how accidents of demographics can cause a plan to flunk the final test. This can
happen even if on average benefits provided to NHCEs are significantly more generous than those
required under the minimum coverage rules. For example, even if an employer plan provided benefits
for NHCEs that were twice as generous (as a percent of pay) as the benefits provided for HCEs, the
plan could be disqualified because of one failure involving a de minimus amount of benefits.
De minimus accidental disparity should not be offensive in benefits that are
available without discrimination. Of course, Congress wouldn't have retained section 401(a)(4)
if its objectives were merely to ensure that benefits in the aggregate satisfied some target. But it seems
that if in the aggregate a plan delivers significant benefits to nonhighly paid employees-.benefits in
excess of the minimum required under section 410(b)--and if on average high paid employees accrue
the same benefit as low paid employees, it does not offend public policy if a very small number of
highly paid employees receive high benefit accrual rates.' This appears fundamentally different from a
small plan designed with the specific intent of benefitting only a few top management personnel, and
which is in fact available ina discriminatory manner.
While final test does little to Increase fairness of plans such as the Kodak
plan, It permits significant discrimination elsewhere. If the intent of the final rules is to
deny the opportunity of a small number of highly paid employees to design discriminatory benefit
packages, they fail spectacularly in their objective. A provision of the regulation permits defined
contribution plans to be tested on a defined benefit basis (and vice versa). 5 The result of this rule may
in certain circumstances be viewed as discriminatory. Under this rule, a highly paid professional can
easily design a defined contribution plan in which contributions for herself are more than four times
the contributions (as a percentage of compensation) for any nonhighly paid support staff in the plan.
This disparity is allowed even though defined contributions plans have none of the policy safeguards
associated with defimed benefit plans: notably, risk shifting, and a tax on excess reversions. This
feature of the regulations is being touted in estate planning magazines as a significant wealth
accumulation device for owners of small business.
This particular feature of the final regulations is not an accidental oversight, but part of the
overall package of features designed to soften the impact of the substantive rule by allowing greater
design "flexibility." This is a significant symptom of the Section 89 syndrome: A rigid numerical rule
is accompanied by a myriad of adjunct rules and exceptions, all designed to make the basic rule
politically more acceptable. But the effect of all these rules is twofold: First, they create a complicated
and expensive test. Second, they have unintended results--in this case, ludicrous results. To my mind
a rule is not defensible when it potentially disqualifies a plan such as Kodak's, that covers large
numbers of nonhighly compensated employees, with enhanced benefits that air available to all. At the
same time, it deliberately blesses an estate planning technique for high income professionals with
inadequate plans.
If Congress wishes to prevent undesirable discrimination, a better rule would
permit averaging of accruals, but with a limitation on accruals by any high paid
employee. The final rule accomplishes little in the way of real reduction in discrimination, and
accomplishes this meager result at great cost. This problem is intrinsic with the basic final rule. Matrix
restructuring (the type of restructuring prescribed by the regulations) is an inadequate solution.
Permitting testing of average accruals would avoid these problems. If Congress is concerned that
testing average accruals would permit accrual of inequitably rich benefits for some high paid
individuals, a simpler approach would address this problem directly. For example, one rule might limit
the accruals of any NCE in the plan to a multiple (for example 200%) of the average accruals by the
NHCEs.
A similar solution is suggested by the pension simplification pamphlet prepared by the staff of
the Joint Committee on Taxation' The pamphlet suggests that each NHCE accrue a benefit no less than
the average benefit accrued by the HCEs.
While I believe this kind of approach is useful, I am concerned about the exact rule as
suggested by the Joint
Committee staff. The biggest problem with the final approach is that it doesn't
work for most plans.7 Itcan work only if all the NHCEs accrue a benefit at a uniform rate that is equal
Tham=me that the accruals come from plan featres that are available to a nondiscrimnatory group of

employees and that the beneiuad employees themselves we not in the position to influence the benefits package.
'This testing methodology is not new, It merely follows longstanding Service and Treasury policy which is
consistent with the section 401(aX4) stmutory mandate that there be no discrimination in favor of hight' compensated
employees in *contributions or benefits.*

'Simplification of Present Law Tax Rutes Relating to Qualified Pension Plans, prepared by the Staff of the
Joint Committee on Taxation, JCS.24.90. August 6,1990.

MThere are many reasons why a participant may not accrue a benefit in a particular year. For
example, a participant may be required to work 1,000 hours to get an accrual so that any participant
who does not have 1,000 hours in a year will accrue no benefit.
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to or greater than the average accrual rate of all HCEs. The uniformity requirement is absolute. If the
average NHCE acarusi rate equals the average HCE accrual rate, no NHCE can accrue at a lesser rate.
This is true even in a plan in which the average accrual rate of the NHCEs vastly exceeds the average
of the HCEs, so most NHCEs accrue bigger benefits than most HCEs. Even in this plan any NHCE
that accrued a lower rate than avenge could potentially disqualify the whole plan.
In addition, the philosophy underlying the rule is a new departure from traditional pension
policy. The fact that certain individual NHCEs receive low benefits is not the explicit concern of
pension policy even as reformulated in the Tax Reform Act of 1986, provided that on average low paid
employees in a (restructured) plan receive a benefit commensurate with that received by high paid
employees. This can be seen in the essential structure of the coverage rules, which permit an employer
to exclude a significant number of low paid employees from any pension participation at all. For
example, an employer that covers all of its HCEs in a single plan can exclude up to 30 percent of its
NHCEs. The pension coverage and nondiscrimination rules have been designed first to ensure that
aggregate benefits are spread fairly among high paid and low paid employees, and second to ensure
that no high paid employee receives an unfairly rich pension benefit compared to the employer's rank
and file. But except for top heavy plans, the rules have not been designed to ensure a minimum benefit
for each NHCE
Because of these objections, I believe a more acceptable variant of the Joint Committee staff
suggestion would involve a cap on the permissible accrual of any HCE. This rule might be particularly
effective if combined with the restructuring rules. Many defined benefit pension plans provide benefits
to employees of different divisions, locations, plants, etc., under different formulas. These varying
benefit formulas may provide vastly disparate benefits. The restructuring rules under the final
401(a)(4) regulations have been designed to deal with this type of situation. If the restructuring rules
were permitted to be applied before the application of the suggested variant of the final Joint
Committee staff rule, there may well be a workable alternative to the general rule of the final
regulations.
2.

Rate of pay

In 1990 the Treasury also issued proposed and temporary regulations defining participants'
compensation for purposes of the pension nondiscrimination rules under section 414(s). The proposed
rules prescribed an acceptable definition of compensation and several safe harbor definitions. In
addition, an employer could use any definition of compensation provided it was reasonable and did not
by design favor highly compensated employees. In addition, the definition had to satisfy an objective
test for discrimination.
A definition passes this test only if the percentage of compensation included under the
alternative definition for lACEs (as a percent of compensation calculated under the basic method) does
not exceed by mor than a de minimus amount the percentage of compensation included for NHCEs
(as a percent of compensation calculated under the basic method). Put another way, the alternative
definition can't include a higher proportion of pay (as calculated under the general rule) for HCEs than
for NHCEs.
However, under the proposed regulations, employers were required to use actual
compensation, rather than rate of pay--even if the use of rate of pay would be nondiscriminatory. The
Treasury and the Service recognized that use of a rate-of-pay formula by a plan facilitates plan
administration and may, in fact, be reasonable and nondiscriminatory under specified conditvns.
Consequently, the final regulations published in the feukiral register of September 19, 1991 permit rate
of pay (refel -vd to as rate of compensation in the regulations) as an alternative definition under section
414(s). However, to limit possible distortions, the regulations require that if rate-of-pay compensation
is used for purposes of section 414(s), amounts based on the employee's rate of pay can only be
credited under the formula for 30 days after an employee terminates employment (or is otherwise
absent without pay). The final regulations also provide that compensation credited for benefit accrual
purposes during an unpaid absence from service for a reason other than termination from employment
can satisfy secton 414(s). While under the final regulations compensation may be credited indefinitely
for absence from service due to military duty or jury duty, compensation may only be credited for a
period not to exceed 6 months for any other absence.
These restrictions on the use of rate of pay add to the complexity of the rules without having an
effect on discrimination. A brief description of the Kodak plan may explain this point. Under the
Kodak plan's compensation formula benefits are based on a participant's high 3-years actual
compensation, generally excluding bonuses paid to eligible employees based on company performance
(defined as a return on assets). In certain limited situations, however, actual compensation is adjusted
upward for any affected participant to take into account a participant's rate of pay. These situations
include but are not limited to breaks in service because of unpaid leave for military duties, parental
leve, and family leave; and reduction in pay because of disability. These absences may, in certain
cases, exceed 6 months.
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In these types of situations, Kodak provides benefits based on an individual's rate of pay

before the break in service. We believee that allowing Kodak to define compensation as rate of pay to
accommodate this practice would greatly reduce the testing burden of the new rules. H.R. 2641 would
require that employees' rate of pay be among the acceptable definitions of compensation included in
Treasury regulations under section 414(s). Kodak supports this provision, provided that the legislation
make clear that rate of pay may be used for absences exceeding 6 months. Of course, as for any other
alternative definition of compensation, rate of pay should be acceptable only if it is reasonable and
nondiscrimnatory, and meets the objective test set forth inthe final regulation. Kodak believes that the
use of rate of pay by its plan in these situations would satisfy all these principles.
The Joint Committee Staff pamphlet on pension simplification notes that some observers
"argue that the compensation used for plan testing purposes should be actual pay, not approximations
thereof." If the use of rate of pay is nondiscriminatory indesign and in effect (as defined under the
objective test), it is difficult to see an overwhelming public policy justification for the use of actual
pay, rather than a reasonable approximation. As with other elements of the rules, I believe a balancing
test in this case is appropriate. Ablanket rule applied even ina nondiscriminatorycontet thaI excludes
the use of rate of pay and imputed pay for absences longer than 6 months promotes only very small
5
increases inaccuracy in returnfor an enormous increase in the cost of the test.
An alternative approach would be to expand the rule provided in S. 1364 and H.R. 2641
governing contributions to a qualified plan for an employee who becomes permanendy and totally
disabled. Under the provision as proposed in the two bills, if a plan provides for continuation of
contributions on behalf of all participants who ar permanently and totally disabled, contributions may
be based on participants' pre-disability compensation without regard to whether the participant is
highly compensated. A similar rule could be fashioned for plans that provide benefits based on preleave compensation for all employees who are absent for a variety of reasons, including family leaves.
Because the rule would be available only if the employer adopted the practice with respect to all
employees in like situations, it would not be discriminatory.
In his statement before the House Ways and Means Subcommittee on Select Revenue
Measures, Assistant Secretary Gideon expressed concern that the proposed modification would permit
plans to make contributions during disability only during years when the only disabled participants ina
plan are highly compensated, and to delete the contribution provision in years when the only disabled
participants are nonhighly compensated. Kodak would support a reasonable rale prohibiting abuse or
manipulation of this provision.
3.

Social Security Supplements

Kodak also supports the provision of H.R. 2641 that would modify the final regulations
governing the use of social security supplements. For any employer that provides generous early
retirement benefits, as does Kodak, the use of social security supplements is a rational way of
providing benefits for individuals who have not attained social security retirement age. Social security
supplements deliver benefits to those participants most in need of benefit supplementation (early
retirees) without inappropriately raising the replacement income ratios for benefits provided after
normal retirement. Without using social security supplements, it can be difficult to provide a generous
early retirement package and still avoid a benefit formula that delivers a replacement ratio (when social
security is included) in excess of 100 percent for benefits after social security retirement age.
Reversing a contrary position taken in the proposed regulations, the final regulations permit
employers to take certain social security supplements into account for purposes of nondiscrimination
testing under section 401(a)(4) and for purposes of satisfyin; the section 401(l) permitted disparity
rules. Kodak appreciates the changes made in the final regulations. By limiting the extent to which an
employer may take social security supplements into account to what has been defined as a qualified
social security supplement, however, the regulations did not go far enough.
We believe that it is appropriate to treat the entire value of social security supplements like
subsidized early retirement benefits, rather than as ancillary benefits, for purposes of testing plans for
discrimination. With one notable exception (discussed below), social security supplements are treated
like early retirement supplements for every other provision of the Code. They are treated as early
retirement subsidies for purposes of the funding rules of section 412; the limitations on contributions
and benefits of section 415; and the calculation of liabilities under section 401(a)(2). Like early
retirement subsidies, social security supplements are guaranteed as retirement benefits under Title IV
of ERISA. The two are treated the same under the Age Discrimination Act hiEmployment (ADEA).
'Itf anoodiscriminatory defmition of rite of pay cannot be used in testing fornordiscrimintion under section

401(aX4), other compenation data will need to be gathered to perform the required tes. This cm gra tly irocresse

administrative costs.
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Social security supplements are treated differently from other early retirement subsidies inone

important respect: social security supplements are not protected from cutback under section 41 i(dX6).

Kodak supports the provision in H.R, 2641 (which have been incorporated in the final regulations
under section 401(a)(4)) that would permit social security supplements to be taken into account for
general nondiscrimination testing only if protected against reduction or elimination under section
411 (d)(6).
However, we have reservations about another portion of the provision under I.R. 2641,
which provides that social security supplements are disregarded in testing permitted disparity under
section 401(l). We believe that, if protected against cutback, supplements should be treated like early
retirement subsidies for all purposes. Accordingly, we believe that a social security supplement should
be treated as an employer provided benefit in determining the extent to which a plan provides an
integrated benefit before social security retirement age.
4,

401(k) testing

S. 1364, H.R. 2730 and H.R. 2641 contain modified rules for testing elective deferrals to a
cash or deferred arrangement under section 401(k). Kodak has serious reservations about all the
proposed methods. It is Kodak's position that the proposed average deferral percentage (ADP) test
governing 401(k) deferrals adequately meets the task of preventing discrimination; there is no reason
or adopting new or alternative rules. In particular, Kodak is concerned about the new test prposod in
H.R. 2730.
Under present law, contributions to a 401 (k) plan are tested by comparing the average deferrals
of HCEs with the average deferrals of NHCEs. H.R. 2730 replaces the present law tests with a test
under which no HCE can defer an amount in excess of 200 percent of the average deferral percentag e
of the NHCEs in the previous year. Unlike the test of present law, the proposed test in H.R. 2730
would act as a cap on the deferrals of each HCEo
Our primary concern is that the provision as proposed by H.R. 2730 is not simplification, but
the creation of substantive new pension policy. Its primary effect will be significantly to reduce
allowable deferrals by certain members of the class of HCEs. To understand this, it is important to
remember that the $7000 (indexed) cap on 401(k) deferrals is the most significant constraint on the
deferrals of the most highly paid among the HCEs. Even with the $200,000 limitation on includable
compensation, the $7000 cap means that the highly paid employees are effectively limited to a deferral
of 3.5 percent of compensation. Clearly, this is not the category of employees whose deferrals will be
affected by the proposed test provided in H.R. 2730. The category of HCEs whose deferrals will be
most significantly reduced by the proposed test are those middle income employees whose wages are
just high enough to classify them as highly compensated. For those Inthis category who have reached
middle age, elective deferrals under a 401(k) plan are an important source of retirement savings in the
years following savings for other purposes, such as a house and children's college education.
It is also my belief that none of the proposed tests is simpler than the test of present law, A
uniform cap based on NHCEs' deferrals of the previous year has the deceptive appearance of being
less error prone than the present law ADP test. But because under present law the deferrals of the
HCEs are averaged against one another, it is quite possible that in any one year no excess deferrals
will occur. With a single cap applied to every HCE, deferrals do not offset one another. It is almost
certain that at least some ICEs every year will defer excess amounts. This is more likely than might at
first appear for several reasons, Some HCEs will overestimate the amount of income they will earn
during the year, and underestimate wage reductions because of disability, job relocations and so forth,
and will defer too much as a percent of compensation. Some participants with compensation near the
BCE dividing line will not know they are IICEs until the end of the year. In a large plan such as that
maintained by Kodak that covers thousands of HCEs, mistaken estimates of this kind are certain to
occur.
In sum, I believe the proposed test as stated in H.R, 2730 is a shift in policy, rather than
simplification, It will significantly affect the pattern of deferrals, and will not affect the tendency of
elective deferrals to yield errors resulting in excess deferrals.
S.

Mandatory Plan Transfers

Kodak has significant concerns about the provision in S. 1364 that would require plan
administrator to transfer all preretirement distributions in excess of $500 to an IRA or qualified defined
contribution plan that accepts such transfers. This requirement would be imposed whether or not the
participant requested such a transfer, and whether or not the participant had designated a transferee
plan or IRA. This proposal would create an administrative burden that far exceeds its value in
promoting pension portability. In particular, Kodak is concerned about the cost of setting up and
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administering IRAs for participants who did not establish them. We are concerned that the scope of an
employer's responsibilities under this kind of requirement have not been thought through. It is
Kodak's strongly held position that maintaining individual financial arrangements for plan participants
goes far beyond the proper scope of a plan fiduciary and administrator.
The transfer provision as provided in HI.R. 2730, ind recommended by the Administration in
its "POWER" proposal, is a much more sensible approach to encouraging retention of pension money
in retirement arrangements. The proposal would enable employees to request the transfer of funds to a
qualified plan or IRA. The plan administrator's responsibility would begin and end with ensuring the
proper transfer. The burden of establishing a suitable IRA would be on the plan participant, which is
where it belongs.
6.

Lump Sum Distributions

Another provision contained in S. 1364 and H.R. 2730 is of significant concern to Kodak. In
the Tax Reform Act of 1986, Congress enacted a 15 percent excise tax on excess pension
distributions. For 1991, the tax is imposed on annual distributions in excess of $150,000. (This
amount is scheduled to increase with inflation in the first year after the year that $112,500 as adjusted
for post- 1986 inflation equals $150,000). The purpose of the tax is to limit the amount of tax favored
savings that any high income individual can accumulate. As part of the provision, Congress also
provided i special alternative limit for lump sum distributions, equal to 5 tirmcs the limit on annual
distributions (i.e., equal to $750,000 in 1991), As a technical provision accompanying the elimination
of forward averaging for lump sum distributions, the two bills would eliminate the special alternative
limitation on excess pension distributions.
I believe that elimination of the special limitation is not appropriate in the context of pension
simplification. While the special alternative limitation is technically linked to the lump sum provisions
of the Code, there is no policy connection between the two provisions. Elimination of forward
averaging for lump sum distributions is provided by the three bills as part of a package rationalizing
pension distribution policy generally. In return for an elimination of forward averaging, affected
individuals receive more liberal treatment of rollovers among qualified plans and IRAs. On the whole,
the package is designed to make pension distribution policy more more simple and rational.
The $750,000 limitation, on the other hand, was enacted as part of an overall package in which
Congress determined the equitable treatment of large pension accruals. Many individuals have acted in
reliance on the availability of this special limitation. Elimination of the special limitation merely det'ea s
these justifiable and settled expectations, without any offsetting provision providing more rational
pension policy, Unlike individuals affected by the elimination of forward averaging, individuals
effected by this provision are given no compensating pension relief.
The elimination of the $750,000 limitation cannot in fairness be labelled pension simplification.
It re presents a substantive policy change in the treatment of individuals who have accrued large
nsion benefits. It defeats expectations with regard to a matter that was viewed as settled by the Tax
Reform Act, and frustrates the legitimate planning of individuals who acted in jusdfiable reliance on
the provisions of that Act. The provision does not belong in this simplificadon package.
Conclusion
Several of the comments made above are related to regulations recently issued by the Treasury
and the Service. These comments are necessarily general in some cases due to the complexity of the
regulations. As we gain a more knowledgeable understanding of the regulations, it is likely that we
will have further comments and suggestions relating to pension simplification. We will share those
comments with you. Thank you for the opportunity to present these comments.
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September 27, 1991.

Hon. DAVID PRYOR, Chairman,
Subcommittee on Private Retirement Plans,
Committee on Finance,
US. Senate,
Washington, DC
Re: Pension Simplification
Dear Mr. Chairman: Thank you very much for your letter of September 19, inviting me to comment on your pension simplification proposals. I have assisted in the
preparation of comments for other companies, and offer the following thoughts
solely as my own views.
TAXATION OF DISTRIBUTIONS

This is probably the litmus test of Congress' appetite for meaningful simplification in the benefits area. Each year the present rules befuddle millions of ordinary
retirees and thousands of plan administrators, A great deal of misleading hyperbole
has been offered by those who oppose taking away any slight tax advantage in this
area. There is no need to retain the awkward 1986 grandfather rules (5-year averaging, etc.); you may wish to consider adopting the rollover rules of H.R. 2730 to attain
better revenue estimates.
TRUSTEE-TO-TRUSTEE TRANSFERS

The "forced" transfer proposal of S. 1364 would place a substantial new burden on
plan administrators, and its effect on retirement savings is questionable.
INCREASED ACCFSS

The SEP provisions are well-intentioned, but past experience suggests that SEPs
are unlikely to achieve widespread acceptability. Prototype plans have proved popular, and a provision in H.R. 2730 that would allow the Service to relax the anticutback rules where an employer replaces an individually designed plan with a prototype plan is attractive.

401(k)/(m) TESTING
The safe harbor approach of your bill makes perfectly good sense and is quite reasonable. In my view, Treasury's objections are overly technical and do not properly
take into account the real world advantages of safe harbors.
DEFINITION OF LEASED EMPLOYEE

This is an area in which I have worked extensively, primarily on behalf of Chevron. It is a prime candidate for simplification because of the current problems faced
by many companies, and the fact that a change would be revenue neutral. The basic
concept of S. 1364 to replace the "historically performed" standard with a control
test is sound. What is also needed is more clarification of exactly what control
means. This is necessary to provide guidance to companies, and to ultimately prevent overreaching IRS regulations as have been proposed under the historically performed standard.
The ideal result would be to look at a single type of control. H.R. 2641 does this,
by stating that a person would not be a leased employee unless the recipient exercises "primary control over the manner in which the services are performed." In
other words, if the recipient of the services is telling the employee how to do his. or
her job, that person should be treated as a common law employee for benefit testing
purposes.
DEFINITION OF HIGHLY COMPENSATED EMPLOYEE

The general provisions of S. 1364 relating to simplifying the definition of highly
compensated employee, including eliminating the top 20% rule and the most of the
family aggregation rules, are excellent proposals. The proposal to drop the "at least
one" concept for purposes of 401(k) and 401(m) testing is more of a policy change
than a simplification, and should be discarded if its retention threatens the enactment of needed simplification in this area.
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DEFINITION OF NORMAL RETIREMENT AGE

I would suggest including in S. 1364 the proposal to allow plans to uen social secu.
rity retirement age as a uniform retirement age for all purposes. This would elimi.
nate a serious technical problem under recent final IRS regulations.
OTHER PROPOSALS

I commend you and your staff for including the following additional proposals in
S. 1364

-Rounding cost-of-living adjustments
-Simplifying half-year requirements
-Simplifying the penalties for failures to file reports of pension and annuity payments
Again, thank you for this opportunity to comment.
Very truly yours,
DOUGLAS W. ELL.
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STATEMENT OF THE EMPLOYERS COUNCIL ON
FLEXIBLE COMPENSATION
The Employers Council on Flexible Compensation is pleased to
submit this statement on S. 1364, the "Employee Benefits
Simplification and Expansion Act," introduced June 25, 1991 by
Senate Finance Committee Chairman Lloyd Bentsen (D-Tex) and
Senate Finance Subcommittee on Private Retirement Plans Chairman
David Pryor (D-Ark).
ECFC is a non-profit membership association founded in 1981.
The over 450 members of ECFC are plan sponsors of Section 125
cafeteria plans and Section 401(k) retirement plans and leading
actuarial, insurance and accounting firms that design and
administer flexible plans. ECFC member organizations include
large and small business corporations, non-profit employers and
state and local government employers.
ECFC strongly supports simplification of rules governing the
private retirement system. In recent years, Congress has enacted
many changes in the laws governing employee benefit plans,
generally with the intention oL improving the "fairness" of the
system by increasing coverage among lower-paid workers. However,
the frequency of this legislation and the resulting complexity
have deterred many employers, particularly small employers, from
establishing pension plans.
ECFC would like to compliment Finance Committee Chairman
Bentsen and Subcommittee Chairman Pryor for co-sponsoring S.
1364. This legislation represents a hopeful step towards
simplifying and revitalizing the private pension system. In
particular, ECFC supports the extension of Section 401(k) plans
to non-protit employers and the concept of safe harbor
nondiscrimination tests for Section 401(k) plans. The latter
change will result in a significant reduction of time and money
spent in administering pension plans and an increase in the
availability of these plans to America's workers.
Neverthless, we are concerned that the recommendation to
repeal five-year income averaging represents a significant tax
policy change and is inappropriate in the context of a
simplification bill. We believe that meaningful pension
simplification is possible that does not sacrifice existing tax
treatment on which long-term workers have relied. ECFC is anxious
to work with the committee to achieve this goal.
The remainder of our statement will focus on the three
specific provisions mentioned above.
1. Expansion of 401(k) olans to tax-exeMpt emyloyer. ECFC
supports the expansion of coverage rules under Section 401(k) to
include employees of tax-exempt employers. Allowing Section
401(k) plans for these employers will correct a number of
inequities under current law.
The Tax Reform Act of 1986 (TRA '86) precluded tax-exempt
employers, along with state and local government employers, from
adopting 401(k) plans for their employees. The law grandfathered
plans adopted by tax-exempt employers before July 2, 1986. The
intent of this change was to impose a limit on the total amount
of tax-deferred savings that individuals could set aside
annually. At the time, sponsors believed that Section 403(b) taxdeferred annuities provided adequate retirement plan coverage in
the absence of Section 401(k) plans.
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However, Section 403(b) tax-deferred annuities are not a
substitute for 401(k) plans. By law, Section 403(b) plans are
available only to certain limited types of tax-exempt
organizations, generally hospitals, churches, social welfare
agencies and educational institutions. As a result of these
limitations, certain categories of non-profit employers do not
hdve access to any salary reduction retirement vehicle. Moreover,
Section 403(b) plans do not offer the design and investment
flexibility available under a Section 401(k) plan.
2. 8np~iednn~dncrpin~tjopruls-fr _80Q~ion 401(k)
papq. ECFC endorses simplification of the average deferral and
average contribution percentage non-discrimination tests for
Section 401(k) plans as proposed under a. 1364. The current
tests, which require comparison of deferrals and contributions
for highly and non-highly compensated employees, can be
simplified without undermining the policy objective of assuring
broad coverage under these plans.
Section 401(k) was enacted in 1978 and was not the subject of
much attention for the next few years. Upon the publication of
the regulations implementing Section 401(k), the advantages of
funding plans with employee elective salary deferrals and
employer matching contributions became apparent and within a
short time Section 401(k) plans were adopted by a significant
number of employers.
The rapid growth of Section 401(k) plans and the resultant tax
revenue deferral prompted the Administration to recommend, and
the Congress to enact, restraints on the future use of these
plans In TRA '86. The additional complexities introduced in this
section by TRA '86 have proven to be especially disruptive. TRA
'86 reduced the permitted disparity between contributions by
highly and nonhighly compensated employees. The bill also placed
a separate dollar limitation on annual elective deferrals of
$7,000 as indexed ($8,475 for 1991). The prior limitation was the
Section 415 defined contribution limitation of $30,000. This new
annual elective deferral limitation obviates to a great degree
the need for nondiscrimination tests based on actual utilization
of the 401(k) cash or deferred arrangement (CODA) since the CODA
represents only a small percentage of the overall defined
contribution limit.
TRA '86 also added Section 401(m) with a new set of rules and,
therefore, an additional layer of testing and increased
complexity, for matching contributions and after tax employee
contributions. The principal source of administrative difficulty
and expense is the need to monitor elective deferrals throughout
the plan year and apply a formula to determine the allowable
salary deferral for highly compensated employees based upon the
deferrals elected by the nonhighly compensated. It is not until
the close of the plan year that the plan administrator knows with
certainty which employees are classified as highly compensated
and what the salary deferrals for each class have been. At this
point many plans fail the so-called "nondiscrimination" test and
deferrals of the highly compensated may have to be refunded or
reclassified as after tax contributions.
The collecting of data and repeated testing is reminiscent of
the infamous Internal Revenue Code Section 89 which was repealed
by Congress in 1989. The lesson to be learned from that
experience is that employee benefit plans that are designed to be
available and fair to both highly and nonhighly compensated
employees should not be branded as discriminatory. It has been
recognized in our past experience with Section 401(k) plans that
a fairly generous employer matching contribution and
communicating the terms of the plan tends to get nonhighly
compensated employees to participate and salary defer.
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1364 recognizes the realities and provides alternative safe
harbors based upon either a minimum matching contribution, or a 3
percent of compensation non-matching contribution, together with
a requirement for communicating the terms of the plan. Plans with
these generous matching provisions should not be considered
discriminatory regardless of the actual participation by
employees.
Often the average age of the workforce, employee turnover and
other factors beyond the control of the sponsoring employer have
more Impact on the actual participation of nonhighly compensated
employees than anything the employer may be able to do to make
the plan attractive to them. In one instance we are aware of, two
employers in the same line of business, with almost identical
plans and the same benefits consultant designing the
communications, had diverse results in participation. In the case
of the employer who had ben in business longer and had an older
and more stable workforce, the plan had a high degree of
participation by nonhighly compensated. The younger business with
a younger workforce did not. This kind of result is illustrative
of why participation should not be the criteria upon which the
law bases the test for discrimination.
The Section 401(k) and 401(m) rules as enacted in TRA "86
applied to the authorized but not then operating federal Thrift
Savings Plan (TSP), a cash or deferred arrangement. As federal
employees began to make decisions relative to participation and
salary deferral, it became apparent that the nondiscrimination
provisions of Section 401(k) would severely limit the deferrals
allowed to be made by highly compensated federal employees.
Congress, in its wisdom, exempted the TOP from the
nondiscrimination rules, observing that the plan by design was
not discriminatory relative to the nonhighly compensated.
Mr. Chairman, we agree that a plan, such as the federal TSP,
which is designed to be available to all nonhighly as well as
highly compensated employees on the same basis, is not and should
not be treated as discriminatory. Therefore, the inclusion in S.
1364 of alternative, safe harbor, design based tests under
Sections 401(k) and 401(m) is justified and will provide equality
of treatment between private sector plans and the federal plan.
The bill (S. 1364) would simplify the definition of highly
compensated and provide a new definition of compensation. These
changes together with the new safe harbor provisions will allow
employers to design a qualified plan that will not require the
administrative expense and uncertainty of participation testing.
For other plans which will be subject to testing, the other
provisions of the bill, including earlier announcement of the
deferral limits, will provide greater certainty and ease of
administration that will be most helpful to them.

3. BepeaiOffive-Vear forward ayeraaingfor lum sum

distributions. We oppose this change. Congress endorsed income
averaging only five years ago in the Tax Reform Act of 1986. The
outright repeal of the five-year averaging rule would cause
irreparable financial harm to many plan participants approaching
retirement. Participants who would be most affected by this
change would not be highly compensated employees, but rank-andfile workers who for many legitimate reasons choose not to roll
their benefits into an Individual Retirement Account. While we
recognize that this change fulfills both retirement policy
objectives and serves as a revenue source for other worthwhile
provisions in the bill, we believe it represents a significant
tax policy change and does not belong in a simplification bill.
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In summary, we commend the members of this Subcommittee for
addressing the critical issues of pension simplification and
coverage. ECFC members support many o
the simplification
initiatives proposed under 8. 1364. However, we have serious
reservations about the repeal of five-year averaging which could
cause many of our members to oppose the bill in its entirety.
ECC is anxious to work with the Subcommittee to fashion
simplification and access provisions that can be enacted.

STATEMENT OF TIlE ENTERGY CORP.

Entergy Corporation (Entergy) is pleased to be able to submit written comments
to be included in the record of the hearing regarding the Employee Benefits Simplification and Expansion Act of 1991 (R,1364). Entergy is one of the largest investorowned public utility holding companies in the Uriited States with over 12,000 employees. It is the leading electric energy supplier to the Middle South, a region comprised of Arkansas, Louisiana, Mississippi and southeastern Missouri. In addition,
gas service is provided in the New Orleans area.
Entergy is very supportive of efforts to simplify our nation's tax laws, especially
in the employee benefits area, While we are generally in favor of many of the provisions in the Employee Benefits simplification and Expansion Bill of 1991 (Bill), we
have a continuing concern regarding the administrative burden associated with
leased employees. Entergy strongly supports the replacement of the "historically
performed" test with a 'control" test, which is included in Section 301 of the Bill.
Although the Bill improves the current law definition of leased employees, Entergy believes that the following suggested changes would significantly reduce the
administrative burden presently imposed on many non-abusive employers:
(1) Workers who are members of a collective bargaining unit (union workers)
should be excluded from the leased employee definition.
(2) A de minimis exception which would allow large employers (i.e., those
with over 500 employees) to be excluded from the leased employee rules if the
employer's leased employees comprise less than 10 percent of its common law
employees should be adopted.
If these modifications are enacted, employers' costs of complying with the leased
employee rules would be significantly reduced because they would be relieved of an
overwhelmingly burdensome data collection requirement. A more in-depth discussion of the recommended modifications to the leased employee rules is provided in
the attached comments, with which we concur, filed on behalf of commonwealth
Edison Company and the Edison Electric Institute.

STATEMENT OF THE INSTITUTE OF ELECTRICAL AND ELECTRONICS ENOINEERI,

INC.

IEEE-USA'S INTEREST IN PENSION BENEFITS EXPANSION AND SIMPLIFICATION ISSUES

The Institute of Electrical and Electronics Engineers, Inc. (IEEE) is a transnational professional technical society whose membership currently includes more
than 320,000 electrical and electronics engineers and computer scientists in 130
countries throughout the world. IEEE-cited States Activities (IEEE-USA) is responsible for promoting the professional careers and technology policy interests of
IEEE's 250,000 U. S. members.
Sixty-six percent of IEEE's U.S. members work for large organizations. Fifteen
percent work for medium-sized employers and 12 percent are employed by small or.
organizations. The remaining 7 percent are self-employed or work as consultants to
businesses or governments on a full or a part time basis.
Fully 74 percent of our U.S. members are employed by private businesses; 10 percent work for Federal, state or local government agencies; and 10 percent are deans,
professors or instructors at educational institutions or work for non-profit research
organizations,
Although most of our members work for employers that offer tax qualified pension plans and other retirement savings programs for their employees, long-standing
concerns about the extent to which the nation's voluntary private pension system
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discriminates against an increasingly mobile professional and technical workforce
have resulted in IEEE's active participation in legislative efforts to improve that
system since the 1970's. To this end, IEEE worked to promote the enactment of the
Employee Retirement Income Security Act (ERISA) in 19741 the Individual Retirement Account provisions of the Economic Recovery Tax Act (ERTA) in 1981 and the
retirement equity provisions of the Tax Reform Act (TRA) of 1986.
PENSION ISSUES OF SPECIAL CONCERN

In spite of improvements since the enactment of ERISA in 1974, serious weaknesses threaten the effectiveness of the nation's voluntary private pension system as a
reliable source of retirement income for an increasingly mobile American workforce, Chief among these weaknesses are limited pension coverage, especially among
small businesses; vesting requirements that penalize mobile workers; lack of portabilityl particularly from defined benefit plans; limited incentives for participants to
save rather than spend pre-retirement lump sum distributions; the absence of minimum benefit standards needed to ensure that workers will receive adequate benefits
when they retire; and complex rules and regulations that make it costly for employ.
ers to set up and maintain pension plans.
The issue of greatest concern to IEEE-USA is the continuing lack of portability of
earned benefits, particularly from defined benefit plans. are than half of all workers
who participate in pension plans are covered by defined benefit plans. Since most
plans calculate benefits on the basis of final salary and years of service such plans
can provide relatively generous incomes in retirement for long tenured workers who
spend most or all of their working careers with a single employer. Such plans provide much more meager benefits for mobile (short-tenured) workers who are fast becoming the rule rather than the exception in almost all sectors of the American
economy. In the electrical, electronics and computer engineering fields, it used to be
that engineers in the defense and space sectors moved around more than most in
response to shifts in government contracts. But in recent years, even the traditionally more stable telecommunications and public utilities industries have been buffeted
by mergers acquisitions, reorganizations and downsizings that show no signs of subsiding.
Fortunately a proposal has been developed by the Bush Administration and bills
have been introduced in both houses of Congress that offer promising solutions to
the coverage, vesting, portability, preservation, minimum benefit standards and administrative complexity problems that IEEE members are most concerned about.
These include the Bush Administration's Pension Opportunities for Workers Expanded Retirement (POWER) propose; Congressman Rod Chandler's Employee Benefit Simplification Act (H. R. 2641) Senator Bob Packwood's PRIME Retirement Account Act (S. 318); Congressman Sam Gibbons's Pension Coverage and Portability
Improvement Act (H. R. 2390); Senator avid Pryor's Employee Benefits Simplification and Expansion Act (S. 1364) and Congressman Dan Rostenkowski's Pension
Access and Simplification Act (H.R. 2730).
For reasons outlined below, IEEE-USA believes that a combination of key provisions from the Bush Administration's POWER proposal and from the Gibbons and
Rostenkowski bills offer the most promise for improving the nation's private pension system.
1. Increased Access to Pensions. The POWER proposal and the Chandler, Packwood, Pryor/Bentsen and Rostenkowski bills would all expand pension coverage
among small businesses by waiving complex non-discrimination rules for companies
with up to 100 employees that agree to contribute from 2 to 3 percent of pay to simplified salary reduction savings plans on behalf of participating employees. The Gibbons bill would expand coverage by requiring all employers that do not currently
offer pens ion plans to set up voluntary salary reduction arrangements for their employees
While we applaud N. Rostenkowski's coverage expansion provisions, and similar
provisions in the bills introduced by Senator Packwood (S. 318) and by Senators
Pryor and Bentsen (S. 1364), we believe that the Gibbons bill will increase pension
access for more working Americans. And while we agree that non-discrimination
rules need simplification, we also believe that a means must be retained to ensure
reasonable equity among all plan participants, whatever their level of compensa.
tion.
2. Vesting Requirements. In spite of recent reductions in vesting requirements,
many workers who are fortunate enough to be covered by employer sponsored plans
change jobs before earning a non-forfeitable right to a pension benefit. As a result,
they lose some or all of their earned benefits.
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The POWER proposal and the Rostenkowski bill would reduce multi-employer

vesting standards from 10 years to 5 years to conform to requirements governing

single employer plans. While IEEE-USA would prefer to reduce vesting require-

ments for all plans to one year as proposed in the Gibbons bill, we support reduction

of multi-employer vesting requirements to 5 years as an important step in the right
direction.
3. Portabilityfrom Defined Benefit Plans. In the absence of portability of benefits,
particularly from plans that determine pension values on the basis of salary and

years of service, many workers lose a substantial part of their earned benefits when
they change jobs due to lower salary levels when benefits are computed and the
years of in nation that occur before they draw benefits.
The POWER proposal and the Pryor/Bentsen and Rostenkowski bills address the
portability problem in a limited fashion by making it easier for workers who are

currently entitled to receive distributions to roll some or all of those distributions
over into Individual Retirement Accounts or other savings arrangements.

The Gibbons's bill, however, is the only one of the current proposals that would
improve the portability of earned benefits from defined benefit plans when workers
change jobs. It does so by guaranteeing employees freedom of choice in decisions affecting the disposition of earned pension benefits.

Uuder H.R. 2390, terminating employees will be able to leave their earned benefits in a former employer's plan or to transfer them to an IRA or other tax qualified
plan. We believe that the Gibbons approach is the best way to improve pension portability.
We have prepared an exhibit that compares the pension benefits earned by a typical long tenured worker with those of a more mobile but similarly salaried worker
to demonstrate the magnitude of the portability losses that are incurred by mobile
workers under current law, even when the mobile workers are fully vested throughout their careers. This table shows the mobile worker's pension benefits are likely to
be about 40 percent less than those of a similarly salaried long tenured worker. The
Gibbons bill would reduce that disparity to a little over 10 percent (See Attachment

A).

