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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, 1991}

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 ap-
plaud these efforts. The time is long overdue to reverse the trend of increasing gov-
ernment regulation of pension plans,” Pryor said.

“I want to thank Chairman Bentsen for introducing the Employee Benefits Sim-
plification and Expansion Act of 1991, S. 1364, on mf' 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 adminis-
trative costs of providing these plans and encourages workers to preserve their re-
tirement savings. I am committed to meeting these goals within budgetary con-
straints 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 gentkemen. 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 Grass-
ley has to go to the Judiciary Committee. There is a very impor-
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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 couple of years the lion’s share of this subcom-
mittee’s resources have been devoted to peeling off some of the un-
necessary 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 organiza-
tions, the private sector, the public sector throughout the country.
We talked with experts, lawyers, accountants, actuaries, and ad-
ministrators, to try to find a consensus and a common sense ap-
proach 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 continu-
ing 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 Bene-
fits Simplification and Expansion Act of 1991, S. 1364. I would like
to thank Chairman Bentsen for his continued support of this legis-
lation; and in addition, I would also like to thank the 36 of our col-
leagues in the Senate, including 13 of our fellow Finance Commit-
tee 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 employ-
ees 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 un-
certain 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 sim-
plified 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 contro-
versial rollover provision rules. I would like to stress that our bill
makes it simpler for workers who change jobs to take their pen-
sions with them. The Department of Labor reports that $12 billion



3

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 retire-
ment 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 asso-
ciation, 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 GrRAsSLEY. 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, look-
ing quite the same as you have always looked if that is okay for me
to iczaykit 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 Ameri-
cans 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. Unfor-
tunately, we do not seem to be making progress in this area. Pri-
vate pension coverage, once over 50 percent, has now slipped to 46
percent of our work force. According to the Congressional Research
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Service there has been almost no growth in the number of partici-
pants 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 In-
stitute only 18 percent of employers with less than 25 employees
have plens and only 53 percent of employers with 25 to 99 employ-
ees 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 em-
ployers from offering pension plans.

As we will hear today from one of my constituents, Larry Zim-
pleman, of Principal Financial Corporation, most of the small em-
ployers with which the principal company works simply cannot ad-
minister 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 compen-
sated 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 prior-
ities 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 op-
erations 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-
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ployees across the country. We appreciate your contributions very
much.
Senator GrRASSLEY. Mr. Chairman.

Senator PrRYOR. Yes.
Senator GRrAssLEY. 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. Sen-
ator Jeffords has attempted to help us shape and mold this legisla-
tion. 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 JErrorps. Thank you, Mr. Chairman. It is so good to see

you back.

Senator Pryor. Thank you, sir.

Senator JEFFOrRDS. 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 opportu-
nity 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 look-
ing pretty good this year.

Not many legislatures, nor many citizens focus on thls 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 ques-
tion hopefully is solved, what will the quality of life of our senior
citizens be like, assuming and believing that they will reach retire-
ment 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 porta-
bility necessary to assure that pension money is safe for retire-
ment.

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
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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 popula-
tion 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 de-
fined 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 pen-
sions. 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 for-
ward, I would like to make a couple of suggestions for improve-
ments 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 de-
fined contribution plans, like 401(k) plans, allow distributions to be
taken and the pension money to be spent without a spouse’s con-
sent or knowledge. I believe this is unfair.

The spouses should be granted sufficient protection from unan-
ticipated changes in pension benefits. Even in today’s society, many
women are largely relying upon their husbands for the vast majori-
ty 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 bene-
fits; 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 bene-
fits they are likely to be in small amounts.
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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 con-
tributions 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 extreme-
ly popular with workers prior to 1986. By not permitting these con-
tributions to be rolled over into IRA’s, Congress is in fact forcing
employees to spend money they conscientiously set aside for retire-
ment purposes in spite of limited tax advantages. Such apolicy
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 ef-
forts once a rollover distribution occurs. My understanding is that
this provision was not included due to revenue considerations. If
this i1s 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 es-
timated 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 Pryor. Thank you, Senator Jeffords.

Senator JEFrorDs. Thank you, Mr. Chairman.

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.-Mi--
chael 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 Princi-
pal Fin¢ icial Group, Des Moines, IA; Paul Smith, ?resident and
chief executive officer of Fringe Benefits Design, Overland Park,
KS, and he is appearing today on behalf of the National Associa-
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tion of Life Underwriters; Matthew Fink, seniot 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 op-
portunity to engage in a lot of C-SPAN watching, and I have decid-
ed 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
tﬁrminology. 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 ex-
piration 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 O. ROUSH, DIRECTOR, SENATE, FEDER-
AL GOVERNMENT RELATIONS, NATIONAL FEDERATION OF IN-
DEPENDENT BUSINESS, WASHINGTON, DC

Mr. RousH. Mr. Chairman, I second those comments about testi-
monies, having to do this quite a bit. So I will try to abide by vour
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 sim-
plification.

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 fre-
quency according to the study that I have submitted. Most fre-
quently 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 bene-
fits show up together, such as paid sick leave, life insurance and
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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 busi-
ness owners to offer retirement plans. First and foremost by help-
ing 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 pen-
sion offerings by reducing the costs it, itself, imposes on these
plans. The costs of pension plans can be broken down to the costs
of administration, including start-up costs, and the costs of contri-
butions. The strings that the Congress attaches to its offer to em-
ployers 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 indi-
viduals to save for their retirement should be \‘ongress’s primary
policy object here, not trying to equalize the benefits within indi-
vidual 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 sav-
ings 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 contribu-
tions will be viewed by smaller firms as more of a payroll tax than
an incentive and that such a proposal would not dramatically in-
crease 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.
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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. PeErxINs. 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 retire-
ment benefit protections in the law.

The Association commends this committee for recognizing the
need to improve pension coverage, particularly among small busi-
nesses. 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 em-
ployee 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 con-
tribution 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 em-
ployees 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 be-
lieves that safe harbors based on generous employer matching con-
tributions 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 com-
pensation 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 7;i employee
earning $20,000. This should be the minimum requirea in any safe

harbor.
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A second area addressed by the various bills are the current dis-
tribution 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 require-
ment contained in your bill, S. 1364, which would require an em-
ployer to transfer pension furc: wt job change to either another
plan or to an IRA.

This change will promote retir»ment savings and help preserve
pension benefits until retire::cit. The minimal administrative
overhead is far outweighei! 1y tiwe long-term pension savings.

One proposed change iii i 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 permit-
ted disparity, should be added to the list of areas in need of over-

haul 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 appen-

dix.]
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 manage-
ment. 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 ap-
preciate 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
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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 op-
posed 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 employ-
ees.
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 ap-
proach similar to H.R. 2730 where each highly compensated em-
ployee is limited based on the average deferral of non-highly com-
pensated 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 an-
other qualified plan or II%A 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 eliminat-
ing 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 smaﬂ 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 em-
ployer 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 per-
cent of our customers believe these proposals will simplify the ad-
ministration of their plans. We look forward to working with this
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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 ap-
pendix.]

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, OVER-
LAND 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 ef-
forts to simplify the pension law. We also thank you for this oppor-
tunity to comment on your bill.

NALU represents almost 140,000 full-time life and health insur-
ance sales pet .lc all over the country. Over 1,200 of our people are
from Arkansas. AALU is a conference of NALU. AALU’s member-
ship 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 be-
lieve 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 provi-
sions 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
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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 jus-
tification 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 pro-
vide 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 contri-
bution levels are generally below those required by the proposed
safe harbors, but the combinations of contribution and administra-
tive 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 avail-
able to them.

Thus, the safe harbagr provisions not only make 401(k) plans more
attractive to more employers, they would also provide a more gen-
erous 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 PrRYor. Mr. Matthew Fink who is general counsel for the
Investment Company Institute. We appreciate you being here, Mr.

Fink.
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. 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 invest-
ment 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 bur-
densome 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's 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 cover-
age. 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 nondis-
crimination 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 contribu-
tions dollar-for-dollar, the average participation rate was 99 per-
cent of those eligible.”

We applaud the sponsors of the bill for recognizing this very
simple and effective means for ensuring retirement plan participa-
tion 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 har-
bors, financial institutions such as mutual funds, banks and insur-
ance companies will be encouraged to more actively market salary
reduction SEP’s. The potential impact of such an increase in mar-
kgting activity on rension plan coverage must not be underestimat- -
ed.
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 re-
tirement plan assets for retirement purposes.
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Finally, the unrestricted ability to rollover a pre-retirement dis-
tribution to a retirement plan or an IRA is also critical to the port-
ability of retirement plan assets. Existing rules, unfortunately, en-
courage current consumption rather than savings for retirement.

Thus, we support the provisions that would maximize rollover
opportunities and thus encourage the preservation of pre-retire-

ment 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 employ-
ers and that whatever can be done to reduce their costs of estab-
lishing 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 partici-
pate 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. PerxkiINs. 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 partici-
pate—and they were all in the low paid area. Even with that gen-
erous 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 some-
thing 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?
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Mr. PErkINS. At that point in time there were about 12,000 em-
ployees.

Senator Pryor. All right. What does the firm do with 12 employ-
ees or 100 employees? How does a small business afford this?

Mr. PERkINS. I hear you, Mr. Chairman. I understand the con-
cern. But AARP really is concerned about the flagrant abuse that
could result.

Very definitely if a plan comes in for small employers and it ba-
sically only helps those who are of higher income levels we do not
think it is a level playing field. Basically the concern for retire-
ment 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 re-
tirement 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 participa-
tion 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?
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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. SMmiTH. The employer will save about 25 percent.

Senator PrYor. What 1s 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 dc something for his
employees.

Employers would rather give the money to the employees to sup-
plement 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 participa-
tion 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 doﬁar 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 pro-
posal, the employer could help those people. You would have more
rank and file employees being covered under pension plans.

Senator PrRYor. 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 f'ou have gathered together over the past months or

ears. It would be very helpful to us in shaping this legislation and
opefully 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 mar-

keting of that.
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thMr‘ iF;x:l:l.m\{es. Mr. Cluul irman. On‘t:l oflth!g ottll\‘er witrlxleeses lnua\de

e po pension plans, &arﬁc arly 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 be-
cause 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 remem-
ber 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.

. e 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
: ﬂ) s?xlti t}xat human greed is the chief motivator of civilization.

ughter.

I am not sure that is exactly correct, but something like that.

Now what is %oing 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 partic}pate 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 sharin,
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 Kgar 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
ona 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
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year you find yourself on 12-31 needing to make some small re-
funds. 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 sur-
face.

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 weap-
ons 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 mmembers 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 PrRYOR. The chair of the Subcommittee on Pension Legis-

lation, 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 Re-
tirement 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 treas-
urer 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.
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STATEMENT OF ELAINE CHURCH, CHAIR, EMPLOYEE BENEFITS
COMMITTEE, ACCOMPANIED BY LOUIS T. MAZAWEY, CHAIR,
SUBCOMMITTEE ON PENSION LEGISLATION, SECTION OF TAX.
ATION, AMERICAN BAR ASSOCIATION, WASHINGTON, DC

Ms. CHURCH. 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 :%y fortune. After
all the hearings I attended as a member of the Joint Committee
staff I must say it is a pleasure to ap for the first time on this
side of the dias on such an important issue as this. -

Senator Pryor. We are rgilan you are here.

Ms. CuurcH. The American Bar Association, and the Section of
Taxation, wholeheartedly 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. We will work
again on 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, techni-
cal comments on various pieces of the bill. For that reason and in
the inatfrest of time today, my comments this morning will be more
general. S

First, as to the importance of ‘penaion 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. Be-
cause unlike other areas of the Tax Code which affect few employ-
ers, 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 ap-
propriate decisions with respect to the taxation and distribution of
their pension income.

And finally, the com lexitfv makes it difficult for the Service to
administer the pension law. It is now 1991, almost 5 years since the
enactment of the Tax Reform Act, and notwithstanding the best ef-
forts of the Service and the dedication of all of their resources to
issuing guidance under those provisions we have yet to see the
final pacﬂge 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 would certainly include those in your
bill and others. We all have our favoriws—-tlvne 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 Pryor. Now you know if we make this really simple we
:ﬁ; gomg to put all the lawyers out of business. Are you aware of

Ms. CrurcH. No, Senator, when I first got into this area in the
late 1970’s I was told that we would do final plan amendments
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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. CHuRrcH. 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 tax-
ation of such distributions is an imponderable burden for employ-
ees who are trying to determine the best way to use their retire-
ment 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 ac-
cessible, particularly to small employers.

We would like to work with you. We urge you to provide reason-
able transition and lead time so that any changes can be imple-
mented in an orderly fashion.

Lasth, 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 cer-
tainly 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 sup-
porting your efforts to simplify the rules for plan sponsors to ad-
minister retirement plans as well as expand the availability of pen-
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sion plans. We are encouraged by this first step towards simplifica-
tion and appreciate the leadership role you have taken in this proc-
ess.

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 spon-
sors 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 ad-
ministration 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 minimu:n distribution rules. The
common sense approach contained in tiie bill is long overdue. The
current rules are very complex and difficult to communicate to
plan participants. The National Assembly’s human service organi-
zations are made up of many non-highly compensated employees.
Requiring minimum distributions after age 70'% forces these em-
ployees to receive now the pension anticipated to be needed at re-
tirement. Combine low salaries and short service and it is hard to
rationalize the forced payment of accrued pensions from our orga-
nizations under the 70% rules. We are very pleased that these min-
imum 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 ar-
rangements. This change will eliminate the inequities of the cur-
rent law. We did not understand why the Tax Reform Act of 1986
prohibited 401(k) plans from being established by tax-exempt orga-
nizations 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 ‘‘offi-
cers.” In the event an organization has an officer, plan sponsors
will have to implement costly discrimination testing at multiple lo-
cations. 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 compen-
sated employee rule for non-discrimination testing is a valid excep-
tion 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 an-
other 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
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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 ra-
tionalize the confusing rules for keeping retirement money sepa-
rate and distinct. Distributions made from plans under sections
401, 403, and 457 should be transferred into other savings and re-
tirement 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 nonelec-
tive deferred compensation for tax exempt organizations. We be-
lieve employees of tax exempt and taxable employers should be
treated the same in the area of nonqualified, nonelective retire-
ment pay plans.

And finally, we realize this simplification bill marks the begin-
ning of the process to fashion the best possible simplification legis-
lation. We are available to be of any assistance to you and your col-
leagues 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 ASSOCIA-

TION 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 repre-
sent State and local public employees. The average monthly retire-
ment 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 em-
ployers in the private sector to finance extremely large benefits.
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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 ne-
gotiate 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 constitu-
tional 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 virtual-
ly impossible for a public employee to receive an abusively high
en;ployer 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 advan-
tage 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 par-
ticipants to earn a pension that exceeds by any amount however
small the lower of 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 im-
portant 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 local-
ities have either constitutional or statutory restrictions prohibiting
the diminishment of benefits. It is for these reasons that the four- -
part remedy to our unique problem with Section 415 is so impor-
tant and necessary.

Part 1, the definition of compensation for the purposes of Section
415 testing, will be expanded to include employer pension contribu-
tions 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 bene-
fit, 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 conse-
quence that can be a pension benefit that while not large in abso-
lute dollar terms can exceed 100 percent of the individual’s high 3-
year average compensation. Therefore, the bill provides that the
percentage of pay component of the Section 415 limit test will not

apply.
El{ISA provides private sector employers with the ability to
maintain excess benefit arrangements. Public pension plans gave
no similar safety valve to avoid disqualification. However, its use
would be limited solely to providing benefits in excess of the 415

caps.
i)swill finish there, Mr. Chairman.
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Senator PrYoRr. Thank you, Mr. Hall.

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

Senator PryoRr. I just really applaud all of you in being so dili-
gent 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 lieuten-
ant with the Fairfax County Fire Department, as well as a member
of the International Association of Firefighters. 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 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 confus-
ing. .

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.
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In addition, our plan has an employer pick-up provision on employ-
ee 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 high-
est consecutive years. In this example, that means they would have
counted my Lieutenant’s salary as only a small part of the equa-
tion.
Second, the IRS does not count as salary the money I contribute
to my 457 plan, and the contributions made on behalf by the em-
ployer, even though that money is counted for computing my re-
tirement benefit. Taken together, these items reduce the allowable
benetits 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 ap-
plied 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 individ-
ual 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, dis-
qualification of our pension system will have a direct, adverse
affect on me and my family.