4. Preservation of Lump Sum Distributions. Tax favored retirement savings are
dissipated when plan participants spend pre-retirement lump sum distributions instead of saving them for retirement purposes,

The Rostenkowski and Pryor/Bentsen bills would reduce consumption of lump
sum distributions by providing for direct trustee to trustee transfers of such distributions to IRAs, defined contribution plans that accept rollovers, or to other transferee plans designated by plan participants. The Gibbons bill would discourage consumption of pre-retirement lump sum distributions by increasing the penalty tax on
distributions that are not rolled over from the current 10 percent to 25 percent.
While we think that Gibbons's penalty tax would effectively reduce consumption
of lump sum distributions, IEEE-USA supports the direct trustee to trustee transfer
election provisions in the and Rostenkowski proposals.
5. Minimum Benefit Standards and Pension Simplification. IEEE-USA believes

that minimum benefit standards are needed to increase the likelihood that all plan
participants will receive adequate benefits when they retire. We also believe that

rules
and regulations governing plan set up and administration can and should be
simplified.
The Packwood PRIME Retirement Account Act (S.318), the Administration's
POWER proposal and the Rostenkowski bill in effect establish minimum benefit

standards by offering to waive non-discrimination testing requirements for small

employers that agree to contribute a certain percentage of compensation to Simplified Employee Pension (SEP) plans for participating employees on a salary reduction basis. Title II of the Gibbons's bill would establish minimum benefit standards
by requiring that all employers contribute at least six percent of pay but would
phase in this requirement over a six year period to ease the initial burden of compli-

ance for affected businesses.

, The Packwood, Pryor/Bentsen, Rostenkowski and Gibbons bills also include provisons designed to reduce the complexity and cost of plan set up and administration,
particularly for small businesses. The Gibbons bill, I-or example, promotes administrative simplification by establishing prototype portable pension plans and standardizing rules for determining maximum contribution limits, regardless of the types) of
plans offered by employers.
While we would prefer the incremental imposition of mandatory minimum benefit standards for all employers as proposed in the Gibbons bill, we recognize that the
Administration/Rostenkowski offer to waive complex non-discrimination rules for
small employers who agree to contribute 2 or 3 percent of pay to an employer spon-
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sored plan offers a more pragmatic solution to this problem. IEEE-USA supports
this approach as an important first step toward a more broadly based minimum
benefit pension system. The benefits of the resulting administrative simplification
for small businesses should also be considerable.
6. Revenue Considerations.IEEE-USA commends the Bush Administration and
Congressman Rostenkowski for advancing proposals that promise to expand pension
coverage, provide modest improvements in portability, help to preserve pension benefits, establish minimum benefit standards for small employers, and simplify plan
administration without increasing the Federal budget deficit. We also view repeal of
current five and ten year averaging provisions as an effective way to raise much of
the revenue needed to pay for these proposed reforms,
Rather than resorting to increased borrowing or a general tax increase to pay for
expanded coverage and benefits enhancement, including substantive improvements
in portability from defined benefit plans, policy makers may also wish to consider
the imposition of a modest tax on pension earnings to raise needed revenues. Under
this approach, as proposed by Alicia Munnell of the Federal Reserve Bank of
Boston, benefits enhancements would be paid for by beneficiaries of the system
rather than by taxpayers, many of whom do not currently participate in tax-favored
private pension plans.
ATTACHMENT A-IEEE-USA PENSIONS COMMITTEE, PORTABILITY LOSSES UNDER
DEFINED BENEFIT PLANS, FACT SHEET
HOW THE TYPICAL DEFINED BENEFIT PENSION PLAN PENALIZES MOBILE EMPLOYEES

Table A.-VALUE OF EARNED PENSION BENEFITS AT INTERVALS OVER A30 YEAR CAREER FOR
SIMILARLY COMPENSATED LONG TENURED AND SHORT TENURED WORKERS
Longtenured worker

ofeoynent
Years

Period
Period
Period
Period

1.5 years ........ ............ ......................................
2:5 years...............................
3:5 years ............................
4: 5 years............................... ............ ............. ...........

Period 510 years............

........

Pension at Retirement ..........................

$ ,000
7,000
7,000
7,000

I

Mvie worked:
Current law

$2,100
2,600
3,400
4,300

14,000

14,000

42,000

26,400 (628%)

Moble worker:
bill
Gibbons

S5,4433...................
5,570
6,021
6,294

14,000
31,320 (88.9%)

Actuarial Assumptions:
........ Annual Inflation: 4%
Age at Hire: 35 ................... ................
Annual Salary Increases: 5%
Income at Hire: $30,000 ..................
Vesting: 100% after 5 Years ... ......................... Annual Investment Earnings Rate: 7%
Benefit Formula: 1.25% of final five year average pay X
years of service,
Years inRetirement: 20 Years
Gibbons Bill Rule: 3%discount rate applied from pension
annuity purchase date to last year of each employment
period.
Sources iewntt Asociates, 1990, Woodruff Consultants. 1991.

STATEMENT OF THE INTERNATIONAL ASSOCIATION OF FIRE FIGHTE.

Mr. Chairman, my name is Al Whitehead, and I am the President of the International Association of Fire Fighters. I appear before you today not only on behalf of
the more than 180,000 professional fire fighters across the nation, but also on behalf
of public pension and deferred compensation plan administrators. This statement
has been expressly endorsed by the National Conference on Public Employee Retirement Systems, which represents some 300 state and local government pension plans,
5 million employees and $600 billion ir, assets, and the National Association of Government Deferred Compensation Administrators, which speaks for the hundreds of
public sector deferred compensation plans around the nation.
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As you are aware, Mr. Chairman, state and local governments are treated separate and apart from the private sector in many parts of the tax code. Consequently,
our pension simplification needs are somewhat different than our private sector
counterparts. I would like to focus today on two sections of the Internal Revenue
Code which are currently posing problems for public sector workers and officials:
Section 415, which caps benefits that may be paid by a qualified pension plan, and
Section 457, which governs state and local government deferred compensation arrangements. I will discuss each in turn.
SECTION 415

Section 415 of the Internal Revenue Code was created in 1974 as part of ERISA.
The goal was to prevent taxpayer subsidies of exorbitant pension benefits sometimes
paid to corporate executives. The law posed a two-pronged test to determine a maximum benefit that may be paid by a qualified, or tax exempt, pension plan: (1) the
benefit may not exceed a specific dollar amount set forth in regulation, and (2) the
benefit may not exceed 100% of annual compensation, a limit determined by averaging the employees' three highest earnings years.
Although the law generally works well in the private sector, several problems
arise when it is applied to public sector pensions. The entire compensation structure
of state and municipal government employees, as well as the federal tax treatment
of such compensation, differs significantly from the private sector. Unfortunately,
Section 415 failed to take into account these differences. The law attempts to apply
uniform rules to very different circumstances.
This problem first came to light several years ago, when local governments-much to their surprise-found themselves in non-compliance with a law that was
supposed to restrict the compensation packages of corporate executives. Congress responded in 1988 with legislation intended to correct the problem. The new law allowed states to exempt current employees from Section 415 limits if it created a new
pension benefit system that would comply with Section 415 for all new hires.
Although well intentioned, the 1988 amendment proved to be inadequate because
it failed to acknowledge the inherent differences between public and private sector
work. Simply giving states and municipalities additional time to comply with Section 415 did nothing to address the underlying cause of the law's inequity.
Congress now has before it an opportunity to resolve this issue once and for all. It
is both imperative and urgent that it does so because, even as we speak, state and
local government pension plans are in technical violation of the law. The IRS could
tomorrow disqualify an entire state pension system based on a payment to a single
participant that exceeds the 415 limit. And let us be clear about who disqualification hurts. First, it hurts fire fighters and other public employees who will be taxed
on the accrued benefits of their pension plan during the year they are earned. But it
also hurts local governments. Governmental agencies are ultimately responsible for
the obligations of their pension system. If the earnings of the pension fund are
taxed, government may need to contribute funding in order to cover the money paid
to the federal government in taxes. In the end, every American will be affected by
this law as states and local governments find themselves forced to either curtail
services or raise taxes in order to pay their federal taxes.
I are pleased to note, Mr. Chairman that your Pension Simplification proposal, S.
1364, would correct the inequities currently embodied in the law. On behalf of our
nation's fire fighters, I wish to express my deep appreciation for your willingness to
include amendments to Section 415 in your omnibus reform initiative. I would now
like to take a few moments to discuss how S. 1364 will address the problems associated with Section 415.
Definition of Compensation
The most egregious problem in Section 415 is the use of an inequitable definition
of compensation. The definition utilized by the IRS for purposes of applying the
100% of compensation rule discriminates against public sector employees by failing
to take into account certain features unique to public sector compensation.
For example, employer pension contributions made through the employer pick-up
option (Section 414 (h)) and voluntary contributions made to deferred compensation
plans (Section 457) are not counted as income by the IRS for determining the maximum allowable benefit, but they are counted as income by pension plans determining the actual benefit. Consequently, someone whose pension pays only 75% of
annual compensation can still exceed the 100% rule simply because they utilized
these two benefit options.
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S. 1364 resolves this inequity by establishing a uniform definition of compensation
which counts employer pick-ups and deferred compensation contributions as income
for purposes of determining Section 415 limitations.
* Survivor and Disability Benefits
As the nation's most dangerous profession, fire fighters see more than their share
of service-connected disability retirements. The application of Section 415 to disability and survivor compensation virtually guarantees that fire fighter pension plans
will run afoul of Section 415. Currently, Section 415 requires benefits to be actuarially reduced from age 62 to the present age of the recipient at the time of injury or
death. Because many fire fighters are injured at relatively young ages, the 415 limitation will often be lower than the disability benefit. We therefore support S. 1364's
exemption for survivor and disability benefits from Section 415 limits.
* Excess Plans
The way many private sector pensions avoid disqualification under Section 415 is
through the use of excess plans. These plans are non-qualified adjuncts to qualified
plans through which pension benefits in excess of the 415 limitations can be paid.
We recognize that private sector practices are not always the best model for the
public sector, and we therefore are not seeking to replicate private sector excess
glans. We do, however, believe that government entities should be given some flexiility when it comes to establishing a supplemental, non-qualified plan.
Under S. 1364, public agencies could establish excess plans, but those plans would
be subject to severe limitations. Benefits paid by these plans could only be those
benefits which have been earned under the established pension benefit structure.
Unlike the private sector, individual employees would not be able to use the excess
plan as a way to defer compensation. In this sense, the excess plan proposed in S.
1364 could be more accurately described as an "overflow" plan since it would be
used only to pay normal retirement benefits which-through some fluke-happen to
exceed the 415 limits. The creation of this excess plan would allow state and local
g governments to pay legitimate, earned benefits to a few employees without jeopardizing the tax-exempt status of the entire pension plan.
* 100% of Compensation Test
Section 415's 100% of compensation test was established to curb abuses of the taxexempt treatment of pensions by prohibiting corporations from creating compensation packages that hide wages in the pension fund. The goal is laudable, but is gen.
erally inapplicable to the public sector,
State and local governments, which are watched closely by the press and ultimately accountable to the people, rarely engage in this type of fancy footwork. On
the other hand, public sector pensions sometimes violate Section 416's 100% rule
simply because of the low pay and long tenure common in public service. For example, a city hall janitor whose pension benefit is 2.6% of salary multiplied by the
number of years of service will receive a relatively small pension in terms of the
dollar amount, but would exceed the 100% of compensation rule if he or she works
for 40 years (2.6% x 40 years = 104%). Surely, Congress never intended Section 415
to restrict the pension paid to a city hall janitor who is guilty of nothing more that,
spending 40 years in public service.
Simply put, Section 415's 100% of compensation rule is not needed and is a severe
detriment to state and local workers. S.1364 resolves this inequity by exempting the
public sector from the 100% of compensation rule.
Before leaving the subject of Section 415, I would like to take a moment to answer
a question many people have posed to us. If the basic problem is a conflict between
federal law and state pension plans, why not change the pension plans rather than
amending the tax code? The question overlooks one important aspect of state and
local government pension plans. Many of the pensions--especially those established
for disability-are bound by statutory or constitutional strictures against reducing
benefits. Thus pension plans are legally prohibited from reducing benefits so as to
comply with Section 415. The only viable solution is to change the tax code.
Finally, I wish to address the important and valid question of germaneness. Do
the Section 415 provisions of S. 1364 fit the definition of pension simplification? We
believe the answer is an emphatic "yes."
From our understanding, the test of what constitutes simplification has three
components: is the change non-controversial? will the change have a budgetary
impact? and, is the change technical rather than substantive? I shall address each
point.
First, the proposed Section 415 reforms are entirely non-controversial, as demonstrated by the broad bipartisan support S. 1364 enjoys. S. 1364 is cosponsored by
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more than a third of the entire Senate, including both the Chair and the Ranking
Minority Members of the Senate Finance Committee. Second, the prosl will have
a "negligible" impact on federal budget revenues, according to the Joint Tax Committee. JTC issued that opinion in a June 6 letter. And third, these proposed
changes are certainly technical in nature for it was certainly never the intent of
Congress to create a pension benefit cap which unfairly disqualifies the pension
plan of virtually every state and local government in the country.
SECTION 457

Mr. Chairman. I would now like to turn your attention to a different section of
the Internal Revenue Code. Section 457 was enacted in 1978 when Congress opted to
provide state and local governments the opportunity to offer deferred compensation
arrangements.
As Section 457 plans evolved, we believe there have been some oversights as well
as areas which need some technical correction that we now respectfully request this
Committee to address. These amendments have been incorporated into legislation
introduced in the other chamber: H.R. 2906, authored by Representative Jim Moody.
First is the absence of a provision allowing for inflationary adjustments in the
maximum contribution an employee may make annually. All other contributory
plans--including 401(k--are indexed to the rate of inflation. We have been unable
to find any legislative history to suggest that this was an intentional distinction.
Rather, we believe the absence of the indexing provision extending to 457 plans was
an accidental oversight which can be easily corrected. There is simply no tax policy
which supports excluding these programs from others as it relates to indexation.
The second technical change we believe should be made to Section 457 is allowing
for a one-time change in the date selected by the employee to begin receiving payments from the plan Currently, workers who have participated in a Section 4 7
plan must make an irrevocable election upon separation from service as to the exact
date when payments Legin. This may present little problem for many workers, but
creates a hardship for those individuals that have changing retirement requirements. It is simply not reasonable to expect someone leaving employment at age 45
to be able to predict whether he or she will want to receive these funds as part of
their retirement in 15 years versus 20 years.
The result is that workers choose the earliest reasonable dates only to find they
may still be gainfully employed when the deferred distributions commence. The irrevocable election, therefore, can hinder Section 457's intent which is to provide retirement income for public sector workers.
We believe the solution is to allow a one-time change in the date previously selected. Importantly, such a change to IRC Section 457 need not violate the "made available" rule since it is only necessary to allow workers to change to a later date. In
this way, plan participants would be prohibited from withdrawing funds on command by changing to an earlier date.
The final technical correction we recommend for Section 457 is allowing for the
cancellation of a small inactive account. Too often a youn person in their first real
job will sign up for a deferred compensation plan only to find that he or she cannot
afford to continue making payments. Lifestyle changes, such as marriage, buying a
first home or having children alter disposable income in such a way that future contributions to the fund become impossible.
These small, inactive accounts are a significant burden to plan administrators.
The funds must be maintained and regular statements must be issued to the beneficiary even though the amount of money in question does not justify the expense'
and work involved over a period of years.
We suggest this problem be addressed by allowing individuals to withdraw their
money or the plan to dissolve the account and distribute the funds to the participant of a 457 plan without penalty if the account contains less than $3,500 and has
been inactive (no contributions made) for two years. The recipient of the money
would, of course, be taxed on the income.
As with our Section 415 proposal, it is fair to ask, do these provisions meet the
definition of simplification? I m sure you'll agree, Mr. Chairman, that they do.
First, the proposals are relatively non-controversial, and are supported by both
the administrators and beneficiaries of 457 plans, as well as state and local governments and the employee unions. Additionally, we have received no indication that
the Administration would object to these issues. Indeed, we believe that these provisions are a necessary correction now that the law has had time to mature.
Second, we believe the proposals will have little, if any, budgetary impact. Although the Joint Tax Committee has not yet prepared a revenue estimate, the fact
that one of the three proposed changes will be a revenue raiser (and therefore offset
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any potential revenue losses in the other two) virtually guarantees a negligible net
effect on revenue. An indication of the budgetary impact of 'this proposal can be
gained from a recent survey from the Ohio Public Employees Deferred Compensa
tion Program. Currently, there are 87,716 participants in the program. Of 65,101
currently deferring, 2,693 are deferring the maximum of $7,500 per year. If each one
of them increased to the maximum deferral as provided H.R. 2906 to $8,475 per
year, their taxable income would decrease by $2,625,675. Of the 15,442 inactive participants, 5,565 have account values less than $3,500 and have not deferred for more
than two years. If these individuals were given lump sum distributions under the
proposed deminimus provision, approximately $11,000,000 would become immediate
taxable income. Assuming other state and municipal government plans are similar
(and we have no reason to believe Ohio is in any way exceptional), the data clearly
indicates that this three-part proposal would be revenue neutral.
Finally, the proposals are certainly technical in nature; none of the amendments
fundamentally alters the program or changes congressional policy or intent.
CONCLUSION

In conclusion, Mr. Chairman, we urge this committee to consider the pension simplification needs of the public sector in putting together this omnibus legislation.
The changes we are recommending to Sections 415 and 457 of the Internal Revenue
Code (as embodied in S. 1364 and H.R. 2906, respectively) are reasonable and just,
and we hope you agree that they belong in any comprehensive pension simplification measure,
As always, Mr. Chairman, the International Association of Fire Fighters appreciates the opportunity to appear before you, and we look forward to working with you
on this and other issues affecting the nation's fire service.
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VIA Federal Express
September 23, 1991
Honorable David H. Pryor
264 Senate Russell Office Building
United States Senate
Washington, D.C. 20510

Dear Senator Pryor:
Thank you very much for your letter of September 19, 1991 wherein you invited
MAPCO to submit a written statement on the Employee Benefits Simplification and
Expansion Act you have introduced with Senator Bentsen (S 1364/HR 2742), You
informed us that a hearing on this bill will be held on September 27 and informed
us that any written statement that we wish to provide will be included in the
hearing record. This letter and the attachments are in response to your invitation.
We are greatly supportive of your and Senator Bentsen's efforts to achieve pension
simplification. We firmly believe that many of the items proposed under the
Employee Benefits Simplification and Expansion Act are worthy of inclusion.
However, we have some important suggestions for improvement that we believe will
be helpful and meaningful (we note that these items are Included in Rep. Rod
Chandler's "Employee Benefits Simplification Act" (which has drawn considerable
bipartisan support from members of the House Committee on Ways and Means)):
(1) simplified and improved provisions for permissive aggregation of like union and
nonunion plans, (2) simplified and improved provisions facilitating separate testing
by lines of business, and (3) an issue MAPCO feels is extremely Important, a
provision for the use of Social Security retirement ages ("SSRAs") to be treated as
a uniform retirement age for vesting and testing. Since MAPCO feels most
concerned about this last issue (the use of SSRAs as a plan's normal retirement
age) I have attached a separate outline for your review and consideration.
While we know that you are already familiar with MAPCO, we thought a short
review of our Company background and our concerns for pension simplification
might be helpful at this point. MAPCO Inc. is a diversified energy company with
operations and employees across the United States. The Company consists of four
major operating subsidiaries: MAPCO Coal, MAPCO Gas Products, MAPCO
Petroleum, and MAPCO Transportation. MAPCO Coal Inc. produces, processes,
and markets steam and metallurgical coal from mining complexes in Kentucky,
Maryland, IflinoLs, and Virginia. The Coal operations include seven underground
mines and one surface mine. MAPCO Gas Products Inc. operates natural gas
processing plants in the panhandle of Texas, and markets propane, propane
appliances and fertilizer through Company-owned retail stores in eleven states.
Petroleum conducts refining and marketing operations in Alaska and in the mid.
south area of the United States. The marketing operation for MAPCO Petroleum
includes 295 retail gasoline/convenience stores. MAPCO Transportation Includes
the Mid-America Pipeline system and various gas storage facilities.
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MAPCO regards pension simplification as an important step for Congress to take

in order to begin the process of restoring logic and simplicity to the Nation's
pension system. Increasingly, employers of all sizes are viewing retirement
programs as too complex to sponsor, and workers and retirees are growing confused
and frustrated with the ever-increasing complexity of the laws governing their
benefit plans. As a result, employers are terminating retirement programs at a rate
at which Congress should view as alarming. When more employers terminate their
retirement plans, the result will be greater pressure on the Social Security
retirement system and ultimately the federal budget. MAPCO views this disturbing
trend and the trend of the changing demographics of our Nation (i.e. the
anticipated shortage of workers) a.%reasons enough for pension simplification.
MAPCO is preparing for an anticipated shortage of workers, especially skilled
workers, such as accountants, engineers and computer specialists. It is for this very
reason that forwardthinking employers such as MAPCO are using, or want to use,
SSRAs as their pension plan's normal retirement age. Inits recent Workforce 2000
Survey, Coopers & Lybrand identified recruiting and retention of experienced
personnel as the greatest concerns facing human resources managers. The greatest
pool of experienced personnel will be the group of relatively older workers;
however, these workers will likely be less willing to change jobs and relocate,
making the recruiting process more difficult. At the same time, employees'
retirement decisions appear to be made on the bases of the amount andJyAilabjliy
of retirement income. This analysis suggests that early retirement patterns will
continue unless current benefit designs are changed. Such early retirement patterns
merely exacerbate the recruiting and retention problems MAPCO expects to face
with the aging of the workforce, A recent Wall Street Journal article (September
16, 1991) reiterated our concerns (attached). In light of these troubling issues we
urge Congress to provide employers such as MAPCO with a level playing field that
simplifies pension administration and promotes retirement savings in the United
States. Further, we find it illogical for Congress and the Administration to have,
on one hand, approved delaying the Social Security retirement age from age 65 to
as high as 67 (as they did in 1983) and then, on the other hand, retain impediments
against the use of SSRAs in private pension plans.
We commend your efforts in recognizing the overwhelming burdens employers such
as MAPCO currently face in administering retirement plans. We believe your
Employee Benefits Simplification and Expansion Act, enhanced by the
aforementioned provisions, will provide incentives for employees to create, or at the
very least, retain retirement plans while at the same time providing no revenue loss
for Treasury. We also gratefully acknowledge the concern for addressing these very
serious issues shown by your Tax Counsel, Mr. Steve Glaze, in our discussions with
him earlier this year. Please let me know if we can provide you with further
information.
Sincerely,

/ .wEmo
Michae J.,ilm
Manager, Employee Benefits
MJW/ao
Attachments
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USING SOCIAL SECURITY RETIREMENT AGES
TO TEST FOR NONDISCRIMINATION
UNDER DEFINED BENEFIT PLANS
In 1983, Congress delayed the earliest age at which currently younger employees may
begin to receive their full Social Security benefits. Previously, full Social Security
benefits were available only at age 65. After 1983, an employee's full Social Security
benefits commence at his or her Social Security Retirement Age (SSRA); employees
born before 1938 have a SSRA of 65, employees born between 1938 and 1954 have a
SSRA of 66, and employees born in 1955 or later have a SSRA of 67. The adoption of
SSRAs was in recognition of the increasing life expectancies of currently younger
Americans and the resulting need to maintain a sensible balance between taxpaying
workers and older beneficiaries of Federal programs, such as Social Security and
Medicare.
In 1991, the IRS issued final regulations on the methodology an employer must use in
demonstrating that a defined benefit plan does not discriminate in favor of the highly
compensated employees (HCEs). These regulations prohibit an employer from
demonstrating nondiscrimination by treating employees' SSRAs as a uniform retirement
age. Thus, if (like Social Security) a defined benefit plan provides the same annual
retirement benefit to all employees commencing at their SSRAs, the employer cannot be
certain, without undertaking more extensive and expensive demographic based testing,
that the defined plan Is nondiscriminatory.

An employer should be allowed to treat employees' SSRAs as a uniform retirement age
for purposes of vesting and demonstrating nondiscrimination under its defined benefit
plans.
Reasons to Suggort
GOOD PUBLIC POLICY: The Proposal would encourage currently younger employees
to work for additional years before retiring.
Analyses of future workforce patterns indicate future shortages of skilled workers. Also,
with longer life expectancies for currently younger employees, the ratio of working
employees to retired employees is projected to decrease at significant rates, particularly
as the baby boomers age. These demographic patterns have troubling implications both
for employers--increased difficulty in retaining skilled workers and financing retiree
benefits--and for the financial status of Federal programs--significant shifting of the
balance between taxpayers and older beneficiaries of Federal programs (e.g. Social
Security and Medicare).
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In adopting SSRAs for full Social Security benefits, Congress wanted to address these
implications for Social Security. An employer should be able to easily design its own
retirement plans on the basis of SSRAs to achieve equivalent objectives for its own
workforce. In addition, the failure to facilitate employers in adopting a SSRA-based
design undercuts the likelihood that the Federal government will achieve its objectives
under Social Security because employer retirement plans will continue to provide
powerful and increasing incentives for pre-SSRA terminations.
PENSION SIMPLIFICATION The Proposal would greatly simplify the required
demonstration of nondiscrimination under defined benefit plans that, ilk Social
Security, use SSRAs as a uniform retirement age. At the same time, using SSRAs would
not permit prohibited discrimination In favor of HCEs.
The IRS has proposed two basic approaches to demonstrating that benefit plans are
nondiscriminatory. The design-based approach says that if the design of the plan does
not raise a significant potential for discrimination in favor of the HCEs, the plan is
deemed to be nondiscriminatory regardless of the demographics of the employer's
workforce. The demographic approach says that if the IRS is not sufficiently certain that
a plan's design is nondiscriminatory, the actual distribution of benefits under the design
must be analyzed in light of the employer's workforce to determine whether the plan is
nondiscriminatory. At present, the use of SSRAs as a uniform retirement age
disqualifies a plan from using the simpler, design-based approaches. As a result, plans
using SSRAs must unnecessarily demonstrate nondiscrimination under the
administratively more complex and expensive demographic test, and in applying this test
SSRAs may not be treated as a uniform retirement age.
Using SSRAs in accordance with the Proposal will not permit discrimination in favor of
HCEs and thus should not disqualify a plan from the design-based tests. Indeed, using
SSRAs would facilitate employers only in offsetting the increase in retirement benefits
that is naturally occurring for currently younger employees on account of their increasing
life expectancies. In other words, as with Social Security, using SSRAs wou!d facilitate
an employer in not providing greater benefits to younger employers.
NO REVENUE L4OSS: The proposal would not have an adverse revenue effect and thus
would not require the adoption of a provision Increasing revenues.
The proposal should have no meaningful short-term or long-term revenue effect on
Federal receipts or tax expenditures. If anything, the Proposal should enable employers
to fund pension benefits somewhat more slowly than they would otherwise do so, and
thereby the Proposal should minimally reduce deductible employer contributions and
Federal tax expenditures for qualified plans. There is no basis that we have identified
for expecting employers to increase their aggregate retirement benefit levels under the
Proposal and thus for projecting that the Proposal would reduce Federal revenues.
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Medicare retremnt a is hig on the
agenda for a pMst election budget summit

Retirees Pose
Burden for Economy
WASHINGTON
Last week s report on the benefits of
estrogen in reducing heart disease
among women adds to the stream of
medical science that offers hope for
pusrnng the limits of human life. Rising
life expectancy has been a most de.
pendable occurrence of the past cen.
tury. A hundred years ago, the average
American died well before reaching 50.
Today, the life expectancy is 75. Most
women alive today will survive into
their 0s; most boys born today can
hope for the same.
The medical community debates
whether there's any natural boundary
to this exhilarating trend. "George
Burns is still getting around at 95,"
says Edward Schneider, dean of the
Leonard Davis School of Gerontology at
the University of South Carolina. "Blo.
logically, there is no reason we can't
get the majority of population there."
The social benefits that flow from
ever-rising life expectancy are plenty.
ful. But the economic ones so far are
not, for while people are living longer,
they aren't working longer.
The retirement age of 65 has been a fix.
ture in many nations since Bismarck's day.
And in the U.S.. even earlier retirement has
grown Increusngly popular.
For the economy, the problem of am
working seniors didn't matter much in
the 1t5h and Ik because the labor
force was wooded with baby boomers
and with women okhing to expend thetr
horions or supplement their Umllies'
income. But the tswe will be another
=mtter. The baby boom has bee ab.
sorbed into the wort force ad the per.
centage of women seekW# work a

stopped rbin.

Slow labor force growth is the main rea.
son unemployment has risen no higher than
71 this year, despite a serious recess . If
the recovery proceeds, that slow labor force
growth should quickly turn Into a labor
shorage, More working seniors offer the
best solution, especially since few jobs In
today's economy involve the sort of hard
physical labor that led to adopton of the
*year retirement aV in the first place.
For the federi budet. the problem Is
dire, Catng for the elderly Isbecoming the
major preoccupation of the federal govern.
meat. Payments to seMors already account
for a third of federal outlays. With the elderly populatio rowlr rapdy and health.
care costs rsing, tat tract will soon Mr
to over a halT.
I
2020. A estimated 53 ml
lion retrees ill get fedea benefit up
from 32 million today.

Budget Director Richard Darman appar
enuy hopes such a summit, unlUe its predecessors, will address long-term problems. of
which supporting the elderly is perhaps the
mot preslng.
In congressional testimony in April, Mr.
Darman said policies are needed "to increase the likely productivity of lives that
are extended." The age of eligibility for full
Social Security benefits is already slated to
rise to6? in the next century: If it's raised to
69 by the year 2020, Mr. Darman said. "the
savings would be greater than 0 billion [in
1992 dollars I per year." Others inthe administration agree, "Over the long run," says
.Michael Boskin, the president's top economist, "we'd be better off for social and economic reasons to allow our senior citizens
greater opporunite and incentives to rM
main in the labor mark! "

indeed, the cae for raisin the retirement ap Is difficult to dispute. "It's a no.
brainer," says Shela Macdona.A execuUve
vice president of an advocacy group called
Americans for Generatomal quity. "Obvi.
ously we need to do it because og demographic changes in our society.
The problem is tha any such change will
be fought vigorously by the powerful elderly
lobby-for which Ms, Macdoald's fledgling
organization Is no match. Matia Corry, director of federal affairs for the American
Association of Retred Perso, says his
group favors incenive to encourageg people to stay in the labor force u long as they
wish," But it
stroly oppes increases in
the eligibility age for either Socla.1 Security
or Medical.

Reprfg Mdkare,

the elMlt

lobby Is bulakl by may bases
grou that fteIf Mediare stops co.
erfng workem
$, they will hA" to
pikk up the tab. Heavy baslm l bby.

lng has aleay

IfeaHoWay m

Mes Chamnan D RAs#kWk to

propose tn his health reformnu lower

Ing eligulty for Medlce toN.
But eventually government policy will
have to be brought into line with the fac s of
life. People are leaitg longr VAnd
Iealther
live. There's no reason they can't lead
more productive Uvu as welL
-ALAN ML Ay
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STATEMNT OF MERLL LYNCH AN COMPANY, INC.
I am pleased to submit this testimony on behalf of Merrill
Lynch and Company, Inc. and similarly situated taxpayers in
support of the Subcommittee's objective to simply current pension
rules and expand access to pension benefits. Merrill Lynch is
committed to providing significant retirement benefits for its
more than 37 thousand employees, and believes that a logical and
equitable tax code is essential in continuing to meet that goal.
The focus of our comments is an amendment Congress made in
1989 to I.R.C. Section 404(k), limiting the deductibility of
dividends paid to employee stock ownership plans (ESOPs). The
1989 amendment was intended redress abusive activity.
Unfortunately, as drafted, it inadvertently retroactively
penalized companies that followed a course of action engoMrAgjg
by Congress in 1986 to establish new retirement plans which
included ESOPs. For reasons of clarity and equitable public
policy, we urge the Congress to enact simplification amendments
to eliminate this unintended tax penalty.
II.

IJ-l8.

qngrgessa noouraged the Astab.isjhntof

everage

In 1986, Congress enacted two provisions -- Section
4980(c)(3) and an amendment to Section 404(k) - to encourage the
transfer of pension plan assets into leveraged employee stock
ownership plans (ESOPs).
Section 4980(c)(3) provided a specific exemption from the
excise tax, which Congress imposed on pension reversions, for
assets transferred from a defined benefit plan upon plan
termination to an ESOP. The Senate Finance Committee explained
that:
The Committee believes it is appropriate to
provide an exception to this tax in the case
of certain transfers of excess assets to an
ESOP . . . in order to encourage greater
establishment of such plans to promote
employee stock ownership.'
Also in 1986, Congress amended Section 404(k) to permit a
deduction for dividends paid on employer securities to the extent
that those dividends are used to make payments on an ESOP loan.
As noted by the Joint Committee on Taxation:
Congress believed that it was appropriate to expand on
the incentives that advance the idea of broader capital
ownership and employee stock ownership in particular.
Congress felt it appropriate to encourage corporations
to borrow money in order to make a contribution of
stock to employees' accounts...
Further, in order to accelerate the repayment of ESOP
loans, Congress found it appropriate to permit a
deduction for dividends on employer securities if such
dividends are used to make payments on an ESOP loan.V

L/
2/

Report of the Committee on Finance accompanying H.R.3838,
Report Number 99-313, page 636.
General Explanation of the Tax Reform Act of 1986, Joint
Committee on Taxation, May 4, 1987, p. 844

"
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In permitting deductibility, Congress did not distinguish
between dividends paid on employer securities purchased with the
acquisition loan (i.e., "leveraged shares"), and dividends paid
on other securities ("reversion shares").

III
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After 1986, relying upon Sections 4980(c)(3) and 404(k), a
number of taxpayers terminated pension plans, applied for
favorable IRS determination letters and initiated the process
that ultimately would establish the ESOPs Congress had
encouraged. For illustration purposes, I will describe the
Merrill Lynch transaction.
A.

K91TAII Dyngh ter=inated the plan in 1988 within the
grOVided by congrrea.
yindO4

To qualify for the Section 4980(c)(3) exception, an employer
was required to terminate its pension plan by December 31, 1988.
In compliance with 4980(c)(3), Merrill Lynch terminated its
pension plan and transferred the assets necessary to meet the
plan's termination liabilities to Metropolitan Life on December
30, 1988. Prior to that date, on October 24, 1988, Merrill Lynch
filed a request with the Internal Revenue Service for a
determination letter as to the qualified status of the pension
plan upon its termination. Merrill Lynch was advised by counsel
that it would be prudent to await receipt of a favorable
determination letter before the transfer of residual assets to
the ESOP and purchase of employer securities thereunder.
a.

IM-0Dela1 Btfetively Prevonted MerAll Luymh from
Co=letin 9ranuoto.Defore Auaust 4, 1989.

At various times in 1989, Merrill Lynch urged IRS to
expedite issuance of its determination letter. The process was
unusually slow, even though an IRS moratorium on issuance of
determination letters for terminating defined benefit pension
plans was not applicable to the Merrill Uynch termination. Even
with regular prodding by Merrill Lynch throughout 1989, the
determination letter, dated July 31, 1989, did not reach Merrill
Lynch until August 4, 1989. We have been advised by IRS
officials who participated in the issuance of these determination
letters that other taxpayers received favorable determination
letters at about the same time, again after a lengthy delay.
C.

Merrill Lynoh Convicted the Transfer to the BOOP
Shortly After oReoept of theIR Detexrination Letter.

By expediting action after receipt of the IRS determination
letter, Merrill Lynch transferred the residual assets to a newly
established ESOP pursuant to I.R.C. Section 4980(c)(3) on
September 15, 1988. On September 22, 1989, the ESOP used those
assets to purchase 9.9 million shares of Merrill Lynch stock (the
"Merrill Lynch reversion shares"), and on the same date, relying
upon Section 404(k), Merrill Lynch caused the ESOP to borrow $70
million to purchase an additional 2.2 million shares of Merrill
Lynch stock (the "Merrill Lynch leveraged shares").
In financing this transaction, Merrill Lynch relied upon the
ability, provided by Section 404(k), to repay the acquisition
loan using deductible dividends paid on b jh the Merrill Lynch
reversion shares and the Merrill Lynch leveraged shares.
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V. Oongreesional Actionn owembr 1969 Retroactively

Penalised Merrill Lynch 4nd Similarly Situated Xaoayers en"d
their 11022,

A.

gonaes
Amended Section 404(k)to Adroese Abusive
Aqtivity Wholly Unrelated to Section 4990(al (3)
Transactions.

In the 1989 Omnibus Reconciliation Act (P.L. 101-239,
Section 7302), Congress limited the deductibility under I.R.C.
Section 404(k) of dividends paid to an ESOP and used by the ESOP
to repay a loan incurred to acquire employer securities. Under
Section 7302, to be deductible, the dividends must be paid on
employer securities purchased with the acquisition loan (i.e.,
"leveraged shares"). Dividends paid on other securities (i.e.,
"reversion shares") are no longer deductible, even if the
dividends are used to repay the acquisition loan.
Congress amended Section 404(k) to redress an issue wholly
unrelated to Section 4980(c)(3) transactions: abusive activity.
In amending Section 404(k), Congress intended to eliminate the
availability of the Section 404(k) dividend deduction for shares
in existing profit sharing and stock bonus plans that were being
converted into ESOPs in order to obtain the 404(k) dividend
deduction for the employer. The amendment to Section 404(k) was
ujj_
aimed at eliminating the deduction for dividends paid on
shares that were acquired by an ESOP pursuant
to a qualified
Section 4980(c)(3) transaction, with respect to a termination
occurring on or before December 31, 1988.
B

Congress W
oRetroaotiy&
!2f
y,e
ty to MrriI
Lynoh andSimilarly Situated 2mayers.
The amendment to Section 404(k), which Congress enacted in
November 1989 -- two months Afte Merrill Lynch had completed its
leveraged transaction -- imposed a severe retroactive penalty.
Because the conferees' decision to choose August 4, 1989, as a
retroactive effective date occurred at the close of the 1989
congressional session, we had no opportunity to alert conferees
about this unintended penalty.
Because Merrill Lynch had completed its Section 4980(c)(3)
plan termination on December 13, 1988, and had filed with IRS on
October 24, 1988, for a determination letter that would have
allowed Merrill Lynch to prudently transfer assets and acquire
employer securities for its ESOP, Merrill Lynch's transaction and
those of similarly situated taxpayers should have qualified for
grandfathering. Unfortunately, delay by IRS in the issuance of
Merrill Lynch's determination letter (coincidentally'until August
4, 1989) prevented Merrill Lynch from satisfying either of the
grandfathering criteria selected by conferees.
We are confident that, had conferees understood the delays
occasioned by the IRS determination process, and that the limited
criteria selected for grandfathering inadvertently would penalize
leveraged Section 4980(o)(3) transactions (which Congress itself
had encouraged), conferees would have provided that Section
4980(c)(3) transactions (particularly those for which timely
completion was delayed because of the IRS determination process)
should qualify under the August 4, 1989, effective date.
Co

gAendmentl
R
ired to Redress getroaatLyLty.

We urge adoption of a simplification amendment (Attachment
No. 1) which makes clear that the 1989 amendment to Section
404(k) shall not apply to employer securities acquired after
August 4, 1989, pursuant to Section 4980(o)(3), with assets
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of which was the
Internal Revenue
times thereafter
D.

a defined benefit pension plan the termination
subject of a determination letter from the
Service, in effect on August 4, 1989, and at all
before such securities are acquired.