Senator Pryor, I understand that your pension simplification leg-
islation 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.
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Senator PrYoOR. 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
guefstqion. I saw a movie recently, Backdraft. Have you seen Back-

raft:

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 rnow, Mr. Anthony

Williams, National Rural Electric Cooperatlve Thank you, Mr.
Williams, for being here.

STATEMENT OF ANTHONY C. WILLIAMS, DIRECTOR, RETIRE-
MENT, SAFETY AND INSURANCE DEPARTMENT, NATIONAL
RURAL ELECTRIC COOPERATIVE ASSOCIATION, WASHINGTON,
DC
Mr. WiLLiams. Thank you, Senator. My name is Anthony Wil-

liams. 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 individ-

uals 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, depend-
ents, Directors and consumer members in these localities.

We at NRECA believe that there is a critical need for simplifica-
tion 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 signifi-
cantly 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 pro-
vide historic simplification of the rules regarding qualified retire-
ment plans. We view simplification as the elimination of modifica-
tion 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 mmphﬁcatmn is particularly acute with
respect to small employers. NRECA’s 1987 survey of small employ-
ers in rural areas revealed that less than 19 percent maintained a
retirement plan and that the primary reason they did not was be-

cause of the cost.




29

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 satis-
fied 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 employ-
ers provide welfare benefits such as health insurance to their em-
ployees. The most important advantage of a VEBA is not found in
the tax laws but rather in the fact that VEBA’s provide small em-
ployers with a means of pooling their buying power and thereby re-

ducing 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 Prvor. Thank you very much, Mr. Williams.

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

dix.]
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 Coun-

cil on Education I commend you, Senator Pryor, and Senator Bent-



30

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 re-
sulted from the Tax Reform Act of 1986, which applied nondiscrim-
ination 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. How-
ever, 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 es-
calated in the last decade.

As a financial officer of a small college any increase in cost con-
cerns me greatly. We in higher education are held accountable for
tuition increases. We are striving to hold costs down. Excessive ad-
ministrative burdens create the need for additional staff or expen-
sive 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. Be-
cause we offer the same plan to all employees the college should
easily comply with the 600 plus pages of nondiscrimination regula-
tions 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 Commit-
tee 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 ap-
plies to 403(B) plans. Indeed, the IRS recently put off issuing regu-
lations 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 contri-
bution. 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 em-
ployees to save for retirement. Some colleges even offer an across-
the-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-
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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 adminis-
trative 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 distribu-
tions under our plan. We hoped to allow cash for only the employ-
ee 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 PrRYor. 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 statis-
tics 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 re-
cipients more time to consider the full implications of their actions.
d ['Iihe prepared statement of Ms. Campbell appears in the appen-

ix.
Senator PRYOR. You are the Treasurer of a small college?

Ms. CAMPBELL. Yes.

Senator PrRYyor. What is the enrollment of this college?

Ms. CampBELL. The enrollment is about 1,800 students.

Senator PrRYoRr. All right. Let's say that someone, one of the pro-
fessors, 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 1
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. CampPBELL. It is maintained through our pension administra-
tor and it continues to accumulate benefits and to grow until that

employee reaches age 55.
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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 con-
tinues to grow.

Senator PrYoORr. 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 col-
lege 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 under-
stand 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 PrYoOR. Right.

Ms. CampBELL. Our faculty looked very seriously at the matter of
providing cashouts of our plan at the point of termination and de-
cided 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 roll-
over, 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
thosi:1 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 Mere-
dith 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 Pri-
vate Pension and Welfare Plans of Washington, DC; Edward Able
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will then follow, CAE, executive director of the American Associa-
tion 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 compos-
ite of the country, and we certainly appreciate all of you being here
this morning 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 appre-
ciate being here this morning. The AFL-CIO commends your lead-
ership on these critical pension issues and for holding this hearing
today to focus national attention on these matters.

In particular we would like to express strong support for the leg-
islation’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 con-
cerns 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 pen-
sion 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 attrib-
Fted to qualified excess benefit arrangements from Section 415
imits.

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. Multi-
employer plans provide benefits through prenegotiated contribu-
tion rates that are stipulated for the term of the collective bargain-
ing contract. This funding stream cannot properly cover future
benefits when subject to a full funding limit which fluctuates with

interest rates.
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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 retire-
ment 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 indus-
tries make this an inopportune time to be pushing workers and re-
tirees not included to put their money in IRA’s to keep their pen-
sion 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 collec-
tively 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 part-
time 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 con-
cerns 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 pro-
posed 401(k) safe harbors.

With respect to proposals we oppose I woula like to address modi-
fication 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 person-
nel or they are employing independent contractors.

In 1982 Congress developed a rule to ensure that leased employ-
ees would have the same pension benefits provided to other em-
ployees of the same employer. The new provision provides for a
change in the definition of leased employees. It removes the histori-
cally performed test by substituting a looser control test. We be-
lieve 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 inde-
pendent 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
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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 PrRYOR. Mr. Robert Stone.

STATEMENT OF ROBERT S. STONE, ASSOCIATE GENERAL COUN-
SEL, 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. 1
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 fac-
tual 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 brief-
ly 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 indus-
try 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 re-
tires, simplify the definition of highly compensated employees, pro-
vide more timely notice of cost of living adjustments, and allow co-
ordination of normal retirement age with Social Security retire-
ment age.

Then there are the provisions to simplify the 401(k) nondiscrim-
ination 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 commu-
nity.

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-
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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 re-
ceived 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 govern-
ment 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 appre-
ciation on employer’s stock. When a distribution is made to a retir-
ee, 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 PrRYOR. 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 EX-
ECUTIVE 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

ateful 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.
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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 prob-
lems 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 ear-
lier, the Wyatt Company has conducted a survey which demon-
strates the participation levels are directly related to the generosi-
ty 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 em-
ployee accrue a benefit at a rate greater than a nonhighly compen-
sated 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 dis-
qualified. 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,
herg are the 609 pages of regulations that those three lines gener-
ated.
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 legis-
lation. [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 busi-
ness 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 promulgat-

ed.
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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 clarifica-
tion, 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 DIREC-
TOR, 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 Muse-
ums. 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 professxonal society of over 20,000 As-
sociation executives, representing more than 9,000 natlonal 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(cX6) and (cX3).

Many of our members, Mr. Chairman, would like to sponsor
some form of qualified retirement plan. The 401(k) plans for non-
profits 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 associa-
tions in the sample have been able to offer 401(k) plans to their em-
ployees 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 As-
sociations. ASAE strongly supports permitting all tax exempt em-
ployers 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-
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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 provid-
ed 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 encour-
age 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 currentl
stands is grossly unfair to our members and it should be rectiﬁed)f

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 Expan-
sion Act and included language that would allow all 501(c) organi-
zations 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 incidental-
li 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 evi-
dence continuing Congressional interest in fairness and tax policy
and in the soundness of public policy regarding tax favored retire-
ment programs for all employees. We agpreciate the opportunity to
present our views and sincerely hope that you will help us in pro-
viding some equity of employees of trade and professional associa-
tions.

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 appre-
ciate you bringing that to our attention in public.
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Mr. StoNE. Thank you.
Senator PrRYyor. 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, protect-
ing 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 swmg 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 Chevy
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 unilat-
eral 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. StonNE. Well, I do not think so.

Senator PrRYor. 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 mag-
azine 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 non-
rollover of those funds it was generally one that was a much small-
er 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 pa-
ternalistic 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 any-
thing addressing the issue of the fiduciary responsibility of the

plan sponsor.



41

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 responsibil-
ity 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 PrRYOR. 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 ques-
tion. Is the issue of the retirement funds a major area of negotiat-
ing 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 em-
ployee 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 testimo-
ny 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
goin}gl 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.
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Let me first for the benefit of our record identify who our distin-
guished panel is going to be. John Kapanke, President—am I pro-
nouncing that correctly, sir?

Mr. KApPANKE. 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. DopweLL. No, sir, that is the Cathedral, the Roman Catholic
Church. I am a little bit down the street.

Senator PryYor. You are down the street a little bit.

Mr. DopweLL. Now I have been there almost as long, but I am
down the street.

Senator PryYOR. 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. SHoOR. 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 EX-
ECUTIVE OFFICER, BOARD OF PENSIONS, EVANGELICAL LU-
THERAN 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 THE EPIS-
COPAL CHURCH; REV. PERRY HOPPER, ASSISTANT TO THE EX-
ECUTIVE DIRECTOR, MINISTERS AND MISSIONARIES BENEFIT
BOARD, AMERICAN BAPTIST CHURCHES, ASSISTANT PASTOR,
CANAAN BAPTIST CHURCH, NEW YORK, NY; HENRY O. SHOR,
C.L.U., BALTIMORE, MD, MEMBER, JOINT RETIREMENT BOARD,
RABBINICAL ASSEMBLY OF AMERICA, JEWISH THEOLOGICAL
SEMINARY AND THE UNITED SYNAGOGUE OF AMERICA

Mr. KaraNKE. 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 congrztulate you and Senator Bentsen on the
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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 coali-
tion of chief executive officers of 30 mainline Protestant and
Jewish denominations. The Church Alliance has worked very close-
ly 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 simplifica-
tion. 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 Ac-
count 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 pens1ons 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 hospi-
tal, 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 appli-
cable to church pension plans should be different from those of
other employers. We believe there are several very unique charac-
teristics that affect churches that are not applicable to other em-
ployers.

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
geers in developing this legislation. In view of the time that has

n committed to this development and the immediacies of the
problems which would be resolved by this legislation, I must em-
phasize the importance of its passage this year.
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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 ap-
preciate 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.
d [The prepared statement of Mr. Kapanke appears in the appen-

ix.]
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 Sen-
ators 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 mem-
bers; 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. KarPaNKE. Thank you.

Senator PrRyor. 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 appremate your support, we apprecxate 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 church-
es 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.
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We think that this bill will help us tremendously in really solv-
ing 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. DopweLL. 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 appen-

dix.]
Mr. DopweLL. 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 coun-
t?y. Keiap up the good work is what I am told to say to you by lots
of people.

condly, not every bill I am sure but many of the acts of Con-
gress 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 coun-
try, 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 church-
es and synagogues of this country.

Thank you very much, sir.

Senator Pryor. Thank you.

Mr. Hoprper. 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 con-
cern 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 Bap-
tist ministry. They should be able to participate in the American
Baptist Church’s retirement plan. If the minister is not in our de-
nomination’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 enact-
ment of this bill, S. 747, which will remove these restrictions and
simplify the operation of our plans.

ank you for allowing us to be heard.
Senator PrYor. Thank you very much.
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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
}résthe Southern part of the country in the Memphis region of the
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 Method-
ist 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. MowkRy. Senator Pryor, it is the view of the United Method-
ist Church that because of the denominations polity its ministers
are self-employed and that its ministers should file as self-em-
ployed 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 an-
other area of the church that handles this specific matter, but we
are always concerned about those issues with respect to the partici-
pation 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 deal-
ers 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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ADDITIONAL MATERIAL SUBMITTED

PRiZPARED STATEMENT OF Ep 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 com-
munity and the American Society of Association Executives most of my 20 years of

association management.
iety of Association Executives (ASAE) is gleased to have the op-

The American
ggrtunity to present a written statement for the September 27, 1991 hearing of the

nate Finance Committee Private Retirement Plans Subcommittee, regarding the
extension of Internal Revenue Code (‘“Code”) section 401(k) plans to tax-exempt em-
ployers, announced in Press Release No. H-39 issued on September 12, 1991.

ASAE strongly supports permitting all tax-exempt employers to maintain quali-
fied cash or deferred arrangements (CODAS), also known as 401(k) plans. ASAE be-
lieves that employees of trade associations and other tax-exempt employers are enti-
tled 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 gov-
ernment 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 not-
for-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, tech-
nical and industrial associations represent an underlying force of hundreds of mil-
lions of people throughout the world. Many of ASAE’s members work for associa-
tions 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 de-
rived from three sources: (1) Social Security benefit payments, (2) employer-spon-
sored 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 effi-
cient 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 em-
ployers may ofter their employees the opportunity to particirate in 401(k) plans and,
if employing less than 256 employees, salary reduction simplified employee pensions

47)
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(“SEPs”). Organizations exempt under Code section 501(cX3) and certain educational
organizations may offer their employees tax-sheitered annuities under Code section
403(b). Empl-yees of state and local governments may participate in an eligible de-
ferred 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 de-
ductible salary reduction retirement savings program. Only tax-exempt organiza-
tions 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 tax-
deductible contributions to individual retirement accounts aftzr 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 tax-
exempt organizations and public sector employers no longer be permitted to estab-
lish and maintain CODAs. The President also proposed to establish rules for de-
ferred compensation arrangements of private sector tax-exempt organizations simi-
lar 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 avail-
able only to employees of Code section 501(cX3) organizations and certain education-
al 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 avai{able to employees of tax-
exempt 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 organiza-
tions. 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, in-
cluding trade associations, were thoroughly aired. ASAE presented oral testimony
before the Subcommittee at a hearing held on October 23, 1987. ASAE strongly sup-
ported this legislation, which unfortunately was not enacted. The Ways and Means
Committee, and later the full House of Representatives adopted H.R. 3545, the Om-
nibus 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 Techni-
cal 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 situa-
tion, 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.
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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 in-
troduced 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 Chairman 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 elimi-
nating this inequitable treatment between taxpayers would result in a more equita-
ble tax policy. It also would foster the objective of increased private retirement sav-
ings. ASAE’s members support the extension of 401(k) plans to tax-exempt organiza-
tions primarily because it would benefit their employees and, by virtue of being able
to hire the most qualified employees, the public 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.
cause 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 discrimi-
natory treatment is especially inappropriate when the inequity results from incor-
rect 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. Thfj' are available only
to Code section 501(cX3) charitable organizations and certain educational organiza-
tions. Trade associations and other Code section 501(c) organizations may not spon-
sor such plans for their employees. The other incorrect assumption is that 457 p{):ns
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 benefici-
aries. 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 retire-
ment security of an employee who Farticipates in a 457 plan because of the uncer-
tainty of whether the employer will ultimately be able to provide the promised re-
tirement 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 Retire-
ment 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 éovernments. 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. ’Fhis is clearly inconsictent 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 non-
highly compensated employees. By limiting the availability of broad-based tax-fa-
vored savings to highly compensated and management employees, current law limit-
ing the availability of broad-based tax-favored savings plans for tax-exempt organi-
zations 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 be-
cause deferred amounts would be subject to creditors of the employer.

Another reason that tax-exempt organizations should be agle to sponsor 401(k)
plans is competitiveness. ASAE’s members are particularly sensitive to the tax in-
centives 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 per-
sonnel. Trade associations frequently compete within the same labor pool for em-
ployees as private industries that have 401(k) plans or organizations that have Code
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section 403(b) tax-sheltered annuities available to them. Not only must trade asso-
ciations 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 tax-
exempt employers, they are concerned about tax incentives that favor for-profit em-
ployers or other segments of tax-exempt organizations, or that create tax disadvan-
tages for small tax-exempt employers. The change in the law to prohibit tax-ex-
empts 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 emg)loyees. 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 tﬁeir 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 tax-
exempt employers.

This would allow all tax-exempt employers the opportunity to offer salary reduc-
tion programs to all of their employees. It also would eliminate the disparate treat-
ment between employees of private sector tax-exempt organizations and all other
employers. Most importantly, it would help these employees save for their retire-
ment.

Alternatively, ASAE would support extending the availability of tax-sheltered an-
nuities to all tax-exempt organizations. ASAE stands ready tv provide any assist-
ance to the Subcommittee that it can in order to achieve this fair and equitable

result.

PrREPARED STATEMENT OF CAROL N. CAMPBELL

Good morninﬁ, I am Carol Campbell, Vice President and Treasurer at Carleton
College in Northfield, Minnesota. I currently serve as Treasurer of the National As-
sociation 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 Sena-
tor 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 that support this statement rep-
reﬁenf 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 | 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 re-
quireraents.

Let me stress that the higher education community believes that equitable pen-
sion benefits for all employees is an important public policy goal. However, compli-
cated micro management of retirement plans burdens and frustrates employers and
reduces the resources available to provide benefits to employees. Unlike the profit-
making sector where 401(k) plans supplement defined benefit plans, the vast majori-
ty of employees in higher education are covered by defined contribution pension
plans as their ﬁrima 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.
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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 in-
clude support staff. Based on surveys completed by TIAA-CREF, pension plan cover-
age is virtually universal in the academic community. Almost 99% of all employees
at four year colleges are offered pension plans. Through defined contribution retire-
ment 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 of-
fering even straightforward pension programs. As a financial officer of a small col-
lege, an increase in cost greatly concerns me.