The ronosed2

endMuot fill ht Revenue

ut

Consistent with the simplification criteria, we are working
to couple the attached amendment with an appropriate revenueraising offset that, as a package, will be revenue neutral.

Attachment No. I
Xq

-,&_1nU:
In P.L. No. 101-239, Section 7302 (which amended

I.R.C. Section 404(k)) add the following new subparagraph (b)(3)i
(b) Effective Date.-

(1) . . .
(2) . . .
(3) SecurtiesAcquired Pursuant to Qualified Section
2QO-c) (_) Transfers.-The amendment made by thissection sxalnot anly to emolover securities acaured
after August 4 1989. which areacquireAA..
before
1,tober
19891 Dursuant to Section 4980(c) 3)
withasset transferred from a defined
benefitpenson
glan the te inaton of which was the pubeCt of a
deteroinatng -letterissued by the.Internal Revenue
Service in -effect on.Auust 4.i989,and at-all times
thereafter before suchsecurities are acuired..

VO=

No. 2,

Amend P,,L

No. 101-239, Section 7302

(b) (which
amended I.R.C. Section 404(k)), by adding the underscored
language to subparagraph (b)(1)

(b) Effective Date.(1) In General.-The amendment made by this section shall
apply to employer securities acquired after August 4,
1989, except for1epaloyer securtiesacuuired
Optio
before0ctbe 1
I
9.1Dursuant to
Section 4980Q( (3) i thassets transferred from
a
de
benefit Densonlan the termination of which
waa the saukect of a determination letter issued.by th
Internal Revenue Serve,ineffect on August 4 1989.
and.at all times thereafter before such securities are
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STATEMENT OF MILLIMAN & ROBERTSON, INC.
Mr. Chairman
Subcommittee:

and

Members

of

the

Private

Retirement

Plans

I appreciate the opportunity to participate in your inquiry into
pension access and simplification issues.
As CEO of an actuarial and benefits consulting firm, I have
observed for many years the steep decline in employers' interest in
providing adequate retirement income coverage to employees. Recent
Milliman & Robertson research with corporate chief executive
officers indicates that they are concerned with complexities of
pension laws, inadequacies of retirement policies, and uncertainty
over the future course of pension laws.
Milliman and Robertson queried CEOs of companies of all sizes.
Responses from 262 CEOs, including 73 Fortune 500 companies, show
that more than 90 percent of CEOs:
o Think our country's retirement savings policies are not
effective at encouraging the level of saving that future
retirees will need.
o Think the country's overall personal savings trends present
problems for current capital needs and future retiree needs.
o Support the idea of a high level panel of public and private
sector leaders to search for ways to simplify and enhance the
country's retirement policies.
While the responses above are from an informal questionnaire, the
results are similar to those produced in a recent survey of small
and medium-sized company CEOs sponsored by M&R and conducted by the
Wirthlin Group. According to that survey of 100 CEOs:
o They are nearly unanimous in the view that pension laws and
regulations are too complex.
o A majority (66 percent) think the current pension laws and
and
from
sponsoring
employers
regulations
discourage
maintaining qualified pension plans.
o A majority of small and medium-sized company CEOs support a
moratorium on legislative changes.
The findings summarized above suggest that CEOs would like, besides
simpler pension laws and regulations, fewer laws and regulations.
In addition, they would like a re-thinking of basic pension
policies to help foster better coverage and savings. More details
of the findings of both surveys are attached.
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CHIEF EXECUTIVE OFFICER ATTITUDES TOWARD
PENSION PLANS
Prepared for the
MIllImen & Robertson, Inc.
April, 1991
Tho W.4*11 OPo0o

EXECUTIVE SUMMARY
The Wirthlin Group is pleased to present the results of this
pension plan survey to Miniman and Robertson, Inc. The study
explores executive attitudes toward existing pension plans and
assesses attitudes toward a less complex pension plan system,
The study is based on the results of one hundred telephone
interviews conducted with Chief Executive Officers (CEO).
Interviewing was conducted during normal business hours on April
5" thru April 10, 1991.
Almost unanimously, CEO's view government laws and regulations
as extremely or moderately complex, More specifically, two out of
every three CEO's of small a"d medium.sized companies agree
that laws and government imposed regulations discourage .
employers from sponsoring and maintaining qualified pension
plans. A majority strongly support simplifying the pivate pension
system.
Eight-four percent of CEO's support standard definitions and rules
for all pension plans. A majority also supports a moratorium on
legislative changes. CEO's are opposed to dropping pension
plans and expanding IRA's.
RESEARCH DESIGN
The respondents interviewed in this study were randomly selected
CEO's of small and medium-sized companies. Seventy-six (76%)
of the interviews were conducted among CEO's of companies with
100 to 500 employees (small companies) and 24% were among
CEO's of companies with 501 to 1000 employees (medium.szed
companies). The sample of CEO's was selected from Dun and
Bradstreet's date base of all companies nationwide, excluding
agricultural operations, utilities, and government agencies.
Since the actual population of companies reflects more small
companies (89%) than we surveyed, the data were weighted to
reflect the true proportion of small and medium-sized companies.
The weighted total is more representative of a random sample of
CEO's from all companies with 100 to 1000 employees.

M~lnw &RobwU% Inc.
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The results of the seventy.six CEO's of small companies are
accurate to ± 11.3 percentage points in 95 out of 100 cases.
Although norma "margins of error' do not svictly apply to
weighted samples, when weighting is not severe - as in this
study, norKmal practice is to consider the margin of error as a
guide. In general, random samples of 100 yield results accurate
to 9 8 percentage points in 95 out of 100 cases.
Al interviews were conducted by The Wirthlin Group-trained
personnel from our telephone facility in Orem, UtLAh.
The interview lasted approximately seven minutes and contained
13 questions. An Interview schedule (questionnaire) with complete
lopline results is included in Appendix A. Verbatim responses
used to build the codes for the open.ended question are included
in Appendix B. Weighted and unweighted crosstabulations of the
data are included in Appendix C and Appedix D respectively.
Approximately 15% of all interviews were independently validated
for procedure and content by a Wirthlin Group professional,
Statist",al analysis and cross-tabulation were produced by the
firm's own software and computer system.

PERCEIVED COMPLEXITY OF PENSION PLAN SYSTEM
The feeling that current law4 and regulations are complex is
widespread among the CEO's surveyed. This may provide some
insight into what discourages employers from sustaining a
pension plan aN thus advocAting the simplification of the private
pension system.
A m&oity (66%) of the CEO's AGREE as and government
imposed regulations discourage employers from sponsoring and
maintaining qualified pension plans.*
Not surprising, more CEO's whose companies do not offer a
pension plan believe government regulations discourage
maintaining a pension plan system (76%).

Mdh mari

Apt.onon,
inc

315

ThoW"*kA 0o9v

Further, nery eight in ton (81%) of those who have made their
views known to Congress or a special interest group believe
government regulations are a disincentive to providing pension

plans.
The larger the share of the compensation package represented by
their company's pension plan, the more likely a CEO was to agree
that regulations present a barier.
figure I

'Laws and government Imposed regulations
discourage employers from sponsoring and
maintaining qualified pension plans?'
$10004GY A119344
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Nearly all CEO's (98%) feel government laws ad regulations are
extremely or modeately complex (Extemely Complex 61 %;
Moderately Complex 37%). Among these respondents, 79%
SUPPORT simplifying the private pension System.
Leading advocators of the simplification of the private pension
system include those companies which offer no pension plan
(85%), and the Manufacturing Industry (90%).
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FHjure 2

"Which statement best describes your
feelings toward the complexity of
government laws and reguiatlons?f
Ex!nEMELY CCMPt.EX

NOT AT ALL CC$AP. E

MOOE PATE Ly COMPLEX
p7%

GOVERNMENT LAWS AND REGULATIONS SIMPLIFYING PRIVATE PENSION SYSTEM
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PROPOSED SIMPUFICATIONS
Respondents were r##d a We of proposed simpcif4tions to the
private peion system and were asked w
pocy changes
they would support. A m*ot of respondents OPPOSE (64%)
dropping pension plans and expnding IRA's. An overwhelming
84% of respondents (2% Strongly and 32% Somewhat,
rospectvely) SUPPORT 'Stanad defindionh and rules for an
plans., A maiwity of employers (61%) also SUPPORT a
'Moratorium on levtslative cnmges.'

Figure 4

PROPOSED SIMPLIFICATIONS TO
THE PRIVATE PENSION SYSTEM
Otop~ft o PInqtk8

l

Plans stidO!
1PIAFt41WIla'

A Motalofw91

51an~~la~d
D0eflnltlot

41

54%

6nd 111466
Io All Plans

g1

0%

40o%
o0% lo0

I 1111oft?

M&w a & Rc,6ism ftc.
PWf* P'si " - AiS. 11*1

G% 100%

OPP0#1

318

Tho WWIfimW~oo

CURRENT RETIREMENT PACKAGES
While not the focus of the survey, CEO's were asked about their
company's current retirement program. Seven In ten (87%) of
CEO's say, 'Yes* their company has a pension plan to offer their
employees. Among those companies wt~.ch offer a pension plan,
an average of 1% of the total compensation package iscurrently
being devoted to the company's retirement plan:
Employers with plans were then asked, *Whatwould you say your
biggest concern about pension plans is? That is,what concerns
you the most about pension plans?" Not surprising, business
concerns were foremost on the minds of CEO's. However, itis
important to note that although the question was asked of CEO's
prior to any discussion of the complexity of the pension system,
government control was of measureable, top-of'mind concern.
These employers most often cited "Returnon Investment/Benerits"
(33%), "Company Contribution/Funding' (19%), and "Government
Controlied/StabiliVy" (13%) as their biggest concern. Specific
comments include:
*The prudent investment of the assets. To insure that the
assets are invested wisey and prudently so the investments
generate reasonable returns. The investment manager isnot
investing injunk bonds.'
"The ability
of the company to meet obligations end the
profitability of the company to meet funding.,
"1guess the only concern Iwould have Is how good the
company is; you never know how long those insurance
companies are going to last With the tumover in the
insurance businesses, you just never know.'
"The federal government is always making laws and not
leaving things up to us.-

Mdllan &nobsm Inc.
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Pension plans aro a valuable a sought after component of one's
componsation packg, while, boing pc ivod as ncrasOgly
more complex and difficult to administ
e., In g of ts, it is
intooies
to note thst only 1$% of employers with plans have
the past
changed the compootio of their retirement plan ~
six months; 11% cited addIng benoft, 1% CU
bit,
and
2% both adding and cutting bOnefits.
Figure 6

"Within the past six months have
you changed the composition
of your retirement package?"
GOTH ADO

AND CUT f%
YES. OUT SINIPITS T1
YIE, AO00 ISINITS

NO
44%

To assess the Importance of retormnt plans, we asked each
respondent to rate how important their company' retirement plan

was to their employees and to them personalty on a scale from
one to ten. On this scale, "10'means the company's retirement
plan is Extremely Important and "1"means the company's
retirement plan is Not at All Important.
Not surprising, retirement plans are perceived to be moderately
important. CEO's consider a pension plan to be more important

to them personally (8.4), and to their employees (7.8). CEO's in
the service industry (811)a manufacturing industries (8.3)
perceve pension plans to be more Importand to their employees
than do CEO's in other industries (7,1).
Poo
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STATEMENT OF THE NATIONAL ASSOCIATION OF
COMPUTER CONSULTANT BUSINESSES
I.

Introduction

The National AssociaLlon of Computer Consultant Businesses ('NACC5') is
pleased to present its testimony on the pension simplification bill now before
this Subcommittee, namely, S. 1364. Our testimony will focus exclusively on the
provisions in this bill that amends Section 414(n) of the Internal Revenue Code
('IRC') by changing the definition of 'leased employees
NACCO agrees with the large number of organizations which have already
expressed their criticism of Section 4141n) in Its present form and the IRS
interpretation of that provision. NACCB also supports the principle in the
pension simplification bill that the definition of 'Seased employee' in Section
414(n) must be changed, but we believe that the new proposed definition must be
further refined
We also suggest that other aspects of the 'leased employee"
issue -- such as the calculation and proof of compensation -- be addressed in any
bill that is enacted.
II

Summary of Comments on Legislative Proposals
In particular, NACCD's comments may be summarized as follows
' The definition of 'leased employee" should be changed so that

- A worker is a 'leased employee' if 'much person is not a
professional and the recipient primarily provides detailed
directions and instructions as to the manner in which the services
are to be performed 0
Through legislative history, Congress should provide examples of
certain types of workers who are 'professionals' -- including
computer programmers, systems analysts. software and hardware
engineers and similarly skilled professionals %orkers in the computer
industry -and it should allow the IRS to define other classes of
exempt 'professionals'

- Through legislative history. Congress should also provide
examples of what types of workers are not "professionals' -- su'h as
support staff secretaries, receptionists and the like -- and it
should explain in whet circumstances the service recipient would be
deemed to 'primarily provide detailed directions and instructions as
to the manner in which the services are to be performed "
The determination of the compensation level at which a 'leased employee'
is highly compensated should Include simplified procedures for
demonstrating compensation and consideration of compensation from
multiple employers, so that:
It should be sufficient for
leased employee to provide the
statement that the employee is
rather then requiring that the
the service recipient

the leasing organization or the
service recipient with a sworn
or is not 'highly compensated'.
actual compensation be revealed to

- As an alternative to looking st compensation in the preceding
year, it should be permissible to determine whether an employee is
highly compensated by looking at the rate of compensation in the
current year and annualizing it
In appropriate circumstances it should be permissible to
aggregate compensation that a worker has received from multiple
employers in determining if a worker is highly compensated.
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* There should be specific legislative report language that
independent contractors are not *leased employees'
*

I1,

The IRS should have the burden of proof to demonstrate
that a worker is a *leased employee

NACCO's Interest in the "Leased Employee" Rules

The issue of who is a 'leased employee* has been of particular concern to
NACCB members
Our members are technical services firms which send their workers
to their service recipient clients who need non-permanent, highly-skilled
computer and engineering experts for specialized projects
These workers -- who
are either employees of the technical services firms or are independent
contractors -- are very well compensated, whether they are paid on an hourly,
daily. weekly or some other basis; for example. hourly rates typically exroer $S
per hour
Because a client's software or hardware project often encompasses
several stages of development until a final product emerges, the worker may spend
as long as two or three years providing services to the client
Continued
involvement by the worker throughout all phases of the project helps assure
quality control, high efficiency, timely completion, and lower costs
But after
a particular project has been completed. many highly-skilled experts will leave
both the client project and the technical services firm. These workers either
want to maintain independence and find work elsewhere.
or the technical services
firm did not have other service recipient clients with immediate needs for
persons with these experts' unique skills
Because these highly-skilled experts
are so highly compensated and because long-term employment by the technical
services firm is not contemplated in many instances, technical services firms
often do not fund any retirement plans for these workers
This arrangement is
entirely satisfactory to all the parties -- the workers, the technical service,
firm, and the fire's clients
Unfortunately, however. Section 414(n) is severely disrupting these natural
relationships among a technical services firm. Its workers, and its clients
Because of Section 414(n)'s impact, workers are being terminated from their
projects in mid-stream, clients are facing project delays and quality concerns,
and technical services firms are left confronted with an unnatural turnover of
personnel. Simplification and reform of Section 414(n) can eliminate most of
these problems in the technical services Industry
IV

The Original Intent of Section 414 n)

NACCB believes that any changes to Section 414(n) should be directed towards
focusing Its application to those situations which Initially triggered the
adoption of this provision
Section 414(n) was adopted because pre-existing
pension laws were inadequate to protect against certain abuses in industries
other than the technical services industry
rar example, pre-existing pension
laws allowed medical doctors to provide themselves substantial retirement
benefits and yet refuse to provide similar benefits to their non-highly
compensated employees like receptionists and nursing assistants
Such
discrimination against non-highly compensatod employees we3 possible be-ause
these workers were literally fired as employees nf the doctors' firms, And then
"leased back" to the doctors as employees of an -utside -ompany which spializei
in providing such support staff workers to its clients
Section 4141n) was
intended to end these abuses by requiring such leased employees to be )udjei is
If they were direct employees of the firms which actually use their services.
e g . the doctors' firms.
Although the technical services industry has been hard hit by Section
414(n), situations involving technical workers have never been considered as
being even remotely akin to the abuses which triggered Section 414(n)
Major
service recipient users of highly-skilled technical experts typically seek the
support of technical services firms to meet special short-term (i.e , not
indefinite) project requirements on a non-routine basis and because such
technical services firms are better at locating and screening the expert workers
required for these short-term project needs
V

The Definition of "Leased Employeeo

We are very concerned that the pending proposal to use the "control" test in
S. 1364 to define "leased employee" will be both too difficult to apply and
susceptible to overbroad IRS application by the IRS
We believe that any test
should permit the exclusion of highly-skilled technical service workers from the
Section 414(n) rules, while including as "leased employees" 2
the types of
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workers that those rules ware intended to protect,
A,

Us* of the 'Control' Test to Determine if Services
Have boon *Historically Performed by Employees'-

By way of background, under present law the IRS Inquires whether the leased
employees are performing services that have been "historically performed by
employees'. To determine If services have been *historically performed by
employees', the IRS has asked whether "it was Itot unusual for services of (the)
type (at issue) to be performed by employees
,
Of course. to determine
whether 'it was not unusual' for employeeso to perform such services, it Is
necessary to determine who is an "employee* -- and that requires application of
the IRS 20-question common law employment test
The common law employment test is. in reality. a form of 'control" test
As
the IRS Manual states. "Under the common law test, a worker is an employee if the
person for whom he works has the right to direct and control him in the way he
works both as to final results and as to the details af when. where and how the
work is to be done
The factors or elements that show control are described
below in the following 20 Items * IRM-AdministratIon, Exhibit 5(1000-4
B

Lon -StandinCriticism of the "Control" Test

Unfortunately, it Is precisely this same 'control' test which has been
long-criticised, The following words have been used by respected government
officials and in comprehensive government studies to describe the *control" test
"complex", 'open to broad and inconsistent interpretation", "extremely difficult
to apply*, *extremely subjective and often Inconsistently applied by the IRS*
'lack(in)g precision and pre,1ictabtlity". 'produclingl inappropriate rpiult,"
and 'not ylIldfingJ clear, consistent or satisfactory answers*
There are several reasons why the 'control" test has been thus .tritrrize,
some of the major reasons being that
*

There are too many 'control" factors to consider

#

Even on an individual basis, many of the factors are
too imprecise, subjective and unpredictable

*

Attempts to balance several 'control" factors to determine.
on an overall basis. If there is "control' are too difficult because
it is unclear how man factors must be present
or absent to determine whether there is 'control', and
it is unclear which factors must be present or absent to
determine whether there is "control' since each factor
may have a different degree of importance in any

particular situation
In virtually every working relati',nshll, 'f any type. there i, alwAy 9I mp
degree of 'control' over a worker by a recipient of -ervi(es Hence.
there is an inherent problem in Irawing a line between how much 'c'ntr ,l
is too much "control'
In view of the imprecise, subjective and inherently encompassing nature
of the "control" test, the IRS has historically applied it in an overly
broad manner which results in a conclusion of employment in the
overwhelming number of situations. For example, according to the April
1991 Issue of The Practical Accountant, in only 8% of the Private Letter
Rulings issued by the IRS between January 1, 1987 and Match 31, 1988. did
the IRS conclude that a worker was not an employee; for the period July
1, 1989 through September 30, 1990, only 75 Private Letter Rulings were
issued on the same issue, and in only one of these did the IRS conclude
the worker was not an employee.
Governmental leaders have repeatedly made these same points:
* Major problems with the common law "control' test led to Congressional
passage of Section 530 of the Revenue Act of 1978, which provided businesses an
alternative safe haven test instead of the common law "control' test
The taxwriting committees repeatedly referred to the 'many complex issues" associated
with the application of the "control* test and the numerous 'controversies'
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created by the IRS application of that test.
* in the well-recognised Report of the Comptroller General, OXD-77-60.
entitled "Tax Treatment of Eployees and Self-Eployed Persons by the Internal
Revenue Service:
Problems and Solutions", (Hovember 1977) -- which. in part. led
to the passage of Section 530 -- the Comptroller Oeneral concluded that the
application of this "control" test "is open to broad and inconsistent
interpretation_
As a result, many employers cannot, with any degree of
certainty, determine who will be considered an employee until after the IRS has
audited the situation-*
* As former Assistant Secretary of the Treasury Donald Lubick testified in a remarkable understatement during 1978 Congressional hearings -- the common
law employment test was "developed centuries before the income tax to determine
the rules of the doctrine that the master is liable for the torts of his servant
1.. Those are the tests that we are using to determine the incidents of
taxation
There are 20 factors in the regulations that are in many cases
extremely difficult to apply because various of these factors go in different
directions."
Hearinqs on H.R. 3245 before Subcommittee on Select Revenue
Measures of House Ways & Heans Committee, 96th Cong, 1st Sess.. at pp 5. 9
* A November 1990 House Government Operations Committee Report concluded
that "The 20 common law factors used by employers to make classification
decisions, and by the IRS to make reclassification decisions, are extremely
subjective and are often inconslsteatly applied by the IRS,"
* A Harch 1991 study released by the Treasury Department. entitled
"Taxation of Technical Services Personnel' Section 1706 of the Tax Reform Act ot
1986", reported that the "comon law tests, like most facts-and-circumstances
tests. lack precision and predictability. Since they were developed in an
entirely different context from Federal tax law (primarily the law of employer
liability for employee torts), they may also produce inappropriate results for
some tax purposes
As the Assistant Secretary (Tax Policy) John Chapotan stated
in 1982, '(i)n many cases, applying the common law test in employment tax issues
does not yield clear, consistent, or satisfactory answers[,J, and reasonable
persons may differ as to the correct classification.'"
C,

Similarities Between Employment Tax "Control" Test
and "Leased Employee" Definition In S 1364

Unfortunately, we do not see a great deal of difference between the
"control" teat in $. 1364 and the 20-question common low employment test which
has been so soundly criticized. We reach this conclusion even though we
appreciate the fact that the "control" test in S 1364 appears to focus on the
existence of actual "control", rather then the Uaht to "control" -- which is
what the common law employment test addresses
What difference may exist is
simply a matter of degree, rather than of kind, and the degree is quite small. as
we now explain.
We have already identified the problems with the "control" test in the
employment tax area. Addressing the"P problems one-by-one. it becomes clear that
the "control" test for "leased employ o'sO does little to solve them
As to the number of factors that must be considered to determine if thero i
"control* by the service recipient, we appreciate the fact that the Joint Tax
Committee staff has attempted to identify particular factors that are relevant
under a similar bill, HR. 2730; Indeed, four such factors were identified (and
we assume that they would also apply to S, 1364.11 However, the staff's
explanation explicitly does not restrict a determination of "control" to onl the
identified relevant factors; rather, according to the explanation, the taxpayer's
"facts and circumstances" must be considered, and factors that are relevant are
said to "include" the identified factors. It could well be that there are 10
relevant factors, or 15, or even 20 or more -- a possibility that confronts the
taxpayer with too many factors to consider, which is a major problem with the
employment tax "control" test.
Our concern about the need to consider too many factors is not eliminated by

/ These factors include whether the worker is required to comply with
instructions of the service recipient about when, where and how to work; whether
the services must be performed by a particular person; whether the worker is
subject to the supervision of the service recipient; and whether the worker must
perform services in the order or sequence set by the service recipient.
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the Joint Tax Committee staff's identification of certain common low employment

*control* factors that are not relevant to the 'control* test which would be
applied to 'leased employees,*
In tact, the deletion of these factors -- which
would otherwise tend to show that the service recipient does not exercise
*control* -- only further confuses the issue of how to decide what other (actors
are relevant or irrelevant 2/
As to the fact that many of the *control* factors are tOo imprecise,
subjective and unpredictable, again we see very little difference between the
wcontr,4' test for *leased employees" and the common law employment *control"
test
For example, in IRS employment tax audits, major controversies have arisen
over whether it constitutes *Instruf;tions about when, where and how tu perform
services' If a firm instructs a worker that he or she can begin a project by oe
date and must finish it by 6 second Jake
Taxpayers take the reasonable position
that such instructions hardly amount t' *control' over work hours. whereas the
IRS often takes the opposite view, Li ewlse. taxpayers and the iRS typically
disagree over what degree of involvement by a service recipient amounts to
*supervision' over a worker
Disputes even ariae over whether a service
recipient Is *controlling" the order ot sequence in which a project must be
completed where the services being performed are during only one stage of a
multi-stage project
such as building construction -- and it is obvious that
scertain stages must be completed before others can begin. Yet, even though
substantial disputes exists over these factors -- because they are too imprecise.
s,;bjective and unpredictable -- these same factors have been Identified as
relevant to a determination of "control" by the Joint Tax Committee Staff
As to the issue of the difficulty in balancing several factors to determine.
on an overall basis, it there is *control'. again we see little difference
between the test under S 1364 and the common law employment "control' test
It
is seldom that all of the relevant factors which point towards "control* will be
present. Major problems will exist regarding the weight to be given to each
factor, as well as how to balance the existence of some relevant factors against
the non-existence of other relevant factors
This has clearly been the
experience in the common law employment "control" test. and there is no reason
why it would be much different under either of these bills
As to the concern that there is always inherently some *control* by a
service recipient over a worker. this problem is not solved in the least by
S 1364
By implicitly focusing on the existence of actual "control* and
identifying certain relevant factors -- such as *supervision* by the service
recipient -- this bill has failed to recognize a point made by one of America's
great jurists, Judge L*arned Hand. several decades ago
In discussing an IRS
claim that a taxpayer's *control" over certain workers meant that the workers
were the taxpayer's employees, Judge Hand stated:
In the case at bar the plaintiff did intervene to some degree. but
so does a general building contractor intervene in the work of his
subcontractors.
He decides how much the different parts of the
work must be timed, and how they shall be fitted together; if he
finds it desirable to cut out this or that from the specitfiati-n
he does so
Some such superVision in inherent in an
undertaking
and does not make the contributing contractors
employees.
.v US
135 7 2d 715. 714 (2d rir
Radio City Music Hall Corp
1943) (emphasis added).
Precisely because of the above concerns, as is the case with the common law
employment *control* test. the problem remains that the IRS can engage in an
Indeed, there is no sound
overly broad interpretation of the test in S 1364.
basis for any confidence that the IRS will draw reasonably clear lines which
would exclude from the new definition of *leased employees" more then a tiny
fraction of workers who are likely to be designated as 'leased employees* under
the currently 'historically performed by employees* test in 5414(n).
In short,
if Congress truly believes that the present test is too broad and over-inclusive.
so tew workers will be affected by the new test in S. 1364 that this bill cannot
be called 'reform' legislation.

21 Fot example, we do not understand why the staff discounted the following
*
"control factors and explained that there can still be *control' in the service
recipient even if the service recipient has no right to hire or fire the worker,
even it an entity other than the service recipient provided training to the
worker, and even if the worker has an investment in facilities or equipment used
to perform the work.
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finally, there ts a new problem here which does not exist with the common
law employment 'control' test. As we will explain, rather then represent pension
'simplificetion', we believe that it is likely that S. 1364 only introduces
'complicationO to the 'leased employee' issue. Whet we sean is thet by virtue of
its overbreadth, the 'historically performed by employees* test in the current
law is actually relatively simple to apply once It is understood that the IS
will almost always conclude that e worker is a 'leased employee'. In contrast.
by Introducing a new degree of 'control* that is different from the existing
degree of 'control' which classifies a worker as a common law employee. S 1364
only further complicates matters. More specifically, if this bill is adopted,
there will really be three degrees of "control" that are relevant to the analysis
of every worker's status:
'

If there is some *higher* degree of 'control' by a service recipient.

then a worker will be considered to be the common law employee of the service
recipient.
'
If there is some "mid-level' degree of 'control' by a service recipient
-- but less than the degree of 'control' which would classify the service
recipient as a common law employer --then the worker will be considered to be the
*leased employee" of the service recipient
'
If there is no 'control' or only.& 'minimal' degree of 'control' in the
service recipient, then the worker is neither a leasedd employee' nor a common
law employee of the service recipient

In addition, in all three situations there will still remain the
question of whether or not there is enough 'control' by the firm which provides
the worker to the service recipient so that such firm is the common low employer
of the worker
However, in answering this separate question of 'control* in the
employment tax context, taxpayers will have to consider some. but not all. of the
very same factors that are relevant to the determination of 'control' in the
'leased employee'.context.
In conclusion, we believe that the 'control' definition of 'leased employee*
in S, 1J64 will not solve -- and may further exacerbate -- the problems with the
existing 'historically performed by employees' language in 5414(n). As with the
common law employment tax 'control' test, taxpayers will have too many relevant
factors to consider; they will be uncertain about how to interpret several vague
factors, they will not be.cleet about how to weigh each factor and how to balance
the different factors together; they will have to consider factors which
inherently include elements of 'control' in most any situation; they will be left
with a test which is likely to lead the IRS to engage in an overly broad
interpretation of who is a 'leased employee'; end they will be faced with the
confusing task of distinguishing between two different concepts of 'control'
which have a substantial overlap of relevant factors, Thbisis not
simplification.
0.

The 'Control Over the Manner' Test in H A

2441

If the Senate believes that something like a 'control' test is appropriate.
it should look at the "control' test in H.R 2641
Rather than focusing on the
broad concept of 'control" with its numerous cc.ponent factors, the H R 2641
'control' test classifies a worker as a 'leased employee' if 'the (service)
recipient exercises primary control over the manner in which such services are
performed.'
We believe that this 'manner of control' test -- along with an
exclusion for *profesionals,' as discussed below -- is far more preferable to
the much broader 'control' tests in S. 1364 for a number of reasons
First, the H.R. 2641 test focuses on only on* aspect of 'control'. i.e..
control over 'the manner in which such services are performed.' Although the
'manner' of performing services might be described by a further reference to some
other factors, it is clear that such other factors would be fewer in number and
more narrow in scope than the factors that otherwise determine the existence of
'control' as defined in S. 1364. For example, we do not believe that the "manner
in which services are performed' would include consideration of directions as to
the result that must be obtained by the performance of the service,
or even of
general Instructions by the service recipient as to when and where the services
should be performed; nor would a requirement that the services be performed by a
particular worker amount to 'control over the manner in which the services are
performed'.
In contrast, where a service recipient provides detailed directions
and instructions on the steps and methods to be used to achieve a stated result.
this eight constitute 'control over the manner in which the services ore
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performed"

Second, because tewer and more narrow factors would be considered in
determining "control over the manner in which the services are performed'. there
would be les vagueness in this test
A line between the existence or nonexistence of this type of *control' could be more easily drawn by taxpayers who
would be better able to weigh the existence end non-existence of each Individual
relevant factor, and then arrive at an overall determination of whether such
*control' exists
Third, we believe that the N R 2641 test comes closest to covering the type
of workers about whom Congress was most concerned when it initially adopted
S41(n)
typical support staff employees -- like clerical workers,
receptionists, and licensed practical nurses in doctors' offices -- who perform
routine support services in a *manner* that is directed and controlled by service
recipients
Other types of workers whose manner of performing services Is not
controlled bl a service recipient -- including high-level computer systems
analysts and programmers who exercise a substantial amount of discretion and
independent judgment in how to perform their services -- were never Intended to
be covered by S414(n) and would not be covered under the test in H R 2641
E

Proposed Chews to H R

2641

Although we believe that a bill like H R 2641 offers the most predictable
and reasoned definition of "leased employee* if Congress is determined to use
some type of *control* test, we also believe that some further refinements should
be made In the statutory language in this bill so that the potential problems
associated with any form of *control" test can be minimixed.
In particular, we urge that the phrase *the recipient exercises primary
control over the manner In which such services are performed* should be changed
to read *the recipient primarily provides detailed directions and instructions as
to the manner in which the services are to be performed * This change would
accomplish two major benefits
*
It would remove the word *control" and instead focus on 'directions and
instructions -- and thus hopefully remove most of the critical "baggage" from
the employment tax area that is associated with the word 'control*.

* It would focus only on 'detailed' directions and instructions as to the
manner in which the services are to be performed -- and thus preempt any argument
that 'general' instructions and directions might suggest that the worker is a
*leased employee'. We appreci te that there may be some dispute over what is
'general' versus *detailed', 1ut at least the statutory language will serve to
narrow the degree of the dispute e
We also urge that HR, 2641 be amended to specifically exclude
*professionals' from the definition of *leased employee
This exclusion would
accomplish two major goals,
* It would establish for some types of work a "bright line' between covered
and non-covered workers
In particular. it seems that the emphasis in the
current version of H R 2641 Is to cvor only those workers for whom tho sprvi,recipient controls the 'mannerO in which the work is performed
This type of
worker is on the opposite end of the spectrum from a worker who typically
exercises significant discretion and independent judgment in performing his or
her work. The latter type of worker is epitomized by the *professional"
Rather
than requiring a painstaking application of the 'manner' test to every type of
occupation, it is appropriate to create an explicit exclusion for 'professional'
workers.
* The inclusion of a "professional' exemption would also allow Congress to
specify which types of workers would be considered 'professionals' for purposes
of this law. The IRS could be given authority to add other classes of
'professionals'. There is clear precedent for this type of exemption in other
laws. For example, the Pair Labor Standards Act includes a 'professional'
exemption from the overtime laws, and the Department of Labor has defined the
term 'professional.0'V
1/ Where the Department of Labor has interpreted that term too narrowly.
Congress has intervened. See, e.g., P.L. 101-583, where Congress directed the
Department to include computer systems analysts, computer programmers. software
engineers and similarly skilled workers as 'professionals.'
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With the above changes, H.R. 2641 would tead as follows:
O(CI such person is not a professional and the recipient primarily
provides detailed directions and instructions as to the manner in
which the services ate to be performed."
F.

Examples of the Presence and Absence of 'Detailed
Directions and Instructions As to Manner'

Even with a shorter, more predictable definition of *leased employee'.
Congress must provide clear illustrations of who is not a "leased employee* and
who is. This will assist the IRS -- and ultimately the courts -- in assuring
implementation of Congressional intent as to the breadth of any new definition
We appreciate that the Joint Tax Committee staff has done this in a limited
respect. Certainly secretaries and similar support staff would be considered
'leased employees' because, typically, service recipients which utilize temporary
secretarial help often require a secretary to greet visitors in a certain manner
to take telephone messages in a certain way, to type document. in a certain
format, and to file documents in a certain order
These are 'detailed directions
and instructions as to the manner in which the services are to be performed 4J/
On the other hand, where a service recipient uses "outside' computer
programmers, systems analysts. and other similarly skilled workers to provide
their services on a particular computer project or to meet requirements that are
not being met by a service recipient's own *in-house* employees, these *outside'
professionals should generally not be considered 'leased employees' regardless of
whether they are employees of an 'outside' technical services firm firm or ate
independent contractors who have contracted through an intermediary *broker"
In
these typical situations the service tecipient would not primarily provide
detailed directions and instructions as to the manner in which the services
are to be performed
Rather. the manner in which the work is done is usually
established by the worker using his or her own discretion and judgment -- albeit
under a timetable and in stages set by the service recipient according to wellaccepted quality assurance procedures and techniques in the industry
Also the
workers would be considered exempt 'professionalsO'
VI.

The IRS Should Have the Burden of Demonstrating
That a Worker is a "Leased Employee'

No matter how simple and short the definition of 'leased employee' may be. a
large amount of discretion is built into it
A key step to eliminating arbitrary
and overbearing results under the 'control" test is to place the burden on the
IRS to demonstrate that a service recipient exercises 'control' over the worker
VII

Simplify and Reduce the Compensation Level in 1414(n)
Three additions should be made to any bill ultimately passed by Conqress

first. some sort of *sworn statement". made under penalty of per)ury- sh,ul-i
be available as an alternative to showing the service recipient client a worker's
W-2. Second, as an alternative to looking at a worker's compensation inthe
prior year, service recipient clients should be permitted to rely upon a worker's
current compensation in deciding whether the worker is 'highly compensated'
Third, compensation should include a worker's wages from more then one employer
if the worker provided services to multiple employers during any year
A.