Carleton established its 403(b) retirement Plan in 1970. Under the plan, the Col-
lege 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 nondiscrim-
ination regulations issued by the IRS on geptember 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 individ-
ual taxpayers, making it easier for workers to understand the law and act responsi-

bly 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 sirnple method of compliance yet assure equitable
treatment for lower paid workers. The majority of defined contribution 403(b) pen-
sion plans at colleges and universities are contributory, fully vested plans. All but a
handful of these plans provide at least a dollar-for-dol{ar 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, espe-
ciallfr 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 en-
hance 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 volun-
tary employee contribution. Yet to ensure that this plan passes the nondiscrimina-
tion 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 trly,
it is difficult to convince young employees to participate in a pension at an early
st%ge in their career.

ince the passage of the Tax Reform Act of 1986, colleges, universities and schools
have struggled with the matching test under Section 401im), with no specific regula-
tory guidance on how these requirements apply to 403(b) retirement pians. The no-
tices published by the IRS offering safe harbors for 403(b) plans addressed only non-
contributory plans and suggested a ‘“‘good faith” standard for other areas of compli-
ance. In the recently released final regulations covering nondiscrimination testing
under Section 401(im) the IRS prohibited the use of restructuring for matching
plans. Based on the experience of the last two years, many 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 employess 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 contrigutions represents a significant enhancement to nonhigh-
ly 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 partici-
pants. 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 har-
bors provide and the corresponding reduction in excessive administrative cost and
burden. The flexibility in S. 1364 allows an employer to satisfy the safe harbor b
either offering a significant match or by makinf 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.

mportantly, the safe harbor approach allows employers who want more flexibil-
ity to still test under the existing rules. Representative Rostenkowski hag suggested
replacing the existing 401(m) matching test. His bill, H.R. 2730, would use the aver-
age contribution percentage (ACP) for the nonhighly compensated employees in the
prior year and limit the current contribution for each highly compensated employ-
ees to two times that ACP amount. While this proposal reduces the year-end uncer-
tainty 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 of-
fering 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 con-
ducted 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 retire-
ment. 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.

n recent years, some colleges and universities have introduced flexibility to allow
plan participantsto “‘cash out” all or part of their pension funds at retirement or
termination. Several weeks ago Carleton’s Board of Trustees formulated our re-
sponse 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 otfer 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 ogtion 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 analyz-
ing what happened to the $48 billion workers received in 1988 as lump sum distribu-
tions 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
ggessfyre 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 ma{ be wrongly advised about the current re-
quirements for a triggering event or at least a 50% distribution for a partial roll-
over. 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.

he direct transfer mechanism that Senators Bentsen and Pryor propose in S.
1364 addresses the concern former Labor Secretary Elizabeth Dole expressed for em-
ployees who spend their lump sum ggnsion distributions on BMWs rather than save
the funds for their future security. The benefit of comroundin 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 a§e 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 requir-
ing 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 dis-
tribution 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 70% 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
ear 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 em-
ployees 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 em-
plcg'ees based on one indexed salary level would reduce the administrative 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 four-
year colleges, the average salary for the highest ranking full professors is $45,000 a
year. Most importantly, this rrovision 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 em-
loyees should be included in nondiscrimination testing is unworkable. Some col-
eges and universities have always contracted out their food service activities and
an increasing iumber 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 em-
ployees. We concur that a control test is a more practical standard.

SMALIL EMPLOYER PLANS

If the experience of the education community is anf' guide, reducing the complex-
ity 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 evexx dollar to provide
benefits for employees. Based <n surveys completed by TIAA-CREF, pension plan
coverage is virtually universal in the academic community. By 1980, 97% of four-
year 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 expan-
sion 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 na-

tion'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 Dis-
crimination 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 evi-
dence did not support continuing the exemption for tenured faculty. They recom-
mended the use of early retirement incentives as an alternative and urged institu-
tions to consider using this important tool to ease the impact of uncapping. Realiz-
ing that such incentives pose special challenges for the defined contribution plans
prevalent in higher education they recommend that “Congress, the Internal Reve-
nue 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 con-
tribution limits under Section 415, there is no directly comparable action that a col-
lege’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 contribu-
tions with interest over a working career. Funding an early retirement incentive
under a defined contribution retirement plan typically involves purchasing an annu-
ity. An increase in monthly pension income o!'y gIOO 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 uni-
versities 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 (%'RASG), 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 addi-
tion, the unfunded nature of Section 457 contributions prohibits private colleges and
universities from using a 457 plan for the ma{grity of their employees since ERISA
requires funding for all but ‘top hat” plans. We suggest that the Finance Commit-
tee 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 de-
fined 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 testify-
ing 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 en-
dorsed 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 Sim-
plification and Expansion Act of 1991. We commend you, Mr. Chairman, and Com-
mittee Chairman Bentsen, for your demonstrated interest in simplifying this impor-
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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 compli-
cated, 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 un-
derstanding the pension laws, and the need to hire various professionals and admin-
istrative service providers to establish and maintain a plan, is a significant impedi-
ment to the expansion of pension coverage among smaller employers.

Third, there is concern that covered workers often do not have a good understand-
ing of their retirement plan and their rights and obligations under the plan. Al-
though good communication is of obvious importance, the inherent complexity of
the rules themselves contributes toward ill-informed participant decisions concern-
ing 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 cov-
ered workers.

V/e 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—Retirement plan distributions are subject to a variety of com-
plicated requirements and limitations designed to achieve various tax policy goals.
To encourage savings for retirement, the Code provides penalties for early distribu-
tions and encourages rollovers of such pre-retirement distributions. To encourage
consumption during retirement rather than estate transfers, the Code includes min-
imum distribution rules which require payments to begin after age 70'.. Overlaying
these rules are a series of provisions which produce different tax treatment for dif-
ferent 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 appre-
ciation in employer securities under sections 402(a) and 402(e).

All of the pension simplification bills address most of these issues, offering some-
what 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 10-
year 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, how-
ever, important to ensure that these choices produce the desired result and ulti-
mately permit the greatest possible flexibility for rollovers.
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In addition, as we will discuss in our technical comments, we believe further sim-
plification 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 nondiscrimina-
tion 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 nondiscrimina-
tion testing rules for section 401(k) and related contributions under retirement sav-
ings 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 administra-
tors 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 regulalions 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 remov-
ing the prohibition on section 401(k) plans for tax-exempt employvers. 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 con-
strained 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 in-
dicates that budget pressures have often resulted in troublesome benefits legisla-
tion—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 situa-
tions. Everyone-—the Congress, the Treasury, employers, employees and practition-
ers—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 off-
setting 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 mean-
ingful 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 there-

after.
The Tax Section looks forward to working with you and your staff to help with

" the legislative process wherever our participation might be useful. Qur goals are to

maintain the essential soundness of the present system, while improving and simpli-
fying it. We would be pleased to work with the Subcommittee to those ends.
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PREPARED STATEMENT OF ROBERT JoHN DobpweLL, 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 Associa-
tions. I am proud of the Episcopal retirement program. We provide retirement bene-
fits 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 Re-
tirement 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 Lou-
isiana, 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 re-
tirement plans in the light of Internal Revenue Code provisions.

I was glad to see that you, Senator Pryor, and Senator Bentsen have made a sig-
nificant 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 retire-
ment 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 ad-
minister their retirement plans. The responsibility of administration lies with vol-
unteer 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 Invest-
ment Company Institute, the national association of the American investment com-
pany industry. The Institute’s membershi{) includes 3,288 open-end investment com-
panies, more commonly known as mutual funds, 214 closed-end investment compa-
nies 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 indus-
try 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.”

1. INTRODUCTION

Mutual funds traditionally have served as vehicles through which investors chan-
nel their investment dollars into the nation’s economy through a diversified, profes-
sionally 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 Pen-
sions (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 require-
ments 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 signifi-
cantly enhance these policy goals through:

(1) expansion of the availability of salary reduction SEPs to small businesses;

(2) simpiification of the nondiscrimination rules applicable to 401(k) plans and
salary reduction SEPs;

(8) promotion of pension portability through the use of the IRA; and

(4) liberalization of the current restrictions on rollovers of pre-retirement distribu-

tions to IRAs and qualified plans.
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I1. 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 retire-
ment 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 de-
terred by the complexity and expense involved in qualified plan adoption and ad-
ministration. 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 proto-
type 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 invest-
ment 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 employ-
ees, represents a significant step toward the goal of increased retirement plan cover-
age. 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 compa-
nies loffered a retirement plan, as compared with ??Ie percent of the larger compa-
nies.
Moreover, the percentage of the total workforce employed by businesses with 100
or fewer employees is substantial. A Department of Labor study found that approxi-
mabelr 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 fewer than 100
workers. These firms represent 98 percent of American businesses.? -

B. Simplification of Non-Discrimination Rules

The Institute also strongly suﬁports the provisions of the bill (Sections 105(a) and
307(d) that would simplify both the 401(k) and the salary reduction SEP nondis-
crimination rules, respectively. The complexity of these rules has contributed sig-
nificantly to the burden of plan administration, thereby discouraging employers
from installing 401(k) and SEB plans. Easing these burdens will promote greater re-
tirement 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 aver-
age deferral percentage (ADP) test to ensure that highly compensated employees
will not receive a disproportionately greater share of the plan’s benefits than non-
highly compensated employees. At least 50 percent of the eligible employees must
participate in the plan, and employers must periodically ensure that the deferral
percentafe 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 al-
ternative non-discrimination safe harbors satisfied through a mandatory employer
matching contribution. An employer could simply provide dollar-for-dollar matching

! M. Rowland, “A Benefit Small Business Can Afford,” The New York Times, June 23, 1991.
2 Statement of Secretary of Labor Lynn Martin on the Administration Proposed Pension
“Power” Plan, April 30, 1991 (hereinafter referred to as “Martin Speech”).
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contributions of up to 3 percent of compensation, with a 50 percent match for elec-
tive deferral contributions between 3 and 5 percent of compensation. Under another
alternative, a plan could specify other design based safe-harbor matching contribu-
tion 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 suf-
ficiently 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 employee-
participants 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 institu-
tions, such as mutual funds, will be encouraged to more actively market salary re-
duction SEPs. The potential impact of such an increase in marketing activity should

not be underestimated.
111. PRESERVATION OF RETIREMENT PLAN ASSETS FOR RETIREMENT

A. Portability of 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
one in ten changes careers. Some predict that the average worker will soon hold up
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 con-
sumption 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 pen-
sion plans during that year. Only 13 percent of these individuals rolled any part of
their distribution into an IRA or other retirement plan.®

Moreover, recent statistics indicate that many future retirees will not have ade-
quate retirement savings. Even thoggh, a decade after they retire, most retirees will
need more income than they earned while working to maintain their standard of
living,® 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 employ-
ees 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 ap-
ropriate Kortability vehicle for non-plan-to-plan transfers of pre-retirement distri-
utions. The IRA is an existing, simple portability vehicle which can be used to ac-

complish the objectives of pension plan portability and the preservation of retire-

ment plan assets.

B. Liberalization of Rollover Rules
The unrestricted ability to rollover a pre-retirement distribution from a retire-
ment 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.
4 A. Crenshaw, ‘“The Case for Automatic Rollovers,” The Washington Post, May 20, 1990, p.

H.15.
8 U.S. Department of Labor, “Pension” Facts,” publicly available April 30, 1991 accompanying

Martin Speech, supru, note 1.
¢ E. Becker, “Retirement Plans That Could Fall Short,” The New York Times, Sunday, May

21, 1991, p. FI1.
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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 con-
sumption 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 with-
out serving any valid policy objective.

The Institute supports the provisions in Section 201 of the bill that would elimi-
nate 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 employze 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.
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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 New-

York 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
25, 1991. Some of the nation's largest charitable organizations
join me in supporting your efforts to simplify the rules for plan
sponsors to administer retirement plans as well as expand the
availability of pension plans. The National Assembly of National
Voluntary Health and Social Welfare Organizations represents
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
backgrounds throughout ~the 50 states. A complete list of member
organizations is attached as Exhibit A.

The Pension Plan Committee was created in 1978 after 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
retirement plans are sorely needed. Design-based safe harbor
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
straight-forward, common sense changes to help plan sponsors
administer thelr various retirement plans. The changes contained in
the bill to eliminate complex pension rules will help our
organizations 1in two ways. First, as plan sponsors we can offer our
dedicated employees sensible, cost-effective retirement plans
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
into a dollar for programs. Every sector of the economy will
benefit from the Simplification Bill. But the bottom line for
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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rules. some of our employees choose to work beyond normal
retirement ages. Requiring minimum distributions after age 70 1/2
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 Jjoining our organization, our
pensions represent the only private retirement plan coverage they

will ever receive.

salaries are generally low in these fields. Combine low
salaries and short service and it is hard to rationalize the forced
payment of accrued pensions from our organizations under the 70 1/2
rules. The minimum  distribution rules proposed in the
simplification Bill S.1364 will strenghten the retirement protection

sur 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
-f the current nondiscrimination requirements of the law. Many
National Assembly organizations have branches throughout the United
States. Those branches are run by directors who we believe are not
"cfficers" under the Code but may be interperted by the IRS to be
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 the so-called highly-compensated employees.

We believe the Simplification Bill's proposal to exempt
aon-profit organizations from the one Highly Compensated Employee
rule for non-discrimination testing is a valid exception due to the
.nigue employment structure adopted by our menmbers.

*Access to 401(k) Plans

The non-profit community 1is 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 fairness and equity arguments that embodied 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
annuities under Section 403(b). However other tax-exempt
organizations are unable to make either 403(b) or 401(k) savings
plans available to their employees. Section 457 arrangements do not
provide employees of tax-exempt organizations with the same
protections and broad rank and file coverage as plans that meet the
standards of qualified 401(k) plans.

The Simplification Bill combined with the support of 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
employees. In the tax-exempt community many employers sponsor tax
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(Db)

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 tranaferred 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 is8 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 8o 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
adminis*vative 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 1limit 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 recrult employees due to their inability to be
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a market rate salary. In lieu of paying

that higher salary the organization offers the employee nonelective
deferred monies if he or she satisfies certain service requirements

before leaving or retiring.

The current Section 457 rules however, require the organization

] immediately recognize

the total value of the "deferred"

Jompensation as taxable income. The employee is then taxed on that
cotal "deferred" compensation in the current year even though the
tndividual 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 thoughts about
the Employee Benefits Simplification and Expansion Bill of 1991.
The National - Assembly Pension Plan Committee is pleased the members
of the Senate Finance Committee have proposed this legislation. As
representatives of tax-exempt employers we will make ourselves
available to vyour staff to provide additional advice. We hope that
you and your colleagues in the House of Representatives will be able

to fashion an accord that

will produce the best simplification

legislation. I am available to answer any questions.

The National Assembly

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

30y Scouts of America

Boys & Girls Clubs 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.

Exhibit A

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
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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. Ac-
cording 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 inglg75. 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 complicat-
ed 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 princi-
ple 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 commit-
tee 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 lowa, and
both very knowledgeable in the pension area.

One I already mentioned—Mr. Larry Zimpleman, second vice president for pen-
sion 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 de-
fined benefit and defined contribution plans, and I think this gives him a good per-

spective on pension simplification.
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PREPARED STATEMENT OF KIE D. HALL

“

INTRORUCTION

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 41§

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 extrenmely large contributiuns 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
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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 jin_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

v 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.

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 v1rtua11y
1mp0551b1e 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 highest-
paid 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.

1

-

o Private-sector employers “eceive 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 private-
sector 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 ope 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: tion 415 Remed

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 exanmple,
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 Three. ERISA provides private-sector employers with the
ability to maintain "excess-benefit" arrangements, to be used
solely for the purpose of providing benefitg 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 4

u . 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 problem

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 pnot 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.



L Y

. deEm. ne

70

Part Four. Survivor and disability benefit payments can
often exceed the Section 415 limits bucause these payments
typically are paid to an employee who is disabled long before
normal retirement age, and are therefore subjected %o 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 private-
sector employers, but are instead more commonly provided through
a disability insurance policy. Such disability benefits are
therefore not subject to the 415 limits.

In the public sector, however, the tendency is toward self-
insurance, 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.

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.

CIOSING 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 retiresant 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. .
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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.
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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.