Adopt a 'Sworn Statement' Alternative to Showing a
Worker's W-2 ormtoa
Servic Reciient Client

One result of S 414(n) is that service recipient clients have been
requesting detailed and proprietary compensation Information from leasing
organizations in order to determine which workers are highly compensated. The
use of a W-2 Form as the source of compensation information provides the clients
the opportunity to determine such proprietary information about the firms which
serve as their vendors -- e.g, mark-ups, estimated overhead costs, profit
margins. 1/ Just as it would be inappropriate and potentially anti-competitive

f
4! The staff also voters to 'nurses*'as a class of 'leased employee."
We nvte
that there are very different types of nurses working in very different types of
situations and not every nurse would appear to be a 'leased employee 0
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to require manufacturers to reveal to their customers the mark-up for each
product, it is likewise inappropriate for the leased employee laws to require the
revelation of similar information by vendors of services to their customers
An acceptable method of preventing the disclosure of such proprietary
information would be to allow the service recipient clients to rely upon sworn
statements, made under penalty of perjury by the vendor or the leased employee.
that the employee is highly compensated within the meaning of $414
The service
recipient should be allowed to rely upon this sworn statement
It should be
emphasized that the concept of a sworn statement is not new
One positive
feature of Section 89 -- before it was repealed entirely -- was that
J 89(g)(2)(B) allowed employers to rely upon sworn statements that employees were
already receiving health insurance coverage
Likewise. any pension
simplification bill should permit sworn statements to be ured.
B

Simplify the Calculation of Compensation So That Employees
Will be Devmed Highli-Compensated If Their Annualized
Compensation Rate (Hourly or Daily Rate, Weekly Salary,
Etc I Is Above the Approprlate Threshold

As a supplemental alternative to looking at W-2 compensation for the
recedin calendar year. it should be permissible to determine If a leased
employee is highly compensated by looking or current compensation
Reference to current compensation is a fair and simple way of dectding which
workers are highly compensated
Since the purpose of the leased employee
prvision is to prevent discrimination against non-highly compensated leased
employees, there Is little sense in counting a leased employee for discrimtnat1,n
testing purposes if the leAsed employee is ZurrentlZ highly compensated
If a
firm certifies to the service recipient client that the worker is being regulatly
compensated at an hourly rate for a daily. weekly or some other tote) that when
annualized is at or above the appropriate threshold per year (adjusted for 'ost
,)f living increases), then that should be the end of the matter and the worker
should be deemed "highly compensated'
'he test for current compensation would. of course. depend upon the use of a
sworn statement as was suggested above with regard to the prior year's W-2
compensation
Because the statement would cover compensation not yet actually
paid. but which is annualized the statement would have to meet very strict
standards
For example, the signer of the statement would have to certify that
the leased employee is currently being paid at a rate of compensation that. when
annualized according to the Secretary's formula, is above the appropriate
threshold per year
lthesigner would have to state that for the remainder of the
calendarr year, as long as the employee is still providing services, then he !r
she would continue to be compensated at a rate that when annualized would ex':eed
the appropriate threshold per year in compensation
In short, the use of a sworn
statement ro~arding annualized compensation would be an excellent reform and
simplification of the present law regarding leased employees
As to the method -f annualizati-n of a wcrkor'n -,- ensati n this tabk
should be relatively simple an.lleft to the Senretary -f the Treasury
For
example, workers who are paid hourly rates w.uld be deemed to be 'cmpensated at
an annual rate that is equal t6 2080 times the hourly rate
The Department f
Labor has had many yeazs Jt experience in enforcing .arious laws wh Ich relci re a
certain level of wages, and the Secretary might find iime of thot pre'-edent
useful by analogy
ohe
only conceivable objection to this approach might be that the hourly' ,r
other rate is not really an indication of what the worker will make in a year
But this objection is based upon a highly unreasonable assumption that firms will
somehow make a temporary wage adjustment in order to pay a higher hourly or other
rate simply to get the benefit of annualization of the rate. Not only do
marketplace forces work against this manipulation, but this potential abuse can
be protected against by imposing the requirement that the rate be regularly paid
That requirement can be imposed as part of the sworn statement obligation
C

Consider Compensation from Multiple Employers

A client knows how many hours per year the worker has performed services for
it and how many dollars it has paid to the vendor for those services
This makes
it fairly easy to calculate a worker's effective hourly tate and to compare it to
the hourly rate paid by the client -- and thus to determine the vendor's mark-up

329
It is not uncommon in the computer industry for a worker to choose to

provide services, often simultaneously, to more then one recipet and to choose
For example. during
the number of hours he or she will work for each recipient
a calendar year a systems analyst may provide 1,600 hours of services to
recipient A (30 hours per week average), 200 to recipient B and 100 to reciptnt
C. This worker may earn $48.000 from recipient A. $8,000 from B. and $6.000 from
Total compensation is $62,000, but the worker would still be deemed nonC
highly compensated because no one recipient has paid the worker over the
Any pension simplification bill should include s prvtstin
appropriate amount
which would allow this worker, if deemed a leased employee, to be considered
highly compensated
VIII

Provide Specific Code Language or Commentary Explaining
That Independent Contractors are Not "Loesed Employeeso

When proposals to amend S414(ni emerged in 1989. there was a melmr c,'nrerm
that they could unwittingly result in unfair discrimination against bons fle
This result was less likely as the result of a floor
independent contractors
colloquy between Senatcrs Bentsen and Kerry (see June 23. 1989 Cong Record at
page S 7470), but it is important that this colloquy be included again this year
-- and strengthened
In particular. the problem arose in 1989 because some persons attempted to
They suggested that if an
draw an erroneous implication from the *control* test
independent contractor is sent to a service recipient client by a vendor firm -sometimes called an intermediate "broker* firm in the case of independent
contractors -- and the independent contractor is not under the control of that
intermediate "broker' firm, then the independent contractor must be under the
control of the service recipient client of that broker firm -- in other words.
one of those two parties must have *control" over the contractor, or so they
thought
In fact. and contrary to this implication, when the worker who perfors
services for a service recipient client is a bona fide Independent contractor
whether he or she has contracted directly with the service recipient client ir
through an intermediate *broker* firm -- then this independent contractor works
under his or her own direction and control and should not designated a 'leased
employee* of the service recipient client
The need for the clarification of independent contractors generally is
particularly important In the technical services Industry. Other changes in the
tax laws that affected this industry, particularly the 19S6 Tax Reform Act. have
Now.
already created great disruptions in the use of independent contractors
unless 5 414(n) is clarified, some service recipients may erroneously believe
that the *control* test makes it even more risky for them to use independent
Por these reasons, an expanded version of the Bentson-Kerry
contractors
colloquy should be included in the legislative history of. any bill enacted by
Congress /

r

In conclusion, we applaud efforts to brain) stme reas)nableness to the
liHwevyr. we emphasIze that any
application of the *leased employee' rules
.control* test is likely to leave many ambiguities and problems. if some type ^f
*control' test is desired, unless Congress adopts a test like that in W R 2641
and carefully defines and explains it. with illustrative examples, as set frth
We also
herein, the S 414(n) problems will only magnify rather than decrease
urge that the definition of 'highly compensated omployeesO be amended and that
care be taken to protect the ability of independent contractors to provide their
services either directly or through third-party broker firms,

! This version would add the following: "This bill does not intend to
disadvantage legitimate independent contractors who provide services to recipient
organizations either directly or through intermediate third-patty 'brokers' or
other vendors. If a legitimate independent contractor provides services to a
recipient organization, either directly or through a broker or vendor, then it is
very likely that he or she -- and not the service recipient -- primarily directs
the manner in which the services are performed. If that is the case, the
Indeed, no inference should
independent contractor is not a 'leased employee'
be drawn in those circumstances that the recipient organization is any more
likely to be exercising 'control' over the independent contractor then in the
situation in which an intermediate third-party employer provides Its own
employees (as opposed to independent contractors) to the recipient organization

330
STATEMENT OF THE NATIONAL As8OcIATION OF TEMPORARY SERVICES

Introduction
The National Association of Temporary Services represents approximately 1,000
temporary help service companies with over 7,300 offices throughout the United States. The
Association's members account for over 85% of the industry's sales, Temporary help
companies provide flexible employment opportunities to millions of American workers, Last
year, temporary help companies provided temporary jobs to over 6 million people.
Mr. Chairman, we greatly appreciate your efforts in bringing the important issue of
pension simplification to public attention. Our statement today relates to a narrow but
significant aspect of the pension laws, namely, the treatment of 'leased employees* under
section 414(n) and (o) of the Internal Revenue Code. Among the proposals being considered
for simplifying the leased employee rules is repeal of the so-called 'historically performed*
test for determining who is a leased employee. We support that proposal, However, our
comments today relate to another part of the leased employee definition (i.e., section
(414(n)(2)(B) which requires an individual to perform services for a recipient for a fuid
yca before being considered a leased employee. Clarification of this critical threshold test
is necessary because the proposed regulations describing that part of the definition do not,
in our view, conform to the statute.

P"4rvound
The leased employee rules were first enacted in 1982 as part of the Tax Equity and
Fiscal Responsibility Act. 'The rules primarily were aimed at small, professional corporations
that were transferring their lower-paid staff employees to the payroll of employee leasing
firms to avoid the pension coverage rules. Section 414(n) was intended to stop this practice
by requiring businesses to count leased employees when applying the coverage rules.
Although temporary help companies were not involved in such employee leasing
arrangements, section 414(n), as interpreted by the proposed regulations issued in 1987, is
so far reaching that It covers virtually all contract services, including temporary help.
Moreover, the proposed regulations are so complex that few service firms or their clients can
understand them, much less find a practical way to implement them. The result has been
increased paperwork, confusion and disruption of the service sector of the economy.
Temporary help companies have been especially hard hit by the leased employee rules
because customers have prematurely terminated temporary jobs to avoid complex
recordkeeping and the possibility of disqualifying their retirement plans. This has disrupted
customer operations, especially on longer-term projects. Examples of such projects include
records conversions, protracted litigation requiring supplemental clerical support, construction
projects, and phase-outs of business operations, and other longer-term but clearly defined
projects where it is impractical and unfair to hire full-time workers only to let them go once
the project is completed because there is no ongoing need for their services.
Rather than face the burdens and risks of the leased employee rules, our customers
are terminating temporary employee assignments before projects are finished and asking for
replacements. This increases administrative costs, is inefficient and results in lower
productiity and morale. It is especially hard on our temnporary employees because once they
are taken off an assignment other comparable assignments may not be available.
CoqWms Should Claify
That An Individua Mus Work At Least A Full Year
To Be Cotdfed A 'Leased Empkoyee,
To ensure that businesses do not terminate temporary jobs prematurely, they must
have a clear understanding of how long an individual may perform services for them without
having to be treated as a leased employee. Unfortunately, because the length of service
requirements set forth in the proposed regulations differ from the plain language of the
statute, businesses are confused on this point and Congress should clarify its intent.
Section 414(n) specifically prescribes the service requirements individuals must meet
before they must be treated as leased employees. These requirements were Intended to
distinguish between abusive and non-abusive uses of third-party employees. Congress
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imposed leased employee treatment on individuals who perform services for a recipient on
a substantially full-time basis for a period of at least I year" (IRS Code section
414(n)(2)(B)]. Significantly, Congress passed over and did not use the well known ERISA
'year of service' language which simply requires an individual to work a prescribed number
of hours (i.e., 1000) during a 12-month period. Clearly, something more was intended.
Unlike ERISA, the section 414(n) service criteria provide a two part test requiring
both a minimum level of intensity of work ('substantially full-time', i.e., 1500 hours) plus a
nmimwn period of service ('for a period of at least I year'). However, the proposed
regulations under section 414(n) appear to have eroded the one year part of the test by
converting a clear statutory requirement that a person actually work for a full year to simply
having to work a specified number of hours during a year.
For example, under the proposed regulations, suppose an individual works 40 hours
per week for a particular recipient on a records conversion project and completes 1500 hours
of service in a little over 9 months. Let's assume that the project is over at that point and
the individual is assigned to another customer of the temporary help company, or assume that
the employee leaves the work force for a period of time, as many temporaries do, to pursue
other activities. In either case, assume that 6 months later the individual is reassigned by a
temporary help company to perform services for the original recipient. That recipient would
have to treat the individual as a leased employee immediately upon his return even though
the individual had previously worked for the recipient for only 9 months. As we and others
have commented, a regulation that would treat an individual with only 9 months of service
as having worked Jora period of at least I year' is inconsistent with the statute.
Congress required a full year of service specifically to avoid including workers on
short term assignments and projects within the scope of the term "leased employee.' This
view was reaffirmed in the conference report accompanying the 1984 Deficit Reduction Act
in which the authority of the Secretary of Treasury to deal with abusive leasing arrangements
%as held not to extend to the typical use by businesses of temporary help company cmplo)ecs
on temporary assignments and projects.
Accordingly, we ask that Congress clarify that before leased employee treatment is
imposed an individual must not only perform 1,500 hours or more of service for a recipient
but must, as the statute provides, perform such service for a full year. To ensure that the
one year rule cannot be abused, a provision should be included requiring 'tacking* of an
individual's periods o service for a particular recipient unless a reasonable break in service
has occurred.
Te k Alinimis' Percentage Sumld lie Increased
In 1986, in response to requests for relief from the burdensome rccordkecping
requirements under the leased employee rules, Congress amended the tas code to provide
an exemption from recordkeeping for recipients that do not have top-heavy plans and whose
use of leased employees is "insignificant' [IRS Code section 414(o). 'Insignificant" was
interpreted to mean less than 5% of a recipient's total non-highly compensated work force
covered by a plan.
NATS believes that this Ve minimis' percentage should be increased in order to allow
businesses to maintain normal and customary service relationships with outside parties
(temporary help companies are only part of that group) without undue recordkeeping.
Accordingly, we strongly support the other business organizations that have suggested that
the percentage be increased. NAIS believes that 15 percent would be a reasonable rule.
conchision
When Congress passed the 1984 Deficit Reduction Act, the conference report dealing
with the Treasury Secretary's authority to regulate abusive leasing arrangements under
section 414(o) stated that the itpical use by businesses of temporary help company employees
on temporary projects is not abusive. Consistent with this recognition and the express terms
of section 414(n)(2)(B), we ask that Congress confirm that 'leased employee" status should
not be imposed on any individual unless they have performed services for a recipient for a
full year. In addition, we ask that the 'de iininimis" threshold be increased to 15 percent.

332
STATEMENT OF THE NATIONAL COORDINATING COMMrTTEE FOR MULTIEMPLOYER PLANS

My name is Robert A. Georgine and I am presenting this testimony in my capacity as Chairman of the National Coordinating Committee for Multiemployer Plans.
The Coordinating Committee is a nonprofit, tax-exempt organization' established
after Congress enacted ERISA in 1974. It consists of representatives of more than
240 pension and welfare plans, or their sponsors. On behalf of its affiliated plans,
and the approximately nine million participants and beneficiaries of multiemployer
plans generally, the NCCMP is entirely engaged in monitoring the developmentlegislative, administrative, and judicial-of the laws relating to the structuring and
administration of multiemployer pension and welfare plans.
As you are aware, starting withthe enactment of the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"), layer after layer of complex and burdensome
rules have been imposed on private retirement and profit sharing plans, most often
without any apparent regard for social policy objectives. The NCCMP has consistently opposed such piecemeal legislation and warned that changes in the pension
area should not be enacted without careful consideration by the labor as well as tax
committees jn the context of a comprehensive national retirement policy.
On behalf of the Coordinating Committee, I applaud your continued effort to sim.
plify some of these complex and burdensome new rules in the Employee Benefits
Simplification and Expansion Act of 1991 ("Bill"). I had the opportunity last session
to testify before the Subcommittee on Private Retirement Plans on substantially
similar legislation, the Employee Benefits Simplification Act (S. 2901). I am hopeful
the Bill will undo some of the harm that has been done to the private pension
system by overregulation in recent years.
The Bill contains many provisions that may be helpful for multiemployer plans. I
would like to express our strong support for two of these-the multiemployer plan
exemptions to the full funding limitation and the annual valuation requirement. In
addition, I would like to comment briefly on two provisions of the bill that might
require adjustments to assure that no new problems are created. These provisions
relate to multiple-employer VEBAs and to actuarial adjustments for benefits of employees over age 70, Of course, I assume that this Bill will not be used, and urge you
to guard against its use, as a vehicle to impose any further rules or burdens on private plans. (I am not commenting on provisions of the Bill, such as modifications to
the actual deferral percentage requirement, that have little or no impact on multi.
employer plans.)
1. THE NEED TO EXEMPT MULTIEMPLOYER PLANS FROM THE ADDITIONAL FULL FUNDING
LIMITATION ENACTED IN OBRA '87

The NCCMP strongly supports the Bill's provision of an exemption for multiemployer plans from the additional full funding limitation enacted in the Omnibus
Budget Reconciliation Act of 1987 ("OBRA '87").
OBRA '87 amended the full funding limitation set forth in Internal Revenue Code
("Code") section 412(cX7) and Employee Retirement Income Security Act of 1974
("ERISA") section 302(cX7) to define the full funding limitation as the excess over
the value of the plan's assets of the lesser of: (1) 150 percent of the plan's current
liability; or (2) the plan's accrued liability. Prior to passage of OBRA '87, the limitation was simply the excess of the plan's accrued liability over its assets. Current
liability is to be determined based on interest rates that reflect current annuity purchase rates and fall within a range linked to recent interest rates on long-term
Treasury bonds, The legislative history of OBRA '87 shows that this change was
made to prevent abusive, tax-motivated overfunding of pension plans. This type of
abuse does not occur in multiemployer plans.
The imposition of this new full funding limitation on multiemployer plans is particularly inappropriate, because multiemployer plans--which are not subject to the
funding requirements in new Code section 412(1)--continue to use pre-OBRA 87 actuarial assumptions for all other plan funding purposes. Multiemployer plans tend
to use relatively conservative funding assumptions, because those plans can be
highly vulnerable to short-term fluctuations.I Under current conditions, the interest
rates called for to set the new full funding limitation are substantially higher than
the rates that substantially all multiemployer plans use for plan funding.

I Employer contributions to multiemployer plans are fixed in labor contracts that run for several years, so they cannot be adjusted to match changes in plan funding needs in the interim.
They are also typically based on some measure of the level of covered work by plan participants
(e.g., cent-per-hour).
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This could cause a multiemployer plan to find that contributions otherwise
needed to meet minimum funding would not be currently deductible. If a plan increases benefits to keep contributions within the full funding limit in one year, the
contribution rate fixed in the bargaining agreement may not be enough to cover the
resulting funding requirements in following years, based on assumptions used for
minimum funding purposes. Since contributions are contractually set for a multiyear period, they cannot be modified from year to year in response to fluctuations in
the full funding limit. And in those cases where the benefits as well as the contributions are fixed in the bargaining agreement, there would be no solution short of
annual collective bargaining, which would take an unacceptable toll on labor-management relations.
The current spread between the market-based interest rate called for to determine the new full funding limit and the rates multiemployer plans generally use for
funding purposes is a very serious problem. Of even greater long-term consequence
for multiemployer plans, however, is the fact that, because the full funding limit
rate will vary from year to year in accordance with financial market conditions,2 a
significant element of instability has been introduced into multiemployer plan funding arrangements. If it is virtually impossible to predict with any assurance what
the deduction limits will be over the life of the bargaining agreement, it will be
comparably difficult for the union and employers to negotiate a contribution level
that will assure both current deductibility and continued sound plan funding while
the agreement is in force.
It is important to note that contributing to a multiemployer plan creates no opportunity for an employer to manipulate taxes, All multiemployer pension contributions are the product of labor negotiations. An employer with a contractual contribution obligation cannot vary the amount it pays from year to year to suit its yearto-year tax situation. Moreover, the pension contributions represent part of the negotiated compensation package. It has long been recognized that employers are generally called upon to spend the same amount on compensation in some other form,
if it does not go into the pension plan.
Amounts contributed to multiemployer plans are held solely for the benefit of the
covered employees, the overwhelming majority of whom are union-represented
rank.and-file workers. As the law does not allow surplus multiemployer plan assets
to revert to any contributing employer, a company that contributes more than is
needed for plan benefits has lost the use of that money forever. Since more dollars
into the pension fund generally mean fewer dollars for wages, health care or other
benefits, the union's constituency also loses if the plan is overfunded. Thus, neither
the union nor the employers have any incentive to maintain artificially high multiemployer plan contribution rates. The tax-manipulation concerns that prompted enactment of the additional full funding limit do not apply to multiemployer plans.
Perhaps more important, applying the additional full funding limit to multiemployer plans will not likely serve any revenue-raising purpose. If a company sponsoring a single-employer plan finds that the contribution it has planned to make for
a year will not be deductible, the company simply does not make the payment. At
the end of the year that may translate into higher taxable income for the employer,
In a multiemployer situation, the employer cannot stop contributing, regardless of
the full funding limit, without violating its labor contract. Faced with a deduction
crisis, some plan boards of trustees will increase benefits in order to increase the
deduction limit. Such a response to the short-term market fluctuations that will determine the limitation could, in some cases, create a continuing need for higher employer contributions over the long term, and correspondingly higher tax deductions.
Rather than helping to meet federal deficit reduction goals, in a multiemployer plan
context, applying the change in the full funding limitation could hamper federal
deficit reduction goals.
In addition, studies prepared on behalf of the NCCMP show that virtually no tax
revenue can be attributed to the imposition of the additional full funding limitation
on multiemployer plans. These studies considered approximately 25 percent of all
multiemployer pension plans for the years 1984 through 1988. They concluded that
the number of multiemployer plans that, faced with an issue relating to the addi.
tional full funding limitation, fail to either increase benefits or have a percentage of
their contributions allocated to other tax-exempt vehicles (such as a welfare plan),
thereby resolving the issue without any increase in tax revenue, is insignificant.
8 The rate must be within 10% of a four-year moving average of Treasury long-term bond
rates, with the most recent experience to be most heavily weighted. But within that range, the
Interest rate must reflect current market prices for insurance company annuities.
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2. THE NEED TO CHANGE THE PENSION PLAN ANNUAL VALUATION REQUIREMENT TO A
TRT-ANNUAL REQUIREMENT FOR MULTIEMPLOYER PLANS

The NCCMP also strongly supports the Bill's provision that would require multi.
employer plans to perform valuations no less frequently than every three years,
rather than annually.
Section 7881(aX6XA) of the Omnibus Budget Reconciliation Act of 1989 amended
Code section 412(cX9) and ERISA Section 302(cX9) to require pension plans to have
actuarial valuations performed annually, instead of every three years, as was per.
mitted under prior law. The Joint Tax Committee's description of the change states
that annual valuations are necessary because the minimum required contribution
for a plan year under the minimum funding
rules enacted in OBRA '87 depends on
3
the plan's funded status for that year.
However, in recognition of the unique nature of multiemployer plans and the fact
that additional contribution requirements are not needed for them because they are
generally well funded, OBRA 87 rovided exceptions from its minimum funding
changes for multiemployer plans. The onl requirement applicable to multiemployer
plans for which an annual valuation would be necessary in all cases is the addition.
al full funding limitation enacted in OBRA '87 and discussed above. Once we obtain
an exemption from that limitation, there will be no reason to impose on all multi.
employer plans the burden and expense of annual valuations.
3. THE NEED FOR SAFEGUARDS TO ENSURE THAT THE BILL'8 MULTIPLE EMPLOYER VEBA
PROVISION CANNOT BE ABUSED WITH RESPECT TO DAVIS-BACON AND SIMILAR WORK

The Bill contains an off-Code provision that was included in last session's pension
simplification legislation. Section 305 would permit employers to be treated as affiliatedfor purposes of satisfying the requirements for maintaining a multiple employer VEBA if such employers: (1) are in the same line of business; (2) act jointly to
perform tasks that are integral to the activities of each of the employers; and (3) act
jointly to such an extent that the joint maintenance of a voluntary employee's beneficiary association is not a major part of the employers' joint activities,
Senator Pryor, in his introductory statement of the Employee Benefits Simplification Act (S.2901), explained the intent of Section 305 in greater detail:
"Under the bill, employers are considered affiliated, for example, in the
following circumstances: the employers participating in the VEBA are in
the same line of business and belong to an association that provides to its
members a significant amount of each of the following services: (1) research
and development relating to the members' primary activity; (2) education
and training of members' employees; and (3) public relations. In addition,
the employers are sufficiently similar (e.g., subject to similar regulatory requirements) that the association's services provide material assistance to all
of the employers. The employers also demonstrate the importance of their
joint activities by having meetings at least annually attended by substantially all of the employers. Finally, the employers maintain a common retirement plan.
On the other hand, it is not intended that the mere existence of a trade
association is a sufficient basis for the member-employers to be considered
affiliated, even if they are in the same line of business. It is also not suffi.
cient if the trade association publishes a newsletter and provides significant
public relations services, but only provides nominal amounts, itany, of
other services integral to the employers' primary activity." 4
As we testified last year at the hearing on S. 2901, we understand that this provision is being sought to provide relief in a particular situation that does not involve
work on Davis-Bacon Act or other prevailing wage work, However, we urge you to
make clear, in legislative history, if not in the statute, that this provision may not
be abused by employers with respect to such work. We suggest the following language:
"This section is not intended to apply with respect to noncollectively bargained voluntarily employee beneficiary associations maintained by employers for prevailing wage work on public construction or service projects.'
3 Staff of the Joint Committee on Taxation, 100th Cong., 2d Sees., Description of the Technical
Corrections Act of 1988, 431 Comm. Print 1988 (the annual valuation requirement was originally
included in, but not enacted as part of, this bill).
4136 Cong. Rec. S10,648 (daily ed. July 26, 1990) (statement of Sen. Pryor).
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The Davis-Bacon Act and certain other similar statutes require employers to pay,
employees working on certain government-financed projects the "prevailing wage.
Under the Davis-Bacon Act, this "prevailing wage" is determined by the Department of Labor based on the total value of wages and other benefits paid by employ.
ers in the area. However, employers may satisfy the prevailing wage requirement
by paying any combination of wages and employee benefits.
Some employers attempt to circumvent the intent of the Davis-Bacon and similar
acts, and to reduce their payroll taxes, and, thus, their total labor cost, by putting
as great a portion of the total wage package as possible into multiple-employer pension and employee welfare benefit plans. Contributions to such plans are tax deductible and not subject to payroll taxes, including FICA, FUTA and workers compensation. Typically, these employers contribute to these arrangements only for those of
their employees who are working on prevailing wage projects and only while such
employees are working on such projects.
This abusive payroll tax avoidance device, however, has been hampered in the
context of VEBAs by the requirement that employees eligible to participate in the
VEBA share an employment-related common bond. As discussed above, the Bill
would clarify this requirement in certain specified circumstances. The language we
suggest above would provide the necessary assurance that this clarification could
not be interpreted to relax any barriers to these payroll tax-avoidance schemes provided under current law by the employment-related common bond requirement.
4. ACTUARIAL ADJUSTMENT FOR BENEFITS OF POST-AGE 70 RETIREES

Section 203 of the Bill would provide that, in the case of an employee (other than
a five percent owner) who retires in a calendar year after attaining age 70, the em.
ployee s accrued benefit must be actuarially increased to take into account the
period after age 70 in which the employee was not receiving benefitA; under the
plan. Thus, the employee's accrued benefit is required to reflect the value of benefits that the employee would have received if the employee had retired at age 70
and begun receiving benefits at that time. It appears that this provision could have
the effect of preventing plans from suspending benefits for employees who work
after attaining age 70.
Multiemployer plans are supported by fixed, negotiated contributions and, therefore, have limited resources. Typically, these plans are able to provide only very
modest benefits to relatively low-income people. The percentage of multiemployer
plan participants who work beyond age 70 may not be great. However, a requirement to provide benefits to these participants while they are still working and receiving a paycheck, would diminish somewhat the plan's ability to provide adequate
benefits to retired participants who have no other source of income.
We suggest that you clarify that neither this section of the Bill, nor any provision
of Code section 401(aX9), willI prevent a plan from suspending benefits upon reem.
ployment of a retiree, in accordance with Code section 411(aX3XB), ERISA Section
208(aX3XB) and regulations thereunder.
If you have any questions, or if we can be of further help, please call Vivian H.
Berzinski of our professional staff at (202) 872-8610.
STATEMENT OF THE NATIONAL TECHNICAL SERVICES ASSOCIATION
INTRODUCTION

The National Technical Services Association (NTSA) is a trade association comFrised of 125 member companies in the technical services industry which collectiveyemploy more than 300,000 technical employees. The purpose of our statement is
to describe the impact of Section 414(n) upon technical services companies and to
propose that any legislation that would amend Section 414(n) include a safe harbor
which would provide that if the leased employees assigned to a company represent a
very small percentage of that company's total workforce, then those leased employ
ees could be disregarded by the company when it tests its qualified employee benefit
plans. Such an amendment would be a simple, workable solution to the problem
that Section 414(n) has created for technical services companies without diminishing
the effectiveness of the leased employee rules to prevent the abusive situations
which Congress originally sought to address in its enactment of Section 414(n).
BACKGROUND

Technical services companies recruit and employ skilled personnel such as engineers, designers and drafters to satisfy their customers' temporary needs for such
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skilled services and assign those personnel to work in their customers' facilities,
often under their customers' technical direction. A customer's technical services
needs generally arise in connection with new product development, special projects
or peak work loads. By using temporary technical personnel, a customer can quickly
assemble qualified teams of personnel with just the right technical skills to supplement its own technical staff and satisfy these particular, but temporary, needs.
Technical personnel choose to work on a temporary basis because it gives them
the opportunity to work on projects which often involve the development or application of new technology, and because they enjoy the variety of working in different
job locations and environments and with different coworkers.
Technical services companies have been servicing their customers since World
War II when the industry came into existence in response to the temporary shortages of technical personnel caused by the war. The industry continued to exist and
grow after the war because companies recognized that, by using temporary techni.
cal personnel, they could staff special projects quickly, with minimum disruption to
their regular workforce.
The customer base of the industry today is made up of companies of all sizes and
includes the country's leaders in the aerospace, automotive, petrochemical, power,
marine, electronics, communications and related industries. Typically, NTSA
member companies have been engaged to provide temporary technical personnel to
work on significant projects, including the following: aircraft and spacecraft design,
ship design, refinery and power plant design, automotive systems design, weapons
system design (including many of the systems used in the Persian Gulf war), and
many other major technical projects.
An example may best describe how the industry works. When an aircraft manufacturer is going to manufacture a new airplane, it will require the services of a
substantial number of engineers and designers in addition to its own staff engineers
and designers for the design phase of the project. The manufacturer will contract
with one or more technical services companies to assign qualified engineers and designers to supplement its staff capability. These personnel will work at the manufacturer's facility under the technical direction of its supervisory personnel for the duration of the project--which may last approximately one to two years. By using temporary technical personnel, the manufacturer is able to "staff-up quickly, effectivey and efficiently to meet this pronounced but temporary need for additional technical talent and, after the need has been met, to "staff-down" in an orderly fashion
without disrupting its regular workforce.
ADVERSE IMPACT OF SECTION 414 (N) ON TECHNICAL SERVICES INDUSTRY

The proposed Treasury regulations under Section 414(n) require a customer to
take into account temporary personnel in testing the qualified status of its retirement plans if the temporary personnel work at least 1,500 hours for the customer in
a twelve-month period. As a result of this requirement, many customers are imposing artificial time limits on their contracts with technical services companies so that
none of the temporary personnel work the minimum number of hours to be considered the customers' leased employee. Our customers have told us that they set these
artificial time limits not because they are concerned that inclusion of our employees
in testing their retirement plans would jeopardize the qualified status of their plans,
but because they do riot want to undertake the sizable task of gathering and analyzing the employment data necessary to perform the tests.
Rather than incur the wasteful costs and expend the substantial effort involved
with this process, many customers with assignments expected to last longer than six
months or so simply terminate the assignment of a particular worker long before he
or she could be classified as the customers leased employee. This practice of arbitrarily terminating assignments short of the leased employee "threshold" rather
than allowing them to run their course to project completion creates needless inefficiencies and disruptions for the technical services company, the customer and the
technical worker.
PROPOSAL

Unfortunately, although the proposals in the simplification bills to replace the
"historically performed" test with a "control" test would provide significant improvement over current law for many employers, they will likely not solve the problem of technical services companies because our technical employees generally do
work under the technical control of our customers. Therefore, we urge Congress to
include a safe harbor which would provide that if the number of a company's leased
employees does not exceed 15% of its common law employees, the company may dis-
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regard its leased employees for employee benefit plan purposes. (A copy of suggested
statutory language is attached as Exhibit A.) Since the compensation levels of technical services personnel are generally the same as the compensation levels of persons with similar skills working in non-temporary positions, this will generally
result in a representative cross section of both nonhighly compensated and highly
compensated personnel not being included in the plan testing. This safe harbor is
easy to apply because a company would simply calculate 15% of the number of W-2
forms it issued for the previous year to determine if the s4fe harbor is available.
In many cases, such a safe harbor would work the way the de minimis recordkeeping exclusion in the proposed regulations should work, i.e., it would allow companies to conclude, with a high degree of confidence and after doing only minimal
data gathering, that their numbers of leased employees fall easily within the safe
harbor percentage. In other cases, a company would have to gather data only once.
Then, having determined its number of leased employees and having determined
that the number is within the safe harbor, the company would not be required
again to gather data on its leased employees unless the composition of its workforce
changed significantly.
This safe harbor would not undercut the policy objective of Congress in adopting
Section 414(n). Major companies employing thousands of workers are prevented by
the marketplace and the need to maintain employee morale from engaging in the
types of practices that led to the enactment of Section 414(n). Small companies
would obtain no practical benefit from attempting to shed only 15% of their employees. Schemes that precipitated Section 414(n) involved (and, indeed, to garner any
economic benefit, required) very substantial reductions in the numbers of rank and
file workers. Assume, for example, a company that has a total of 20 employees, 15 of
whom are nonhighly compensated. Does the employer gain any significant increase
in its ability to tilt benefits to the highly compensated by being able to exclude 3
nonhighly compensated workers from the calculation? The only realistic response is
in the negative. The practice that Section 414(n) was designed to prevent was a company's "leasing" of all or substantially all of its nonhighly compensated workers.
Thus, our proposal does not reduce the effectiveness of Section 414(n) to prevent
abusive schemes.
Such a safe harbor would provide technical services customers with practical
relief from the burdensome data collection and analysis requirement and eliminate
the need for them to place arbitrary time limits on the assignments of their temporary technical personnel. More importantly, the safe harbor would enable technical
services companies to make normal business plans based upon the needs of the marketplace rather than as a response to their customers' reactions to the tax laws. Our
recommendation is fair to those inappropriately entangled in the leased employee
rules and is true to the policy that rejects the practice of leasing workers as a
means of defeating the antidiscrimination requirements for tax-qualified plans.
EXHIBIT A

Other rules--Paragraph (6) of section 414(n) is amended by adding the following
subparagraph (C) immediately after subparagraph (B):
(C) Safe Harbor Number of Leased Employees-I-f the number of leased
employees performing services for a recipient does not exceed 15% of the
number of the recipient's common law employees, then such leased employees shall not be treated as employees of the recipient.
Effective Date--The amendments made by this section shall apply to taxable
years beginning after December 31, 1983.

NATIONAL TELEPHONE COOPERATIVE ASSOCIATION,

Washington, DC, September 27, 1991.
Senator LLOYD BENTSEN, Chairman,
Senate Finance Committee,
295 Dirksen Senate Office Building,
Washington, DC.
Dear Chairman Bentsen: I would like to commend you for introducing a pension
simplification bill and for holding hearings on this very important issue.
The National Telephone Cooperative Association is a trade association which represents almost 500 small, independent, cooperative and commercial telephone companies in 45 states.
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NTCA was founded 37 years ago by a handful of telephone cooperatives to enable
them to accomplish together what they could not hope to accomplish individually.
The commercial giants of the industry found it economically infeasible to provide
telephone service to the most high-cost, sparsely populated regions of America. In
response, rural Americans banded together and solved their own problems. They
brought the magic of the talking wire to the farms and small towns of America.
The National Telephone Cooperative Association provides a multiple employer
pension plan for employees of telephone cooperatives who are members of the association. An unintended flaw under IRS Code Section 415 adversely affects these em.
ployees' early retirement benefits. An employee's early retirement benefits are substantially reduced if a telephone cooperative does not qualify as a tax-exempt organization for a particular year.
Internal Revenue Code Section 501(cX12) provides that a telephone cooperative
meeting the requirements of this section is tax-exempt. One of the requirements is
that at least 85 percent of the cooperative's income comes from the members of the
cooperative for the purpose of meeting losses and expenses. If the cooperative fails
to satisfy the 85 percent test, then the cooperative is not tax-exempt for that year.
However, the cooperative may be tax-exempt for other years when the 85 percent
test is met. Whether the test is met in a particular year depends on a variety of
factors. For example, the determination of whether certain income is "member related" is an issue open to different interpretations.
A cooperative's tax exempt status has an impact on the maximum retirement
benefits which its employees may receive from a qualified pension plan. Since the
enactment of the Tax Reform Act of 1986, different reductions for early retirement
apply to plans maintained by tax exempt organizations and to those that are not
exempt.
Telephone cooperatives are operated for the mutual benefit of their member-patrons. Consistent with this obligation, members of the cooperatives are credited with
amounts in excess of operating costs and expenses, so as to reduce the cost of future
service. The fact that a cooperative may not meet the 85 percent test for tax exempt
status in a particular year does not affect its fundamental nature as a cooperative
organization.
Applying different pension limitations based on a cooperative's tax exempt status
for a particular year is a poor retirement plan rule. It is not administrable from the
n's viewpoint because neither the amount of early retirement benefits that ma
funded, nor the amount of the benefits to be paid, can be accurately determine
In addition, the uncertainty as to which early retirement benefit limitation applies
makes it difficult for affected employees to plan for their retirement.
A reasonable way to solve this technical problem would be to amend the IRS code
to make the less restrictive qualified plan limitation available, based on whether the
organization continues to be a telephone cooperative, rather than if the 85 percent
test is met in a particular year. In addition, under this proposal higher paid employ.
ees of telephone cooperatives would remain subject to the strict limitations on nonqualified deferred compensation, Section 457, regardless of their organization's
income tax status for a particular year.
This change would allow plan trustees to administer the pension rules with reasonable certainty. It would benefit telephone cooperatives who compete for quality
employees with commercial telephone companies, that are usually larger and able
to offer stock options and other fringe benefits. This change should not involve any
revenue loss and makes sense as a pension policy issue.
Our association would be grateful if you and your committee would consider this
proposal as part of your examination of pension simplification.
Sincerely,
MICHAEL E. BRUNNER,

Executive Vice

President.
STATEMENT OF THE PENSION

Rowrs

CENTER

The Pension Rights Center is concerned that the "centerpiece" provisions of the
Employee Benefits Simplification and Expansion Act would neither simplify pension
laws nor expand pension coverage. Instead, these proposals would exacerbate the already disturbing trend away from pension plans and toward do-it-yourself savings
arrangements. They would make it easier for higher-paid employees to shelter their
savings from taxes in 401(k) plans and Salary Reduction SEPs, thus taking the nation's retirement, tax and economic policies in exactly the wrong direction. Our
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statement summarizes the basis for our concerns and suggests alternative approach.
es to achieving greater simplification and expansion of private pension plans.
THE PROPOSALS

The 401(k) Provisions. The 401(k) proposals included in the Employee Benefits
Simplification and Expansion Act (S. 1364) reflect the frustration felt by business
groups at provisions in current law that tie the amounts higher-paid employees can
shelter from taxes in 401(k) plans to the amounts put in by the lower-paid. Even
though the rules allow employers a great deal of leeway in structuring their plans
to leave out potential non-contributors (for example, rank and file union employees
are frequently left out of these plans), it remains difficult for companies to induce
enough lower-paid employees to put in amounts that are sufficient to allow the
higher-paid to take full advantage of the tax shelter provided by the maximum
401(k) contribution limits-$8,478 for employee contributions and a total of the
lesser of $30,000 or 25 percent of pay for combined employee and employer-matching
contributions.
The bill's provisions would end the tie between contributions made by the lower
and higher-paid if the plan met certain conditions: The company would either have
to provide a dollar for dollar match for all employees who could afford to contribute- up to 3 percent of pay (or 50 cents on the dollar for contributions up to 5 per.
cent)-or the company would have to put in a contribution of 3 percent of pay for
all of the non-highly-paid employees. Once one of these "safe harbor" requirements
was met, all employees would be free to make voluntary contributions up to the ceiling for those contributions, now $8475 a year, and the employer would be free to
match those contributions up to 6 percent of pay.
The Salary, Reduction SEP Provisions. The bill-proposes changes in Salary Reduction SEPs. These are simpler versions of 401(k)s that were created by the 1986
Tax Reform Act for companies with 25 or fewer eligible employees. They require
almost no paperwork or administrative costs, particularly if the employer adopts
the IRS Model Salary Reduction SEP.
Current law provides that employers can only set these plans up if half of their
eligible employees put money into the plans and it limits the amount that higherpard employees can contribute to 125 percent of the average put in by the lowerpaid. If the employer uses the IRS Model plan, and 60 percent of the contributions
are made by higher-paid employees, then a mandatory 3 percent of pay contribution,~.
must be made for all employees.
The bill would eliminate both the requirement that half of all eligible employees
contribute and the 125 percent nondiscrimination test, and substitute the bill's proposed 401(k) "safe harbor" rules. It would also increase the-of businesses allowed
to have Salary Reduction SEPs from 25 to 100 employees.
We are concerned that both the 401(k) and the Salary Reduction SEP proposals
would jeopardize, rather than enhance, retirement income security. At worst, they
would give employers an easy out from providing company-paid benefits. At best they
would offer token benefits to rank and file workers as a tradeoff for tax breaks for
higher earners who don't need them.
The proposals would give employers sponsoring 401(k)s and Salary Reduction
SEPs the choice of either contributing smaller amounts only for those lower-paid
employees who can afford to save for themselves or contributing larger amounts, as
long as they provided contributions for their lower-paid workers.
Most employers would opt for the first choice since it would allow them to continue what companies find to be the most attractive feature of 401(k)s: They would only
have to make contributionsfor their favored, better-off employees who could afford to
take advantage of these plans. This option would not only preserve 401(k)s as a
cheap alternative (or supplement) to company-paid pension plans, but would also
allow the higher-paid to reduce their taxable income by the maimum $8,475 in em.
ployee contributions.
The alternative 3 percent minimum contribution safe-harbor is likely to be little
used. If used, it would provide very inadequate benefits to the lower-paid, as a trade
off for much larger employee and employer-matching contributions for the higherpaid.
For example, using extremely optimistic assumptions-a 4 percent real interest
rate over a 40 year worklife, real compensation increasing at a rate of 2 percent a
year and an age 65 life expectancy of 20 years-the 3 percent contribution would
provide middle income employees, those earning $25,000 a year, annuities of only 13
percent of their final earnings when they retired Social security would provide them
with roughly 36 percent of their preretirement incomes, giving them a total replacement rate of 49 percent, less than half of their preretirement incomes. According to
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experts, they would need at least 30 percent more to live modestly in retirementan additional $7,500 a year!
THE PENSION COSTS OF THE PROPOSALS