3
"

£ Alabama

Arizona

Arkansas
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California
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Colorado
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Delaware
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Georgia
Illinois
Kansas

Maine
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Massachusetts
Michigan
Minnesota
Missouri
Montana
Nebraska

New York
Pennsylvania_
Tennessee
Washington
Wisconsin

Source: City of New York
Washington, D.C. office

July 1986
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ane Seeamumme  Congress of the Wnited istes
) Y JOUW COMUITINS on TazaTan
10185 LONSWSITI HOUSS OMRCY BURSNS
Wasamaren, HC 208 16-8462
(300 2283821
JUN 51991

Honorable Robert ?. Natsui

U.8., Bouse of Represeantatives
2419 Rayburn Nouse Office Building
Washington, DC 20518

Dear Nr. Matsui:

T™his is in response to ;onr request dated Mareh 21, 1991, for
4 revenus estismate of X.X. 1148, the *Public Pension Bguity
Restaration Aat of 1991." Tha pr legislation would modify
the application of the limits on contributions and benefits under
Qualified pension plans with respect to plans malatained by state
and local goveraments.

H.R. 1348 contains four proposals. Pirst, the bill would
amend the definition of compensation for the purpose of the limits
on contributions and benefits to includo contributions made on
behalf of an n-rloyu pursuant to a salary reduction agreement.
Sscond, the bill would exempt government s from the 160 pec~
cent of compensation limit, Third, the bill would provide that
amounts contributed to a qualified geverament excess bensfit
arrangemant would not be taken into account for purposes of the
linits on contributions and benefits and would be treated as
contributions to a nsaqualified deferred compensation arzangement
for tax wtg:uu. Ploally, the bil)l would exempt survivor and
disability benefits from the benefits limitation.

The bill would apply to taxable years beginning alter the
date of enactment. WNe astimste that the roposal would have a
negligible effect on Pedsral fiscal year et recsipts.

I hope this information is helpful to you. If we can be of
fucther amsistance, please let me knev.

Sincerely,

- ML.A@

rey L. Gutman
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PREPARED STATEMENT OF REV. PERRY HOPPER

I am addressing you in two capacities; first, as
the Assistant to the Executive Director of the Ministers and
Missionaries Benefit Board, which provides the American
Baptist Churches Retirement Plan under which approximately
12,000 retired and active clergy, lay employees and benefi-
ciaries receive pension coverage, and second, as an assistant
pastor of the Canaan Baptist Church in New York, which par-
ticipates in the Retirement Plan. In my two roles 1 get to
see the problems and uncertainties of the pension laws both
from the point of view of a large denomination pension board
and as the pastor of a local church that has to comply with
them. I appreciate the opportunity to give this statement to
you and the subcommittee in support of S. 747. Among the
many important provisions of S. 747, I wish to mention two
specitic problems affecting American Baptist Churches that
will be resolved by the bill.

The first of these problems concerns the rules re-
lating to ministors participating in church plans. It is
very important to American Baptist Churches that our clergy
be able to participate in our denomination’s benefit plans
not. only when they are serving as pastors of local churches
but also when they are carrying on their ministries in other
capacities. During their careers, many of our clergy will be
called to serve in such capacities as chaplains in hospitals,
prisons and universities, or on the staffs of drug counseling
centers, nursing homes and orphanages, or as teachers of re-
ligion in schools and colleges. Most of these institutions
will have their own pension plans, and under present law it
is extremely difficult for a minister to continue in our de-
nomination’s plan while working for such an institution.

5. 747 would eliminate this problem by permitting such min-
isters Lo be excluded from testing under the other insti-
tution’s plan, thereby enabling these ministers to continue
to participate in our denomination’s plans. It can also be
extremely ditficult under current law for such an institution
Lo permit a minister 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 obsta-
cle.

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 be-
yond age 70% by serving in capacities such as those referred
to above. S§. 747 would make 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 enact-
ment 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
exgcutive 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
chgrc@ leaders representing several of the 31
m;lnllne church denominations supporting .the passage
of S. 747:

The Rgverend 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 ﬁissionaries 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.

We are here to indicate our strong support for passage of
S. 747, The Church Retirement Benefits Simplification Act of
1991. Mr. Chairman, we are extremely grateful for your
introduction of legislation which was identical to S. 747 in the
101st Congress and for your reintroduction of this legislation in
the 102nd Congress. Companion legislation (H.R. 1570) has been
introduced in the House by Congressman Robert T. Matsui.

Before I discuss the Church Alliance's views on S. 747, 1
would also like to commend you, Mr. Chairman, and Senator Bentsen
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
retirement plan rules and promote portability of and access to
pensions, particularly for small employers. Some of the pension
boards represented through the church Alliance have to serve tens
of thousands of these small employers in a truly unique
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 (e.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
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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 access 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.

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), toc 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
1nto separate retirement plans which would be subject to
different rules than the plans of other church organizations
within their denomination. In 1980, Congress dealt with these
problems by clarifying the definition of "church plan.” In 1982,
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 fol 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.
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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 under
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
program. 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. 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
law 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

' Church-related hospitals and universities would remain
subject to coverage and related rules under H.R. 1570.
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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
pew 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.

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
given in support of the similar relief provided by S. 747. These
reasons are centered in the inherent differences between churches
and secular employers. The most fundamental of these differences

are:

1. High Number of Small Employvers. 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. i id W . The underlying policy -
objective of the pension coverage and related rules is
principally directed to secular employers, j.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 at best 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. i i . 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' cumpensation and benefits), on the other.

:

Church retirement and welfare benefit programs ha;e



78

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
regqulations 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 ralationships with the
requirements imposed by the Internal Revenue Code.

- i ives. 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-free 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.

' . 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,g,, 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.
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7. The Nature of the church Worker. 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.

conclusijon

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
serve. 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
devdted 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.
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PREPARED STATEMENT OF MEREDITH MILLER

Good morning, Mr. Chairman and members of the Subcommittee. On behalf of
the AFL-CIO, I appreciate this opportunity to share with fyou our views on S. 1364,
the Employee Benefits Simplification and Expansion Act of 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 particu-
lar, 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.

I. THE EROSION OF EMPLOYMENT-BASED PENSIONS

The various pension simplification and access bills pending before Congress recog-
nize the need to enact measures to end the roll-back of workers’ pensions. The ero-
sion of employment-based pensions reflects a larger problem, namely, employers’ de-
sires 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 retire-
ment 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 pay-

ments.
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 con-
cerned that these same provisions do not extend to public sector plans except in lim-
ited 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 pro 1to
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 cur-
rently enjoyed by private sector workers. It also would provide a more secure sav-
ings 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 com-
forting ti;ought to employees whose state and local governments are buckling under
deficit-laden budgets.

3. 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
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within the full-funding limits could result in underfunding of the plan benefits, es-
pecially when new benefit dollars are needed to meet negotiated increases.

The full-funding limit was intended to thwart the 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, multiem-
ployer 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 full-
funding limit for multiemployer plans, valuations on an annual basis are not neces-

sary.
IIl. PROVISIONS OF CONCERN

1. Repeal of Income Averaging for Lump-Sum Distributions

All of the simplification and access bills currently being considered by Congress
repeal the five-year forward income averaging for lump-sum distributions. The Em-
ployee 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 insur-
ance industries, including events such as the collapse of the Executive Life Insur-
ance 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 obli-
gation 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 se-
curity threatened because their pension funds were invested in Executive Life annu-
ities 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 cover-
age to their employees. Nevertheless, we believe the approach taken to broaden cov-
erage 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 pro-
cedures 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 allo-
cation and coverage rules are the cause for low coverage. Nevertheless, the simplifi-
cation 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 opin-
ion polls of both employers and employees suggest that health care costs are crowd-
ing 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.

8. Modifications to 401(k) Plans

The new design-based safe harbors for 401(k) nondiscrimination testing raises con-
cerns 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 match-
ing contribution, cannot by themselves substitute for employee education and en-
couragement. 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 re-
gardless of whether employees contribute and matching contributions on up to 5
percent of basic pay. According to a 1989 analysis conducted by the Federal Retire-
ment 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 $28,000 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 differ-
ences 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. 2750. H.R.

2641 and H.R. 2742)

To avoid tax liability as well as health and pension responsibilities, many employ-
ers are seeking to change the status of traditional permanent employees to either
“leased personnel” or they are employing independent contractors. In 1982, Con-
gress developed a rule to assure that ‘leased employees” would have the same pen-
sion 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 “his-
torically 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 in-
dependent 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. 2730)

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 rev-
enue r .ising measure. We find taxing the modest death benefits of bereaved survi-
vors of deceased workers to fund simplification and pension access repugnant.

J. Repeal of the Unrealized Appreciation of Employer Securities Exclusion (in H.R.
2730 and the Administration’s POWER 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 in turn is expected to boost productivity.

Several AFL-CIO affiliated unions have ESOP plans in which workers have sig-
nificant ownership interests. This provision may have a deleterious effect on work-
ers 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 em-
ployer securities for retirement income less stable and predictable.

4. Repeal of Multiemployer Ten-Year Vesting (in H.R. 2730 and the Administration’s
POWER Proposz.i)

We strongly opposz provisions in H.R. 2730 and the Administration's POWER pro-
posal to repeal the ten-year vesting for multiemployer plans. Five-year vesting is de-
signed 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 al-
ready 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 spon-
sors 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 are 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 nondiscrim-
ination 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 pro-
posals 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 be-
cause employers would no longer have incentives to “market” the plan.

Second, many of the pension access provisions are based on the assertion that ad-
ministrative 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 employers with health care
soaking up any new benefit dollars. Therefore, many of the bills’ proposals to in-
crease 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 contribu-
tion 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 ben-

efit 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 work-
ing 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 oppor-
tunity 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 ben-
efit 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 lyunderstand it, Section 415 of the Internal Revenue Code is the provi-
sion 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 Depart-
ment'’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% of 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 re-
ceived a pay raise. | had also been participating in our 457 plan—a deferred com-

nsation plan offered to state and local government workers. In addition, our plan

as an employer pickup provision on employee contributions. None of these things

makes me at all exceptional.



84

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 ﬁeneﬁt. aken 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 pian 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 Lieu-
tenant 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 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 the Section 415 limi-
tations 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 applica-
tion of this Internal Revenue Code provision be applied fairly to public sector em-
ployees 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 PAckwoop

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 par-
ticular 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 per-
cent of the workforce employed by small businesses is covered by a retirement plan.
Yet ove;r 80 percent of those employed by large companies are covered by a retire-
ment 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 redult, 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 Ac-
count. The Prime I{etirement Account combines the best aspects of individual re-
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tirement arcounts (IRAs) and 401(k) plans, while eliminating the complexity normal-
ly 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 1
l})uire received into the Record, along with a list of organizations who support my

ill.
The second issue I want to discuss is the need to simplify the pension plan distri-
butions 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 roll-
overs 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 distribu-
tions from the Oregon PERS plan, it does not help retirees like Mr. Willes who re-
ceived 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
gwe thousands in back taxes for a technical error in their lump sum pension distri-

ution.

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 busi-
nesses 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 be-
cause of the complexities and associated costs in the administration of such plans.”

Hovwipay TrREE FARMS, CORVALLIS,
OREGON.



— R &

o Rl .t

86

“ .. 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.”

Froyp A. Boyp CompaANY, MERILL,
OREGON.

... Not only are these investment incentives in the interest of our country's eco-
nomic development, but they are also important to organizations that wish to at-
tract high caliber employees. More and more employees value the opportunity to
save through tax-deferred investments. With the limitations on tax-deferred contri-
butions to individual retirement accounts, the availability of employer-sponsored
tax-deferred investment programs is even more important. Thank you for support-
ing this measure!

Paciric 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.”

WILLAMETTE VALLEY VINEYARDS,
TurNkER, 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, plan coverage and plan equit Plan participants,
particularly lower-pald employees, shou 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
beliaves 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.



88

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
Oopportunities 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 Association believes this approach ta 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 employee-
contributory 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, would require a
minimum employer contribution of 3 percent of compensation for
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all employees in orde:r 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 $20,00C¢. 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 t¢ 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 aa undue burden. Indeed, even uader the current ruies, a
significant number of employees may not receive any benefits fronm
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 fiqures. AARP is currently exanining 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. 1In 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. 1In
general, thls provision would require a plan, when an employee
changes jobs, to transfer amounts above $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. 1In
particular, the different proposals would eliminate five-year
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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 are 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 provisioen
(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. 1In 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 ratirement.

S-YEAR VESTING FOR MULTI-EMPLOYER PLANS

A number of the proposals recommend eliminating the exemption

for multi-employer plans from the 5-year vesting rules. The
Association supports this change, and believes that members of
multi-employer plans should be governed by the same vesting
schedule applicable to all other workers. The change in vesting
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,
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permitted disparity should be prohibited in SEP's. The very
complex practice of permitted disparity is directly contrary to
the goal of a simplified pension plan for small employers. Given
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. 1In
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 importan%t goal to foster
understanding and expansion of the pension system, but it must be
accomplished without retreating from the necessary obje:ztives 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 from improved coverage and the equitable
delivery of pension benefits.




el

4

24
2u
3
;
id

.
¥
K3
s
N
b
,%
95
é
!
.
j
)
%‘
g
5
i

92

SUBMITTED BY SENATOR DAVID PRYOR
[JOINT COMMITTEE PRINT]

SIMPLIFICATION OF
PRESENT-LLAW TAX RULES
RELATING TO QUALIFIED PENSION PLANS
(S. 1364, THE EMPLOYEE BENEFITS
SIMPLIFICATION AND EXPANSION
ACT OF 1991, AND S. 318)

SCHEDULED FOR A HEARING
BEFORE THE

SUBCOMMITTEE ON
PRIVATE RETIREMENT PLANS

OF THE

SENATE COMMITTEE ON FINANCE

ON
SEPTEMBER 27, 1991

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

SEPTEMBER 26, 1991

U.8. GOVERNMENT PRINTING OFFICE
WASHINGTON :© 1981 JSC-13-91




REEOE R e P

I

B GeRe Bgle et L o

93

JOINT COMMITTEE ON TAXATION
1020 CONGRESS, 18T SESSION

HOUSE SENATE
DAN ROSTENKOWSKI, Hlinois LLOYD BENTSEN, Texas
Chairman Vice Chatrman
SAM GIBBONS., Florida DANIEL PATRICK MOYNIHAN, New York
J.J. PICKLE, Texas MAX BAUCUS, Montana
BILL. ARCHER, Texas BOB PACKWQOOD, Oregon
GUY VANDER JAGT. Michigan ROBERT DOLE, Kansas

Harky [, GurMmaNn, Chief of Staff

an



94

CONTENTS

INTRODUCTION ................ e e oot e reares .
I. SUMMARY ...ccooovvvininiininenne PP PUPORTSRN TP
II. PRESENT-LAW RULES............... b s vereerree e

A. Overview of Qualified Plans...........c..cceeu..n. e
B. Plan Qualification Requirements..........c.ccocovvvinniennnn,
1. Coverage and nondiscrimination requirements..

a. Minimum participation rule.............ccccoceovvn.

b. Nondiscrimination in contributions or bene-

IS e e

c. Nondiscrimination rules relating to quali-

fied cash or deferred arrangements............

d. Nondiscrimination rules relating to employ-
er matching contributions and employee

contributions......... f b eerreertrer e arearteraraaeetes

2. Limitations on contributions and beneﬁts ............

3. Definitions........... U RPUPTPRRPROTRII

a. Highly compensated employee ........................

b, CompPensSationN......cccoecivveiniiiieeiieeie e eeeee e

¢. Employer and employee........c.c.c.ocooveriivinnnnnn,

C. Treatment of Distributions ......... reererrare e —e v e s e rares
1. Uniform minimum distribution rules................... .

2. Withdrawal rules............... errtereeeeertarr———————————————.

3. Taxation of distributions................ Creirrereee e ean

D. Funding Rules........ccccovvvvviviinininnnns e
E. Voluntary Employees’ Beneficiary Associations
(VEBAS) .ottt ceiittseisresiveesitsessessasesasssesnesaeesesesesane

F. Reporting of Pension and Annuity Payments.............
III. DEescripTION OF S. 1364 ............. e e .
A. Title I—Nondiscrimination Provisions.................. N
B. Title II-—Distributions.......ccoocvvvvieeieeeereeciiieereeesons

Page

1

00 = 93 3 ¢ e o

12

19



95

v
Page
C. Title III—Miscellaneous Provisions.........cc.cccovvevvrrvnns 27
IV. IssuEs AND ANALYSIS RELATING TO THE SIMPLIFICATION
ofF EMPLOYEE PENSION BENEFITS TAX LAWS............. e 31
A. General Simplification Issues................. e 31

B. Issues and Analysis Relating to S. 1364 ....................... 36

1. Nondiscrimination provisions..........c..cocevvevveieennns 36
2. Distribution rules.........ccccevviviininiinnon, 40
3. Miscellaneous provisions............... et 43

V. OTHER PROPOSAL: S. S18...oeeoieeeieeeieiriineeene e rreereeeenns 50



e,

96

INTRODUCTION

The Subcommittee on Private Retirement Plans of the Senate
Committee on Finance has scheduled a public hearing on Septem-
ber 27, 1991, to review the Internal Revenue Code rules relating to
private pension plans and possible options for simplification of pen-
sion 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 tax-
qualified plans (Part II), a description of S. 1364 (Part III), a discus-
sion of pension plan simplification issues (Part IV), and a descrip-
tion of S. 318 (Part V).

' This pamphlet may be cited as follows: Joint Committee on Taxation, Simplification of
Present-Law Tax Rules Relating to Qualified Pension Plans (8. 1764, the Emplovee Benefits Sim-
plification and Expansion Act of 1991, and 8. 218/1JCS-13-90y, September 26, 1991,

(1
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I. SUMMARY

Present-law rules relating to qualified plans

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

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

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

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

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

Summary of S. 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 round-
ing 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 employ-
er 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 5-
year averaging for lump-sum distributions from qualified plans, (c)
requiring that certain distributions be transferred tax free in a
trustee-to-trustee transfer to an eligible transferee plan, and (d) re-
pealing the requirement that distributions to qualified plan partici-
pants 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) pro-
vides that the 150 percent of current liability full funding limit
does not apply to muliiemployer plans; (9) expands the circum-
stances under which a group of unrelated employers may establish
a voluntary employees’ beneficiary association (VEBA); (10) modi-
fies the limits on contributions and benefits (sec. 415) as they apply
to gor ernmental plans; (11) 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 bene-
fits legislation, the structure of the workplace, the need to take
into account the great variety of compensation and benefit pack-
ages, the desire for certainty in the law, and transition rules.

In analyzing any proposal to simplify the pension rules, the fol-
lowing issues are important: (1) the extent to which the proposed
change is consistent with the underlying policy objectives of the
rule that is altered; (2) whether a complete revision of rules that
employers and plan administrators understand and use should be
made solely in the interest of simplification; (3) whether additional
legislation with respect to a rule that has already been subject to
significant legislation itself creates complexity; (4) the extent to
which transition rules and grandfather rules contribute to com-
plexity; and (5) whether any attempt to simplify the rules relating
to employer-provided pension plans should be required to be reve-
nue neutral with respect to present law.
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Summary of S. 318

S. 318, the PRIME Retirement Account of 1991, creates a simpli-
fied retirement plan for small business called the private retire-
ment incentives matched by employers (PRIME) account. A PRIME
account is an individual retirement plan with respect to which em-
ployees 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 em-
ployee’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 ac-
counts 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 re-

porting requirements apply.
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II. 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 accord-
ed special tax treatment under present law. Employees do not in-
clude 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 re-
ceived. The employer is entitled to & current deduction (within
limits) for contributions to a qualified plan even though an employ-
ee’s income inclusion is deferred. Contributions to a qualified plan
are held in a tax-exempt trust.

The special tax benefits for qualified plans and qualified plan
benefits represent a significant tax expenditure. For fiscal year
1991, the tax expenditure for the net exclusion for pension contri-
butions and earnings is estimated to be $562.2 billion.3

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

The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an em-
ployer’s rank-and-file employees as well as highly compensated em-
ployees. They also define the rights of plan participants and benefi-
cilaries 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 formu'a. Benefits under a defined benefit pension
plan are funded by the general assets of the trust established
under the plan; individual accounts are not maintained for employ-

ees participating in the plan.t -

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 qualifica-
tion rules, see Joint Committee on Taxation, Present-Law Tax Rules Relating to Qualified Pen-

ston Plans (JCS-9-90), March 22, 1990.
3 See Joint Committee on Taxation, Estimates nf Federal Tax Expenditures for Fiscal Years

1991-1995 (JCS-7-90), March 9, 1990
* Individual accounts may be maintained for after-tax employee contributions made to a de-

fined benefit pension plan.
(5)



101

6

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

Sanction for failure to meet qualification rules

If a plan fails to meet the qualification standards, then the spe-
cial tax benefits for qualified plans do not apply, and benefits and
contributions are taxed under normal income tax rules. In general,
if a plan fails to meet the qualification standards, then contribu-
tions to the plan are includible in employees’ gross income when
such contributions are no lonﬁer subject to a substantial risk of for-
feiture (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 contribu-
tions to a nonqualified plan until the contributions are includible

in an employee’s gross income.

Simplified employee pensions

Under a simplified employee pension (SEP), contributions are
made to individual retirement arrangements (IRAs) established on
behalf of each participant. SEPs are not subject to the general
qualification rules and are intended to provide an employer with a
retirement savings arramfement for the employer’s employees that
requires a minimum of administrative work.

n general, em?loyer contributions to a SEP are required to be
made on behalf of each employee who has attained age 21, has per-
formed service for the employer during at least 3 of the immediate-
ly preceding 5 years, and received at least $300 in compensation
from the employer for the year. Present law permits employers
with 26 or fewer employees to maintain salary reduction SEPs. As
under a qualified cash or deferred arrangement, employees who
participate in a salary reduction SEP are permitted to elect to have
the employer make payments as contributions to the SEP or to re-
ceive the contributions in cash.

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

B. Plan Qualification Requirements

1. Coverage and nondiscrimination requirements

Key among the qualification standards are coverage and nondis-
crimination rules designed to ensure that qualified plans benefit a
significant number of an employer’s rank-and-file employees as
well as highly compensated employees. These rules include numeri-
cal minimum coverage rules (sec. 410(b)), a minimum participation
rule requiring that a plan benefit a minimum number of employees
(sec. 401(a)26)), and a general nondiscrimination requirement (sec.
401(aX4)). 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 ap-
plied separately to different lines of business of the employer. In
the case of a cash or deferred arrangement or the portion of a de-
fined contribution plan (including the portion of a defined benefit
plan treated as a defined contribution plan (sec. 414(k)) to which
employee contributions or employer matching contributions are
made, an employee will be treated as benefiting under the plan if
t}]xe employee is eligible to make or receive contributions under the
plan.

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

b. Nondiscrimination in contributions or benefits

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

Whether or not a plan meets the general nondiscrimination test
is a factual determination, based on the relevant facts and circum-
gt neag, A nlen dnoe not fail ta me t th .~ n r 1 nandi arimin tian
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test if contributions or benefits bear a uniform relationship to com-
pensation. The Secretary issued final regulations under the general
nondiscrimination rules on September 19, 1991.

¢. Nondiscrimination rules relating to qualified cash or deferred ar-
rangements

In general

A profit-sharing or stock bonus plan, a pre-ERISA money pur-
chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a plan on behalf of the employee, or
to the employee directly in cash. Contributions made at the elec-
tion of the employee are called elective deferrals. The maximum
annual amount of elective deferrals that can be made by an indi-
vidual is $7,000 (indexed) ($8,475 for 1991). A special nondiscrimina-
tion test applies to cash or deferred arrangements.

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

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

age test (sec. 410(b)).

Excess contributions

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

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

Excise tax on excess contributions

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

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

ution.

d. Nondiscrimination rules relating to employer matching contribu-
tions and employee contributions

In general

A special nondiscrimination test is applied to employer matchigﬁ
contributions and employee contributions under qualified defin
contribution plans (sec. 401(m)).* This special nondiscrimination
test is similar to the special nondiscrimination test ap licable to

ualified cash or deferred arrangements. Contributions which satis-
?y the special nondiscrimination test are treated as satisfying the
general nondiscrimination rules (sec. 401(aX4)) with respect to the
amount of contributions.

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

The special nondiscrimination test is satisfied for a plan year if
the contribution percentage for eligible highly compensated em-

loyees does not exceed the greater of (1) 125 percent of the contri-
ution percentage for all other eligible employees, or (2) the lesser
of 200 percent of the contribution percentage for all other eligible
employees, or such percentage plus 2 percentage points. The contri-

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

the year.

Treatment of excess aggregate contributions

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

Excise tax on excess aggregate contributions

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

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

2. Limitations on contributions and benefits

In general

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

Defined contribution plans

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

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

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

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

became disabled.
Defined benefit pension plans

In general

Under present law, the limit on the annual benefit payable by a
defined benefit pension plan is generally the lesser of (1) 100 per-
cent of average compensation, or (2) $108,963 for 1991 (sec. 415(b)).®
The dollar limit is adjusted annually for cost-of-living increases.
The dollar limit is reduced proportionately for individuals with less
than 10 years of participation in the plan.

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

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

the plan.
Special rules for plans of State and local governments

Special rules apply to State and local governmental plans. For
such plans, the rules in effect prior to the Tax Reform Act of 1986
apply with respect to the limits on annual benefits. Accordingly,
the actuarial reduction of the dollar limit cn annual benefits for
early retirement does not reduce the limit (1) for benefits com-
mencing on or after the participant has attained age 62 (rather
than the social security retirement age), (2) below $75,000 for bene-
fits commencing on or after the participant has attained age 55, or
(3) below the actuarial equivalent of $75,000 payable at age 55, for
benefits commencing before age 556.

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 %randfather and tran.
sition 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 partici-
pant (without regard to any benefit increases pursuant to a plan
amendment adopted after October 14, 1987) even though such bene-
fit exceeds the otherwise applicable limits on benefits (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 main-
tained 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 Miscella-
neous 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 main-
tained by the same employer. This combined plan limitation pre-
vents avoidance of the separate plan limits through the creation of
different types of plans. The limit permits an employee to obtain
benefits greater than the single-plan limitation, but precludes an
individual from obtaining the maximum possible benefits from
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 re-
spect to a year if, at any time during the year or the preceding
year, the employee (1) was a 5-percent owner of the employer (as
defined under the top-heavy rules); (2) received more than $90,803
in annual compensation from the employer; (3) received more than
$60,56356 in annual compensation from the employer and was a
member of the top-paid groug of the employer durin(f the same
year; or (4) was an officer of the employer who received compensa-
tion greater than $54,482. These dollar amounts are adjusted annu-
ally 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 compensa-
tion in excess of $54,482, then the highest paid officer of the em-
ployer 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 em-
ployee’s status during the current year, unless such employee also
18 among the 100 employees who have received the highest compen-

sation during the year.

Election to use simplified method

Employers are permitted to elect to determine their highly com-
pensated employees under a simplified method. Under this method,
an electing employer may treat employees who received more than
$60,535 in annual compensation from the employer as highly com-
pensated 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 apﬁlies with respect to the treatment of family
members of certain highly compensated employees. Under the spe-
cial rule, if an employee is a family member of either a 5-percent
owner or 1 of the top 10 highly compensated employees by compen-
sation, then any compensation paid to such fami 'y member and
any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contribu-
tions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top 10 employees by compensation.
Therefore, such family member and employee are treated as a
single highly compensated employee.

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

ployee.

b. Compensation

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

For purposes of the limits on contributions and benefits compen-
sation generally includes all compensation includible in gross
income. Thus, it includes amounts received for personal services ac-
tually 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 non-

ualified stock options (to the extent includible in gross income).
mpensation for this purpose also includes earned income from
sources outside the United States whether or not excludable or de-
ductible from gross income. Compensation does not include contri-
butions 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 re-
ceive special tax benefits, such as premiums for group-term life in-
surance (to the extent not includible in gross income).

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

Under the “uniform’’ definition of compensation that is used for
nondiscrimination testing, compensation generally has the same
definition as compensation for purposes of the limits on contribu-
tions and benefits. However, under this definition, an employer
may elect to include elective deferrals by the employee. In addition,
the Secretary of the Treasury is authorized to provide for alterna-
tive methods of defining compensation, provided such definitions do
not discriminate in favor of highly compensated employees. The
Secretary 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 contribu-
tions and benefits, except that compensation includes elective de-
ferrals made by an employee. Elective deferrals are treated as com-

nsation for this purpose because they reflect amounts that could

ave been paid in cash to the employee and are therefore part of

the employee’s economic income.
¢. Employer and employee

In general

For purposes of plan qualification requirements, all employees of
certain entities must be aggregated and treated as though em-
ployed by a single emplo%er. Under these rules, all employees are
considered employed by the same entity to the extent they are em-
ployed by corporations that are members of a controlled group (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 addi-
tional aggrefgation rules as are necessary to prevent the avoidance
of the qualification rules through the use of sefarate organizations,
employee leasing, or other arrangements (sec. 414(0)).

Leased employees

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

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

are leased employees.
C. Treatment of Distributions

1. Uniform minimum distribution rules

Present law provides uniform minimum distribution rules gener-
ally applicable to all types of tax-favored retirement vehicles, in-
cluding qualified plans and annuities, individual retirement ar-
rangements (IRAs), and tax-sheltered annuities (sec. 403(b)).

nder 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 caleadar year following the calendar }year in which the plan
participant or IRA owner attains age 70-1/2. In the case of a gov-
ernmental plan or a church plan, the required beginning date is
the later of (1) such April 1, or (2) the April 1 of the year following
the year in which the participant retires.

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

2. Withdrawal rules

Present law limits the circumstances under which plan partici-
ants may obtain preretirement withdrawals from a qualified plan.
n general, these restrictions recognize that qualified plans are in-

tended to provide retirement income. '

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

Distributions from qualified pension plans (i.e., defined benefit
&nsion plans and money purchase pension plans) may generally

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.

ial rules apply to qualified cash or deferred arrangements

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

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

deferred arrangement does not apply.
3. Taxation of distributions ?

In general

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

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

4980A).

Rollovers

Under present law, a total or partial distribution of the balance
to the credit of an em;;}oiyvee under a qualified plan, a qualified an-
nuity plan, or a tax-sheltered annuity may, under certain condi-
tions, be rolled over tax free to an IRA or another qualified plan or

7 The rules relating to the taxation of pension distributions were subsetantially revised in the
Tax Reform Act of 1986. The 1986 Act contains a number of detailed transition rules which pre-
serve the pre-1986 Act tax treatmen: in certain circumstances. For a detailed description of
these rules, see Joint Committee on Taxation, General Explanation of the Tax Reform Act of

1986 (JCS-10-87), 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 period-
ic payments, and (3) the employee elects rollover treatment. A par-
tial distribution may only be rolled over to an IRA and not to an-
other qualified plan.

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

Lump-sum distributions

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

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

Net unrealized appreciation

Under present law, a taxpayer is not required to include in gross
income amounts received in the form of a lump-sum distribution to
the extent that the amounts are attributable to net unrealized ap-
preciation in employer securities. Such unrealized appreciation is
includible in gross income when the securities are sold or ex-
changed.

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

utions.

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

D. Funding Rules

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

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

E. Voluntary Employees’ Beneficiary Associations (VEBAs)

Statutory requirements

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

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

Eligibility for membership

Under Treasury regulations, membership in a VEBA is required
to be limited to individuals whose eligibility is determined by refer-
ence to objective standards that constitute an employment-related
common bond. Such a common bond is deemed to exist if eligibility
is determined by the following standards: (1) employment by a
common employer (or affiliated employers), (2) coverage under one
or more collective bargaining agreements, (3) membership in a
labor union (or in one or more locals of a national or international
labor union), or (4) employment by one or more employers in the
same line of business in the same geographic locale. Under these
standards, for example, a group of car dealers in the same city or
other similarly restricted discrete geographical locale could form a
VEBA to provide permissible benefits to their employees. In Water
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Quality Assn. Employees’ Benefit Corp. vs. U.S., the Tth Circuit
found the geographic locale restriction invalid.8

The regulations do not provide guidance with respect to the de-
termination of when a group of employers is considered to be affili-
ated and, therefore, eligible to contribute to the same VEBA. The
Code generally defines affiliated organizations by reference to own-
ership. However, the IRS has at times taken the position that other
factors may be relevant (see G.C.M. 89194, June 283, 1983).

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

agreement).
The regulations provide that membership in a VEBA must be

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

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

rts required by sections 408(i) and 408(]) relating to IRAs and

EPs.