Enactment of these proposals would not only provide little or nothing through
savings plans for most working Americans, it could also result in the loss by many
employees of all or part of the protection previously provided to them by companypaid pension plans.
In the decade since the advent of 401(k) plans, this country has experienced a dramatic reduction in the percentage of people participating in company-paid private
retirement plans. According to the Social Security Administration, in 1988 only 39
percent of full-time workers participated in company-paid plans, contrasted with
nearly 48 percent in 1983. At the same time overall private retirement plan participation has remained roughly constant. (46 percent of the full-time private sector
work force participated in private retirement plans in 1988, and 48 percent participated in 1983.)
A recent study by the Pension Benefit Guaranty Corporation suggested that the
shift away from company-paid plans among small companies may be traceable
almost entirely to a preference for 401(k)s. Certainly, the growth of 401(k)s among
small businesses has been phenomenal. They have been enthusiastically embraced
by employers eager to shed the burden of paying for their workers' retirement and
by middle and upper income employees delighted to find a too-good-to-be-true tax
shelter for their savings.
Workers in larger companies have also been adversely affected by 401(k)s. While
these companies have generally continued their company-paid plans, they have
stopped improving those plans. Instead, they are funneling retirement dollars into
the 401(k)s as matching contributions for those employees financially able to con.
tribute to these supplemental plans.
Employers have jettisoned or effectively frzen their company.paid plans because
401(k) cost less than company-paid plans. Instead of making retirement contribu.
tions for all employees, the employer only contributes (if at all) for those employees
who can afford to save for themselves.
The overall cutbacks in employer contributions go unnoticed by most employees.
Younger workers in particular are happy to have the tax breaks provided by
401(k)s, and access to their money for certain housing, education and medical expenses. Most important, they like the fact that they can cash out their 401(k) money
when they change jobs.
While loss of company-paid pension plans would not be a matter of concern if all
workers could be assured adequate benefits from 401(k)s, the available evidence suggests that the benefits of these plans are going disproportionately to better-off employees who are merely shifting money they would save anyway to these tax sheltered plans. For example:
* Fewer than one out of ten private sector workers with annual earnings under
$25,000 put money into these plans in 1988; whereas nearly a third of those earning
$25,000 or more contributed.
* Employee contributions for those earning under $25,000 were only one-fifth of
the total $19 billion contributed to 401(k)s. Four-fifths of this amount was contributed by those earing above $25,000.
These statistics reflect the reality that most working Americans are not "yuppies"
looking for tax breaks. Instead, they live from paycheck to paycheck wondering how
they are going to pay their bills. Half of those workers now going into retirement, a
far more frugal generation than their children, have a total of $10,000 in individual
savings, other than their house and car (or twice that amount if they are married)
to add to their social security payments averaging $7,224 a year. These retirees
simply did not have the extra money to save voluntarily for retirement.
THE REVENUE COSTS OF THE PROPOSALS

While the proposals to expand 401(k)s would have its most direct impact on retirement income policy, it would also affect tax policy. We find it truly astonishing that
at a time of acute concern with the federal budget deficit, that there are no figures
on how much 401(k)s are costing the Treasury in lost revenue. This cost, which must
be tremendous, would increase significantly if these proposals were enacted and
would be born by all taxpayers, either through higher taxes or lower government
entitlement or services. From a tax policy perspective this would not be justified
unless 401(k)s, as modified by these propols, would provide a meaningful supple-
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ment to social security payments for most rank and tile workers, rather than
merely providing tax breaks for people who do not need incentives to encourage
them to save for themselves.
THE PRODUCTIVITY COS"

OF THE PROPOSALS

We are also concerned that 401(k)s may be producing a net reduction in long-term
saving. To the extent that employers are terminating company-paid plans in order
to set up these cheaper savings plans, and if 401(k) plan assets are being invested, as
the data suggests, much more conservatively than company-paid plans and for shelter periods, they could have a negative impact on productivity. Since the $2 trillion
in private retirement plans represents this country's largest single source of private
investment capital and accounts for nearly half of the nation's personal savings, the
:i shift to 401(k)s could negatively affect economic policy.
DO-IT-YOURSELF SAVINGS PLANS ARE NOT THE ONLY ALTERNATIVE

Thebusiness groups that are seeking enactment of the expanded savings plan proposals argue that "something is better than nothing." They contend that pension
rules have become so complex that employers are not setting up company-paid pen, sion plans, and they cite IRS statistics showing that the number of plans being terminated far exceeds the number being created. They assert that the reason for these
statistics is the "complexity" of current pension regulations.
The IRS statistics, Pension laws and regulations are unquestionably complex and
many companies have terminated plans, but the IRS statistics deserve scrutiny
before conclusions are drawn from them. There may also be a number other explanations for these statistics.
On the formation side: The 1990 statistics show that 13,321 plans covering more
than 4 million participants were qualified. Is it possible that the relatively small
number of plan qualifications is attributable to the fact that companies have delayed seeking approval of their plans until the Tax Reform Act regulations were in
fiial form? Did companies establish plans under master and prototype agreements
that do not require individual IRS approval? How many IRS ModelSEPs were established that did not have to be qualified?
On the termination side, the statistics show that 30,383 plans were terminated.
They do not show the number of affected participants. How many were terminations of "one-man" plans or other small plans that were set up only to benefit company owners and were not meant to survive reforms targeted at tax shelter plans?
How many were sham terminations solely for the purpose of taking so-called "surplus" money out of the plan? How many were terminations solely as the result of a
merger, or of a company closing, or the retirement of a company owner? Most important, how many u'ere terminations for the purpose of setting up a less expensive
401(k) savings plan?
Compliance with complex regulations is not a requirement of setting up or maintaining all pension plans. If employers are willing to have plans that cover all of
their employees, provide all employees the same percentage of pay (in benefits or
contributions), and pay benefits in the form of annuities, there is no need for the
employers even to read the most complicated rules.
It is only if they want to exclude more than 30 percent of their workforce from a
plan, provide a much greater percentage of pay to higher paid, older or longer service workers, and pay benefits in the form of lump sums, that the hundreds of pages
of coverage, participation, permitted disparity, backloading and distribution ru es
must be followed. They tell exactly where the lines between permissible and impermissible plan provisions must be drawn. A great many employers find that the
"flexibility" and dollar-and-cents gains they can achieve by complying with the
rules far outweigh the costs.
ALTERNATIVES TO THE PROPOSALS

There are alternatives that would achieve far greater simplification and coverage
than the measures proposed in this legislation
Alternatives That Would Encourage More Small Businesses to Set Up Company.
paid Pension Plans. We are convinced that pension coverage can be expanded if employers consider it to be in their self-interest to adopt plans, if employees are wiling
o forego current pay in exchange for income at retirement and, possibly most im,ortant, if there are one or more institutions with an economic stake in marketing
,he need for pension plans to employers and employees.
Up until now it has been widely assumed that small business owners will only set
up pension plans if they can use a pension plan to reward themselves at little ex-
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pense, and as a management tool to attract new employees, to encourage employees
to stay with an employer and to induce older employees to retire when they are no
longer considered to be productive. The "employee retention power" of pensions is
claimed to be particularly important to small basses.
Although this is certainly the basis on which many plans are sold to businesses,
few employers would independently think of using a pension plan to reward one employee at the expense of another. Most are shocked to learn that they can legally
exclude from a plan a bookkeeper who has worked for them for 20 years, or that
they can reduce the already small benefit of a receptionist by subtracting part of
her social security benefits from her pension. They are also amazed to discover that
the benefit earned by an employee who leaves the plan in her forties only needs to
be one-third the amount of the benefit of an employee with the same salary who has
worked for the same period of time but leaves in his sixties. These options are presented to employers by plan consultants, who assure them that "everyone does it."
We think that if small business owners were made aware that their workers need
pensions--that social security will provide them with considerably less than the
minimum wage, and that those workers cannot realistically be expected to have
enough income from savings to last them through their retirement years--employers might consider allocating a portion of the wage package to retirement.
Of course, in small businesses the close relationship of workers and employer
means that the employer can ordinarily only get away with reducing workers' pay
(or more likely, allocating a portion of future pay increases to retirement) if the employees are convinced that they will be better off as a result. This may not be difficult. While some workers expect to win the lottery (or be run over by a truck) before
retirement, most do not want to contemplate the future as a bag lady, or her male
uivalent. We suggest that the elements to build on are already present in the IRS
el SEP Form 5305. This "paternalistic" SEP is eight years older than the Salary
Reduction SEP. It is completely company-paid, with no contributions from employees. It is appealing to employers because they are only required to fill in five blank
spaces on a preprinted form which does not have to be filed with the government.
There are no complex calculations. The employer simply makes contributions based
on the same percentage of pay for all employees who have worked more than three
years. There is no requirement that the contribution be the same each year and,
more attractive still, no contributions need to be made in years that the employer
cannot afford them.
There are minor changes that could be made in existing law that would make the
paternalistic SEP more attractive to employers. The most important would change
the current requirement that contributions be made for employees who earn more
than $363 a year (and have worked more than three years) to a rule requiring contributions only if an employee worked 750 hours within a year. Another would "lock
in" contributions until retirement age, death or disability.
There are also new incentives that could be added. An important change would be
to recognize that many employers start plans after they have worked for a company

for many years and to allow a recognition of this "past service" by allowing an increase in the current $30,000 or 15 percent of pay ceiling on SEP contributions. Employers maintaining IRS Model SEPs might be allowed to contribute-amount in
excess of $30,000 a year during a period of years equal to the number of years they
had worked for the company before the plan started. Also, a modest five-year phasing out tax cre-lit might encourage profitable companies to set up these plans.
Employees already like SEPs. They like the fact that the money is immediately
vested, and that they can direct which financial institution Iinvests it. They would
like SEPs even better if these plans offered joint and survivor protection, were federally insured, and offered employees periodic estimates of their likely benefits at
retirement age.
While SEPs are not yet widely used-the most recent survey shows that only one
percent of employees in businesses with fewer than 100 employees were participating in SEPs--they have also not been widely promoted. As far as we know,the
entire promotion of SEPs has consisted of one joint Labor Department-Small Business Ad ministration press conference televised by the Chamber of Commerce, a very
few articles and, possibly, an occasional speech. Yet despite this, the demand for a
booklet on SEPs was greater than that for any publication in the history of the
Small Business Administration, and at one point last year that booklet was No. 14
on the Government Printing Office's "Best Sellers List." Small business owners who
discover SEPs almost always set them up.
We are convinced that pension coverage can be expanded if there is one or more
institution with an economic interest in "selling" pension plans to small businesses.
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Savings Bond SEPs. We suggest that the most efficient way to promote pension
coverage among small businesses may be for the federal government to issue U.S.
Retirement Plan Bonds for IRS Model SEPs. This is because merely by advertising
the availability of these bonds (as it does for other types of savings bonds) the government could assure widespread awareness both of the importance of pensions as a
necessary supplement to social security and the existence of SEPs. All that would be
required would be a small change in the law to reinstate a provision in the Internal
Revenue Code (deleted in 1982) authoring the issuance of U.S. Retirement Plan
Bonds for Savings Bond SEPs.
Small Business Retirement Funds. A private sector approach would be to encourage the establishment of Small Business Retirement Funds, that is, private, forrofit, regionally-oriented financial institutions. These institutions would be federally cha rtered, regulated and insured, and would market company-paid, fair pension
plans to small businesses. Conceivably, once these funds were well underway, they
might be able to make a small percentage of their assets available as loans to contributing small employers seeking capital to expand their businesses.
Other Alternatives. Needless to say, if satisfactory incentives cannot be devised,
there will be no alternative but to move to a compulsory scheme, whether through
the kind of private mandatory system proposed by Congressman Sam Gibbons' Pension Coverage and Portability Improvement Act (H.R. 2390) or an expanded social
security system. It is important to note in this connection that all other for industrialized countries place a greater reliance on compulsory programs (both public and
private) than we do. According to a Labor Department study, even Japan, which is
often referred to as a country that relies heavily on voluntary savings, has a social
security type mandated program that provides the average worker who works a lifetime with at least half of his or her preretirement income. Apparently, "paternalism" is vie%- in other countries as "realism" when it comes to providing for the
elderly.
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Adapted by the Pension Rights Center from: Retirement Income Throughout the World.
TPF & C 1990, Towers Perrin Co.
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STATEMENT OF THE PROFIT SHARING COUNCIL OF AMERICA

Founded in 1947, the Profit Sharing Council of America (PSCA) is a national nonprofit association of approximately 1,200 companies that represents the interests of
profit sharing and 401(k) plan sponsors and participants. Member companies engage
in every type of business activity and range in size from family-owned fledgling enterprises to Fortune 100 companies. PSCA members sponsor defined contribution
plans and a substantial number, including a majority of larger members, sponsor
401(k) plans.
PSCA supports a number of the simplification provisions contained in S. 1364.
However, 15SCA opposes the elimination of the 5 year averaging for retirement
lump sum distributions. Over the long run, 5 year averaging is just as important as
10 year averaging. PSCA also opposes the mandatory transfer of pre-retirement distributions over $500 into IRAs or subsequent employer plans. If these provisions are
included in S. 1364, PSCA must oppose the legislation even if this means that other
worthy changes cannot be enacted.
We are witnessing an erosion in the use of qualified retirement plans, including
defined contribution plans, especially among smaller companies. This erosion results
principally from the reduction of economic advantages to companies and participants caused by revenue-raising over-regulation of the qualified retirement plan
system. For example, within the last several weeks, the IRS has issued over 600
ages of technical regulations governing participation in qualified retirement plans.
uch complicated regulations and reductions in benefits possibly could be defended
by some as merely reducing benefits for highly compensated participants. However,
S. 1364 contains provisions which would reduce benefits for lower-paid, non-highly
compensated workers and impose unnecessary complication on the qualified plan
system. Further elimination or reduction of benefits and additional complexity must
not be enacted.
THE REPEAL OF 5 YEAR AVERAGING

The repeal of 5 year averaging will eliminate the benefits of income deferral for
lower paid participants if they do not choose to retain their retirement lump sums
in deferred status. This will diminish voluntary plan participation. Further, the
repeal of 5 year averaging is unnecessary as nearly two-thirds of plan participants
currently are deferring retirement lump sums-87% of lump sums of $50,--or
more-according to a recent Gallup Organization surveys.
The repeal of 5 year averaging would, in effect, treat amounts accumulated over
entire working careers as ordinary income in the year they are received. This is
unfair. It is inequitable to subject such "bunched" income to the highest marginal
tax brackets in the year of retirement. This lump sum represents a major part of an
employee's savings for his or her retirement security.
The Joint Committee Staff paper prepared last year argues that averaging is unjustified because tax rates no longer are as graduated as they once were. While the
r aduation in rates has been reduced, it has not been eliminated. In fact, the 1990
udget Reconciliation Act actually increased the graduation in rates. Since then
there has been further agitation for increasing the graduation even more. Thus, it
still is important to maintain tax relief from the effect of "bunching."
It is argued that employees can roll over their lump sums into IRAs and thus protect themselves against immediate high taxes. However, in many cases, this is impractical because of IRA maintenance fees and other costs. These fees can be particularly burdensome in the case of smaller amounts. Further, there is less investment flexibility with a small account, making it less financially attractive to roll
over a smaller distribution. Finally, rolling distributions into IRAs does not necessarily protect participants from the bunching effect. Distributions could be taxed at
the highest rate whenever participants withdraw more than a modest amount from
their IRAs and they would be subject to the 15% excise tax on amounts withdrawn
in excess of $150,000 in any one year.
As the table below shows, without averaging, lower-paid workers who defer
income are not acting in their best interest unless they are certain that withdrawals
of deferred income and earnings will be taken over time or that accumulations will
be deferred over a very long period, maximizing the value of compounding. Indeed,
without the availability of averaging, older lower-paid workers saving for lump-sum
IThe Gallup Organization survey, commissioned by the Profit Sharing Research Foundation,
was conducted by interviewing 13,022 Americans aged 18 and older across the continental
United States by telephone from randomly generated telephone lists. Of this group, 327 people
qualified for the questions regarding lump sum distributions.
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purchases such as retirement homes would be well advised to invest outside the
qualified-plan system. This is especially true if they invest in equities, as normal
capital gains are not taxed until the gain is realized and receive preferential treatment (currently at a maximum 28% rate).

Table 1.-ACCUMULATIONS AFTER APPLYING NORMAL TAXATION TO QUALIFIED PLAN LUMP SUM
DISTRIBUTIONS COMPARED TO AMOUNTS ACCUMULATED OUTSIDE AQUALIFIED PLAN'
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Proponents arguing for the repeal of 5 year averaging suggest that the qualified
plan system is being abused because retirement lump sums are spent frivolously by
recipients. This is not true and it is important to understand why lump sum distributions are necessary and desirable.
A primary objective of a profit sharing or 401(k) plan is to provide an accumulation of retirement capital and not necessarily to provide payments in a fixed-income
stream. This capital allows retired employees to maintain the flexibility to meet
changing conditions during retirement and to protect against inflation. They may
want to purchase new homes, pay off mortgages, make investments, or pay for their
children s education. In addition, lump sums give retirees a capital sum to invest.
Further, since employees are the beneficial owners of their accounts and assume the
risks of ownership all through their working careers, including the risk of investment losses, they should have the right to choose lump 'sum distributions.
In addition, a recent Gallup Organization survey has found that a substantial majority of those eligible are deferring their retirement lump sums. The findings of
that survey are summarized in Table 2.

Table 2.-PERCENTAGE OF RETIREES DEFERRING ALL OF THEIR LUMP SUM DISTRIBUTIONS BY SIZE
OF DISTRIBUTION
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It is critical to understand that the proposed elimination of 5 year averaging
strikes at the very core of 401(k) plans. Plan sponsors are finding that each narrow.
ing of 401(k) benefits hau made it harder for them to maintain lower-paid participation in their plans. For example, in the early days of 401(k), the lower-paid did not
have to pay Social Security taxes on deferrals. Today the lower-paid can access
401(k) funds before retirement only for government-prescribed reasons and at the
cost of an extraordinary penalty tax.
The availability of special averaging helps make defined contribution plans attractive to younger and lower-paid employees. Employees want the choice of a lump
sum distribution. They will be less likely to make voluntary contributions to plans f
they know that their own money will be taxed at a higher rate coming out than
going in. The same holds true for employer contributions. Employees in deferred
profit sharing plans, which make up the vast majority of defined contribution plans
will want their benefits in cash now rather than wait for a benefit later when it will
be taxed at a higher rate.
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APPLICATION OF THE 15% EXCISE TAX TO DISTRIBUTIONS AS SMALL AS $150,000
The only argumen'. in favor of applying the 15% excise tax on distributions to
amounts as small as $150,000 is that such a change would ensure that larger retirement lump sums are maintained in deferred status. It is true that such a tax would
"force" that result. However, it would do so at a great cost.
Sections 415 and 401(k) limit the contributions paid into profit sharing and 401(k)
plans on behalf of participants. Thus, the 15% excess distribution penalty on
amounts over $750,000 is a tax primarily on investment gains. Already this tax is
unfair in that gains accumulated within a qualified plan are taxed at a much higher
rate than those accumulated outside the qualified plan system. Lowering the threshold to $150,000 will subject deferred income to the excise tax as well. Thi is grossly
unfair. It is also unfair that this change will apply the excise distribution tax to
plan earnings of the lower-paid.
The ability to avoid the excise tax if lump sums are retained in deferred status is
not sufficient to prevent a substantial lowering of participation in defined contribution plans. No worker with a lump sum objective will defer income into a qualified
plan if threatened with such a tax. To avoid this tax, workers also will pressure employers to pay cash rather than defer profit sharing distributions.
PRE-RETIREMENT ROLLOVERS INTO IRAS OR SUBSEQUENT EMPLOYER PLANS
S. 1364 includes a provision which would require that all pre-retirement distributions of $500 or more be transferred directly (trustee-to-trustee) into the plans of
subsequent employers or into IRAs.
The purpose of this proposal is to protect two groups of terminating employees:
those who might inadvertently violate the requirement that distributions must be
rolled over within 60 days to preserve their deferred status; and those who do not
understand that taking pre-retirement distributions into current income subjects
them to a 10% excise tax in addition to regular income tax. Advocates of the proposals also hope to increase pre-retirement rollovers by imposing a barrier of administrative complexity between terminating employees and their distributions.
This proposal is not needed. Nearly all employees eligible for a pre-retirement distribution intend the result of their distribution choice. Those who accidentally do
not roll over within the sixty day period or who, misunderstanding the tax laws,
take a distribution into current income are only a tiny fraction of those eligible for
pre-retirement distributions. Companies already are required by law to inform terminating participants of the laws governing the taxation of their distributions. Further, cor trary to current belief, a majority of pre-retirees choose to retain their distrlbuions in deferred status. Those who do not roll over generally are those with
very strall distributions. Table 3 shows the deferral rate of termination lump sums
found boy the previously mentioned Gallup Organization survey.

Table 3.-PERCENTAGE OF PRE-RETIREES DEFERRING ALL OF THEIR LUMP SUM DISTRIBUTIONS BY
SIZE OF DISTRIBUTION
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On the other hand, implementation of the requirement that all pre-retirement
distributions must be rolled over into IRAs or subsequent employer plans would not
be a simple process. For example, it will often be difficult to obtain from terminating employees the precise information necessary to make plan-to-plan or plan-toIRA transfers.
It is this type of increasing administrative burden that is discouraging plan formation and encouraging plan termination by smaller employers. Small employers,
especially those with less than 100 employees, cannot afford to hire full-time benefits expertise. Many will not be able to administer the complexities required by
these proposals without expensive help from the outside.
Consider the case of two employees who have just been terminated for fighting on
the plant floor of a small company. It is not reasonable to expect the person doing
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the termination to know, or know how, to explain to the participants that they must
open IRAs and then contact their "former" employer with the information necessary for a transfer of their qualified plan distribution.
Sme envision that plan sponsors will be able to establish a rollover IRA at a
local bank or other trustee as the "default" option in the event no specific direction
is received from the terminating participant. his is not a practical or legally sound
solution. For example, no bank or other service provider will accept a mandatory
rollover unless the terminating employee actually signs the papers opening the account. Were they to do so, without the employee's authorization, they would assume
substantial fiduciary liability. The only practical default solution will be to retain
undirected distributions in the current plan. This will impose additional record
keeping and communications costs which will discourage plans in smaller companies, where trustee fees and record keeping costs exceed $100 per participant.
Proponents of the mandatory transfer of pre-retirement distributions into IRAs or
other qualified plans also suggest that this requirement will in no way affect an employee s ability to withdraw those funds from the IRA after the transfer. That is not
true. Banks, insurance companies and other IRA vendors will resist the practice
whereby terminating participants roll their pre-retirement distributions through an
IRA vendor to get the cash. IRA vendors will refuse to take small rollovers, forcing
companies to keep them, or they will provide that rollovers cannot be withdrawn
until after an extended period or they will impose their own substantial withdrawal
penalties. This change will result in substantially more pre-retirement deferrals.
This will substantially decrease government revenue and reduce plan participation
as some younger employees will not participate in plans where they do not have
access to their money.
Finally, it makes little sense to force recipients to hold small amounts in deferred
status where fees are required for investment management and when inflation may
exceed the earnings on the money. This conclusion is supported by a study sponsored by the Department of Labor which concluded that "mandatory roll-over of
such small funds (under $3,500) into an IRA or another plan would have only marginal effect." It is critical that plans continue to be able to pay pre-retirement accumulations of less than $3,500 directly to participants.
EXPANDED ACCESS TO RETIREMENT BENEFITS

PSCA members are pleased that expanding participation in the voluntary quali.
fied plan retirement system has become a legislative priority. PSCA has long been
concerned that there has been too much emphasis on regulation and revenue raising and almost no effort to develop strategies to bring the benefits provided by
qualified plans to more Americans.
However, PSCA members, many of which are small employers, do not believe that
the ,proposals in S. 1364 will result in significant new plan formation in small companies.
S. 1364 offers small employers less complex administrative regulation in exchange
for what is basically a simplified money purchase plan. This approach does not ad-.
dress the reality in which most small businesses operate. Nearly all small companies are run by owner-managers who personally incur the costs required to fund
and administer qualified plans, costs that reduce their profits.
Trading a lower cost commitment to administer a plan for a higher cost commitment in guaranteed benefits does not alter the bottom line for company owner-man.
agers and will not result in new plan formation. In addition, most small employers
do not have stable, controllable cash flows. It is dangerous to the survival of-their
companies for managers to make long term commitments which cannot be adjusted
to reflect current income situations.
There is a solution. Deferred profit sharing meets every criterion necessary for
successful small company qualified plans. The laws governing deferred profit sharing for small employers should be changed so that the current complexity and expense are reduced to reasonable levels.
Also, the master and prototype plan system should be allowed to operate efficiently. Many more small companies would establish deferred profit sharing and 401(k)
plans if the master and prototype plan system was working as originally envisioned.
This system allows employers to establish qualified plans in which most of the paperwork is done by plan providers. Unfortunately, it is time consuming and expensive to obtain qualification for master and prototype plans. Also, some who market
these plans do not adequately support the small business owner in establishing or
operating a plan once the sale is made. PSCA understands that the IRS may be
looking at ways to improve the master and prototype plan system. PSCA supports
such efforts.
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SUMMARY

In summary, there are simplification changes which PSCA supports. Several are
included in S. 1364. However, PSCA must oppose proposals which would include further increases in the complexity of plan administration and which would subject
plan participants to unfair taxation. Also, while well intentioned, the proposals to
encourage small company plan formation will not work. In fact, as presented, S.
1364 in its totality actually will discourage small plan formation and may even
result in more small plan terminations.

350
STATEMENT OF THE RETAIL TAX COMMITTEE OF
. COMMON INTEREST

This statement represents the views of the Retail Tax Committee of Common Interest with
respect to certain provisions of S. 1364. The Retail Tax Committee is an organization of
large retailers, including Carter Hawley Hale, The Gap, J.C. Penney Company, Inc., The
Uimited, Inc., Melville Corporation, P.A. Bergner & Co., R.H. Macy & Co., Inc., Sears,
Roebuck and Co., and Tandy Corporation. These companies have a total of over 400,000
employees who are participants in profit-sharing plans, Section 401(k) plans, or ESOPs.
These employees have a very significant interest in the tax treatment of lump-sum distributions; and on their behalf, we strongly urge that there be no changes in the present tax
treatment of lump-sum distributors. We also urge that the current definition of highly
compensated employee not be changed in a manner which is detrimental to middle management employees of these companies.
There are three major provisions under present law which are of importance to the Retail
Tax Committee companies. These are:

While the Tax Reform Act of 1986 (the "1986 Act*) eliminated the use of 10-year
forward averaging, it contained a new provision allowing 5-year forward averaging
treatment on lump-sum distributions. This special treatment is available orly on
distributions made after age 591h and can be elected only once in a lifetime.
Fw

WTon Lump-Sum Dstrbutlons
Under present law, if a distribution in a calendar year exceeds $150,000, an excise
tax of 15% is imposed on the portion of the distribution in excess of $150,000. If the
distribution is a lump-sum distribution, and special averaging treatment is elected, the
excise tax is imposed on the amount which exceeds $750,000 (i.e., five times thie
$150,000 annual limitation).

Rdt~lon of HWIXhl Comatmt qAl.ze
Present law contains a multi-part definition of "highly compensated employee."
Many employers have designed their qualified plans around the current definition.

The proposed changes in the current definition will result in significant costs to large
employers while also having a detrimental impact on their middle magement
employees.
PROPOSED CHANGES IN TAX TRFATMENT OF LUMP-SUM DISTRIBUTIONS
AND DEFINITION OF HIGHLY COMPENSATED EMPLOYEE
In brief, S. 1364 would chanjo the tax treatment of lump-sum distributions by eliminating
boAh 5-year forward averaginj and the higher ($750,000) exemption available to some lumpsum distributions for purpose of calculating the 15% excise tax. As regards the definition
of highly compensated empi yee, S. 1364 would modify significantly that piece of the
existing definition relating to compensation levels.
RTC POSITION ON PROPOSED CHANGES
For the reasons outlined below, the existing rules regarding the taxation of lump-sum
distributions and the current definition of highly compensated employee should be retained.
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Five-year avenging should be retained. Both fairness, and the need to provide
incentives for long-term savings, are sound reasons for allowing averaging of lumpsum distributions. A lump-sum distribution represents 'bunched" income accumulated
over an employee's working career and in many cases represents the largest single
distribution of Income to these individuals during deir lifetime. It would be inequitable to subject such income to the highest marginal tax brackets in the year of retirement. The Joint Committee Staff paper, dated April 20, 1990, argues against
averaging on the grounds that current tax rates are less graduated than they were in
the past. It is true that the graduation in personal tax rates has been reduced from the
early 1980's, however it has not been altered since the enactment of the 1986 Act
which created 5-year averaging. In fact, the 1990 Budget Reconciliation Act actually
increased the graduation in rates. In addition, the repeal of 5-year averaging would
create disincentives for workers to save, If an employee knows that his or her
savings will be taxed away at a high marginal rate in a single future year, he or she is
less likely to make significant contributions. Thus, both as an incentive to savings

and for reasons of fairness, relief from the 'bunching' of income in lump-sum
distributions is still necessary.

Finally, because it is a once-in-a-lifetime event, the elimination of 5-year averaging
will contribute very little to simplification.

£~leTaxon Exee Dlstrtbutlqo
The special $750,000 (i.e., 5 x $150,000 as indexed) exemption applicable to certain
lump-sum distributions for purposes of calculating the 15% tax on excess distributions
should be retained even if the current law averaging provisions are repealed. As
stated above, a lump-sum distribution represents income accumulated over an
employee's career. Many long-service employees, even those not considered 'highly
compensated,' may accumulate amounts significantly in excess of $150,000. The
15% tax , added by the 1986 Act, was specifically intended to target highly compensated employees who ar able to accumulate very large retirement amounts on a taxfavored basis. The elimination of this special ceiling could, however, dramatically
impact rank-and-file employees who have spent years setting aside funds to provide
for their retirement. The proposed change would penalize those employees who,
through the good investment experience of their respective retirement plans, have

accumulated retirement benefits in excess of $150,000.

EFimination of this special exemption would do nothing to simplify an already overly
complex provision of the Code. Should retention of the 5x multiple be deemed
excessive, a higher exemption amount should be established for employees who desire
a lump-sum settlement.
DefRlfUM of Ul&h

Cmneme

121n0lote

Employers should have the option of using either the proposed definition or the
current definition of "highly compensated employee,' including that portion which
contains the 'top-paid' group rule. Congress generally concluded in the 1986 Act
that individuals earning less than $50,000 indexed should be considered highly
compensated only if they were in the top 20% by pay of all employees. While It
might now be considered "simplest' to eliminate the need to determine a top-paid
group, it is inappropriate to penalize those employers who have designed qualified
retirement plans around such a definition. Many large employers have designed their
Section 401(k) and Section 401(m) discrimination testing around this definition. If
this definition is changed, such a change would result in middle management employ-
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ces who barely fit into the proposed definition of highly compensated employee

having their ability to save for retirement further restricted. Encouraging savings for
retirement through 401(k) and 401(m) plans should be a Congressional priority. This
goal should not be set aside in the name of pension simplification. Although a change
in this definition would result In simplification for certain taxpayers, we believe that
its use should be made optional so as not to penalize those plans designed to qualify
under the existing definition.
ROLLOVER INTO AN IRA IS NOT THE ANSWER IN ALL CASES
It is sometimes argued that employees could avoid the proposed high tax on lump-sum
distributions by rolling them into an IRA. While this argument may have validity in some
cases, there are many situations in which It is not a good answer. For example, where
employer stock is distributed in kind, or in the case of relatively small distributions, the fees
charged by institutions to handle IRA's may be a factor in deciding not to roll over.
Further, if employer stock is rolled over into an IRA, its full market value will be taxed as
ordinary income when it is later distributed. In other cases, employees who had planned to
use their lump-sum distributions for major post-retirement activities, such as paying off an
existing mortgage, buying a retirement home and/or opening a small business could be
deterred by the significant penalties on IRA's. It is argued that IRA rollovers must be
encouraged to prevent employees from 'squanderin g' their savings. But this argument,
especially in the case of defined contribution plans such as profit-sharing plans, Section
401(k) plans, and E.SOPs (as contrasted with a defined benefit plan), where each employee
has his own account, is not rational, The investments made for and by the employee are
carried in that account, as are earnings on those investments. Further, the employee gets the
benefit of any appreciation and takes the risk of any deprecation in those investments over
his working career. It is not logical to assume that an employee, who has been trusted for
years to manage the size and maner of his savings investments, cannot be trusted to manage
those same funds upon retirement other than through an IRA. There is simply no legitimate
policy reason to require the employee, who has been the true owner of his account over the
years, to roll the account into an IRA.
Additionally, unless an employee does not withdraw a major portion of the assets rolled into
an IRA for a number of years, his overall tax burden Is likely to be greater under a rollover
than the tax incurred under the averaging provisions of current law.
It is clear that if the proposals discussed herein ar enacted into law they will force employees, even those with small distributions, to roll over their distributions whether they want to
or not, so as to avoid confiscation of a significant portion of their accounts. It has been
argued that these changes would not result in a revenue loss; however, the delay in taxation
on significant numbers of distributions would definitely result in a revenue loss in the near
term. While amounts distributed out of an IRA are fully taxable, these distributions would
be made at far later times than would be the case with taxable lump-sum distributions under
present law.

CONCLUSION
In summary, we commend the Senate Finance Committee for addressing the issues of
pension simplification. The proposals provide some benefit in some areas of pension law.
However, the expansion of the 15% excise tax, the elimination of 5-year averaging, and the
failure to offer as optional the use of the present definition of 'Highly Compensated
Employee' more than offset the inclusion of other provisions which we believe do benefit the
pension area. Because of this result, the Retail Tax Committee of Common Interest cannot
support the legislation as currently proposed.
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STATEMENT OF SEARS, ROEBUCK AND CO.
Sears, Roebuck and Co. is filing this statement to provide comments on various
pension access and simplification proposals. We request that this written
statement be included as part of the printed record of the hearing before the
Subcommittee on Private Retirement Plans of the Senate Finance Committee.
Our views are primarily directed to certain provisions contained in the "Employee
Benefits Simplification and Expansion Bill of 1991" (S. 1364 introduced by
Senate Finance Committee Chairmen Bentsen on June 25, 1991).
However, because
certain provisions in the Administration's "Pension Opportunities for Workers'
Expanded Retirement" (POWER) proposal and in other bills which have been
introduced in the House of Representatives (particularly H.R. 2730 introduced
by Congressman Dan Rostenkowski) contain even more onerous provisions adversely
affecting the tax treatment of lump sum distributions from qualified plans,
we are presenting herein our views with respect to each of the various provisions
which we strongly believe will have an impact on the retirement security of
Sears employees.
lie are very appreciative of the fact that S. 1364 has preserved 5-year averaging,
10-year averaging and capital gain treatment (for pre-1914 accumulations) with
respect to individuals who had attained age 50 before January 1, 1986.
We
also note that S. 1364 recognizes the fairness of continuing the deferral of
tax on unrealized appreciation in employer securities distributed from a
qualified plan.
However, S. 1364, as currently drafted, does repeal 5-year averaging for all
individuals (other than those who had attained age 50 before January 1, 1986),
and also repeals the special "5 times" rule for purposes of the 15% excise
tax on large lump sum distributions. We strongly urge that these two provisions
in S. 1364 not be enacted. In addition, we strongly urge the Senate Finance
Subcommittee on Taxation to reject the provisions of the Administration's POWER
proposal which advocates the repeal of (i) the grandfather clause allowing
people now nearing retirement to use either 5-year or 10-year forward averaging
and (ii) the present law rule allowing individuals to exclude net unrealized
appreciation in employer securities distributed from a qualified plan.
Description of Sears Profit Sharing Fund
The Sears Profit Sharing Fund was created on July 1, 1916, 20 years before
the adoption of Social Security. The main purpose of the Fund from its very
beginning was to provide for the financial security of the employees upon their
retirement from the Company and to meet other financial needs as they arise.
This was accomplished by providing the employees the opportunity to share in
the profits, the opportunity to acquire a proprietary interest in the Company,
and the opportunity to invest their savings.
Sears employees are eligible to participate in the Profit Sharing Fund after
one year and 1,000 hours of service, The Fund provides for full and immediate
vesting of all participants, and at the present time, there are 225,000
participants in t:.e defined contribution plans of Sears and its affiliated
subsidiaries,
As in all defined contribution plans, each participant has his or her own account
in the Fund. The employee's own deposits and share of the Company contributions
are credited to the employee's account each year. The account is invested
in Sears stock and other investments, in accordance with the options elected
by each employee. The employee's account is credited each year with the number
of Sears shares purchased for the employee and with the market value of other
investments made on the employee's behalf. Any appreciation or depreciation
on these other investments and any investment income received is also credited
or charged to the employee's account each year.
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The Fund presently has a Section 401(k) cash or deferred option, and employees
may deposit between 1% and 17% of their salary each year as pre-tax deposits.
Pre-tax deposits are, of course, subject to the overall annual limit provided
by the Code, $8,475 for 1991. Employees may make after-tax de:;osits of between
1% and 10% of eligible pay, but to the extent after-tax deposits are made,
the 17% limit on pre-tax deposits is reduced.
It should be noted, of course,
that the higher paid employees are limited to lower percentage contributions
because of discrimination tests which must be met,
Each year the Company contributes a maximum of 61 of pre-tix profits, less
certain Fund administrative expenses, to the Fund.
This Company contribution
is allocated to the various participants based on their pre-tax deposits up
to 5% of salary, but subject to the overall pre-tax limit on e:mployee deposits.
In complying with one of the original purposes of the Fun -- to allow the
employees to acquire a proprietary interest in the Compan/ -- the Fund has
invested a substantial portion of its assets in Sedrs stocK. At the end of
1990, over 51,000,000 shares of Sears stock, or more than 15% of the total
outstanding shares were credited to the accounts of members. Another 21,000,000
shares were held by the Fund under a leveraged [SOP feature , adopted in 1989,
which will be allocated to Fund members' accounts over the next 14 years.
The members are able to instruct the trustees on how to vote their stock at
shareholders' meetings.
Upon termination of employment or retirement, the employee's entire account
balance is distributed in a lump sum. Sears stock credited to the employee's
account is distributable in kind.
The Need for Lump Sum Distributions from Profit Sharin2_Funds
Before discussing the various pension simplification proposals, we would like
to first outline why lump sum distributions are necessary and desirable. A
primary objective of a profit sharing plan is to provide an accumulation of
retirement capital and not necessarily to provide payments in a fixed income
stream,
(As a matter of information, Sears employees are also covered by a
Company-paid pension plan that does provide a fixed income stream.) The capital
provided by a profit sharing plan allows the retired employee to maintain the
flexibility needed to meet changing conditions during retirement- and protect
against inflation. The employee may wish to purchase a new home, pay off his
mortgage, make investments, pay for his children's education, etc. In addition,
lump sums give retirees a capital sum to invest. Since the employee is the
beneficial owner of his profit sharing account and assumes the risks of ownership
all through his working career, including the risk of gain or loss, he should
have the right to choose a lump sum distribution if he desires.
Some have argued that employees can protect themselves against inrnediate high
taxes by rolling over a lump sum to an IRA.
Indeed, rollovers to IRAs are
utilized by many Sears employees to defer the tax on their distributions.
IRA rollovers are sometimes more attractive to the higher-paid employees who
may have other assets and income to provide for their retirement income
replacement.
However, many thousands of Sears employees do not rollover,
Many Sears employees believe a rollover eliminates much of the flexibility
presently available under lump sum dlstrlbutivons.
Sears employees often retain
their distributed Sears stock and use the dividends to supplement their other
retirement income.
With a rollover, this can be impractical because of IRA
maintenance fees and other costs, depending on who the employee selects as
his IRA trustee.
This could be especially true for smaller and medium size
accounts.
In spite of these factors, a significant increase in tax on lump sum
distributions would force retirees, even those with small distributions, to
roll their lump sums over into an IRA so as to avoid confiscation of a
significant portion of their accounts.
(Sears randomly selected ten recent
distributions to employees, and in comparing tax owed under present law and
the proposed rules, determined that the employees tax liability in most cases
more than doubled under the proposals being made.)
This would be detrimental
to retirees and would result In a near term revenue loss to the Treasury.
There would be no revenue gain until many years later when the amounts are
ultimately withdrawn from the IRA.

355
Present Tax Treatment of Lump Sum Distributions
Prior to the 1986 Tax Reform Act, lump sum distributions were taxed under a
special 10-year forward averaging method, and pre-1974 accumulations were
eligible for capital gains treatment.
At the time the 1986 Act was passed,
Congress felt that it was inequitable to change the tax rules for those 50
and older.
Therefore, while this favorable tax treatment was eliminated by
the 1986 Act, persons over 50 years of age were grandfathered so as to protect
those nearing retirement from having their tax liability abruptly increased.
In.lieu of 10-year averaging, the 1986 Act made future lump sum distributions
eligible for a special 5-year forward averaging treatment.
This method can
only be elected on distributions made after age 59 , and only once in a lifetime.
Current law provides that distributions in any year in excess of $150,000
(indexed) are subject to a 15% excise tax.
Under the "5 times" rule, the
$150,000 threshold for the tax is multiplied by five for lump sum distributions.
Under present law, appreciation in employer securities which are distributed
in kind is not taxed at the time of distribution. Thus, employees who receive
Sears stock include as taxable income an amount not greater than the Profit
Sharing Fund's cost for such stock.
Tax on such appreciation is deferred until
it is realized by it later sale of the stock.
In addition to the averaging provisions, present law allows employees who receive
lump sum distributions to roll their distributions into an IRA, thus deferring
the tax until amounts are withdrawn from the IRA.
Reasons Why Avera ing Rules Should Be Retained
As previously noted, S. 1364 repeals 5-year averaging for distributions aicer
December 31, 1991 ((xcept for those individuals grandfathered under the 1986
Tax Reform Act).
The Administration's POWER proposal goes even further and
advocates repeal of the averaging provisions for those grandfathered under
the 1986 Tax Reform Act. This would, in effect, treat a lump sum distribution
of an employee's account, accumulated over his entire working career, as ordinary
income in the year he receives it.
There are many valid reasons for allowing income averaging for lump sum
distributions. A lump sum distribution represents "bunched" income accumulated
over the employee's working career and it would be inequitable to subject such
income to the highest marginal tax brackets in the year of retirement.
The
lump sum represents a major part of the employee's savings for his retirement
security.
Some have argued that averaging is unjustified because tax rates are no longer
as graduated as they once were.
While the graduation in rates has been reduced
from the early 1980s, there has been no reduction in rates since the enactment
of the 1986 Act which created 5-year averaging.
In fact, the 1990 Budget
Reconciliation Act actually increased the graduation in rates. Since enactment
of that Act, there have been further suggestions for increasing the graduation
even more.
Thus, it is still important to give tax relief from the effect
of bunching income accumulated over an entire career into one year.
It is particularly inequitable to eliminate the grandfathering of the 10-year
averaging (with capital gains treatment at a 20% tax rate for pre-1974
accumulations). When the 1986 Tax Reform Act was passed and 10-year averaging
was repealed, Congress determined that individuals 50 years of age or over
should be grandfathered, so that they. would not be subject to substantial tax
increases as they neared retirement. All of these people are now over 55 years
of age and are five years closer to retirement.
It would be even more
inequitable to eliminate 10-year averaging now than it would have been then.
We cannot recall of any other Instances where Congress repealed a "grandfather"
rule which was specifically enacted to provide transitional relief under prior
legislation.
Some have argued that si;..,pification of the distribution rules for participants
is one of the driving forces behind repeal of the averaging provisions.
There
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is very little simplification in repealing 10-year averaging. This provision
can be used only once in a lifetime, and only by persons who are now over 55
years old. Thus, the grandfather rule will soon be phased out by retirement
of persons in the protected group.
In his recommendations made to Congressman Rostenkowski, Mr. Ronald Pearlman,
in his letter of April 20, 1990, stated (at page 9) that 10-year averaging
benefits an extremely small class of taxpayers since 5-year averaging is more
beneficial for individuals who receive lump-sum distributions that are less
than $474,000. This is an erroneous statement; the reverse is actually true.
Ten-year averaging generally is more beneficial for distributions under $474,000.
'Over 40,000 members of the Sears Profit Sharing Fund qualify for 10-year
averaging, and nearly all of these distributiors would be under $474,000.
Five-year averaging should also be retained. As previously noted, averaging
is necessary to alleviate the problem of "bunching" of income.
Further, it
would contribute very little to simplification of the Internal Revenue Code
to eliminate 5-year forward averaging, since it can be used only where the
distribute is over 59 years old and can be used only once in a lifetime.
Arguments have been made that the 5-year and 10-year averaging provisions are
being unfairly used by individuals changing employers to pay a lower effective
tax rate on qualified plan distributions, thus enabling them to dissipate funds
intended for their retirement.
Thus, proponents oi- rerwoa! - y that it would
be good retirement because participants would be encou,.ipi
keep their money
in the retirement system.
These are not valid dhju',0ents
Since passage of
the 1986 Tax Reform Act, the averaging provisions can be ui,! only by individuals
at or near retirement. As noted, 5-year averaging can be used only where the
distributee is over 59 years old and only once in a lifetime. Surely, such
an individual would be using 5-year averaging on plan distributions which will
be used for his retirement needs.
Similarly, 10-year averaging can be used
only by individuals who are at least 55 years old and can also be used only
once.
Thus, the averaging provisions merely provide needed flexibility for
retiring individuals to plan for their retirement security.
Excise Tax on Larqe Distributions
S. 1364, as well as several of the other bills introduced, advocate repeal
of the special "5 times" rule for purposes of the 15% tax on large distributions,
thus subjecting any distribution over $150,000 to this tax.
The 15% tax and
the "5 times" rule were enacted only recently as part of the 1986 Tax Reform
Act. The "5 times" rule should be retained.
As previously noted, a lump-sum distribution represents income accumulated
over an employee's working career. Many long-service employees, even those
not considered highly compensated, may accumulate amounts significantly in
excess of $150,000. This provision was intended to target the highly compensated
who are able to accumulate large amounts (over $750,000) on a tax-favored basis.
Very few Sears employees are aware that the 15% excise tax even exists, and
most will assume that it does not apply to them. Thus, elimination of this
special ceiling would adversely affect many rank-and-file employees who receive
lump-sum distributions. For example, a retiree receiving a $200,000 distribution
could face a marginal tax rate of 46% on the amount over $150,000.
Deferral of Unrealized Appreci~tion
Under current law, when a qualified plan distributes employer stock that has
appreciated in value in a lump-sum distribution, the net unrealized appreciation
in such stock is not included in the employee's income.
Instead, taxation
of the appreciation is postponed until the stock is sold or, exchanged. In
addition, in the case of employer stock attributable to employee contributions,
taxation of the unrealized appreciation is deferred even if the stock is not
distributed in a lump-sum distribution.
Both H.R. 2730 and the Administration's POWER proposal would repeal the exclusion
of unrealized appreciation. We strongly oppose repeal.
The provisions excluding unrealized appreciation have been in the Internal
Revenue Code for many years as an incentive for employees to invest in employer
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stock.
Repeal of these provisions will upset the many thousands of Sears
employees who, in reliance on the existing rules, have invested in employer
stock through the Sears Profit Sharing Fund. Sears employees will resent this
abrupt change in the rules, especially if it turns out that they must sell
the Sears stock in order to pay the tax on the distribution.
Congress has historically supported employee investment in employer stock.
This support is reflected in the many special tax provisions pertaining to
employer stock, such as excluding unrealized appreciation in employer securities
(a provision predating passage of ERISA) and the special tax benefits accorded
to Employee Stock Ownership Plir,s (ESOPs).
Employee ownership of employer
stock acts as a very important incentive to employees and gives them a real
stake in their employer's business.
In view of Congressional policy toward
encouraging employee investment in employer stock, repealing the exclusion
of unrealized appreciation would seem to be a reversal of this policy, since
repeal will encourage employees to sell the stock as soon as it is distributed
to them.
Deferral of tax on unrealized appreciation is sound for three reasons. First,
the employee should not be taxed until the appreciation is realized, and there
is no realization simply because stock has been withdrawn from a profit sharing
trust.
Second, it would impose an unwarranted hardship on the employee to
tax him before he has converted the stock into cash. Finally, it would produce
erratic results. Each of these points is discussed below.
Income is Not Realized
When the employee withdraws from a profit sharing plan and takes his securities,
the appreciation in value of the securities is not realized at that time, and
will not be realized until he sells the securities and obtains cash or other
property for it. At the time of such sale, the employee will be taxed.
Likewise, individual
purchasers of securities are not taxed until
the
appreciation in value on such personally held securities is realized through
a sale or other taxable transaction.
Thus, under current law, employees
purchasing the securities of their employer by participating in a qualified
profit sharing plan are placed in the same position as those individuals
acquiring securities directly.
For example, employees who are members of the Sears Profit Shartnqj Fund can
elect to invest their after-tax deposits in Sears stock.
It is highly
inequitable to tax the unrealized appreciation on this stock where the employee
continues to hold it after its distribution from the Fund, when the employee
would not be taxed on the unrealized appreciation if he had used his after-tax
deposits to buy Sears stock directly from his broker.
Income or gain is normally taxed when realized. However, the Internal Revenue
Code provides in a number of cases that income shall not be recognized and
taxed even though such income is theoretically re-liized.
For example, an
exchange of income producing properties of like kind, or a sale of a personal
residence and purchase of a new residence with the sales proceeds, are
realizations of income not subject to tax under special non-recognition
provisions. One of the basic reasons for the non-recognition of gain in these
cases is founded on the principle that a mere change in the form or identity
of an asset is not a taxable event and the gain should not be subjected to
tax.
The case is even stronger for not taxing unrealized appreciation in employer
stock at the time of distribution than it is for non-taxation in the above
examples.
At the time of distribution of the stock, there is no exchange,
no sale and reinvestment, and no conversion of assets.
There is no realization
of income upon distribution because the employee is merely receiving property
which has been his all along and has been held for his account in a custodial
arrangement,
Serious Hardship if Appreciation is Taxed
Serious hardship would be imposed on the employee if the tax were based on
the appreciated value of distributed employer's securities. Many Sears employees
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prefer to keep the Sears stock when they retire. Frequently, the employee
would not have the cash to pay the tax and would be forced either to borrow
money, or else to liquidate a portion of his investment in order to pay the
tax. Repeal of this exclusion, combined with the repeal of 5-year and 10-year
averaging, will be a significant deterrent to investing in employer stock.
Moreover, the ability to roll over the distribution to an IRA frequently is
not a satisfactory answer. Not all institutions that offer IRAs will accept
rollovers of employer stock and others may impose maintenance fees that retirees
do not now incur,
Erratic Results
Repealing the special tax treatment for unrealized appreciation in employer
securities can complicate, rather than simplify retirement decisions.
If the
employee had to pay a tax on the market value of the employer's stock distributed
to him, the tax would vary greatly depending on the value of the stock at the
time of withdrawal,
Thus, if the price is at a high point when the employee
retires, he would pay more tax. For example, two employees might retire within
a few weeks of each other and yet incur widely different tax liabilities even
though they each received the sae number of shares and have the same average
cost price for such stock. The recent fluctuations of the stock market highlight
the importance of this consideration.
The fluctuation in market values can be illustrated by the fact that
last year, Sears stock has traded from a low of $22.00 per share to
of about $43.00. This situation would cause an employee to speculate
time of his retirement, and his selection of a retirement date would
to a great extent on fluctuations in the value of the stock.

in the
a high
on the
depend

Moreoer, repealing the exclusion for unrealized appreciation would not simplify
the employee's tax calculations.
Under current law, the Fund's trustee is
required to report to the employee at the time of distribution the amount that
is currently taxable and the cost of the stock distributed.
The employee
includes the taxable amount in income and retains the cost information in order
to report the gain on disposition of the employer stock in the same manner
that he reports gains on any other stock transactions.
Thus, no significant
simplification would be achieved by requiring the employee to pay tax on the
fair market value of the employer securities distributed to him.
Present law recognizes the importance of providing an incentive for investment
Taxing
by profit sharing plans in the stock of the employer corporation.
unrealized appreciation would discourage such investments by profit sharing
plans.
This, in turn, would substantially reduce a very important employee
incentive which makes the employee a true partner in the success of the
employer's business. Furthermore, it would decrease the desirable trend toward
wider ownership of American industry.
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STATEMENT OF THE SECTON 457 TASK FORCE

Mr. Chairman, my name is Ken Kies. I am a partner with
the law firm of Baker & Hostetler. I appear in my capacity as the
Designated Representative of Thn Section 457 Task Force, a
coalition of tax-exempt employers and organizations which
represents tax-exempt employers. Members of the Task Force include
the American Society of Association Executives representing
thousands of trade associations throughout the country; the
National Assembly, an association of voluntary nonprofit
organizations concerned with providing a variety of human support
services, Colonial Williamsburg, the Cleveland Clinic, Goodwill,
the Ansociation for Advanced Life Underwriters, Mutual of America,
and others. This coalition believes the amendment to section 457
included as part of the Tax Reform Act of 1986 and its subsequent
interpretation by the IRS is resulting in treatment of employees
of tax-exempt employers which is both discriminatory and
inconsistent with basic principles of income tax policy. The Ways
and Means Committee addressed a portion of this problem through
legislation adopted as part of the Technical and Miscellaneous
Revenue Act of 1988 ("TAMRA"). The Task Force urges the Committee
on Finance to complete this process through the enactment of
language like that contained in either H.R. 2499, the "Section 457
Reform and Simplification Act of 1991," legislation introduced on
May 30, 1991, by Congressman Matsui and Congressman Vander Jagt,
or Section 319 of H.R. 2641, the "Employee Benefit Simplification
Act of 1991," introduced by Congressman Chandler on June 13, 1991.
The Committee on Ways and Means adopted language similar to that
included in H.R. 2499 and Section 319 of H.R. 2641 in both 1987 and
1988.
I.

BaQfground.

Section 1107 of the Tax Reform Act of 1986 (the "1986
Act") broadened the coverage of section 457 of the Internal Revenue
Code (the "Code") to apply to employees of private tax-exempt
employers. Previously, section 457 had applied only to state and
local government employees.
Although the 1986 Act expanded the group of employers
subject to section 457, there was no indication by Congress that
the substantive scope of section 457 had been changed.
Nevertheless, the Internal Revenue Service ("IRS") took a public
position in 1987 in Notice 87-13 that the types and nature of
deferred compensation plans governed by section 457 included
nonelective deferred compensation (e.9.L, vacation pay plans,
severance pay plans and nonelective deferred compensation plans)
which generally had been thought to be outside the scope of the
section 457 rules (as they previously applied to state and local
governments). The direct effect of this interpretation is to tax
individuals currentJ
on amounts which they have not yet received,
never have had the right to elect to receive, and may not actually
receive in the future. This interpretation is wholly inconsistent
with basic concepts of Federal income tax policy dating back to the
origins of the income tax in 1913 under which individual taxpayers
have historically been taxed generally only upon receipt of income.
In response to the IRS position, H.R. 3312 was introduced
in 1987 by Mr. Matsui and Mr. Vander Jagt along with 22 other
Members of the Ways and Means Committee as co-sponsors. H.R. 3312
specifically reversed the effect of the IRS interpretation by
providing that section 457 did not apply to any nonelective
deferred compensation. The Committee on Ways and Means included
H.R. 3312 in its 1987 tax bill but the language was dropped, along
with all other non-revenue raising provisions, as part of the
November 1987 Budget Summit Agreement. The Committee on Ways and
Among the members of The National Assembly are
organizations such as the American Red Cross, the U130,
the United Way, the Boy Scouts of America, the Girl
Scouts of the USA. A complete list of The National
Assembly members who provide volunteer services to
Americans appears as Attachment A.
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Means again adopted this language as part of its version of the
Technical and Miscellaneous Revenue Act of 1988 ("TAMRA"). As part
of the compromise in conference on TAMRA, however, only certain
classes of individuals performing services for tax-exempts received
a clarification that section 457 did not apply to their nonelective
deferred compensation, specifically, independent contractors,
church employees, and employees under certain collective bargaining
agreements."
Earlier amendments to section 457 exempt other
classes of employees from current taxation of nonelective deferred
compensation as follows:
state judges; employees covered by a
deferred compensation plan of an Alabama nonprofit corporation
which received an IRS ruling on March 17, 1976; employees covered
by a deferred compensation plan with respect to which a letter
dated November 6, 1975, submitted the original plan to IRS; and
employees receiving nonelective deferred compensation under a plan

dated August 16, 1986, if they were covered by that plan prior to
that date. In addition, employees of taxable employers may receive
both elective and nonelective deferred compensation without being
taxed until the time of actual receipt.
H.R. 3080, the "Section 457 Reform and Simplification Act

of 1989," was introduced by Mr. Vander Jagt and Mr. Matsui on
August 4, 1989, and was co-sponsored by over 36 Members of
Congress. Similar legislation was introduced in this Congress by
Mr. Matsui and Mr. Vander Jagt as H.H. 2499. Finally, Section 319
of H.R. 2641 is similar to H.R. 3080 and H.R. 2499. Enactment of
any of these pieces of legislation would complete the reform and
simplification of section 457 begun with the TAMRA provisions by
providing that section 457 uniformly does not apply to any
nonelective deferred compensation for any employee of a tax-exempt
employer. The effect of this change would be to tax individuals
only when they are paid such compensation.
As a result, no
employees of tax-exempt employers would be taxed currently on
income which (1) they have not yet received, (2) never had the
right to elect to receive, and (3) may never receive as is the case
under current law for those employees not qualifying for the
various exceptions now applicable to the "general rule" of section
457.
II.

Detailed Discussion of Status of Current Law and
Need for the Refor Section 457.

Either H.R. 2499 or Section 319 of H.R. 2641 would
uniformly provide that nonelective deferred compensation is not
taxable until paid.
Under current law, employees of many taxexempt organizations and State and local governments are taxed on

nonelective deferred compensation before they are entitled to
receive it. Taxing such amounts prior to the time when received
is inappropriate because it results in current taxation of amounts
which

--

First

--

Second
Third

---

The taxpayer has not received.
The taxpayer never had the right to
elect to receive; and
Which the
receive.

taxpayer

may

not

actually

In addition, TAMRA statutorily provided that section 457
does not apply to vacation pay, sick pay, compensatory
time, severance pay, disability pay, or death benefits.
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An example of the unfair
treatment is as follows:

impact of

this current

law

In 1990 trade association X hires Mr. Smith to
manage its office. Mr. Smith is provided an
employment agreement under which he will be
paid $50,000 per year for five years, i,&.,
1990-95.
Assuming Mr. Smith works for the
entire five years for the trade association,
the agreement provides that Mr. Smith will be
entitled to an additional $10,000 payment in
each year from 1996 through 2000. The trade
association has structured the compensation
package in this manner to provide an incentive
to Mr. Smith to make a long-term commitment and
because its current budget does not have
sufficient resources to pay these amounts any
earlier than the schedule provided. Under the
current law interpretation of section 457, if
Mr. Smith works for the entire five-year period
of 1990 through 1995, he would be taxed in the
1996 tax year on the full present value of the
five years of $10,000 payments which he would
be paid in each year from 1996 through 2000
even though he would be entitled to, and
receive, only $10,000 in 1996. If you assume
that the discounted present value of the five
years of $10,000 payments is $40,000, the
taxpayer would be subject to tax in 1996 of
$11,200 ""even though he received only $10,000
of payments for the year, for an effective tax
rate of 112%.
The above result would occur
even if the trade association becomes insolvent
in 1997 and is unable to pay the four remaining
$10,000 payments. This analysis assumes Mr.
Smith does not apply for one of the eight
exceptions to the "general rule" of section
457.
Congress has already recognized the unfairness of the
general rule of current law which provides for taxation of
nonelective
deferred
compensation
before
it
is
received.
Specifically, Congress has exempted from this harsh and unfair
treatment many classes of taxpayers as follows:
First,
employees
and
contractors performing services
employers are not taxed on either
nonelective deferred compensation

independent
for taxable
elective or
until paid.

Second, independent contractors performing
services for tax-exempt employers are not taxed
on nonelective deferred compensation until
paid.
Third, employees of tax-exempt employers
performing services pursuant to a collective
Calculated assuming the 28% rate applied to all the
income.
If the taxpayer was subject to the so-called
"bubble" when the rate is 33%, the tax would be $13,200
for an effective rate of 132%.
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bargaining agreement in existence on December

31, 1987, are not taxed on nonelective deferred
compensation until paid.

This rule applies

even if the employee is hired after December
31, 1987.
In some cases, this represents a
permanent exception because certain collective

bargaining

agreements

are

permanently

considered to be in effect even though subject

to subsequent amendment.
Fourth, employees covered by a plan
maintained by a church for church employees are

not taxed on nonelective deferred compensation
until paid.
Fifth, state judges are not taxed on
elective deferred compensation until paid.
Sixth, employees covered by a. deferred

compensation plan of a nonprofit corporation
organized under the laws of the State of
Alabama with respect to which the Internal
Revenue Service issued a ruling dated March
17, 1976, are not taxed on nonelective deferred
compensation until paid even if they are
employed in the future.
seventh, employees covered by a deferred
compensation plan with respect to which a
letter dated November 6, 1975, submitted the
original plan to the Internal Revenue Service
responded with a letter dated December 24,
1975, are not taxed on nonelective deferred
compensation until paid even if they are
employed in the future.
Eighth, employees receiving nonelective
deferred compensation under a plan in effect
on August 16,
1986, are not taxed on
nonelective deferred compensation until paid
provided that they were covered by such plan
prior to August 16, 1986.
Employees of tax-exempt employers not within the various
classes of exception set forth above generally are currently taxed
on nonelective deferred compensation even though they have not
actually received payment, never had the right to elect to receive
payment, and may not actually receive payment in the future. Such
treatment. obviously is discriminatory and unfair. Moreover, it
undermines the credibility of the income tax system because
comparably situated taxpayers are not subject to comparable tax
rules. This absence of comparable treatment for similarly situated
taxpayers is illustrated by many situations. First, many taxexempt employers have both employees covered by the August 16,
1986,
grandfather provision
and employees
not
covered,
notwithstanding the fact that they are performing identical
services. Second, some employees within the tax-exempt sector are
covered by the various exceptions,
.qg, independent contractor,
church employees, etc., while others are not. Finally, employees
of taxable employers may receive both elective and nonelective

deferred compensation without being subject to current taxation.
This latter situation presents significant difficulties for taxexempt employers in recruiting talented individuals from the
taxable sector because they are unable to offer compensation
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arrangements comparable to those available in the taxable sector.
The Task Force believes that employees of taxable and tax-exempt
While H.R. 3080 will not
employers should be treated the same,
fully accomplish this result, it will provide comparable treatment
for all employees of tax-exempt employers and reverse tax treatment
of certain tax-exempt employees which is both unfair and
inconsistent with long-standing, basic principles of Federal income
tax policy.
The balance of this testimony discusses section 457 in
the context of its legislative history, and explains why the
general scope of section 457, which was not changed by the 1986
Act, should be limited to non-qualified, glgctive deferred benefit
arrangements. Nonqualified. nonelective retirement pay plans (as
well as other nonelective deferred benefit plans) of both taxexempt
and state and local government employers should be
unaffected
by section
457
in accordance
with
the clear
congressional intent which accompanied the origi .i enactment of
section 457 and its subsequent extension to private tax-exempt
employers as part of the Tax Reform Act of 1986.

III.

The History of Section 457 Indicates It Was Never
Intended to Apply to Nonelective, Non-Qualified

A.

ti

P-lans.

__

Deferred Compensation Rules Before 1978:

Prior to
1978,
nonqualified deferred compensation
arrangements were subject to broad statutory guidelines and
regulations.
A cash-basis employee included deferred amounts in
income when those amounts were "actually or constructively
received."
Treas. Reg. 1.466-l(c)(l)(i); &LJ_ So, I.R.C. 451;
Treas. Reg. 1.451-2 (constructive receipt of income).
IRS
administrative rulings further defined the income recognition rules
for various nonqualified deferred compensation arrangements. a",
9x
Rev. Rul. 60-31, 1960-1 C.B. 174 (guidelines for applying
rule
of
constructive
receipt
to
deferred
compensation
arrangements), modified, Rev. Rul. 70-435, 1970-2 C.B. 100
(replacing one factual example).
Under traditional constructive
receipt principles, deferred amounts are not taxed currently unless
they are "made available" to the taxpayer so that the taxpayer can
9-1= to receive such amounts gU
niLy.
US, e.q_-, Metcalfev
MmQmnhiJi1nk,
43 T.C.M. (CCH) 1393, 1396 (1982).

In 1978, the IRS published Proposed Regulation
section 1.61-16 (the "Proposed Regulation"), which would have
eliminated the ability of employees to defer compensation at their
individual option.
See 43 Fed. Reg. 4638 (Feb. 3, 1978).
Specifically, the Proposed Regulation would have required all cashbasis taxpayers covered
by elective, noiqualified deferred
compensation arrangements, to recognize deferred amounts as income
in the taxable year such amounts ot. erwise would have been payable,
rather than in the later taxale , Aar when the deferred amounts
actually were paid.
By its terms, however, the Proposed Regulation only
affected those amounts deferred "at the taxpayer's individual
option."
d. Thus, nonelective, nonqualified retirement plans
that basically consisted of deferred commitments to pay benefits
pursuant to a formula or schedule were not the target of the

Proposed Regulation.

Since the benefits under such plans were not

attributable to amounts deferred "at the taxpayer's individual
option," they would not have been covered by the Proposed
Regulation.
C.

Qgress o

JW

2to the Proposed BaeautIn.

Congressional response was swift. Section 131 and
132 of the Revenue Act of 1978 (the "1978 Act") specifically
addressed most eleqtiy
deferred compensation arrangements
jeopardized by the Proposed Regulation. a
Public Law 95-600, 92
Stat. 2779-83 (Nov. 6, 1978),
pg9Ints in 1978-3 C.B. 13-17; Mg_,
pQ, H.R. Rep. No. 1445, 95th Cong., 2d Seas. 52-53, r pri j
In
1978-2 C.B. 226-27 (reasons for change); S. Rep. No. 1263, 95th
Cong., 2d Sess. 65, reprintej in 1978-3 C.B. 363 (reasons for
change); H.R. Rep. No. 1800, 95th Cong., 2d Sess. 65, rgprinted in
1978-3 C.B. 538 (reasons for change).

Section 131 of the 1978 Act created section 457, which
applied to State and local government deferred compensation plans.
Section 132 of the 1978 Act rejected application of the Proposed
Regulation to deferred compensation plans of private, taxable
employers. In section 132(a) of the Act, Congress pronounced that
the legal principles governing private deferred compensation plans
would be those in qt{qJ " February 1, 1978 (two days 4Q qX
publication of the Proposed Regulation).
Id. at 92 Stat. 278283, r
ill1978-3 C.B. 16-17.
D. ThS 1986 Act.
The 1986 Act originated from The President'sTaX
Jlmplijlty (May
1?QDQJ
to the Congress for FAirness. Growth_ an
1985) ("President's Proposal"). The Pregslde0!Lproposals included
the proposed extension of section 457 to all tax-exempt employers.
As described in the President's Proposals, the change in section
457 would affect elective deferrals by employees:
The rules permitting the g g
JtjrrAn of
compensation by employees of States on a
nonqualified and unfunded basis would be
expanded to apply to the employees of employers
exempt from tax under the Internal Revenue
Code.
Thus, an employee of a tax-exempt
employer would be 2ernitted to defer._gl__"
elective basis and subject to the same
limitations currently applicable to State
employees A portion of his or her cxlrrnn.
cgmgm3aUQn under a nonqualified and unfunded
arrangement maintained by the employer (an
"eligible
deferred
compensation
plan").
Compensation deferred by an employee of & State
or tax-exempt employer under an ineligible
deferred compensation plan would be includible
in the employee's gross income when tnere is
no longer a substantial risk of forfeiture.
(President's Proposal, Chapter 14.10 at 381
(emphasis added).)
There is no indication that section 457, an then in
effect, was understood to apply to anything but. elective deferral
arrangements. In fact, the tenor of Treasury's description of the
changes suggests that the employees of the tox-exempt community
would be receiving a benefit from the extension of section 457, a
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suggestion clearly inconsistent with an extension of section 457
to nonelective deferred compensation.
Generally adopting the President's Proosals, the 1986
Act extended section 457 rules to tax-exempt employers. 1986 Act
section 1107, H.R. Rep. No. 841, 99th Cong., 2d Seas. at 1-361 to
366. The operative language of section 457 remained substantially
the same, except for the deferral coordination rules of section
457(c) and the new distribution rules of section 457(d).
The Conference Report accompanying the 1986 Act gave no
indication of any Congressional intent to expand the scope or
M j. at 11-397 to
nature of plans encompassed by section 457.
400.
And the Joint Committee's General Explanation of the Tax
Reform Act of 198§ (the "1986 Blue Book"; published May 4, 1987)
confirms that section 457 "continues to apply to the same types of
Id.
deferred compensation to which it applied under prior law."
Thus, although the 1986 Act expanded the group of
at 654.

employers affected by section 457, it was not intended to change
the type or nature of deferred compensation plans subject to the
section 457 rules.
IV.

Notice 87-13 and Examples of Plans
to Which Section 457 Should Not Apply.

On January 5, 1987, the IRS released Notice 87-13
(published January 26, 1987 in Internal Revenue Bulletin No. 19874), which contained the preliminary IRS views regarding the scope
and application of section 457.
At Q&A-26, the IRS adopted the
following position:
Section 457 applies to amounts deferred under
a deferred compensation plan regardless of
whether the plan is in the nature of an
individual account or defined contribution plan
or a defined benefit plan, including a deferred
compensation plan that provides benefits in
excess of the benefits provided under a
qualified plan under section 401(a), a deferred
compensation plan that provides benefits in
excess of the benefits permitted to be provided
under a qualified plan on account of section
415, and a deferred compensation plan that
provides benefits only to a select group of
executives
or
other
highly
compensated
employees (pg.,,
a "top hat" plan).
Also,
section 457 applies to amounts deferred even
though deferred amounts are determined by
reference to factors other than the annual
compensation of the individual (e.g., years of
service, final average salary), uncertain in
aggregate amount, and are payable over an

indeterminable period (gJg., over the life of
the individual).
Section 457 applies to amounts deferred under
a deferred compensation plan, whether or not
such deferral is pursuant to the election of
the individual taxpayers. Thus, section 457
applies to both elective and noneleotive
deferred compensation amounts.
[1987-4 I.R.B. at 26.)
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The position adopted by the IRS disregarded the historical
distinction between the tax treatment of employee
elective
deferrals and employer-provided, nonelective deferred benefits.
The IRS position threatened many unfunded retirement
programs and other benefit programs (e.g., vacation pay and sick
pay plans) maintained by tax-exempt organizations and State and
local governments.
The unfairness of the IRS position was
acknowledged when the IRS announced it would not enforce the
interpretation of section 457 as applied to vacation pay, sick pay,
and severance pay even before TAMRA was enacted.
The Congress
subsequently provided for this by statute in TANRA by providing
specifically that section 457 does not apply to vacation pay, sick
pay, compensatory time, severance pay, disability pay, or death
benefit plans. TAiRA also provided that independent contractors,
church employees, and employees under certain collective bargaining
agreements would not be taxed on nonelective deferred compensation
until such amounts are paid. H.R. 3080 would complete this much
needed effort to reform section 457 by providing that all employees
of tax-exempt employers are subject to the same fair rules under
which they would be taxed on nonelective deferred compensation only
when paid, thus ending the current law treatment applicable to only
certain classes of employees of tax-exempt employers whereby they
generally are taxed currently on amounts that (1) they have not yet
received, (2) never had the right to elect to receive, and (3) may

not actually receive.
The Task Force congratulates the Committee on Ways and
Means for its past actions in 1987 and 1988 in attempting to
address the problem associated with section 457 and encourages this
Subcommittee and the full Committee to complete this process by
achieving enactment of either H.R. 2499 or Section 319 of H.R.
2641.
Thank you, Mr. Chairman.
questions.

I would be happy to answer any
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f the Hational Assembly

AFL-CIO

American Association of Homes for the Aging
American Camping Association
American Red Cross
Association for Volunteer Administration
Association of Jewish Family and Children's Agencies
Association of Junior Leagues, International
Big Brothers, Big Sisters of America
Boy Scouts of America
Boys Clubs of America
Camp Fire, Inc.

Catholic Charities USA
Child Welfare League of America
Council of Jewish Federations
The Evangelical Lutheran Church in America
4-H, Extension Service
Family Service America
Future Homemakers of America
Girl Scouts of the U.S.A.
Girls Clubs of America
Goodwill Industries of America
Joint Action in Community Service
National Association of Homes for Children
The National Council on the Aging
National Crime Prevention Council
National Mental Health Association
National Network of Runaway and Youth Services
The Salvation Army
70,001 Training and Employment Institute
Travelers and Aid International
United Neighborhood Centers of America
United Seamen's Service
United Way of America
Volunteer - The National Center
Volunteers of America
Women in Community Service
YMCA of the USA
YWCA of the USA, National Board
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STATEMENT OF THE SHELL OIL CO.

Shell Oil Company would like to take this opportunity to thank Chairman Pryor
and the Finance Subcommittee on Private Retirement Plans and Oversight of the
Internal Revenue Service for the opportunity to comment on the Employee Benefits
Simplification and Expansion Act. We believe pension simplification is a noble ob.
jective and support your efforts.
While the provisions in this legislation are numerOu5, we would like to address
two issues of direct concern to Shell. The first provision concerns the definition of a
leased employee. Under present law, "leased employees" must be counted for purposes of the nondiscrimination rules that apply to almost all types of major employee benefits. In order to comply with current law, companies must first determine
how many leased employees they utilize and what benefits they are provided. This
has proven to be an impossible task, not only because of the vagueness of the definition, but also due to the enormous administrative task of determining when it applies.
This definition of "leased employee" includes a host of persons that one w6uld not
ordinarily envision. For example, the rules characterize an individual as a leased
employee if it is not unusual for the services to be performed in the recipient's
"business field" by regular employees of any employer in that "business field." In
the absence of clear guidance, it is nearly impossible to determine whether an individual is performing services in a business field in which a company historically operates or whether the services are performed by employees in a particular business
field.
Simplification would be greatly improved by adopting the leased employee definition in your legislation. We believe your proposed definition would provide greater
administrative simplicity for taxpayers and would still safeguard equitable benefits
for employees. We have attached a position paper on this proposal.
The second provision involves the treatment of rollovers from qualified plans.
Current law places limitations on an individual's transfers into individual retirement accounts ("IRAs") of partial distributions from qualified plans. In general, a
"total" distribution can be transferred into an IRA without income tax recognition
in the year of the distribution. Certain partial distributions also qualify for this favorable treatment. However, partial distributions which do not qualify for this s
cial tax treatment are general ly subject to immediate income taxation and may a so
generate additional penalty taxes. These taxes and penalties can amount to nearly
50 percent of the distribution, plus interest.
The rules determining which partial distributions qualify for favorable tax treatment are confusing, hamper effective administration of qualified plans, and often
result in an erosion of the retirement assets of those plan participants who fail to
appreciate their peculiar nuances. As such, we believe the law should be amended
to provide less restrictive rules governing partial distributions transferred by an employee to an IRA or other qualified plan.
The benefits of such a proposal are substantial. Initially, simplification of the
rules would allow more flexibility in plan design and decrease the costs associated
with plan administration. Amending these rules to allow greater flexibility encourages employees to keep retirement savings in tax-favored retirement vehicles by
more readily allowing a worker to maintain a retirement account during a working
career for all of the retirement savings accumulated, regardless of movement from
one job or employer to another. The reduced complexity of determining which distributions quality for rollover permits more efficient management of retirement savings.
An additional benefit would be the increased ability of a participant to manage
his or her retirement assets. Under current law, a qualified plan participant who
disagrees with the management of his retirement assets may be penalized severely
in the form of immediate income tax and tax penalties if he removes the retirement
assets from the qualified plan trust. Participants in qualified plans should be allowed at least some of the same management flexibility provided for IRAs without
current tax or penalty. The nature of the original investment as a contribution to a
qualified plan rather than' an IRA should not affect management rights.
The rollover rules in your legislation would provide all of these benefits to employers and employees. We support these provisions and provide you with additional
thoughts on the matter in a separate attachment.
We are pleased to have this opportunity to comment on your legislation and
would be happy to respond to questions.
Attachments.
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LEASED EMPLOYEES: DESCRIPTION OF THE PROBLEM AND SUGGESTIONS
FOR REFORM
SUMMARY

The leased employee rules were originally designed to preclude employers from
firing their employees (who had traditionally performed a particular service) to
avoid having to provide them with benefits and then leasing them through a contractor. The rules, as interpreted by the Internal Revenue Service in proposed regulations, go far beyond stopping that abusive practice.
CURRENT PROVISIONS

Under present law, "leased employees" must be counted for purposes of' nondis.
crimination rules that apply to almost all types of major employee benefits:. While
there is no limit to the number of leased employees a company can utilize, if a com.
pany has a sufficiently large number of leased employees that are provided relativelysmall benefits (by the contractor) in relation to benefits provided to the recipient's own regular employees, the recipient's pension, profit-sharing, health, and life
insurance plans may all be deemed "discriminatory" for tax purposes. This can subject both the recipient and certain employees participating in these plans to severe
tax penalties.
In order te avoid incurring penalties, companies trying to comply with the leased
employee rules must first determine how many leased employees they utilize and
what benefits they are provided. This has proven to be an impossible task, not only
because of the vagueness of the definition, but also due to the enormous administrative task of determining when they apply. A leased employee is defined in the law
as any person who is not a regular employee and. who provides services to a company (the "recipient") (1) pursuant to an agreement between the recipient and another
organization (the "contractor"), (2) the services are performed on a substantially
full-time basis for at least one year (6 months for purposes of testing core health
benefits), and (3)the services are of a ty,)e that have historically been performed, in
the recipient's business field, by regular employees.
REASON FOR CHANGE

This definition of "leased employee" in the statute and the one in the proposed
regulations, includes a host of persons that one would not ordinarily envision. For
instance, IRS regulations have determined that a service has been historically performed if any regular employee of the recipient has performed that job in the last
five years. Further, without regard to a company's own practice, the rules characterize an individual as a leased employee if it is not unusual for the services to be
performed in the recipient's "business field" by regular employees of any employer
in that "business field." The regulations neither explain, define, or limit the meaning of the term "business field.' In the absence of clear guidance, it is nearly impossible to determine whether an individual is performing services in a business field
in which a company historically operates or whether the services are performed by
employees in a particular business field.
Most companies have never maintained very detailed employment records neces.
sary to run all the tests on leased workers, and it has been extremely difficult (if
not imposr-oie) to even gather those records from contractors to make the required
determinations. While this information may be available from contractors, most are
extremely reluctant to furnish companies the necessary information both for financial reasons and because they view some of the information as confidential or pro.
prietary. Those companies which have tried to obtain the necessary information
from the contractors have received a very limited response, notwithstanding repeated requests for information and occasional threats to withdraw business.
THE PROPOSAL

An individual who performs personal services directly for the recipient where the
recipient controls the provision of such services, so as to satisfy the common law test
used to distinguish an employee from an indepzudent contractor, is an employee of
the recipient and not the contractor. Leased employees, on the other hand, typically
are common law employees of the contractor. An employee of the contractor should
not be treated as a leased employee of the recipient unless the contractor is providing individuals (leased employees) rather than services to the recipient.
These principles are reflected in the following proposed language as a substitute
for the current language in I.R.C. §414(nX2XC):
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(C) SucH SERVICES ARE PERFORMED BY SUCH PERSON UNDER THE CONTROL OF
THE RECIPIENT.