8795 F. 2d 1303 (7th Cir. 1986).
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II1. DESCRIPTION OF 8. 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 in-
creases 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 com-
pensation in excess of $50,000 (indexed), then the highest paid offi-
cer 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 De-
cember 31, 1991, An employer may elect not to have the provision
apply to years beginning in 1992,

Modifications of cost-of-living adjustments

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

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 per-
missible 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 em-
ployee elective and salary reduction contributions. It is intended
that base pay is defined generally as under the regulations (Treas.
reg. sec. 1.414(s)-1(d)). Thus, subject to the applicable facts and cir-
cumstances, the employer could exclude from the definition of com-
pensation, on a consistent basis, certain types of compensation, in-
cluding (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 reimburse-
ments or other expense allowances, fringe benefits (cash and non-
cash), moving expenses deferred compensation, and welfare bene-
fits. It is intended that the resulting definition may not discrimi-
nate in favor of highly compensa employees. The election ap-
plies for g:rposes 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 De-

cember 31, 1991.

Modification of additional participation requirements

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

In the case of an employer with only 2 employees, a plan satisfies
the Fresent-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 enerallr effective for years beginning after De-
cember 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.

Nondiscrimination rules for qualified cash or deferred arrangements
and matching contributions

In general

The bill adds alternative methods of satisfying the special non-
discrimination requirements applicable to elective deferrals and
emﬁloyer 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 ar-
rangement) meets (1) one of two contribution requirements and (2)
a notice requirement. A plan satisfies the safe harbor with respect
to matching contributions if (1) the plan meets the contribution
and notice requirements under the safe harbor for cash or deferred
arrangements and (2) the plan satisfies a special limitation on
matching contributions. These safe harbors permit a plan to satisfy
the special nondiscrimination tests through plan design, rather
than through the testing of actual contributions to the plan.

Safe harbor for cash or deferred arrangements

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

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

Alternatively, if the matching contribution requirement is not
satisfied at some level of emplogee compensation, the requirement
is deemed to be satisfied if (1) the level of employer matching con-
tributions does not increase as employee elective contributions in-
crease and (2) the aggregate amount of matching contributions
with reayect to elective contributions up to that level of compensa-
tion at least equals the amount of matching contributions that
would be made if matching contributions satisfied the percentage
requirements. For example, the alternative test is satisfied if an
employer matches 1256 percent of an employee's elective contribu-
tions up to the first 8 percent of compensation, 26 percent of elec-
tive deferrals of 4 percent of compensation and provides no match
thereafter. This is because the employer match does not increase
and the aggregate amount of matching contributions is at least
equal to the matching contributions required under the general
safe harbor rule. '

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

An arrangement does not satisfy the contribution requirements
unless the requirements are met without regard to the permitted
disparity rules (sec. 401(1)) and contributions used to satisfy the con-
tribution requirements are not taken into account for purposes of
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determining whether a plan of the employer satisfies the permitted
disparity rules.

mployer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules are subject
to the restrictions on withdrawals that apply to an employee’s elec-
tive deferrals under a qualified cash or deferred arrangement (sec.
401(kX2XB) and (C)).

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

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

ble to participate.

Alternative method of satisfying special nondiscrimination
test for matching contributions

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

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

Distribution of excess contributions

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

For example, assume that an employer maintains a qualified
cash or deferred arrangement under section 401(k). Assume further
that the actual deferral percentage (“ADP”) for the eligible non-
hi%hly compensated employees is 2 percent. In addition, assume the
following facts with respect to the eligible highly compensated em-

ployees:
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Employees Compensation Deferral (2:{::?")
Ao $200,000 $7,000 3.5
B o 200,000 7,000 3.5
C o 70,000 7,000 10.0
Dot 70,000 5,260 1.5
| PN 70,000 2,100 3.0
B o e 70,000 1,760 2.5

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

Under present law, the highly compensated employees with the
highest deferral percentages would have their deferrals reduced
until the ADP of the highly compensated employees is 4 percent.
Accordingly, C and D would have their deferrals reduced to $4,025
(i.e., a deferral percentage of 575 percent). The reduction thus is
$2,975 for C and $1,225 for D, for a total reduction of $4,200.

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

$1,400 from $7,000 to $5,600.

Effective date
The provisions relating to the special nondiscrimination tests ap-
plicable to qualified cash or deferred arrangements and matching
(lzggtributions are applicable to years beginning after December 31,
1.

B. Title II—Distributions

In general

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

Rollovers

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

This provision is effective with respect to distributions after De-

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

solely for such purpose.
This provision i8 effective with respect to distributions after De-

cember 31, 1991.

Transfers to IRAs or other eligible transferee plans

The bill provides that any applicable distribution that would oth-
erwise be distributed to an employee or the surviving spouse of the
employee ic to be transferred directly to an eligible transferee plan
rather than distributed to the employee or surviving spouse. In

eneral, an applicable distribution is any distribution in excess of
%500 other than (1) distributions in the form of substantially equal
periodic payments (as defined under sec. 72(t)), (2) a distribution
made after the employee attains age 55, (3) a distribution attributa-
ble to the employee beinf disabled (as defined in sec. 72(mX7)), (4)
distributions of deductible dividends on employer securities (sec.
404(k)), (5) distributions to an alternate payee, (6) hardship distribu-
tions from a profit-sharing or stock bonus plan, or (7) distributions
of employee contributions.

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

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

Amounts transferred are includible in income when distributed
from the transferee plan in accordance with the rules applicable to
the transferee plan. However, if the distributee withdraws all or a
portion of the amount transferred by the due date (including exten-
sions) for filing the distributee’s tax return for the year the trans-
fer 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 de-
signed to prevent individuals who do not want the distribution to
remain in a tax-favored arrangement from being disadvantaged by
the transfer.

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

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

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

These provisions apply to distributions in plan years beginning
after December 31, 1992.

Required distributions from qualified plans

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

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

The actuarial adjustment rule and the rule requiring 6-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 81,

1991.
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C. Title III-—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 indi-
vidual 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 De-

cember 31, 1983.

Elimination of half-year requirements

Under present law, a number of emplog‘ree 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 Agril 1 following the year in which an individual
attains age 70-1/2 (sec. 401(aX9)). Similarly, an additional income
tax on early withdrawals applies to certain distributions from
qualified pension plans and IRAs prior to the time the participant
or IRA owner attains age 59-1/2 (sec. 72(t)).

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

changed to refer to age 70.
The provision applies to distributions in years beginning after

December 31, 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 aggre ation rules apply to
plans maintained by owner-employees that do not apply to other
qualified plans (sec. 401(dX1) and (2)). The bill eliminates these spe-

cial rules. .
The provision applies to years beginning after December 81,

1991

Full funding limitation of multiemployer plans
The bill provides that the 160 percent of current liability limita.
tion does not apply to multiemployer plans. In addition, the bill re-
peals the present-law annual valuation requirement for multiem-
loyer plans and applies the prior-law rule that valuations be per-

ormed at least every 3 years.
The provision applies to years beginning after December 81,

1991.
Affiliation requirements for employers jointly maintaining a VEBA

The bill provides that otherwise unrelated employers are treated
as affiliated and, therefore, can maintain a tax-exempt VEBA if
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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 em-
ployers, and (3) act jointly to such an extent that the joint mainte-
nance of a VEBA is not a major part of the joint activities.

Under the bill, employers are considered affiliated, for example,
under the following circumstances. The employers participating in
the VEBA are in the same line of business and belong to an asso-
ciation that provides to its members a significant amount of each
of the following services: (1) research and development relating to
the members’ primary activity; (2) education and training of mem-
bers’ employees; and (3) public relations. In addition, the employers
are sufficiently similar (e.g., subject to similar regulatory require-
ments) that the association’s services provide material assistance to
all of the employers. The employers also demonstrate the impor-
tance of their joint activities by having meetings at least annually
attended by substantially all of the employers. Finally, the employ-
ers maintain a common retirement plan.

On the other hand, it is not intended that the mere existence of
a trade association is a sufficient basis for the member-employers
to be considered affiliated, even if they are in the same line of busi-
ness. It is also not sufficient if the trade association publishes a
newsletter and provides significant public relations services, but
only provides nominal amounts, if any, of other services integral to
the employers’ primary activity.

A group of employers are also not considered affiliated under the
bill by virtue of the membership of their employees in a profession-
al association,

The bill is intended as a clarification of present law. However, it
is not intended to create any inference as to whether any part of
the Treasury regulations affecting VEBAs, other than the affiliated

employer rule, is or is not present law.

Modifications to simplified employee pensions

The bill conforms the eligibility requirements for SEP participa-
tion to the rules applicable to pension plans generally by providing
that contributions to a SEP must be made with respect to each em-
ployee who has at least one year of service with the employer.

The bill modifies the rules relating to salary reduction SEPs by
providing that such SEPs may be established by employers with
100 or fewer employees. The bill also repeals the requirement that
at least half of eligible employees actually participate in a salary
reduction SEP,

The bill also provides that an employer meets the requirements
of the 125 percent deferral percentage test for salary reduction con-
tributions if the employer makes a nonforfeitable contribution to
the plan of at least 3 percent of an employee’s compensation on
behalf of each nonhighly compensated employee who is eligible to
participate in the arrangement without regard to whether the em-
ployee makes an elective contribution under the arrangement.

The provision applies to years beginning after December 31,

1991.

52~510 0 - 92 - 5
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Contributions on behalf of disabled employees

The bill provides that the s¥ecial 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 co-
operative plan which includes a qualified cash or deferred arran%e-
ment upon attainment of age 59, even if the plan is not a profit-

sharing or stock bonus plan. .
The provision is effective as if included in the amendments made

by section 1011(kX9) of the Technical and Miscellaneous Revenue
Act of 1988,

Reporting of pension and annuity payments

The bill provides that the definition of “information return”
under section 6724(d) includes reports of pension and annuity pay-
ments required by section 6047(d), and any report required under
subsection (i) or (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 re-
ports of designated distributions from the scope of its $25 per day

penalty.
The bill provides a $10 reporting threshold for designated distri-

butions.
The provision applies to returns and statements required to be

filed after December 31, 1991.

Treatment of certain governmental plans

The bill provides that (1) compensation for purposes of the limita-
tions on benefits and contributions under a qualified plan main-
tained by a State or local government includes amounts contribut-
ed by the employer pursuant to a salary reduction a‘greement 2)
the compensation limitation on benefits under a defined benefit
pension plan does not apply to plans maintained by a State or local
government, (8) 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 partici%ants 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 govern-
mental 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 of plan améndments

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 Frovision and the amendment is retroactive to the
effective date of the applicable provision,
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1V, ISSUES AND ANALYSIS RELATING TO THE SIMPLIFICA-
TION 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 pen-
sion plan benefits, and personal savings. These three sources of re-
tirement income have traditionally been referred to as the ‘‘three-
legged stool” providing retirement income security. Taken togeth-
er, these three sources of income ideally should provide an ade-
quate replacement for preretirement income.

An employer’s decision to establish or continue a pension plan
for 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 em-
ployers, particularly small employers, to comply with the law. In
addition, it is asserted that this complexity deters emFloyers 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
em(i)loyepprovided 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 recog-
nize the differences in the way that employers do business; and (3)
to ensure that retirement benefits generally are used for retire-

ment put;poses. ' o
A brief discussion follows of the reasons for complexity in the

pension area.
Reasons for complexity in employee pension benefits laws

Volume and frequency of employee benefits legislation

Many employers and practitioners in the pension area have
argued that the volume of legislation affecting qenaion plans en-
acted since 1974 has contributed to complexity. In many cases, a
particular substantive area of pension law may be dealt with legis-

81)
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latively every year. For example, the rules relating to the form and
taxation of distributions from qualified pension plans were signifi-
cantly changed by the Tax Equitg and Fiscal Responsibility Act of
1982, the Deficit uction Act of 1984, and the Tax Reform Act of
1986. In many cases, changes in the rules are lobbied for by em-
ployers and practitioners.

his constant change of the law has not only contributed to com-
plexity for the emﬁloyer, plan administrator, or practitioner who
must understand the rules, but has also created problems for the
IRS and Department of Labor. Regulations projects are so back-
logged at the IRS that employers may not know what they must do
to bring their pension plans into compliance with enacted legisla-
tive changes because the IRS has been unable to publish adequate
guidance for employers.

The amount of legislation in the pension area in recent years
hinders the ability of the IRS and the Department of Labor to mon-
itor compliance with the law. Significant amounts of resources are
required to be expended to educate government employees with re-
spect to changes in the law. Time that is spent reviewing pension
Fan documents to determine whether the qualiff‘y under the tax
aws in form takes time away from the auditing of plans to ensure
that they qualify in operation.

The level of legislative and regulatory activity in the pension
area has also created problems because inadequate time is avail-
able to consider the possible interaction of various provisions. The
IRS may issue regulations that are immediately superseded by leg-
islation. Legislation is enacted that does not consider the potential
linteraction problems created with other areas of employee benefits
aw.
Some people argue that the rules relating to employer-provided
pension plans should not be significantly altered in the context of
an effort to simplify the rules. This argument assumes that addi-
tional changes in the employee benefits area will only contribute to
complexity wg legislating again in an area that some say has been
overlegislated in the last 10 years.

On the other hand, legislative initiatives that merely repeal ex-
isting rules may not contribute to additional complexity of the
rules unless the repeal of such rules leaves uncertainty as to the
rule that applies in place of the repealed rule.

The structure of the workplace

Some argue that the complexity of the rules relating to pensions
stems from a problem that is not unique to the employee benefits
area—that is, the way in which the workplace has developed has
created inherent complexities in the way that legislation is en-
acted. The way in which employers do business affects the complex-
ity of pension legislation.

Large employers tend to have complex structures. These complex
structures may include the division of employees among various
subsidiaries that are eniaged 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 subsidi-
aries that are engaged in completely different activities required to
be aggregated? If these employees must be aggregated for testing
purposes, what kind of recordkeeping burdens are imposed on the
employer? How are headquarters employees treated and how does
the treatment of such employees differ from the treatment of sub-
sidiary employees? If an employer retains temporary workers, to
what extent are such workers required to be taken into account?
Should employees covered by collective bargaining agreements be
treated differently than other employees? Employers face these
.issues every day because of the way in which their businesses are
operated, rather than simply because the laws governing pension

benefits are complex.

Flexibility and complexity

Employers and employees generally want to be able to tailor
their compensation arrangements, including pension benefits, to fit
their particular goals and circumstances. Present law accommo-
dates these desires by providing for various tax-favored retirement
savings vehicles, including qualified plans, individual retirement
arrangements (IRAs), simplified employee pensions (SEPs), and tax-
sheltered annuities. There are many different types of qualified
plans, different ways of funding such plans, and different ways of
providing benefits under such plans.

The number of different tax-favored retirement arrangements in-
creases complexity in the pension rules because different rules are
needed for each type of arrangement. A great deal of simplicity
could be achieved, for example, if employers were permitted to
choose from only one or two model pension plans. However, this
would also greatly reduce the flexibility provided employers and
employees under present law.

o some extent, the complexity of present law is elective. For ex-
ample, employers who wish to reduce complexity can adopt a
master or prototype plan. Similarly, an employer may adopt a
simple profit-sharing plan for all his employees that involves a
minimum of administrative work. However, many employers
choose more complicated compensation arrangements.

Complexity and certainty

Although employers and practitioners often complain about the
complexity of the rules relating to employer-provided pension
plans, some of that complexity is, in fact, attributable to the desire
of employers or the Congress to have certainty in the rules. For ex-
ample, the general nondiscrimination rule relating to qualified
pension plans merely requires that a plan not discriminate in
either contributions or benefits in favor of highly compensated em-
ployees. This rule is easy to articulate; however, determining
whether or not the rule is satisfied is not a simple task. The most
obvious problem is determining what the word ‘discriminate”
means. If it means that there can be no difference in contributions
or benefits between those provided to highly compensated employ-
ees and those provided to rank-and-file employees, then the rule
may be fairly straightforward. However, because the rules permit
employers some flexibility to provide more contributions or benefits
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for highly compensated employees, then it is necessary to deter-
mine how much of a difference in the contributions or benefits is
permitted.

On the other hand, rules that provide greater certainty for em-
ployers tend, on their face, to appear to be more complex. A case in
point are the nondiscrimination rules for employee benefits added
in the Tax Reform Act of 1986 (Code sec. 89).? Employers com-
plained vigorously about the calculations and recordkeeping re-
3uirements imposed by section 89. However, these rules developed

uring the legislative consideration of the 1986 Act in large meas-
ure in response to employer’'s complaints about the uncertainty of
a general rule prohibiting nondiscrimination in favor of highly
compensated employees.