A contract for a specialized service--such as, for the repair or maintenance of machinery for which the contractor provides a crew of workers
with a supervisor to perform the contracted service--generally would not
give rise to leased employees. However, a contract for one or more secretaries would tend to create a leased employment relationship. Typically, contract secretaries perform services under a contract which requires the contractor to furnish the recipient with a designated number of individuals
who will be supervised by the recipient rather than to perform a specific
service supervised by the contractor.
CONCLUSION

The leased employee rules are virtually impossible to administef in their present
form and would classify as leased employees a larger field than is necessary to alleviate the perceived abuse in this area. New statutory rules should be adopted to prevent the abuse, but which are based on reasonable and administrable principles as
outlined above.
TREATMENT OF ROLLOVERs FROM QUALIFIED PLANS: SUGGESTIONS FOR CHANGE
I. SUMMARY

Current law places limitations on an individual's transfers into individual retirement accounts ("IRAs") of partial distributions from qualified plans., In general, a
"total" distribution can be transferred into an IRA without income tax recognition
in the year of the distribution. Certain partial distributions also qualify for this favorable treatment. However, partial distributions which do not qualify for this special tax treatment are generally subject to immediate income taxation and may also
generate a penalty for premature distribution and an excise tax on excess distributions. These taxes and penalties can amount to nearly 60 percent of the distribution,
plus interest.
The rules determining which partial distributions qualify for favorable tax treatment are confusing, hamper effective administration of qualified plans, and often
result in an erosion of the retirement assets of those plan participants who 'fail to
appreciate their peculiar nuances.
To simplify the rules governing distributions from qualified plans, to increase
plan portability, and to grant plan participants greater flexibility in the management of retirement assets, I.R.C. §402(aX5) of the Internal Revenue Code of 1986, as
amended ("I.R.C."), should be amended to provide less restrictive rules governing
the favorable tax treatment of partial distributions which are transferred by the
employee into an IRA.
It. CURRENT LAW

A. Definitions
1. Total Distributions
I.R.C. §402(aX5XEXi) defines a total distribution as
(1) one or more distributions
(2) which
(a) occurs within one taxable year of the participant on account
of termination of the plan of which the trust is a part or
(b) is a "lump sum" or
(c) is a distribution of "accumulated deductible employee contributions."
I.R.C. §402(eX4XA) defines a lump sum as a distribution or payment
within one taxable year of the balance to the credit of the employee which
occurs after one of four "triggering events":
(1) the employee's death,
(2) the employee's attaining age 591,
(3) the employee's separation from service, or
(4) the employee's disability.
I A "qualified" plan is one which qualifies for deferral of income recognition for amounts contributed for the benefit of an employee. In general, recognition of income earned by the plan
trust on contribution, is also deferred.
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In the case of the employee's death or separation from service, the employee or his estate must establish that the distribution was actually made
on account of death or separation from service. I.R.C. §72(oX5) defines accumulated deductible employee contributions to include income, gains, expenses, and losses attributable to employee contributions.
2,Partial Distribution
I.R.C. §402(aX5XEXv) defines partial distributions as any distribution
which is not a total distribution.
B.IRA Rollovers
I.R.C. §402(aX5XA) states the general rule that qualified plan distributions transferred by the employee to an eligible retirement plan ("rollovers") are not includable in gross income in the year of distribution ("rollover treatment").
To qualify for this rollover treatment, the rollover must occur within sixty days of
the distribution. I.R.C, §402(aX5XC). Rollover treatment is available for total distributions and for certain partial distributions.
Partial distributions must meet the following requirements to receive rollover
treatment.
(1) The distribution must be at least 50% of the balance to the credit of the
employee in the qualified trust.2
(2) It must be payable on account of the employee's death, separation from
service, or after the employee s disability.
(3) It cannot be one of a series of periodic payments.
(4) The employee must affirmatively elect the rollover treatment.
C. Special Lump Sum Averaging Treatment
For those distributions which qualify as lump sums, the employee is entitled to
determine the amount of the income tax payable in the year of the distribution as
though the distribution had been made in equal parts over five years ("lump sum
treatment"). I.R.C. §402(e). However, where the employee has previously elected rollover treatment for a partial distribution, lump sum treatment is unavailable for a
subsequent distribution from the same or similar plans, even if the subsequent distribution otherwise meet- all of the tests for lump sum treatment. I.R.C.
§402(aXSXDXiii).
D. Strict Interpretation
The rules governing the definition and tax treatment of total and partial distributions are strictly interpreted. Identical distributions to two apparently similarly situated employees may receive drastically different tax treatment solely because of
seemingly insignificant details. Thus, an employee who receives three distributions,
the last of which occurs one day after he attains age 59V will be eligible to elect
rollover treatment for the final distribution if it otherwise qualifies as a total distribution. Attaining age 59 , is the triggering event for this purpose, In contrast, none
of a similar series of payments to a fellow employee may qualify for rollover treatment if the last two distributions occur one day and three days after he attains age
59 1/1, but. not within the same tax year. In the latter case, the final distribution may
not qualify as a totui distribution eligible for rollover treatment unless a triggering
event occurred between the second and third distributions. The intervention of the
second distribution between the attainment of age 592 and the third distribution
prevents consideration of attaining age 59% as a triggering event for the third disqualify as one
tribution. Thus, unless the second and third distribution "ether
total distribution, there is no total distribution eligible for rollover treatment. It is
also most likely that none of the payments in either case qualify as partial distributions since they may be characterized as part of a "series of periodic payments."
. Series of PeriodicPayments
The status of a payment as one of a "series of periodic payments" will prevent
what would otherwise be a qualified partial distribution from receiving favorable
rollover treatment. Neither the statute nor the governing regulations provide guidance on what constitutes a series of periodic payments, The Joint Committee expressed its view that
[i]t is intended that, for purposes of the rule denying rollover treatment in
the case of a distribution that is part of a series of periodic payments, the
The balance to the credit of the.pmployee is determined immediately befor( the distribution
and without regard to the aggregation rules of I.R.C. §402(eX4XC).
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mere fact that payments to an employee are made in more than one tax.
able year does not automatically mean that they constitute a series of peri.
odic payments.
Rep. of the Joint Comm. on Int. Rev. Tax, Description of the Technical Corrections
Act of 1988, 100th Cong., 2d Seas. (1988), p. 165.
The Joint Committee included an example of distributions in more than one year
which resulted from a calculation error, concluding that such a series of distributions should result in the first distribution being' treated as a lump sum distribution
and the second distribution being treated as a partial distribution eligible for rollover treatment under the provisions of I.R.C. §402(aX5XD). Id. To date, it appears
that the Internal Revenue Service has restricted this explanation to only the example case.
111. REASONS FOR CHANGE

A. Simplification
The rules governing the treatment of qualified plans are complex and difficult to
understand, particularly for ordinary plan participants who are not tax experts.
Furthermore, in the view of most participants application of these provisions does
not achieve any logical goal or relate to any obvious purpose which could provide a
frame of reference to guide the interpretation. A set of rules which allows rollover
treatment of a distribution after an employee attains age 591/2 for a total but not
partial distribution furthers no apparent legislative goal. Similarly, rollover treatment for an amount received in one payment but not two defies logic. Certainly if
large withdrawals can be tax favored, smaller amounts should be also.
The rules governing qualified plan distributions ought to foster the purpose for
which qualified plans were established-providing secure retirement for plan participants through conservation of the assets. Instead, current rules may in fact act
to deplete those assets solely because the unsophisticated may be unable to apply
them properly.
The complex rules governing partial distributions also affect employers designing
the plan to suit the nee& of a diverse work force. There is also a tremendous
burden placed on plan administrators who must advise participants on the tax
treatment of various kinds of distributions. Simplification of the rules would allow
more flexibility in plan design and decrease the costs associated with plan administration.
B. Plan Portability
Recent proposals with respect to qualified plans have focused on the desirability
of increasing "portability." Current law limits portability by limiting the kinds of
distributions which qualify for rollover treatment. Amending these rules to allow
greater flexibility encourages employees to keep retirement savings in tax favored
retirement vehicles by more readily allowing a worker to maintain a retirement account during a working career for all of the retirement savings accumulated,' regardless of movement from one job or employer to another. The reduced complexity
of determining which distributions qualify for rollover permits more efficient management of retirement savings.
C. Management by Participant
Under current law, a qualified plan participant who disagrees with the management of his retirement assets may be penalized severely in the form of immediate
income tax, excise tax, and tax penalties if he removes the retirement assets from
the qualified plan trust, even if he transfers the assets to a limited access IRA to
preserve their character as retirement assets. In contrast, employees whose retirement assets were originally placed in IRAs have far greater management flexibility
and can roll over IRA balances every twelve months. I.R.C. §408(d). In most instances, a portion of an IRA may be rolled over. Furthermore, an employee typically
has several IRA accounts established in different tax years, allowing tremendous
flexibility in the management of his retirement assets in IRA accounts.
Participants in qualified plans should be allowed at least some of the same management flexibility provided for IRAs without current tax or penalty. The nature of
the original investment as a contribution to a qualified plan rather than an IRA
should not affect management rights.
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IV. PROPOSED CHANGE
A. Description
IR.C. §402(a) should be amended to provide a single set of triggering events which
would qualify a distribution for rollover treatment or lump sum treatment. This
could be accomplished by the following changes:
(1) add the attainment of age 591 as a triggering event qualifying a partial distribution for rollover treatment;
(2) delete the restrictions which apply to a series of periodic payments; and
(3) delete the requirement that at least 50 percent of the employee's balance be
distributed to qualify the partial distribution for lump sum treatment.
The proposals would simplify the rules governing rollover and lump sum treatment by applying one set of rules. In effect, any distribution after a triggering event
would qualify for rollover treatment.
B. Statutory Language
I.R.C. §402(aX5XDXi) should be amended to read as follows:
"(i) Requirement.--Subparagraph (A) shall apply to a partial distribution
only if(I) such distribution is payable as provided in clause (i), (ii), (iii), or (iv) of
subsection (eX4XA) (without regard to the second sentence thereof), and
(II) the employee elects (at such time and in such manner as the Secretary shall by regulations prescribe) to have subparagraph (A) apply to such
partial distribution.
Any distribution described in section 401(aX28XBXii) shall be treated as meeting
the requirements of subclause (I)."
V. CONCLUSION

The rules governing distributions from qualified plans should encourage preservation of retirement assets for retirement, At the same time, however, the rules
should allow a certain level of flexibility to the plan participants to manage those
assets. The proposed changes accomplish both of those goals by giving favorable tax
treatment for retirement assets preserved in that form and by removing restrictions
on asset management and portability.
Current rules are inconsistent with those goals. Where the plan participant finds
it necessary to elect, even on the basis of hardship, to receive a partial distribution,
favorable tax treatment. of future distributions may be jeopardized. Where distributions are to be taxed unfavorably without regard to the preservation of their character as retirement assets, the participant has no incentive to preserve that character.
Current rules also may force a taxpayer to leave assets in a plan in spite of a better
investment opportunity elsewhere. Furthermore, even when a plan offers a very
good investment opportunity, the participant might be forced, where he wishes diversification beyond the plan's offering, to remove all assets in order to receive favorable rollover treatment.
Although arguably the statutory provisions could be amended to provide specific
exceptions suchas hardship distributions to the rules limiting rollover treatment,
this would increase the complexity of the rules. Moreover, the number of situations
in which exceptions ought to be provided are so numerous that exceptions would
become the general rule and vice versa. The proposed amendments present a more
acceptable statutory solution; comport with reasonable tax policy; and add a measure of logic, order, and consistency which will result in more efficient application
and administration of the rules.
EXAMPLES

1. A 57 year old employee separates from service and immediately begins receiving quarterly distributions. In no one year are these distributions ever as much as
50 percent of the balance to the credit of the employee on the date of the initial
distribution. Immediately after attaining the age of 591/, the employee receives a
final distribution of his account balance.
Under current lawa. The quarterly distributions are currently taxable and are not eligible for rollover treatment since the distributions in any one year are not at least 50 percent of the balance to the credit of the employee. If the quarterly distributions
in any one year were at least 50 percent of the balance to the credit of the em-
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ployee, rollover treatment would probably not be permitted since the payments
are likely to be treated as part of a series of periodic payments.
b. The final distribution is eligible for lump sum treatment or rollover treatment
since the payment appears to satisfy the requirements of I.R.C. §402(e).
Under the proposed amendmenta. The quarterly distributions would be eligible for rollover treatment since there
would be no 50 percent requirement or prohibition from rolling over one of a
series of periodic payments. If not rolled over; the distributions would be taxed
in the year of distribution.
b. The final distribution would qualify as a lump sum distribution under I.R.C.
§402(e), and would qualify for lump sum treatment or rollover treatment if rollover treatment was not elected for any of the preceding years' quarterly distributions, If rollover treatment of any of the quarterly distributions was elected,
qualification for lump sum treatment would not be available pursuant of I.R.C.
402(aX5XDXiii). However, the final distribution would qualify for rollover to an
IRA as a partial distribution under revised I.R.C, §402(aX5XDXi).
2. Same facts as example 1, except that the employee continues to receive quarterly distributions for two years after attaining the age of 59h and then receives a final
distribution of his account balance at age 62.
Under current lawa. As in example 1, the quarterly distributions are taxable in the year of receipt
and are not eligible for rollover treatment.
b. The account balance distributed at age 62 is not eligible for lump sum treatment because the requirements of ,R.C. §402(e) are not satisfied, If the account
balance distribution is not equal to at least 50 percent of the balance to the
credit of the employee, the distribution does not qualify for rollover as a partial
distribution. Even if the distributed account balance is equal to at least 50 per.
cent of the balance to the credit of th, employee, the IRS would probably determine the payment to be one of a series of periodic payments, removing eligibility for rollover. Accordingly, the distributed account balance would be taxable
in the year of distribution.
Under the proposed amendmenta. As in example 1, the quarterly distributions would be eligible for rollover as a
partial distribution under revised I.R.C. §402(aX5XDXi).
b. As under current law, the final account balance distribution would not qualify
for lump sum treatment since the requirements of I.R.C. §402(e) are not satisfied. However, the distributed account balance would qualify for rollover to an
IRA as a partial distribution since the distribution would no longer have to be
at least 50 percent of the balance to the credit of the employee and is no longer
required not to be one of a series of periodic payments.
3. An employee begins receiving quarterly in-service distributions at age 592. In
no one year are these distributions ever as much as 50 percent of the balance to the
credit of the employee on the date of the initial distribution. The employee separates from service at age 62 and immediately receives a final distribution of his account balance. No other distributions were received by the employee after separation from service.
Under current lawa. The quarterly distributions are currently taxable and are not eligible for rollover treatment since attaining age 59V is not a triggering event.
b. The account balance distributed upon separation from service is eligible for
lump sum treatment or rollover treatment since the payment appears to satisfy
the requirements of I.R.C. §402(e).
Under the proposed amendmenta. The quarterly distributions would be eligible for rollover treatment since attaining age 59V2 would be a triggering event. There would be no 50 percent requirement and no prohibition from rolling over one of a series of periodic payments. If not rolled over, the distributions would be taxed in the year of distribution.
b. The account balance distributed upon separation from service would qualify as
a lump sum distribution under I. C. §402(e), and qualify for lump sum treatment or rollover treatment if rollover treatment was not elected for any of the
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preceding years' quarterly distributions. If rollover treatment was elected for
any of the prior quarterly distributions, I.R.C. §402(aX5XDXiii) prohibits the use
of lump sum treatment for the distributed account balance. However, the distributed account balance would be eligible for rollover to an IRA as a partial
distribution under revised IRC. §402(aX5XDXi).
4. Same facts as example 3, except that the employee continues to receive quarterly distributions for two years and then receives a final distribution of his account
balance at age 64.
Under current lawa. As in example 3, the quarterly distributions are taxable in the year of receipt and
are not eligible for rollover treatment.
b. The account balance distributed at age 64 is not eligible for lump sum treatment. The payment does not satisfy the requirements of I.R.C. §402(e) since the
payments due to separation from service did not take place in one year. The
distribution of the account balance also is not eligible for rollover treatment.
Even if the amount of the account balance distributed at age 64 is at least 50
percent of the balance to the credit of the employee on the date of the first payment after the employee's separation from service, the IRS would probably determine the payment to be one of a series of periodic payments. Accordingly,
the distributed account balance would be taxable in the year of distribution.
Under the proposed amendmenta. The quarterly distributions would be eligible for rollover treatment since there
would be no 50 percent requirement or prohibition from rolling over one of a
series of periodic payments. If not rolled over, the distributions would be taxed
in the year of distribution.
b. The account balance distributed at age 64 would not be eligible for lump sum
treatment, just as under current law. However, the account balance distribution
could be rolled over to an IRA as a partial distribution since there would be no
50 percent requirement or prohibition from rolling over one of a series of periodic payments. If the distributed account balance is not rolled over, it would be
taxable in the year of receipt.
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STATEMENT OF THE SMALL BUSINESS COUNCIL
OF AMERICA, INC.

Mr. Chairman, my name is Paula Calimafde, President of the Small Business Council
of America, Inc. The Small Business Council of America (SBCA), the Small Business
Legislative Council, known as SBLA, and the National Small Business United, known as NSBU
are pleased to present this written statement for the September 27, 1991 hearing of the Senate
Finance Subcommittee on Private Retirement Plans and Oversight of the Internal Revenue
Service regarding pension simplification issues.
As representatives of millions of small businesses, we strongly support the effort to
promote the voluntary retirement system by simplification. We are not, however, willing to see
existing benefits and options eliminated in exchange for insignificant gains in simplification.
I also represent the 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 employee
benefits and the private retirement system. The 1,813 delegates to the White House 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
viability of the private retirement system in the small business community. 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 private and public sector plans; (b) simplify filing requirements
and paperwork; (c) increase contribution benefit limits, including 401(k) plans and IRAs, to be
at least as great as the pre-1986 tax reform act limits .....
Over the last decade, Congress has amended and revised 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 given change on the retirement system has not been given
enough consideration. This constant tinkering is taking its toll on the retirement system in
America.
Only individuals who work with retirement plans understand how destructive the constant
change imposed on the system has been to both employers and employees. Only the individuals
communicating plan changes to employees hear the distrust generated - and not only just to
Congress or the Internal Revenue Service, but also to the employer. Only the advisors who send
the bills for services rendered, which go up every year in response to the intricate and
unreasonably complicated laws, hear the complaints from their clients and often hear that the
plan must be terminated.
To paraphrase some of the excellent words of Robert S. Stone who testified on behalf
of ERIC at the September 16, 1991 Hearing of the House Ways and Means Committee Select
Revenue Measures Subcommittee on pension access and simplification issues: "Constant change
is costly for major employers and even prohibitive for medium and small employers. Each
revision required in computer systems, administrative procedures, employee communications and
plan design costs money that would be better spent on benefits. Constant change is upsetting
to employees who look to retirement security programs as a safe, non-volatile program that they
understand. Faced with the confusion of shifting ground rules, employers and employers alike
lose their incentive to get into or to stay in tho system.*
Our discussion of the major pension simplification proposals, including to some extent
the Administration's "POWER' proposal, must be placed in the context of the current
environment where no change is often preferable to any change, even if the change is slightly
better than existing law. Only when a change is one that will clearly foster the growth of the
system, eliminate unnecessary complexity, and simplify the system in a meaningful manner - will
the SBCA, SBLC and NSBU strongly support the change.
Here is a brief overview of the problems faced in the retirement world by privately held
companies:
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imagine a high tech company that is a decade old with stable profits. The company is
run by two young computer geniuses, each of whom own 50% of the company. There are 5
management employees and 10 staff members. This company sponsors a 401(k) retirement plan
which provides for a 5% fully vested profit sharing (employer contribution) and allows nonhighly compensated employees to make a full 401(k) contribution in the amount of $8,475.00.
Th highly compensated employees are then allowed to put in whatever amount is allowed under
the 401(k) and-discrimination tests.
First, who are the highly compensated employees? Under the laws in existence today,
a highly compensated employee is a person who falls within one of these categories for both the
present year or the preceding year:
o

a 5% owner,

o

an officer whose is compensation is greater than 50% of the Section 415 (b)(l)(A)
limitation for the year (lesser of $108,963 for 1991 or 100% of the participant's
average compensation for high three years);

o

an employee whose compensation is in excess of $75,000 as indexed ($90,803 for
1991); or

o

employees whose compensation is in excess of $50,000 as indexed ($60,535 for
1991) if they were in the employer's top-paid group of employees for the year.
The "top-paid group" is defined in Section 414(q)(4) as an employee in the top
20% of the employees on the basis of compensation.

IRS has prepared approximately 14 pages of temporary regulations to help individuals
determine what is meant by a highly compensated employee. Now it is our guess that a normal
person would respond to this gibberish by saying a highly compensated person is someone who
makes over X dollars, (though we imagine honest men and women would differ over the value
of X). We contend such a definition would be fully consistent with the intent of the statute.
We commend the attempt in the bills to simplify this overly complex definition, but they
do not go far enough. Why should a 5% owner be deemed to be a highly compensated
employee simply because he or she owns an interest in the company? Treasury tells us this is
because owners of privately held companies have the ability to reduce their compensation so that
they won't be highly compensated. We don't know how this can be done, but assuming it can
be - it is hard to imagine that an owner of a privately held company would reduce her or his
income below $90,000 in any given year because of the ramifications of doing so in the
company's 401(k) plan. This is the kind of thinking that breeds the many discriminatory
provisions incorporated against privately held business in the retirement system.
The SBCA, SBLC and NSBU also believe the dollar threshold should be based upon the
current $75,000 (as indexed for inflation), rather than being reduced as presently provided in
the three major bills before the Congress. The changes in the proposed bill (while simpler than
existing law) once again make the law more restrictive by expanding the definition of who is
highly compensated. Again, simplification is something we applaud - taking away benefits and
options of employees in the name of simplificafion is something we deplore and which has
caused many of the problems the system is now facing,
Further, we suggest that for ease of application, the highly compensated employees be
determined on the basis of the preceding plan or fiscal year of the employer, rather than the
current and preceding years as is the case under current law.
Now let's go back to our imaginary high tech company. It has now been determined that
the two owners are highly compensated employees as is a manager who makes more titan
$61,000. Also, one of the owners is married to the company's in-house marketing person whose
salary is less than $25,000, This person is also deemed to be a highly compensated employee
because of the family attribution rules. The company also finds out that the salary of the owner
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and the marketing expert must be limited for purposes of plan contributions because of the

family aggregation rules.
The family aggregation rules work against family members who choose to work together
-these rules are an anachronism and contrary to accepted public policy. Only the Chandler bill
and the POWER proposal have provisions repealing this odious provision. We strongly urge
the repeal of this provision be if-,led in any simplification bill that emerges from Congress.
Once our hypothetical company has determined its highly compensated employees,
because it is a small company, it must also determine its key employees. This is required to
determine whether the plan is considered to be a "top-heavy plan" and if so, which employees
are entitled to minimum benefits. Unfortunately, virtually all small plans are considered to be
top-heavy because of the mathematical formulas utilized to determine this status, In this case,
the plan is satisfying the top-heavy benefit requirements because the 5% fully vested employer
contribution exceeds the required three percent (3%) minimum contribution under the top-heavy
rules. However, the company is informed of one minor technicality under the top-heavy rules.
The hypothetical company has an employee who use to work full-time and was a participant in
the plan. This employee is now on flex-time and works less than 5 hours a week (and obviously
less than the 1000 hours per year required for an employer contribution). Even though the plan
does not cover the other part-time workers (as allowed under ERISA), the top-heavy rules will
require that the plan make a 3%contribution for this single employee. This is a point that will
be missed by many advisors.
To determine who the key employees are the company must look to all employees who
at any time during the plan year, or any of the 4 preceding plan years, are or were:
o

a 5 %owner;

o

an officer whose compensation is greater than 50% of the Section 415 (b)(l)(A)
limitation for the year (lesser of $108,963 for 1991 or 100% of the participant's
average compensation for high three years);

o

the top ten employees having annual compensation greater than the Section
415(c)(1)(A) limitation (lesser of $30,000 or 25 %of compensation) who also own
the largest interests of the employer; or

o

a 1%stockholder who has compensation in excess of $150,000.

This provision has all sorts of technical qualifications and explanations and has approximately
20 pages of Temporary regulations.
We strongly suggest the repeal of the key employee definition contained in Section 416.
It is largely duplicative of the highly compensated definition, described above, but different
enough to require additional calculations to be made. Further, it is an unnecessary burden on
privately held businesses to review employee records for the current year and the four preceding
year.
Additionally, it is our recommendation that the Top-Heavy rules of Section 416,
including the definition of key employee, be repealed in their entirety as being one of the most
complex and unnecessary provisions in the pension area. At an absolute minimum a voluntary
safe harbor should be included in any simplification bill which would provide that if a plan
contains a top-heavy vesting schedule and provides the applicable defined contribution or defined
benefit minimum benefits that the plan will automatically satisfy Section 416 and no language
or testing for key employees or account balances are required.
As an aside, allegedly the top-heavy rules were needed to be imposed on small business
because it was determined that small business plans did aot provide sufficient contributions to
non-key employees. This determination appears to be based upon people looking at the
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contributions going to the participants of a plan sponsored by a small business from a vertical
pezipective rather than a horizontal perspective. By this we mean that if you look at the overall
contribution to a plan vertically and see that out of a total contribution, a significant amount is
allocated to the key employees' account balances, one might conclude that the plan is not
generous to its non-key employees. However, if you look at the very same plan and contribution
from a horizontal viewpoint and see that each and every participant, key and non-key, received
a contribution equal to 10% of compensation, the same plan now appears to be extremely
generous to its employees. In an informal survey of the SBCA membership which covered some
250,000 retirement plans, approximately 30% of the plans provided contributions in excess of
15% of participants' compensation. More than 35% of the plans provided contributions in
excess of 35% and more than 40% provided contributions in excess of 7%. We suggest the
correct approach in viewing contributions to privately held plans is horizontal, since the vertical
approach is misleading when applied to small businesses which have a significantly higher
proportion of key employees to non-key employees than larger businesses.
Our hypothetical company now has to figure out the 401(k) anti-discrimination tests since
the highly compensated employees are not automatically allowed to contribute $8,475 of their
own salary to the plan - the amount they can contribute is based on the amount the non-highly
compensated employees choose to contribute plus the employer's fully vested 5%contribution.
Unfortunately, the in-house person who does this test has not read the 39 pages of final
regulations and explanations just issued, so the chances are that this test will not be determined
fully in compliance with the regulations!
This is an area where we cannot applaud the Employee Benefits Simplification and
Expansion Act as well as the bill introduced by Congressman Chandler enough. Both of these
bills provide what we consider to be the first major 401(k) simplification provisions ever
introduced. These bills utilize the concept of voluntary safe harbor provisions. They require
either an employer contribution or an employer match of a certain amount - in exchange the
company does not have to do any of the 401(k) testing. Now whether the provisions require too
high a contribution or match is debateable, but it is crystal clear that this is the type of provision
which will simplify the system ina meaningful way without requiring companies to change who
desire to stay with the status quo. Many companies are now comfortable with the existing
401(k) tests - they have set up the necessary computer programs, issued the proper employee
communications and all involved in the process basically know what they are doing. These
companies may very well prefer to stay where they are - it will actually be simpler for them not
to fall within a safe harbor. On the other hand, the company who chooses to streamline
administrative burdens and costs will be allowed to do so by falling within one of the voluntary
safe harbors.
The SBCA, SBLC and NSBU strongly suggest that if a company falls within any
voluntary safe harbor that they automatically satisfy the top-heavy provisions, otherwise the safe
harbor providing for matches at requited levels will be meaningless for small business.
We oppose the new 401(k) test proposed in H.R. 2730 for two reasons. First, this new
test would force all 401(k) plans to change their method of anti-discrimination testing once
again. This means new employee communications, changes in programming and teaching the
people administering the plan about the new test, All of this costs money. Second, this test
takes away benefits from the middle income taxpayers who are deemed to be highly compensated
under the highly compensated definition, We believe that the retirement system cannot afford
to have any further benefits reduced. It is imperative to remember that retirement plans provide
additional savings. Conceivably, this provision could be retained as a third voluntary safe
harbor.
We must also commend Senators Pryor and Bentsen and Congressmen Chandler and
Cardin for recognizing that with the laws as they are at this time, the single plan which is most
likely to succeed In increased coverage of employees is the 401(k) plan. The SEP changes
contemplated inthe POWER proposal, the PRIME proposal and inMr. Rostenkowski's proposal
are doomed for failure. SEP plans are basically bonus plans and employers are certainly not
going to begin sponsoring a plan that they have ignored for ten years because it now has a
required contribution. Most stable, profitable privately held businesses want a plan that is
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designed with their needs in mind -they want the flexibility inherent in the current system even

at the expense of necessary complexity. Turning money over to separate IRAs for employees

is not what most privately held companies would deem to be a successful retirement plan. In
particular, we do not believe that any existing benefit or benefit option should be cut back in any
way to raise revenue for plans theoretically desired by small business which will not be utilized.
Small business does not stand firmly behind the SIP vehicle it is not clear to us who does.
The distribution rules presently contained in the Code are confusing and overlapping.
Attempts to simplify in this area are welcome. It must be noted however, that to require 5%
owners to receive distributions before they retire, when all other employees, including the top
management of major companies, are not required to take distributions until they retire, smacks
of discriminatory treatment towards privately held businesses.
With respect to the distribution rules, it is our position that the repeal of the five year
averaging provision is unacceptable at the very least as it applies to present participants. Our
position with respect to 5 year averaging is founded on the basic concept of fairness. All present
participants in the retirement system have had the opportunity to use the 5 year averaging
provision in their retirement planning. To remove the provision for current participants is in
effect a promise broken. The ten year averaging rule also should not be repealed for the same
reason. Moreover, the fiscal impact of the continuance of the provision will be eliminated fairly
rapidly with the passage of time,
It is not clear how these provisions can be deemed to be simplification provisions -these
are provisions which are totally optional on the part of participants. Further these provisions
are most useful to mid-level employees. The Congress must insure that the employees'
confidence in the system is not eroded by unfair provisions,
We strongly urge the Congress to either repeal the combined plan limitations of 415(e)
or Code Section 4980A which imposes an excise tax on supposedly *excess* distributions.
Employees who are benefitted by a defined benefit and defined contribution plan should be
subject to either Section 415(e) or Section 4980A, but not both. If Section 415(e) is to be
retained, then Section 4980A should be repealed. If Section 415(e) is retained, it should be
revised to be based on a plan design approach rather than an actual accrued benefit approach.
This recommendation is particularly true in light of the recommendation that the averaging
provisions be repealed. The term "excess' distribution is particularly odious when it is analyzed
in terms of fairness. The accumulations in retirement plans were permitted under rules in place
at the time the accumulations were made, To impose a tax on *excess* distributions after the
fact is one of the many reasons that confidence in the federal government's ability to
appropriately impose tax laws is being eroded. In the event 5 year income averaging is repealed
and Section 4980A remains in the Code, then the '5 times' rule with respect to the excess
distribution excise tax should apply to a single distribution once in a participant's lifetime,
Otherwise, this change will result in an additional retroactive tax on a law which is already
tantamount to a retroactive tax.
The rollover rules modifications should permit rollovers from one qualified plan to
another qualified plan or to an Individual Retirement Account. In addition, it should be
permissible for a transfer from w trusteed plan to another trusteed plan, or from a trusteed plan
to an IRA and subsequently to a trusteed plan in order to obtain the desired result of portability,
All rules dealing with the rollover provisions should be voluntary.
We are concerned with the effective dates of many of the provisions in the bills. Any
major pension bill of this sort requires lead time for employers to make changes in plan
documents, computer programs, employee communications and plan administration.
We also suggest the following:
o

Repeal or modify Code Section 401(a)(26). The reach of the proposed regulations is so
broad that almost all plans, except the most elemental, will be subjected to this Code
Section.
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o

Modify the full funding limitation. Code Section 412(c)(7) was amended to prohibit
funding of a defined benefit plan above 150 percent of current "termination liability."
This is misleading because termination liability is often less that the actual liability
required to close out a plan at termination, and the limit is applied to ongoing plans
which amc not terminating. In effect, current law inappropriately mortgages benefit
promises by prohibiting the level funding that is the reasonable way for plans to fulfill
benefit obligations and, instead, requires plans to be funded with payments which escalate
in later years. Instead, the full funding limitation should be based on ongoing (projected)
liabilities, and not on termination liability.

0

Make uniform the definition of compensation under the Code. Code Sections 414(s),
414(q), 415, and 401(a)(17) 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.

0

Simplify the rules on affiliated service groups 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.

o

IDliminate Code Section 414(o). This section provides a broad grant of regulatory
authority to the IRS to deal with business arrangements which would allow circumvention
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 involved in any way
with another entity.

0

Simplify coverage under Code Section 410(b) by eliminating the second pan 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.

Finally, Congress must halt the oven discrimination which is occurring in the IRS audit
program aimed at small business defined benefit plans. The President in his budget directed IRS
to collect 660 million in 2 years from small business defined benefit plans. This is, plain and
simple, reprehensible. To go after a class of taxpayers because 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 to ignore long standing published and widely disseminated
actuarial guidelines for small business, key officials at IRS and Treasury publicly slating they
know nothing of the program and forcing the public to get the memos and other data through
Freedom 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 will not be tolerated and that the application of retroactive rules will be brought
to a halt,
CONCLUSION
As representatives of millions of small businesses, the SBCA, SBLC and the NSBU
strongly support the effort to promote the voluntary retirement system by simplification. We
support, however, only those changes which clearly foster the growth of the system, eliminate
unnecessary complexity, and simplify the system in a meaningful manner, We are not willing
to see existing benefits and options eliminated in exchange for insignificant gains in
simplification. In particular, we support the concept of voluntary safe harbor provisions in the
401(k) plan area, support the repeal of the anachronistic family aggregation rules, and strongly
oppose the proposed elimination of 5 and 10 year income averaging. We do not believe that the
private sector should be asked to give up retirement benefits and options in order to fund the
401(k) plan for local and state governments. We do not believe that the S..P proposals will be
nearly as succenful as attracting employers to the voluntary retirement plan system as will the
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voluntary safe harbor provisions under the 401(k) plan. We are hopeful that any simplification
bill emerging from Congress will repeal the top-heavy provisions, the full funding limit, and the
duplicative Code section 4980A.
7Te following chart reflects which provisions of the thrv major bills we believe are
positive or negative to small business.
CoW1ASlS00 O 01PS1I0 S
LII2AIK
AS Of JULY 1. till

14

O5111580 :V
SKWA. KUSIV9S COWCIL Of

Sieplticslt

I,

Act
lIpOasIoto
I;, )441
p57*41 SILL

IW114catt0

lof

fglA

ARICA

Lepto *4 5404151.s
5 Si 1cMt ton
A44,Of 1091

Stafmi~catton l.

C:ANiWLL

ce

I~NiA

.

tMot Jl~

M04p teploye. C1111ttioA
a

140 Olo*tte
01
i
s-it
oviorto
:Ad oe:0. st4onng14106ta
:0-3
ro
elKPr.10

applies to tax,
*fiopts *04 gon
offmil001K)

oolpy $71.00. lo<444
tOV.

riot year ctifpoft*o.

6

t1004*P dolla

-*lit

je

wot

V1 1,01t

9 Wesogt o

176,-

(.1

P1.k4 1106
If.

io)@'i

4 .,V

Pkof in , 11

Io rkU
IMcI..)..)
Votl
semplified liest.

WA11dtotiOtto
ut Mdoltionai forticipittoe Scer 1400eMOISOCA

Sot In, .ijt's

0. 44141slCad 401101 So*dloctss1&e.
t11f. ""qoraoott
a

lt.imit

I W 14404 (

toiio s144e1
fire

0146

&AW)Wot to I15.000O Ll-Uo
back to$# tncldo~d for

Voiosooery 401lki Sale Oiartou)
100% m41c1S up to It

II1
a

,0% ol

l(*

Ito5

Alternative to 041.0
It nooloPIctIve conti
(Sh
o1.1 15
ilvi moolacrosing eetchtloq
(Ifto
4v) Alternative plon 0e'
,II)

1100
b

Isos

I

tech ot AlmIte
t 1300%of
prior Yoos tI
AbPoCP of Son'
MCI,
t Mot) $11

,nI-

wit.Io

Harbor

Sot

)rotl

f..1

IftC144d 1-4)

mot

tiro

I-)

Iftclwud d

with

Inc Iv404, lot tooth
401(ki 4An1 Most1-1
Sot Included 4-

limit ISKA pteIt)

lot
telimnaio

Mooed A 401)5) sole
Karbor fl

100t

flits Potie requlroent I.
tC40*AAmt with curiffat

Ifc 104"

law)

fly)

5

N~tcht "off0 ceoasstsio.
1)011 OR,to 6%

4

US# 01 #,tat year Aby'

mot let,

Included

'f

C.

0104tlrcIloftof acesisotffottibutloft od facelsi Cotribqti6 Role$)0

locl*4*d (#I

leolocded

fol

Inocluded (--I

Included4 (0-1

ncluded. fincept tlcet
llattibutaongal Of 40oe
e*lod 60 a 1)1. 6AneO an *04)17t Of 5
01
To41 Ot
0
mre NAY riotbe
*tied over (-I

Included (I.

includd (I'

I -I

ItWIudt*)

10)

Included. slightly eoodStied to)

Distributios
a,

$lAVliiCot10J1 at AOlloVSz
DilstributI04ss 1001
it

Rollover atof*11 ctros
Inotls" 0110er theit
those required by ccod.
$41
01(1119)t
contribetlooe

law

soot

d

.