A more mechanical rule will often appear to be more complex,
but will also provide more certainty to the employers, plan admin-
istrators, and practitioners who are required to comply with the
rule. Thus, any attempts to reduce complexity of the employee ben-
efits laws must balance the desire for simplicity against the per-
ceived need for certainty. In addition, it should be recognized that
simplicity in legislation does not preclude complexity in regulation.

Retirement policy vs. tax policy

A source of complexity in the development of pension laws and
regulations occurs because the Federal Government has chosen to
encourage the delivery of retirement benefits by employers through
the Federal income tax system. This decision tends to create con-
flicts between retirement income policy and tax policy.

Retirement income policy has as its goal the delivery of adequate
retirement benefits to the broadest possible class of workers. Be-
cause the decision to maintain a retirement plan for employees is
voluntary, retirement income policy would argue for laws and reg-
ulations that do not unduly hinder the ability or the willingness of
an employer to establish a retirement plan. Such a policy might
also encourage the delivery of more retirement benefits to rank-
and-file employees by adopting a rule that prohibits discrimination
in favor of highly compensated employees, but does not otherwise
limit the amount of benefits that can be provided to such employ-
ees. Thus, an emgloyer whose principal objective was to provide
large retirement benefits to highly compensated employees (e.g.,
management) could do so as long as the employer also provided
benefits to rank-and-file employees.

On the other hand, tax policy will be concerned not only with
the amount of retirement benefits being delivered to rank-and-file
employees, but also with the extent to which the Federal Govern-
ment 1s subsidizing the delivery of such benefits. Thus, Federal tax
policy requires a balancing of the tax benefits provided to an em-
ployer who maintains a qualified plan in relation to all other tax
subsidies provided by the Federal tax laws. This balancing has led
the Congress (1) to limit the total amount of benefits that may be
provided to any one employee by a qualified plan and (2) to adopt
strict nondiscrimination rules to prevent highly compensated em-

? The rules of section 89 were repealed in 1989. (P.L. 101.140).
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ployees from receiving a disproportionate amount of the tax subsi-
dy provided with respect to qualified pension plans.

Jurisdiction of pension legislation

When ERISA was enacted in 1974, the Congress concluded that
Federal pension legislation should 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. According-
ly, 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 monitorred by the Fed-
eral Government (through the IRS and the Department of Labor)
and by employees (through their civil right of action under the
labor laws).

Although many of the pension laws enacted in ERISA had
mirror provisions in the labor laws and in the Internal Revenue
Code, subsequent legislation has not always followed the same
form. For example, the top-heavy rules that were enacted as part
of the Tax Equity and Fiscal Responsibility Act of 1982 were only
included in the Internal Revenue Code and did not contain a corre-
sponding provision in Title I of ERISA. Some have argued that
such a piecemeal approach to employee benefits legislation can
lead to inconsistencies between the Federal tax law and Federal
labor law and can contribute to the overall complexity of the rules
governing pension plans. -

In addition, the enforcement of rules relating to employer-provid-
ed pension plans is shared by the IRS and the Department of
Labor. Thus, there is no single agency of the Federal Government
that is charged with the development and implementation of regu-
lations and with the operational enforcement of the rules relating
to pension plans.

Ithough the authority of each applicable agency has been clari-
fied, complexity can occur because of the manner in which the
a%]encies interact. An employer must determine the agency with
which it must consult on an issue and may find that the goals of
each agency are different. For example, the Pension Benefit Guar-
anty Corporation (PBGC) views the funding of a defined benefit
g:nsion plan from its goal of assuring solvency of the plan when

nefit payments are due. On the other hand, the IRS is concerned
that employers should not be permitted to overfund defined benefit

nsion plans as a mechanism by which the employer can shelter
income from taxation. Without careful coordination of the goals of
these 2 Federal agencies, employers may receive inconsistent direc-

tives.

Transition rules
When the Congress enacts tax legislation altering the tax treat-
ment of qualified pension plans or distributions from such plans,
transition relief is often provided to specific employers or individ-
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ual taxpayers or to a class of employers or taxpayers. Transition
relief generally delays temporarily or permanently the application
of the enacted rule to the applicable taxpayer. Sometimes, transi-
tion relief will apgly a modified rule that is a compromise between
present law and the enacted rule.

The adoption of transition rules for a taxpayer or a class of tax-
payers contributes to the actual and perceived complexity of em-

ployee benefits laws.
B. Issues and Analysis Relating to S. 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 employ-
ee must balance the administrative complexity for an employer 1n
identifying those employees who are highly compensated and the
need for a definition that does not create inappropriate results.
Some argue that the definition of a highly compensated employee
should probably be employer specific. Such a rule recognizes that
compensation patterns will be affected by such factors as geograph-
ic location, employer size, and industry. However, such a definition
can be unjustifiably complex to apply in the case of large employ-
ers with numerous operating divisions or lines of business.

- The bill adopts a definition of highly compensated employee that
utilizes a dollar compensation threshold and an ownership interest
threshold to identify highly compensated employees. Under this
definition, the level of the compensation threshold becomes the key
issue—if the compensation threshold is set either too low or too
high, it may permit an employer to discriminate against rank-and-
file employees. However, no single compensation threshold will be
appropriate for ever{‘ employer. Thus, a definition of highly com-
pensated employee that establishes a single compensation thresh-
old may sacrifice theoretically accurate results in favor of a more
administrable rule that achieves a rough justice in most cases.

On the other hand, present law permits employers to use a sinﬁe
dollar level of compensation rather than determining who is in the
top-20 percent of employees. Thus, the bill can be viewed as
streamlining the definition of compensation to eliminate unneces-
sary categories of highly compensated employees. This streamlin-
ing is also evident in the elimination of officers—in most cases offi-
cers will be either owners or highly compensated by virtue of their
salary level so that the officer category is not necessary.

Family member aggregation also lends complexity to the defini-
tion of highly compensated employee under present law. The treat-
ment of certain family members as a single highly compensated
employee is designed to prevent income sp ittinf to circumvent (1)
the nondiscrimination rules or (2) the $200,000 limit on compensa-
tion taken into account. Theoretically, it might be argued that the
family aggregation rule should apply to all highly compensated em-
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ployees. However, the Congress has deemed family aggregation ap-
propriate only in 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 familﬂ businesses.

The bill eliminates the application of the family aggregation rule
to the top 10 employees by compensation on the grounds that (1) in
virtually all cases the employees who should be aggregated are 5-
percent owners and (2) the additional administrative burden on em-
ployers to identify family members of the top 10 employees out-
weighs the small potential benefit of the rule.

Safe harbor definition of compensation

The bill provides a statutory safe harbor definition of compensa-
tion that should be easy for employers to administer. The bill per-
mits the use of base pay, not basic rate of pay, which is already a
;l)‘ermissible safe harbor definition of compensation under final

r

easury 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 sat-
isfy comparability requirements with respect to the amount of con-
tributions or benefits, such an arrangement may still discriminate
in favor of the highly compensated employees. Final Treasury regu-
lations address many of the concerns with the prior-law compara-
bility 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 em-
ployers and imposes additional burdens on the IRS in monitoring
compliance.

The bill targets the application of the minimum participation
rule to the class of plans—defined benefit pension plans—in which,
some argue, the greatest potential for discrimination exists. This
targeting could be viewed as an appropriate attempt to balance the
effect of the minimum particigation rule on employers with the in-
terests of employees who might be affected by the operation of the
rule. On the other hand, some might argue that the minimum par-
ticﬁration rule has the most significant effect on small employers
and that it is difficult to understand the justification for a small
employer maintainin? a multitude of plans for its employees, re-
gardless of the type of plan. .

In addition, the bill's provision may provide an incentive for em-
ployer’s to maintain defined contribution plans because such plans
are not subject to the minimum participation rule. Some may
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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 nondis-
crimination requirements for qualified cash or deferred arrange-
ments and matching contributions are the recordkeeping necessary
to monitor employee elections, the calculations involved in apply-
ing the tests, and the correction mechanism, i.e., what to do if the
plan fails the tests. None of these factors is new—some form of the
nondiscrimination test has been in the law since 1978. Changes to
these rules made by the Tax Reform Act of 1986 may have added
to the complexity of the rules in operation.

The Tax Reform Act narrowed the permitted disparity between
contributions by highly compensated employees and contributions
by nonhighly compensated employees. Plans which previously
passed the nondiscrimination tests may not meet the new rules,
thereby placing more focus on the nondiscrimination rules them-
selves, as well as on the procedures for correcting failures to satisfy
the rules. The Tax Reform Act also imposed a separate dollar limi-
tation on annual elective deferrals of employees ($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 arrange-
ment. However, the dollar 'c':eaJ) on elective deferrals limits the de-
ferrals of highly compensated employees, but does not, by itself,
ensure that there is adequate participation in the arrangement by
rank-and-file employees.

The Tax Reform Act also added the special nondiscrimination
rules for empl%er matching contributions and after-tax employee
contributions. These rules added a new layer of testing and, there-
fore, of complexity for qualified cash or deferred arrangements
(called section 401(k) plans), because an employer match is typical-
ly a part of such arrangements.

The changes made in the Tax Reform Act of 1986 were enacted
because Congress was concerned that the rules relating to qualified
cash or deferred arrangements encouraged employers to shift too
large a portion of the share of the cost of retirement savings to em-
ployees. Congress was also concerned that the nondiscrimination
rules permitted significant contributions by highly compensated
employees without comparable participation by rank-and-file em-
ployees, a result which some believe 18 inconsistent with a basic
reason for extending favorable tax treatment to employer-provided
pension plans.

On the other hand, it is argued that the comglexity of the non-
discrimination requirements, particularly after the Tax Reform Act
changes that impose a dollar cap ($8,476 for 1991) on elective defer-
rals, i8 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 em-
ployee participation in cash or deferred arrangements is more di-
rectly related to the age of the employee than to the employee’s
compensation and that the nondiscrimination rules do not take this
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factor into account. The{ believe that the failure of young employ-
ees, who are more likely to be nonhighly compensated, to make
elective deferrals should not restrict the ability of older employees
to contribute to their retirement savings. Further, the definition of
a highly compensated employee may include some middle-income
taxpayers for whom adequate retirement 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 re-
stricted the ability of highly compensated employees to save for re-
tirement. The fact that the Federal Government waived the appli-
cation of nondiscrimination requirements to the cash or deferred
arrangement maintained for Federal employees is often cited as a
justification for the repeal of the special nondiscrimination test for
all employers. In addition, they argue that the result that the non-
discrimination rules is intended to produce can also be achieved by
creating an incentive for employers to provide matching contribu-
tions on behalf of rank-and-file employees. Matching contributions,
it is argued, create a sufficient inducement to rank-and-file employ-
ee participation.

Some practitioners have suggested that the present-law nondis-
crimination tests should be eliminated or replaced with a design-
based test. Under a design-based test, a plan is nondiscriminatory
if it is designed in a certain way. Some people have serious tax and
retirement policy concerns with a test that is not based on actual
contributions and would argue that such a test permits cash or de-
ferred arrangements to operate essentially like an individual re-
tirement arrangement (IRA) with a much higher contribution limit.
($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 gased on actual participation is the best
way to prevent elective plans from disproportionately benefiting
high-paid employees and the onl waly to ensure that low-paid em-
ployees actually benefit under the plan. It is argued that special
nondiscrimination rules are necessary in the case of elective plans
because higher income employees naturally are in a position to
defer greater amounts of income than lower paid employees.
Indeed, if an elective plan is the employee’s only retirement plan,
lower income employees may not 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 effi-
ciently as nonelective plans from a retirement policy perspective.

However, some argue that the adoption of a design-based nondis-
crimination test for cash or deferred arrangements and matching
contributions will promote expanded coverage for rank-and-file em-
ployees. The adoption of a nondiscrimination safe harbor that
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 arrange-
ments is inconsistent with arguments that the nondiscrimination
requirements act as a deterrent to employers to set up such plans.

The bill addresses concerns that rank-and-file employees may not
participate by requiring a certain level of employer contributions.
These contribution provide an incentive for lower-paid employees
to contribute. In addition, the bill assures that lower-paid employ-
ees will be aware of the plan by requiring employers to communi-
cate the plan to employees.

In addition, a design-based nondiscrimination test provides cer-
tainty to an employer that does not exist under present law. Under
such a test, an employer will know at the beginning of each plan
year whether the plan satisfies the nondiscrimination requirements
for the year. On the other hand, some point out that there are al-
ternative ways to achieve this resuit.

Under the bill, the design-based nondiscrimination tests are pro-
vided as alternatives to the present-law nondiscrimination tests.
The addition of optional methods of satisfying the nondiscrimina-
tion requirements for cash or deferred arrangements may be per-
ceived by some employers as adding, rather than reducing, the

complexity of the requirements.
2. Distribution rules

In general

The pension distribution rules have been uniformly identified as
a primary candidate for simplification by employers, practitioners,
policy-makers, and the IRS. These rules affect nearly 16 million in-
dividual taxpayers and often require complex calculations that are
difficult for the average taxpayer to perform. Many have suggested
that a major part of any pension simplification proposal should be
the distribution rules.

Rollovers

The present-law rules relating to rollovers of distributions from a
qualified plan to an IRA or to another qualified plan represent an
exception to the fundamental principle that income should be
taxed when it is actually or constructively received. The rollover
rules are intended to facilitate the retention of retirement savings
for retirement purposes when an individual either (1) separates
from service prior to retirement age or (2) receives a lump-sum dis-
tribution from a plan.

The rollover rules originally were available only in the case of
certain lump-sum distributions, Because the original rollover provi-
sions created harsh results in the case of inadvertent failures to re-
ceive a lump-sum distribution, the Congress has liberalized the roll-
over rules. However, the liberalizations, while eliminating most of
the harsh results, have complicated the rollover rules to the point
that the average plan participant will be unable to determine in
many cases whether a distribution can be rolled over. The restric-
tions on rollovers under present law lead to numerous inadvertent
failures to satisfy the rollover requirements and contribute signifi-
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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 re-
quired distribution) to be rolled over to another qualified plan or
an IRA. The bill does not permit the rollover of after-tax employee
contributions—the concern with permitting rollovers of employee
contributions is primarilr administrative rather than a policy con-
cern. Permitting the rollover of employee contributions is consist-
ent with retirement policy; individuals should be permitted to keep
all their retirement savings in a tax-favored arrangement until re-
tirement. However, the administrative problems of keeping track of
basis in an IRA should not be underestimated. Employers main-
taining qualified plans to which after-tax employee contributions
have been made often comment that they would like to eliminate
recordkeeping burdens by cashing out employee contributions. Per-
mitting such contributions to be rolled over to an IRA would
merely 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 averagin% rules provide a
benefit to taxpayers, they also create complexity by requiring com-
- plex calculations that the average taxpayer has difficulty under-
standing. In addition, the existence of these rules has generated ad-
ditional complexities under present law in the definitions of those
distributions that qualify for the favorable treatment and in the re-
strictions on rollovers between tax-favored retirement arrange-
ments that are needed to prevent taxpayers from shifting retire-
ment assets in—order to-elect income averaging with respect to
more assets,

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 ad-
verse tax effect for a taxpayer who receives a lump-sum distribu-
tion. Moreover, the bill's liberalization of the rollover rules in-
creases the flexibility of taxpayers in determining the timing of the
income inclusion of pension distributions.

Some also argue that averaging should be eliminated from a re-
tirement ;l>olicy perspective. It can be argued that the Federal tax
laws should not create an incentive for taxpayers to take pension
distributions in lump sums. In fact, some studies have shown that
significant percentages of lump-sum distributions are used for non-
retirement purposes.

Some argue that the bill’s retention of the present-law rules for
net unrealized appreciation on employer securities unnecessarily
preserves some of the complexity of present law. Thus, for exam-
ple, the definition of what constitutes a lump-sum distribution
could be eliminated from the Code if the rule for net unrealized ap-
preciation were repealed. Some also argue that, like the averaging
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rules, the need for the special unrealized appreciation rule is re-
duced by liberalizing the rollover rules.

The bill also does not eliminate the present-law transition rules
relating to the 1986 Act repeal of capital gains treatment for cer-
tain lump-sum distributions and the continued availability of 10-
year income averaging for certain individuals. The retention of
these transition rules undercuts much of the simplicity attained by
repeal of 5-year income averaging. On the other hand, the transi-
tion rules were added in the 1986 Act to reflect the reliance that
plan participants may have had on the availability of favorable tax
treatment for withdrawals and the elimination of these rules could
be viewed as unfair to those individuals who are eligible for the
transition rules. Of course, the reliance problem could be addressed
by providing a limited period of time (such as 1 year) after the en-
actment of the bill during which individuals could receive distribu-
tions that are eligible for the transition rules.