Provisoo bod 00 PrYur Sill, *01000 oOhdruild Indiated
I diloteo Provision to Chandler 15)1
indicates provtsion trkRootovthooki Stl

383
lt"4 ast

G

Iece
It."0
emi
f~plt
Act
p1
-1.f
Faoe GILL.
b

Repeal of forward 4oeV91"o
teteent, .- .pertlleia.ly
Ill6 It affect.5 St ott
lbutlw
Ion tall
4l

Imclelded,

effectine for

Ibet ao.et

-I
|ltr

9%e10lot tfto

lfletios
0lIteee
Leoe
Act
of1"1901
I=
It.
Il
CAU
SiLepl

IIn9ltivlo
h( 10404,
dlatrl bt loe.t
efter ISit
I
10116
41:4t:11
it olrl
|ub
Tretl

e
anfrulnf
eilgl~lfi

qlbfe flo 10
Y#41 oeraglog
1*lPe41 *i tlios* culte
for It
aliao tax (So-

Incl~ed

I.

for

Pti"O Accoid I
1"ifttfoAct
d.
M01
s¢t1 11101
ooff
41Tc1co.
Included. eflective for
dfetiltbutioeafter
1111 1 1 1191 treneltloft
c-ale for lndlytluala
Illotble lot ISYeer

10.

yeer aletqlanq
Included 1-

Included 1--)

Wat Inofod

fecludedl

i'A prefer$ $-"Itimes

Il$

i

7

POp*l of special Ttelatent
for not oileal144q Avptila-

4et Included

lop~al )1 17.000 -loca benefit eniveton

*ot foolo-led

ot Included

Incladed.treeI{1I Ifll~
II
aflotorequired

ot i

ut*

I

to apply to toep

,Tru ,sitTransar

.o1

uded Ill

I o I4de
transfert
are
fncuie.
(6)
4A avalilble,optiont.

flqoirel DitluNtilono
a

Oltrlibution 4tt10 later of
0qe 70 or rtlireeeoot

Acw
I I4ld

Ineled
b

#(to# a"e 70 for
Dilstribuition
51 ',-*ne

Atulrlal

Aflultmfnt

Simplilfed otlhodof Talaq Annlily Dltrlbutlons

I

Tretiment of LlOi&
(b)lOd on coltroll

I

iployee

1O.llialsatlko of Nfif-Tee. Il*#
ItS 1/2 becoslee St and 70 1/
becola8 701

-I

lucileded.buat
using a" 75 0li
fIcladeod,
*I**
for individuals
whose account
balance eoceedr

ot Included
not

Included (Il

$50,004

I-I

I nc I odaod

Incfmued

I-)

lot IncludedI'!

lot

lot loi

I-I

included #-I

tcl

Irc lIdd

Included f'

I nc:lad

lot

Ifc l'l-

Icl dod('I
Intcloded o

IncludedI1-

Incloded 1-I

Included I-1

lot Included

Not Included

Inc lded

Inrc
fadedd

fncilded

Inc laded

Inhc
I uJd

I nclu ded

lot

Inc laded

InclUded, but
odiftlod to toqulit anaeetine coutrbtietIon

Not Included, Instead
$5,000 dlefenrd flai.
withit
nolectlve cootceOtent$.
tribatlol r
slagle plan ce tlcsate, Natchlog Colife.
tiblbtit Ileltlo
notice requ ilmtbl

included if)

lot ict

IS Inclusion of Social Security
Code
Under
lSf Iplmeta
14 11115,

lot fnci Jdd

Included

Age for
Io Unitform Ittitiemt
Code 1401(i)114) Purposes

ot Included

If Parity for

$eOt-1toloyed

ldivildIa ¢do.en t Include
plan loani
12

Alternative to 150

Pull fundi

nlf

Lieltatio.'
1)

Modlflcation of SfP

xpanslon of eligible eioyte to 1001 repeal of
Ot Particptiton requlc.-

a

b

)ae.yelt partf(
qu kpresent
c

lft lot

I-

Sale harbor dlscr l ltlon
for elect ive
L

~Irsmnt

14 401k1 Plta for To ExemptOr-

1"

janitnatlon

Included

Incloded,#li411111 pLO*a
evllable for gonermewat
In 19% 1-?f
ot Included

Included

and VestilngPltpo~ee
faeId -I

llcrinatlOa
11 4011o)14) Pond
on Aver&"t Accrual lates
laed
of Mon- liCt

lot

that Code S4W7
If Clarlflcotion
Does *ot A"Ply to Pnelertlve Otserred Compelsut Ion

not IuI-l

19 Isdl¢fiattOo aod loondlff of
Colt of Living Adjustmnts
.0

to olS eaps
1.1
lle etio1
penrat ko

aa

Coe-

Incled l'f

ot fncluded f-1

Included Ilot Included I1
IIII Ii,
d~l

(61

tncfuded 1-1

Included

.)

Included i-)

lot

Inel (-I

Included ('p
lot Included 1.1

384
STATEMENT OF TEKTRONIC, INC.
Chairman Pryor, Tektronix, Inc., a Fortune 500 company headquartered in Beaverton,
Oregon and founded in 1946, appreciates the opportunity to provide testimony on
pension simplification legislation now under consideration in your subcommittee and
elsewhere in Congress.
Pension plan legislation is important to us. The Tektronix Retirement Program
consists of a Defined Benefit Pension Plan, a 401(k) Plan, and a Non-Elective Deferred
These plans cover 22,000 participants, including active
Profit Sharing Plan.
participants and those who have terminated with deferred benefits or who have
retired, Overall, Tektronix has $660 million under pension management. In the most
recent fiscal year, the company paid out $40 million in benefits to retirees.
In preparing this information for your subcommittee, both of us have drawn on
approximately 10 years of experience in pension management and experience in
national organizations whose purpose is to advise Congress and the Administration
on how to improve private pension plans.
As our executive summary indicates, two issues - the definition of compensation and
nondiscrimination testing - are of primary importance to Tektronix in any pension
simplification legislation. Other issues, including rollovers from qualified plans, planto-plan transfers, minimum distributions at age 70, cost-of-living adjustments, and halfyear age requirements, also are important.
We are making comments on each of these issues from the standpoints of Tek's
pension plan administration, as well as the effect of legislative initiatives on our plan
participants. We are indebted to Senator Bob Packwood for his assistance and his
willingness to submit our comments for the record as the Subcommittee on Private
Pension Plans considers legislation this session.
We will begin by dealing with the two priority issues from Tektronix' viewpoint.
1. Definition of Compensation
Tek's position is that "annual rate of pay" should be accepted as a
nondiscriminatory definition of covered pay for qualified plans. Several
proposals in Congress accept this definition, but some do not. As is true of
many other pension plans, we currently use "annual base pay rate" as covered
pay for pension purposes. We apply annual pay rate uniformly to all pension
plan participants and it is a term well-understood by all employees. Our
pension plan is a "final-average-pay" plan. Using annual pay rate as covered

compensation actually increases the plan benefit of all employees who receive
a pay increase within the 12 months preceding termination.
This increase in benefit would not be as significant if we used actual pay
received instead of the annual pay rate.
We support a definition that would make it appropriate for pension plan
managers to continue using annual rate of pay.
2. Nondiscrimination Testing - ADP Test
Current law requires qualified 401(k) plans to perform an annual test on
contributions to assure that the average percentage of total compensation
deferred by "highly compensated" employees be within a specific range of the
average percentage of deferred amounts of the "non-highly compensated"
employees. Since 1987, Tektronix has been performing - and passing - this
test.
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One bill under consideration in Congress limits the contribution percentage of
those employees in the low to mid-level of the "highly compensated" group to
200 percent of the average deferral percentage of the non-highly compensated
group for the prior year. If this proposal would have been law this year (1991),
employees at Tektronix in the $60,000 to $87,000 pay range would not have
been able to save for their retirement to the same extent as current law permits
($8,475). Yet, those whose pay is less than $60,000 or more than $87,000 could
have saved the maximum ($8,475).
This, to us, constitutes inequitable treatment of employees in the $60,000 to
$87,000 salary range.
Two proposals in Congress include design-based "safe harbors" which would
eliminate the need for plans that conform to stated design features to run the
ADP test at all. Since the plans we operate are broad-based and apply to all
regular employees uniformly, almost any type of design-based approach to
nondiscrimination is preferable to a mathematical formula approach.
In summary, then, our position is either that the current nondiscrimination
testing procedure should remain in effect or that design-based approaches
should be favored over those that involve mathematical formulas.
We row will turn to a summary of our positions on other pension simplification
issues embodied in various Congressional proposals.
* Rollovers from Qualified Plans
Rollover rules currently are very complex, with specific conditions to be met
depending on the type of distribution from a qualified plan into either an IRA or to
another employer's qualified plan. Reducing complexity would constitute true
pension plan simplification.
* Plan-to-Plan Transfers
We believe the best approach is to allow employees to elect plan-to-plan transfer of
their accounts rather than making suth transfers mandatory and to allow plan
managers to make any requested transfers in the easiest way possible. From an
administrative standpoint, plan-to-plan transfers require more handling due to the
required filing of form 5310 with the IRS by both the receiving and the distributing
plan. Corresponding disclosure in the annual report to the IRS also is required.
Currently, Tektronix accomplishes the same result, with much less administrative
complexity, by distributing the funds and depositing them directly via rollover into
the other qualified plan.
We hope that this flexibility can be built into any Congressional proposal.
* Minimum Distribution at Age 70 1/2
Current law requires qualified plans to start benefits at age 70 1/2 to any individual,
even if he or she is still an active employee. We support a change, advocated by
several members of Congress, that would restate the minimum distribution rules to

start payments, in general, at age 70 1/2 or when the individual retires, whichever is
later. This requires less administration.
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e

Nondiscrimination in Coverage and Participation

Tektronix does not have a problem in passing the current nondiscrimination rules in
We understand them and we are comfortable
coverage and participation.
administering our plan under them. No doubt the same is true of many other plan
managers. Therefore, we oppose any initiative that would apply a new or different
mathematical model, including one that would impose a coverage rule based on an
average accrual rate for highly compensated employees compared to an average
accrual rate for non-highly compensated employees.
Since the current system is working well, we favor retaining it.
* Cost-of-Living Adjustments
Currently, the various dollar amounts in qualified plans indexed to the CPI are based
on changes as of the last calendar quarter of the preceding year. This means that the
IRS does not publish these new amounts until sometime in late January, a timing
issue that presents a disadvantage for some employees.
One proposal suggests basing increases as of the calendar quarter ending September
30, thus allowing the IRS to publish the new amounts before the end of each calendar
year. In turn, plan managers could notify employees by the end of December of the
new limits and they would be able to change their 401(k) elections, if needed, effective
with the first paycheck in the next calendar year.
* Half-Year Requirements
Current law requires certain distributions by age 70 1/2 and allows certain other
distributions after age 59 1/2. We support initiatives that would change the ages
simply to 70 and 59.

Conclusio
We appreciate this opportunity, afforded by Senator Packwood, to provide our views
for the record. We support moves toward pension simplification and are prepared to
work through Senator Packwood's staff to provide more information or react to any
specific questions.
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September 25, 1991
The Honorable David Pryor
Chairman, Subcommittee for Private
Retirement Plans & Oversight
of the Internal Revenue Service
205 Senate Dirksen Office Bldg.
U.S. Senate
Washington, DC 20510
Dear Mr. Chairman:
The United States Catholic Conference is a nonprofit, taxexempt organization whose members are all active Catholic bishops
in the United States, representing almost 200 dioceses and over
55 million people nationwide. Catholic pension benefits are not
provided through a national pension board, but rather are
provided at the diocesan level and through plans covering the
ministries of Catholic religious orders. Catholic diocesan
pension plans alone provide retirement benefits for an estimated
200,000 lay employees. USCC supports passage of S.747, "Church
Retirement Simplification Act of 1991," because it would help
simplify the administration of church retirement plans.
Congress recognized the uniqueness of churches and their
related ministries by carving out church plan exceptions from the
application of many pension rules applicable to secular, for
profit employers. However, Congress seems to have overlooked the
unique status of church plans when enacting subsequent pension
legislation and inadvertently applied to church plans pension
rules meant for secular employers.
S.747, while providing much needed simplification, would
also insure that consistent rules are applied to church
retirement plans and that these rules are not changed
inadvertently when Congress revises the rules that apply to
secular, fo2' profit employers. This last point is really the
cornerstone of 5.747. The bill identifies, simplifies and brings
together, in a separate place in the Code, all the rules
applicable to church retirement plans. This "wall off" feature
of the bill insures that church retirement plans will not be
affected adversely when, in the future, Congress considers
changes in the pension rules applicable to secular employers.
Over the years, churches have had to come to the Congress on
a regular basis to explain why their unique circumstances present
problems in implementing pension laws passed with secular, for
profit employers in mind. These efforts have required a great
expenditure of time and money. Generally, when these problems
have been identified and explained, Congress has been quick to
respond appropriately to the special situations of church pension
plans. It is our hope that by locating the rules that apply to
church retirement plans in their own separate place in the Code,
inadvertent changes will cease and the consequent need to
petition Congress will be eliminated.
I appreciate the opportunity to submit our views in support
of S.747. I respectfully request that this letter be
incorporated in the record of your September 27th hearing on this
matter.
lcrely,

Deirdre D. Halloran
Associate General Counsel
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STATEMENT OF THE U.S. CHAMBER OF COMMERCE

The U.S. Chamber of Commerce appreciates this opportunity to express its views
on S. 1364, the Employee Benefits Simplification and Expansion Act of 1991, which
was introduced by Senators Pryor and Bentsen. Employee benefits simplification is
critically important to the Chamber and its member companies. Over the past
decade, Congress ha.: adopted major revisions to the pension laws almost annually.
The vast majority of these changes have imposed new requirements, limitations, or
restrictions on pension plans and the companies that maintain them. These legislative changes have been followed, often after a delay of several years, by huge packages of regulations, which have imposed many additional requirements and tests.
The result has been that, year after year, an employer that wishes to provide retirement benefits to its employees faces greater difficulties in understanding the
pension laws, higher costs in complying with those laws, and diminished flexibility
in designing and administering its plans. As a result, far fewer employers are establishing new pension plans while many employers who had been maintaining plans
have been forced to terminate them.
The damage caused by the excessive complexity and cost of pension regulation is
starkly illustrated by Internal Revenue Service (IRS) statistics on the number of determination letters requested for new plans compared to the number of determination letter applications for plan terminations. In 1980, over 69,000 applications for
determination letters for new plans were filed, compared to 13,000 for plan terminations. By the end of the decade, however, the ratio of plans established to plans terminated had been drastically altered. In 1989, for the first time, the IRS received
fewer determination letter applications for new plans than for terminations of existing plans. In 1990, applications for terminations exceeded applications for new plans
by a margin of 2.5 to 1. While other factors may have contributed to this trend, it is
clear that the increased complexity of pension laws was a major factor.
The main victims of over-regulation have been the millions of workers who have
been denied access to pension coverage. In particular, small businesses often lack or
can't afford the expertise and resources needed to comply with pension laws, and
therefore have refrained from maintaining plans for their employees.
It has become critically important that Congress act promptly and decisively to
reduce the burden of compliance with the pension laws and to expand access to pension plans for all employees, particularly employees of small businesses. S. 1364 is
intended to help achieve these goals, as are two other simplification bills introduced
this year by Rep. Chandler and Rep. Rostenkowski, which contain many provisions
similar to S. 1364. Each of the bills also contains provisions similar to those of the
labor Department's Pension Opportunities for Workers' Expanded Retirement
(POWER) proposal.
S. 1364 contains many elements that truly would help to simplify the pension
laws and encourage employers to establish and maintain plans. Certain other provisions, however, seem designed to raise revenue at the expense of plan participants
or to further other ends, rather than to advance the goal of simplification. We urge
that these provisions be deleted.
The Chamber's specific comments on some of the major provisions of S. 1364 are
provided below.
I. SIMPLIFICATION OF THE DEFINITION OF HIGHLY COMPENSATED EMPLOYEE (SECTION 101
OF S. 1364)

Under current law, an employee is 'considered a "highly compensated employee"
if he or she falls into one of four categories. One category consists of those in the top
20% of employees by compensation whose income exceeds $50,000 (indexed). The determination of who isin the top 20% by compensation is made on a controlled-group
basis; this is often quite difficult for employers with multiple subsidiaries.
S. 1364 would redefine "highly compensated employee' as one who earned more
than $60,535 (indexed) in compensation in the preceding plan year or was a 5%
owner. This would simplify the law by enabling the employer to determine its
highly compensated employees at the beginning of the plan year, and by eliminating the need to determine the top-paid 20% of the controlled group as well as some
of the other unnecessary complications contained in the current definition The
Chamber supports this proposal with one qualification: the lower limit for compensation should be at least $85,000 (indexed) rather than $00,535. If no employee satisfis the definition of highly compensated employee, the employer should be deemed
to have no highly compensated employees.
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The current law rules requiring aggregation of the family members of certain
highly compensated employees are both unnecessary and administratively burdensome and should be completely eliminated.
It. MODIFICATION OF SECTION 401 (A) (26) MINIMUM PARTICIPATION RULES (SECTION 104
OF S. 1364)

Section 401(aX26) is one of the most egregious examples of excessive and redundant regulation of pension plans. Although the Internal Revenue Code contains coverage and nondiscrimination rules that are more than sufficient to prevent abuses,
section 401(aX26) provides an additional and unnecessary lower limit on the number
of employees that can be covered by the plan.
The Chamber believes that section 401(aX26) should be eliminated. At a minimum,
this section should be limited to defined benefit plans, as under S. 1364.
II. SAFE HARBORS FOR ADP AND ACP TESTS (SECTION 105 OF S. 1364)

The actual deferral percentage (ADP) test for elective deferrals under 401(k) plans
and the average contribution percentage (ACP) test for employee and matching contributions have caused widespread dissatisfaction among both employers and employees. The tests require collection and processing of vast amounts of data and are
thus quite costly for the employer. Moreover, the employer has no way of knowing
at the begetting of the year whether the plan will pass and therefore must either
monitor deferrals on a continuing basis throughout the year or refund excess
amounts to highly compensated employees at the end of the year. Employees, for
their part, are often quite unhappy to receive a corrective distribution
S. 1364 contains two design-based safe harbors that would be available as alternatives to the ADP test. One safe harbor would be satisfied if the employer provided,
for non-highly compensated employees, a 100% match of elective deferrals up to 3%
of compensation and a 50% match of elective deferrals between 3% and 5% of compensation The second safe harbor would be satisfied if the employer provided a nonelective contribution to all non-highly compensated employees of at least 3% of compensation The safe harbors also could be used as an alternative to the ACP test for
matching contributions if certain additional requirements were satisfied. The Chandler bill contains similar safe harbors.
The Rostenkowski bill would replace the current ADP test with a new test that
would be applied at the beginning of a plan year. Under the new test, the deferral
percentage for each highly compensated employee in a plan year would be limited
to no more than 200% of the average deferral percentage of non-highly compensated
employees in the preceding plan year. Similarly, the ACP test would be replaced
with one under which the contribution percentage for each highly compensated employee for a plan year could not exceed 200% of the average contribution percentage
for non-highly compensated employees for the preceding plan year.
The Chamber supports the design-based safe harbors in S. 1364 (and the similar
safe harbors in the Chandler bill). These safe harbors would permit employers to
avoid most of the recordkeeping and other administrative burdens associated with
the ADP and ACP tests, as well as the employee dissatisfaction that results from
distributions of excess deferrals, while still ensuring that substantial benefits are
provided to non-highly compensated employees.
The 200% test in the Rostenkowski bill also could be useful to many employers.
Instead of replacing the current ADP and ACP tests, however, the 200% test should
be available as an alternative to satisfying the current law tests. Many employers,
after drafting their plans and sett ing up the administrative structure to work with
the current ADP and ACP tests, would prefer not to have to learn and apply a new
test. We see no persuasive reason why these employers should not be given the
flexibility to continue to apply the current tests. Also, the limitation in the 200%
test is applied to deferrals by each highly compensated employee, rather than to the
average deferrals by all highly compensated employees, which means that permissible deferrals by many moderate-income highly compensated employees will be lower
than under current law.
We therefore recommend that the committee retain the current ADP and ACP
tests, but permit employers to use the design-based safe harbors in S. 1364 and the
200% test in the Rostenkowski bill as alternatives to those tests. This will provide
employers maximum flexibility to adapt to their individual circumstances while still
protecting non-highly compensated employees. Moreover, Congress should overrule
the provisions of the final 401(k) regulations that prohibit aggregation of an employee stock ownership plan (ESOP) with a non-ESOP, thus making it easier for employers to pass the ADP test.
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S. 1364 would also provide that excess deferrals, matching contributions and employee contributions with respect to highly compensated employees would be corrected by adjusting the deferrals and contributions of those employees with the
greatest amount of excess deferrals or contributions rather than those whose deferrals or contributions represented the highest percentage of their compensation. The
Chamber believes that both methods of reducing excess deferrals and contributions
(percentage of compensation and absolute level of deferrals or contributions) are
reasonable and that employers should be permitted to choose between them.
IV. ROLLOVERS, AVERAGING OF LUMP SUM DISTRIBUTIONS AND REQUIRED DISTRIBUTIONS
(SECTIONS 201, 202, AND 203 OF S. 1364)

Current law imposes many limitations on the types of distributions that can be
rolled over into another retirement plan. These limitations are both complex and
devoid of any rational policy basis. The Chamber believes that all distributions,
other than those required by section 401(aX9) of the Internal Revenue Code, should
be eligible for rollover treatment. Moreover, section 401(aX9) should be amended to
impose minimum distribution requirements only on 5% owners and those with account balances exceeding $750,000.
The Chamber opposes, however, the provision of S. 1364 that would require plan
administrators to make most distributions to an IRA or another qualified plan,
rather than to the participant. This provision would impose additional administrative burdens on plans and would also expose plan administrators to liability in cases
in which the administrator is forced to designate the entity to receive the distribution because the participant has failed to do so. The Chamber would not object, however, to a provision that would allow a participant to direct that his or her distribution be deposited in an IRA.
Under current Jaw, five-and-ten year averaging is permitted for certain lump sum
distributions. S. 1364 would eliminate five-year averaging. This would cause great
hardship to the many employees who have based their retirement planning on the
assumption that averaging would be available. Although the enhanced availability
of rollovers would mitigate this hardship to some extent, it would not eliminate it.
For example, an employee who wanted to use a lump sum distribution to buy a retirement home would be forced to pay substantially higher taxes than under current law.
Current law also defers the taxation of net unrealized appreciation of employer
securities distributed as part of a lump sum distribution S. 1364 wisely retains this
deferral. Elimination of the deferral would be inconsistent with the other rules governing distributions from qualified plans, unwise as a matter of policy, and unfair to
employees who are eligible to receive distributions of employer securities.
V. REPLACEMENT OF HISTORICALLY PERFORMED TEST FOR LEASED EMPLOYEES (SECTION
301 OF S. 1364)

The leased employee rules of the Internal Revenue Code were intended to prevent
employers from evading the coverage and nondiscrimination rules applicable to
qualified plans by moving non-highly compensated employees to an outside service
organization. Under section 414(n) of the Code, an individual who performs services
may be deemed to be an employee of the recipient of those services for purposes of
various provisions of employee benefit law if, among other requirements, the "services are of a type historically performed, in the business field of the recipient, by
employees.

This "historically performed" test has proven to be both vague and overbroad in
application It creates numerous uncertainties as to who is considered a leased employee and requires many individuals to be treated as employees of the recipient
even where no abuses are involved and where it is clear that, under any rational
policy, they would not be so treated.
The Chamber supports the proposals to replace the historically performed test
with one based on the degree of control exerted by the recipient. A control test will
be considerably easier to administer than the historically performed test and will
permit many employers to use outside service providers in non-abusive situations
without risking having them classified as leased employees.
The various simplification proposals contain somewhat different formulations of
the control test. The Chandler bill, which provides that an individual is not a leased
employee unless he or she performs services under the "primary control" of the recipient, provides the most appropriate standard.
Although the control test would be a major improvement, over the historically
performed test it is not a panacea. Even if the control test is adopted, there will
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still be many non-abusive situations in which employers will be forced to classify
outside service providers as employees or will be left uncertain as to whether they
must do so. To mitigate this problem, Congress should adopt safe harbors which
would exempt employers from the leased employee rules in situations in which it is
clear that no abuses are involved. In particular, the leased employee rules should
not apply to an employer if 70% of its workforce is non-highly compensated or if
50% o its payrolled workforce is covered by the Fair Labor Standards Act. These
safe harbors, along with the replacement of the historically performed test by the
control test, would go a long way towards limiting the scope of the leased employee
rules to the abusive situations for which they were intended.
VI. FUNDING LIMITS FOR MULTIEMPLOYER PLANS (SECTION 304 OF S. 1364)

The full funding limit of 150% of current liability is unnecessary for multiemployer plans and the Chamber supports the provisions of S. 1364 that would eliminate
this restriction. The Chamber also believes that employers who inadvertently violate the funding limits of the Internal Revenue Code should be relieved of liability
for excise taxes if they acted in good faith.
VII. NEW MODEL SIMPLIFIED EMPLOYEE PENSION (SECTION 307 OF S. 1364)

The Chamber believes that small employers should be permitted to offer retirement plans that are not subject to the complex and burdensome nondiscrimination
requirements of the Internal Revenue Code. For many startup businesses, as well as
many very small employers, a simplified employee pension ("SEP") may be the only
feasible form of plan. The Chamber therefore supports the provisions of S. 1364 that
would make SEPs containing a salary reduction feature available to employers with
up to 100 employees, compared to the current limit of 25 employees. The Chamber
also supports replacing the requirement that contributions be made on behalf of all
employees with service in 3 of 5 years with a requirement that contributions be
made on behalf of employees with one year of service. This would conform the rules
governing SEPs to those applicable to other retirement plans and also would isimplify administration of SEPs.
While salary reduction SEPs would be an attractive option for some employers,
SEPs also have some serious drawbacks. Under a SEP, an employee can make withdrawals at any time, as long as he or she is willing to pay income tax and a 10%
excise tax In practice, many employees make frequent withdrawals from SEPs and
do not accumulate substantial assets for retirement. Many small employers would
therefore prefer to establish 401(k) plans, but have refrained from doing so because
of the administrative burdens involved. In order to assist them, Congress should
reduce the administrative burdens of 401(k) plans by adopting the safe harbors discussed above.
VIII. EXTENSION OF 401 (I) PLANS TO TAX-EXEMPT EMPLOYERS (SECTION 311 OF S. 1364)

Under current law, state and local governments can offer a salary deferral plan to
their employees in the form of a section 457 plan, while taxable employers can offer
a 401(k) plan. Tax-exempt organizations, however, cannot offer either type of plan
unless theyare eligible to maintain a 401(k) plan under the grandfather rule provided by the Tax Reform Act of 1986 or quality for one of the other limited statutory
exceptions. Theexclusion of tax-exempt organizations from both types of plans is a
serious inequity in current law and the Chamber therefore supports allowing taxexempt organizations to offer 401(k) plans.
S. 1364 properly recognizes that only tax-exempt employers, and not state and
local governments, should be permitted to offer 401(k) plans. As already noted, governmental employers are permitted to offer section 457 plans to their employees and
there is no need to allow them to offer a second type of salary deferral plan- Moreover, as a result of the new section 3121(bX7XF) of the Internal Revenue Code, state
and local governments will have a strong economic incentive to expand coverage of
their retirement plans. Finally, and most importantly, extending 401(k) plans to governmental employees would result in a massive loss of tax revenue to the federal
government, which would likely be offset by reducing the benefits of private-sector
employees.
IX. MISCELLANEOUS PROPOSALS

The Chamber supports the proposals to base cost of living adjustments on September 30 data (and to round the resulting limits) (Section 102 of S.1864), change various age limitations from 59% to 59 and from 70 to 70 (Section 302), conform the
treatment of Keogh plans to that of corporate plans (Section 303), clarity the defini.
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tion of affiliated employer for purposes of establishing a VEBA (Section 305), and
eliminate the special penalties for failure to report pension distributions (Section
310).
X. DATE FOR PLAN AMENDMENTS (SECTION 312 OF 8. 1364)

Recent experience, under the Tax Reform Act of 1986 and other statutes, has
demonstrated the importance of an extended transition period for employers to implement required plan amendments. S. 1364 recognizes this by providing that
amendments to implement the provisions of the bill need not be made until the first
plan year beginning on or after January 1, 1993, as long as the amendments are
retroactive to the effective date of each provision and the plan complies in operation
with each provision. Congress should adopt this extended amendment period and
should also ensure that any provisions imposing new requirements or restrictions on
employers not become effective until at least the 1993 plan year. In the case of those
provisions of S. 1364 that provide relief from some of the limitations and requirements of the 1986 Act and other recent legislation, however, the employer should be
permitted to elect to make the relaxed provision effective retroactively to the date
of the 1986 Act or other legislation that imposed the original requirement.
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STATEMENT OF WAL-MART STORES, INC., BY
DEBBIE DAVIS CAMPBELL
Mr. Chairman, I submit this statement to you as a 9[-year associate of
Wal-Mart Stores, Inc. As an associate of Wal-Mart, I am privileged to participate in
a Profit Sharing/ESOP Plan that is $1.5 billion in size and covers over 200,000
associates of Wal-Mart Stores, Inc. As an associate, I also serve as Administrator
of the Profit Sharing Plan and my office has had the opportunity to talk to thousands
I submit this statement in an effort to
of our people throughout the country.
represent their feelings as well as mine on issues that will impact our Profit
I also intend to express the impact that this
Sharing accounts and our futures.
legislation would have on the administration of Profit Sharing Plans.
Wal-Mart
First, permit me to give you some background information on our Plan.
believes strongly in sharing its success with those who make it possible - our
employees whom we call associates. As such, we have a Profit Sharing/ESOP Plan that
sets aside a portion of company profits each year for our associates. Since our Plan
is also an Employee Stock Ownership Plan (ESOP), the majority of our assets are
invested in company stock. Our associates have a two-fold incentive to be productive
and efficient in their jobs. First, the more profitable we make our company, the
more the company can contribute to our Profit Sharing accounts. Secondly, the better
we perform our jobs, the better our stock will ultimately perform.
It is that motivation that has made our company successful and has financially
rewarded many of our long-term associates. It is not unusual for us to have hourly
(non-management) associates such as Cash Office Clerks, Department Managers,
Salesclerks, Distribution Center workers, Accounting Clerks, etc., leave Wal-Mart
with over $100,000 in their individual Profit Sharing accounts. A number of these
are able to retire prior to age 591 and do not wish tP rollover to IRA's. Some of
them take their payouts in shares of Wal-Mart stock and continue their ownership in
the company, but can gradually sell shares to provide retirement income. There is
basically little, if any, benefit to rolling over stock to an IRA.
Since the various pension simplification bills have been introduced, I have received
numerous calls from our associates across the country. They are outraged that the
government would consider dictating to them how they must handle their Profit Sharing
It is causing some of them to consider retiring early to avoid the impact
payouts.
That is usually not in their best interest, nor in our
of this legislation.
company's best interest. However, they feel it is important to them to be able to
choose how they handle the payout they are entitled to after their many years of
service to our company.
There are already very real incentives in place to encourage rollovers. The Tax
Reform Act of 1986 assessed tax penalties and took away beneficial averaging
treatment for most people; therefore, there is no need to mandate rollovers.
Mandated rollovers are, quite frankly, an infringement of individuals' rights to
handle their finances as they deem suitable.
Please allow me at this point to address the impact that mandated rollovers would
have on the administration of Profit Sharing and other qualified plans. The concept
It will instead impose
of mandating rollovers is not pension simplification.
additional administrative burdens on companies that offer these plans and expose them
For instance, if a participant fails to
to the risk of increased litigation.
designate the institution to make the rollover to, the plan's sponsor (company) will
apparently have to make that choice and choose how it should be invested. If the
participant is not satisfied with the investment performance, he/she may sue the Plan
and/or the company.
A second question is whether Plan administrators will have to be responsible for
ensuring that the IRA or other retirement plan we are making a rollover to is in fact
a qualified plan. That is virtually an unmanageable task for large plans like ours
that make over 12,000 payouts a year.
Another potential problem is whether a bank will accept rollovers if the individuals
involved have not signed papers to open the account. That is the situation we would
face with people who do not designate with whom they wish to have their IRAs.
To summarize, this seemingly simple idea of mandating rollovers to IRA's will
ultimately result in complex regulations being issued to address the points I have
raised and will make administration of Profit Sharing and other retirement plans even
more complicated and expensive. That is totally contrary to the reasons cited for
introducing pension simplification legislation. The mandatory rollover provision in
Senate Bill 1364 would also infringe upon the basic right of the individual to choose
how he/she should handle their own retirement. We urge the Committee to eliminate
the mandatory rollover provision from this bill.
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WESTINGHOUSE ELECTRIC CORP.,

Pittsburgh,PA, September 27, 1.991.
Hon. DAVID PRYOR, Chairman,

Subcommittee on PrivateRetirement Plans,
Committee on Finance,
U.S. Senate,
Washington, DC.
Re: September 27 Hearing On Pension Simplification
Dear Mr. Chairman: We offer comments on S.1364, which will be the subject of a
September 27 hearing of your Subcommittee. We commend you for your continued
efforts and attention to the important task of simplifying the employee benefit laws.
THE BURDEN ON WESTINGHOUSE

Westinghouse Electric Corporation has over 100,000 U.S. employees. We currently

maintain 52 separate qualified plans. Our major pension and profit sharing plans
each cover more than 60,000 workers. Various contracts with the Department of
Energy require us to maintain specialized packages of benefits and separate qualified plans for workers at various locations throughout the country. Other smaller
plans typically exist where we have preserved the existing benefit programs following an acquisition.
I am the Associate General Tax Counsel at Westinghouse, and personally have
been involved in the employee benefit field at Westinghouse for 16 years. This
period, beginning shortly after ERISA, has witnessed an explosive growth in restrictions on benefit programs. Wave after wave of so-called "anti-abuse" rules, designed
to limit deferrals by highly compensated professionals, have created a complexity of
nightmarish proportions.
With the complexity has come added cost. Last year Westinghouse spent about

$37 million simply to administer our three major qualified plans. In the last few
years we have spent over $8 million to computerize our administrative systems for

these large plans, and still have not completed that task.
TAXATION OF DISTRIBUTIONS

We are very pleased that all of the legislative initiatives would simplify the taxation of distributions from qualified plans. This area is not only among the most
complex, but it applies to individual participants, who struggle to make sense of the
rules and the possibilities. Westinghouse employs 55 people who spend all of their
time advising employees and retirees about qualified plans. This group receives an
average of 550 calls a week, and half of these concern the taxation of distributions.
We also believe the present rules are simply bad tax policy; they encourage premature consumption of retirement savings.
Current law discourages the elimination of the lump sum option in the Westinghouse Pension Plan; it also forces us to use interest assumptions that encourage retirees to take a lump sum. Throw in the present tax incentives for lump sums-such
as 5-year averaging and the 1986 grandfather rules--and the result is a triple
whammy against lifetime income options.
Below is a chart showing the increasing number of our retirees who have taken
the lump sum option over the last four years. This figure has gone from 17% in
1987 to 53% in 1990. Last year we paid out over $168 million in lump sums from the
Westinghouse Pension Plan alone.
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WESTINGHOUSE PENSION PLAN LUMP SUMS AS A PERCENTAGE OF TOTAL RETIREMENTS
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This trend, which we believe is typical of many other companies, is troublesome
for several reasons. It frustrates Westinghouse's primary purpose in providing a defined benefit plan-to provide workers with an income that cannot be outlived or
wasted. While the lump sum problem as a whole may be beyond the scope of the
September 27 hearing, there is no need to retain complex tax incentives for premature consumption.
Westinghouse strongly supports proposals to eliminate all of the special averaging
and other rules, including 5-year averaging, the 1986 grandfather rules, and the special rules for net unrealized appreciation, or "NUA." We disagree with those who
would delay repeal or retain various parts. The existing complexity should be completely scraped as soon as possible.

We understand and appreciate the comments of those who point out the tax savings for some under the special lump sum rules. However, these "savings" are often
measured against immediate taxation as ordinary income, and the benefits of preserving assets in* retirement form and deferring tax are rarely estimated. We also
see situations where workers receive distributions, typically from defined contribu-
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tion plans, that they cannot rollover under present law. We believe liberalized rollover rules are a fair trade for workers, a trade that would substantially decrease
anxiety and confusion for persons contemplating retirement, and administrative
costs. We think the balance strongly favors simplification in this area.
We would like to make a special comment about net unrealized appreciation, or
NUA. Frankly, we have had a devil of a time trying to figure out, administer, and
communicate to participants the rules in this area. Although our major defined contribution plan holds $2.5 billion in assets, only $324 million of this is Westinghouse
stock, and only 11% of distributions include stock.
NUA has the effect of deferring tax. Liberalized rollover rules would accomplish
the same basic result, and be simpler for all. If the rollover rules are liberalized,
there is absolutely no reason to retain the enormous complexity of the NUA concept.
TREATMENT OF UNION EMPLOYEES

Many of our employees are unionized, and covered by collective bargaining agreements. Ou: basic approach has been to cover represented workers in the same qualified plans that benefit the nonrepresented workers at a particular site. The very
recent final IRS tax regulations regarding coverage contain only narrow and limited
relief on this important point.
We support the proposal to confirm that companies may count represented
workers in testing the coverage of a plan. The statute already appears to say this,
and we do not think that Congress intended any distinction. To us, it is a simple
matter of fairness. If Westinghouse were not unionized, these persons would be
counted. It is startling that a tax law would specifically penalize a company merely
for being unionized. As a matter of fairness, this result should be revised,
LEASED EMPLOYEES

Westinghouse strongly supports proposals to simplify the definition of "leased employee." This is a prime example of a rule originally designed to prevent manipulation by professionals that has evolved, taken on a life of its own, and now leads to
absurd results. Companies such as Westinghouse have no clear standards for determining who to count. The basic idea should be that if an employer is telling a
person how to do his or her job-in other words, treating the person like a common
law employee-the person should be counted as an employee for benefit testing purposes. We favor the proposed statutory language of H.R. *641 in this regard, because
it sets out a straightforward test that we can apply. We are concerned about vague
multi-factor "control" tests, such as contained in S. 1364. They are virtually impossible to apply, and we have not had good luck getting reasonable regulations where
the statute is overbroad.
CONCLUb.ON

We offer a final concern. Care should be taken that any proposals ultimately
adopted are a genuine simplification, and not merely a change. All of the proposals
that we have specifically endorsed here today would essentially require no new plan
amendments and no new administrative systems. In addition to complexity, a major
problem in the qualified plan area has been constant changes. We urge the Subcommittee to develop a package that does not require major or immediate plan amend.
ments, and that will not be difficult to administer and communicate.
In conclusion, Westinghouse supports your efforts to simplify the rules for quali.
fled plans. If you or your staff have any technical remarks or questions on these
comments, please contact our outside counsel on such matters, Douglas W. Ell of
Groom and Nordberg, Chartered, who may be reached at (202) 857-0620.
Very truly yours,
J. CARPENTER, Associate General
Tax Counsel, Westinghouse Electric
Corp.

VERNON

I Section 310 of H.R. 2641.
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STATEMENT OF W.L. GORE & ASSOCIATES, INC.
Thank you for considering a change inthe tax laws which will help
working people who feel a need to diversify their retirement investments.
2,780 Associates participate inthe W. L. Gore & Associates, Inc.
Associate Stock Ownership Plan (ASOP). Our ASOP is an Employee Stock
Ownership Plan (ESOP), a qualified retirement plan which issubstantially
invested inthe common stock of our privately-owned company. While Associates
are highly motivated by the ownership opportunity ASOP provides, some wish to
diversify their retirement investment. Our Plan documents are structured to
permit this. ASOP participants who have completed 15 years of service with
the company, or are 55 years of age and have at least 10 years of service, or
are 65 years of age may withdraw up to a total of 50 percent of their plan
benefit while still working.
The tax law prevents meaningful exercise by Associates of a
diversification option at the present time. With a small exception, the
combination of IRC Sections 402(a)(5) and 402(e)(4) prevent in-service
distribution of plan benefits, even to an IRA, without payment of tax at
ordinary income tax rates on the full value of the withdrawal. Added to this
is the 10% penalty on pre-retirement withdrawals under IRC Section 72(t).
The small exception is the IRC Section 401(a)(28) mandatory distribution
option, which does not yield a significant benefit to Gore Associates.
While 214 of ou) 2780 Plan participants qualify for early distribution
under our Plan provision, only 40 qualify under the tax law providing for an
early distribution option. Many Associates eligible for pre-retirement
distribution under the Plan have not yet reached age 55, the starting age for
IRC 401(A)(28) distributions. 50% of the balances of the 214 Associates are
available under the ASOP, but only 4%under the tax law, as account balances
from which the IRC Section 401(A)(28) withdrawal may be taken are limited to
balances based on stock acquired after Doecember 31, 1986.
Only three Associates have taken a distribution under the tax law's
complex rules, while 71 elected the option to remove 50% of their account -we assume and insome cases know inorder to diversify -- inthe period from
1984 to 1989 when itwas possible to *rollover* into an IRA.
S 1364, HR 2730, HR 2641 and the POWER proposal all contain provisions
which would help ASOP participants and members of other ESOPs achieve their
diversification needs while continuing their work in the business enterprise
sponsoring the plan. We perceive this as an important positive step; many of
my Associates are writing their elected representatives to express their
support for this effort.
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Below is a chart addressing issues presented by these legislative
proposals which affect the rollover itself or the taxation of benefits
received from an ESOP. We have catalogued these issues in an effort to show
how each proposal impacts ASOP participants.
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S 1364 is the preferred vehicle, as it allows rollover treatment of Inservice distributions without restricting options now present in the tax law
on which Associates approaching retirement may have based their retirement
income plans. The fact that distribution is to be made directly to another
qualified retirement vehicle Isnot a burdensome constraint under the
circumstances.
HR 2730 also provides for the rollover treatment of in-service
distributions we seek, though at a loss of some flexibility in how the benefit
will ultimately be received after retirement.
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