Transfers to IRAs or eligible transferee plans

The provision in the bill requiring a trustee-to-trustee transfer of
certain distributions from qualified plans to an IRA or a defined
contribution plan that accepts such distributions is intended to pro-
mote sound retirement policy. Such a transfer requirement elimi-
nates the adverse income tax effect that occurs when an employee
receives a distribution from a qualified plan but inadvertently fails
to roll the distribution over to an IRA or another qualiﬁeg plan
within the permitted rollover period. Further, the bill provision re-
duces the likelihood that retirement savings will be spent for non-
retirement purposes by forcing the employee to take an 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 sav-
ings will remain in a tax-favored arrangement and that the em-
plo;(riecil will have adequate sources of retirement income when it is
needed.

On the other hand, the provision may create an additional ad-
ministrative burden for the employer by requiring the plan trustee
to designate a transferee plan if the employee does not designate a
plan. Generally, this will mean that the plan trustee will be re-
quired to set up an IRA on behalf of the employee if the emploi'ee
fails to designate an IRA. In addition, the bill requires the plan
trustee to notify employees of the requirements of the transfer pro-
vision and of the amount to be transferred. Thus, the provision im-
poses an additional reporting requirement on employers or plan
trustees. Some employers and trustees may also be concerned
?bout‘;l continuing fiduciary liability with respect to amounts trans-
erred.

The benefits of the transfer provision (i.e., promoting additional
retirement savings) must be balanced against the administrative

burdens on employers.

Required distributions from qualified plans

A uniform distribution rule for pension benefits was adopted be-
cause it reduces disparities in opportunities for tax deferral among
individuals cov “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 employ-
ees to retire. Employers prefer to be able to induce employees to
retire, thereby creating jobs for younger employees, by refusing to
commence payments of retirement benefits. Under present law,
this option is not available to employers; however, the bill will
permit employers to utilize this incentive.

On the other hand, the bill also requires a plan administrator to
actuarially adjust the benefits payable to an employee under a de-
fined benefit pension plan to reflect the period during which bene-
fits could have been paid, but were not. This provision can also
serve as a disincentive to employees to retire because they will not
lose the actuarial value of the retirement benefits they could have
been receiving. This provision is necessary to prevent employees
from being disadvantaged because payment of their benefits is de-
layed; however, it also adds complexity. ‘

The return to the pre-1986 Act rules relating to required distri-
butions also reintroduces some of the complexities the 1986 Act
sought to eliminate. Thus, for example, employers will have to
apply different sets of rules to two different groups of employees.
Also, it may be difficult to determine when someone has retired.
For example, is someone retired for purposes of the minimum dis-
tribution rules if they are working for the employer on a part-time

basis?
3. Miscellaneous provisions

Treatment of leased employees

The leased employee rules are designed to prevent circumvention
of the pension plan qualification rules. The coverage and nondis-
crimination rules operate by comparing an employer’s highly com-
pensated employees and nonhighly compensated employees. The
possibility for discriminating in favor of highly compensated em-
ployees increases to the extent that an employer can reduce ‘the
number of individuals required to be counted as nonhighly compen-
sated employees through arrangements such as leasing. For exam-
ple one obviously abusive type of transaction that Congress was
concerned about in enacting the leasing rules were cases in which
a doctor would fire his staff and then rehire the same people
through a leasing organization. The former employees would no
longer be considered employees of the doctor, enabling the doctor
to set up a generous qualiiied 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
from whom to collect withholding taxes and, in some cases,
for determining whether or not an individual is an employee or an
independent contractor. The same factors that are relevant to such
a determination are not necessarily those that are most relevant in
determining those situations which undermine the pension rules.

The pri concern articulated with respect to the present-law
rules is that the statute, as interpreted by proposed ations, is
overly broad and counts as leased employees individuals who
should not be considered such. There is also some concern that it is
difficult to obtain the information necessary to determine who is a
leased employee because some of the information is obtainable only
from a third party and is not readily accessible by the employer.

Most woulgogsm 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 ttlyat it is the nature of that relationship that should be deter-
minative.

On the other hand, the control test of the bill may create some
confusion as employers and practitioners try to distinguish it frowa
the control test used to determined whether an individual is a
common law employee. Leased employees are by definition individ-
uals who, under the common law test, are not employees. Use of
similar terms without clarification of their meaning can create ad-
ministrative problems. for employers and enforcement problems for

e IRS.

There is also some concern that the bill will be perceived as
merging the rule with the common-law test, with the result that
some individuals, such as doctor office technicians, who clearly
were intended to be covered by the rules are not. Thus, the more
the test appears to be like the common law test, the greater the
concern that the bill’s rule will not be sufficient to prevent avoid-
ance of the nondiscrimination requirements.

Some also question whether true simplification of the rules can
be achieved statutorily. The determination of whether someone
should be a leased employee is inherently factual in nature. It de-
?ends on the underlying economic relationshig of the parties—a
actor which will v case by case with each individual. Thus,
some argue that it is the case-by-case analysis that is relevant. This
case-by-case analysis approach could be implemented with minor
statutory- changes to the employee leasing rules with-direction to
the Secretary in the legislative history as to the kinds of circum-
stances that the Co believes should and should not result in
someone being considered a leased employee.

Plans covering self-employed individuals

~ The repeal of the remaining special rules for plans maintained
by unincorporated employers should make the qualification stand-
~ ards easier to apply and should eliminate the need for special re-
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strictions on rollovers between plans if one plan is a plan of an un-
incorporated employer.

Full funding limitation of multiemployer plans

It is argued that the application of the full funding limitation to
multiemployer pension plans creates significant complexity. It is
necessary to determine (1) whether the full funding limit applies
on a contributing employer-bycontributing employer basis and (2)
who bears the burden of the sanction if the rule is violated. In ad-
dition, given the intent of the full funding limitation, it is arguable
that this limitation need not apply to multiemployer plans because
the contributing employers to the plan have no interest in making
excess contributions to the plan. The nature of the collective bar-
gaining process and the fact that unrelated employers are contrib-
uting to the same pension plan should act as a sufficient deterrent
without the imposition of a separate funding restriction.

On the other hand, some argue that it is difficult to understand
why the arguments against the full funding limitation might not
also be relevant in the case of a collectively bargained plan that is
not a multiemployer plan or in the case of a multiple employer

plan.
Affiliation requirements for employers jointly maintaining a VEBA

The rules relating to VEBAs under present law permit an em-
ployer and, in some cases, a group of employers to contribute to a
tax-exempt trust that is established to provide benefits to employ-
ees of the employer or group of employers. By generally providing
tax exemption for the earnings on amounts contributed to a VEBA,
present law reduces the cost to an employer or a group of employ-
ers of providing certain benefits.

To the extent that the VEBA rules provide more favorable
income tax treatment than is provided to an insurance company,
use of a VEBA may encourage an employer or group of employers
to self insure benefits rather than purchasing insurance from a
commercial insurance company. Thus, any proposal that recom-
mends the liberalization of restrictions applicable to VEBAs should
be viewed in light of their potential interaction witli the insurance
company tax rules. In fact, some people argue that the present-law
VEBA rules, which permit employers in the same line of business
operating within the same State to establish a VEBA, permits a
group of employers to establish what is, in effect, a tax-exempt in-
surance company for the funding of health and life benefits for em-
ployees. Thus, it could be argued that the justification for permit-
gix;% unrelated employers to establish a VEBA should be reexam-
ined.

However, some may conclude that the liberalization of the VEBA
rules is justified because VEBAs serve the public policy of ensuring
that employers have set aside sufficient funds to provide benefits to
their employees. In addition, it may be argued that it is inappropri-
ate to try to compare VEBAs with commercial insurance compa-
nies because there are inherent differences in the way that VEBAs
operate. For example, a VEBA is established by an employer or a
group of employers who have a significant nexus whereas an insur-
ance company will typically serve a diverse clientele. Similarly, a
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VEBA exists for the funding of a statutoril{ limited class of bene-
- fits; 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 af-
filiated. In connection with this provision, it is appropriate to con-
sider whether the concept of affiliation adopted in the bill should
be extended to other areas in the tax laws, or at least to the em-
ployee benefits area. For example, such a concept could be ex-
tended to apply to the group of employers that is tested together
for nondiscrimination purposes under the qualification rules for

pension plans.

Salary reduction SEPs

Pension coverage of employees of small employers is significantl
lower than that of employees of medium or large employers.
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 deci-
sion to establish a pension plan—administrative burdens—by ena-
bling an employer to establish a salary reduction SEP without test-
ing to ensure that the plan operates in a manner that does not dis-
criminate 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 nondiscrimina-
tion 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 relax-
ation 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 empf)oyees. Such employers may establish SEPs now,
and may also establish 'I%ualiﬁed retirement plans that are relative-
ly easy to administer. Thus, the fact that pension coverage is lower
in smaller firms may have little to do with administrative costs as-
sociated with nondiscrimination rules. Thus, relaxing those rules
mféyo not achieve the desired result.

me also argue that any increased pension contributions by
small employers will be reflected in lower wages (to the extent per-
mitted by minimum wage laws)—which could adversely affect
lower-income workers who may desire to have higher current
waces. Some also argue 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 onlg', and that one set of rules ought to ?g!y 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 nondiscrim-
ination rules for all employers.

Amending the eligibility requirements for SEPs would conform
the rules for SEPs more closely to the rules relating to qualified
f)lans and thus may operate to simplify the pension system general-
y. On the other hand, such rules require employers to keep track
of actual hours worked by employees, which may increase the rec-
ordkeeping 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 approximate-
ly 20 hours per week) in order to qualify for a contribution on the
employee's behalf to the employer’s pension plan. Long-term, part-
time 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 plans

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 com-
pensation 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 arfgue
that in the private sector, disability and similar benefits are often
paid outside of a qualified plan, whereas they are paid from quali-
fied plans in the public sector. Further, they argue that private em-
ployers are allowed to maintain excess benefit It_)lans (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 compensa-
tion limitation. Similarl{, 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 in-
clude 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 em-
ployers and that employees in public plans obtain significant Fed-
eral tax benefits under qualified plans.

Distributions from 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 ar-
rangement are generally more restrictive than the withdrawal
rules applicable to other profit-sharing or stock bonus plans.

Certain pre-ERISA money purchase pension plans and pension
plans maintained by rural cooperatives can also be qualified cash
or deferred arrangements. Because these plans are pension plans,
no in-service withdrawals are permitted, notwithstanding the fact
that certain in-service withdrawals are permitted from qualified
cash or deferred 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 struc-
tured as a pension plan only because rural cooperatives do not
have profits within the general meaning of the Code so that, at the
tilme the plans were established, they could not be profit-sharing
plans.

On the other hand, some might argue that the liberalization of
the withdrawal rules to permit in-service distributions is inconsist-
ent with sound retirement policy in that it creates an incentive for
plan participants to dissipate retirement savings for nonretirement
purposes. In addition, such a rule creates a class of pension plans
that are subject to more favorable withdrawal rules, which might
be lperi:eived as unfair to other employers not eligible for the spe-
cial 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 edu-
cational institutions (sec. 170(bX1XAXii)) are prohibited from provid-
ing their employees with qualified retirement plans that permit
elective contributions. Moreover, rank-and-file employees of such
organizations are effectively barred from participating in nonqual-
ified deferred compensation plans because of the ERISA fundin
rules. By permitting tax-exempt organizations to establish qualifi
cash or deferred arrangements under section 401(k), the bill elimi-
nates the problem that rank-and-file employees of tax-exempt orga-
nizations 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 emrloyer In 2 ways. First,
the provision gives the employer additional time to make the nec-

essary changes in the plan document. Second, it provides time
durine which tha IRS pan i 1e additional onid nee with regnect ta
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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 con-
tract should be kept as current as possible. The benefit of the addi-
tional time for employers should be balanced against the impor-
tance of employees being able to determine their rights and of plan
administrators being able to administer the plan properly.
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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 reduc-
tion arrangement is a written arrangement of an eligible employer
under which an employee can make elective salary reduction con-
tributions 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 de-
scribed in section 401(a), a qualified annuity plan (sec. 403(a)), a
governmental plan, a tax-sheltered annuity (sec. 403(b)), and a sim-
plified 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 in-
dividual 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 gen-
erally are taxed under the rules applicable to IRAs (sec. 408(d).
However, distributions from a PRIME account may be rolled over
on}l_!:y to another PRIME account. »

arly 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 requirements

The trustee of a PRIME account is required each year to pre-
pare, and provide to the employer maintaining the account, a sum-
mary description containing basic information about the account.
Within 30 days after each calendar quarter, the trustee also is re-
quired to furnish, to each individual maintaining a PRIME account
a statement with respect to the account balance as of, and the ac-
tivity during, such calendar quarter. In addition, the trustee is re-
quired to file a one-time report with the Secretary of Labor provid-
ing 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 em-
ployer 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
] Theg?ill is effective for taxable years beginning after December
1, 1991.

O
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PREPARED STATEMENT OF MICHAEL O. RousH

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 em‘ployer 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 lefislation. the Employee Benefits Sim-
plification and Expansion Act, S. 1364, would lower the administrative costs of pen-
sion plans by offering small business owners a pension plan without non-discrimina-

. tion and Yartici ation 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 simgle will encourage small
business owners to keeﬁ 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. | would like to point out, however, that less expensive em-
ployer 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 509 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 simpli-
fied pension plan for small employers. However, if Congress considers employer con-
tributions to be indispensable, then those contributions should be as small as possi-
ble. Small business owners purchase pension coverage the same way they purchase
agy 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 (o increase salaries, invariably the
yvounger, lower-paid employees of that business will prefer higher pay. The Commit-
tee should keep in mind, however, that just because workers forego pension cover-
gge 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 SMALIL BUSINESSES OFFER PENSIONS

In order to increase the number of small businesses that set up and maintain pen-
sion 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 fac-
tors 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 objec-
tives, 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 pro-
vide 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 emﬁloyees.

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 pay-
ments, 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 1s 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.

NFIB 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 maxi-
mize 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 strong-
ly encouru%e 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 five-
and ten-year averaging in their retirement plans out in the cold. This revenue-rais-
ing 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 program for state and local govern-
ment employees. Both the Administration’s PO&E proposal and Chairman Rosten-
kowski's proposal include expanded pension benefits for these government employ-
ees. State and local employees already have much more comprehensive pension cov-
erage than the employees of NFIB members (pension coverage in the public sector is
approximately 90 percent). 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 em-
ployee. One of the primary contributors to the complexity of pension plans is non-
discrimination testing, and the definition of a higﬁlycompensnted employee is a
major cause of that complexity. In simplifying the definition of a highly-compensat-
ed employee, however, KF‘IB would recommend that the definition include only
those who are truly highly compensated.

The primary problem with the current definition of a highly-compensated employ-
ec is that it includes all business owners, regardless of how much they earn. The



149

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 pensicn plans. Until small employers offer pension
plans to their employees. most American workers will not be covered. Small employ-
ers 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 of our cur-
rent ones having been with us for more than twenty years and over half the compa-
ny 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 assist-
ance 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 busi-
nesses, we saw no advantages and a great many disadvantages. The decision was
regretfully easy—no pension plan. Although we have not re-examined the possibili-
ties 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 consti-
tutes 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’—cost—
will 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 ad-
ministrative 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 par-
ticipating. The benefits I think are obvious—increased savings rates, decreased reli-
ance on future social security payments, increased capital base, better employee re-
lations, 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
wag undertaken by the NFIB Research and Education Foundation as a
direct result of Administration and Congressional suggestions to at
least review, -if 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 Buginess report, it became clear soon after
these suggestions were offered that it would be very difficult to make
informed judgments on their small business impact with the data
available. In particular, questions involvinf small business owner
attitudes and motivations in decisions affecting employee benefits
need regolution. 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
ingurance requirements whose legality was recently upheld by the
United States Supreme Court. But employee benefits 1s 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 gosseas congiderable market data, their proprietary
nature limits their availability and therefore their utility. Should
the Foundation provide all competitors access to better information it
will allow the Yndustry to provide cheiper, better, and more useful
products and services to small buginesses.

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 compulgion, 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 ag FICA and Workers Compensation, cost small business
owners about as much ag 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
gimilar 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 ?roup spongor more often than not,
trade/business associations have been increasingly assuming
that role. Apparently, the trend to greater association
gspongorship 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 buginess owners and/or a designated employee spent
comparatively little time searching for health insurance
alternatives, health care cost control options, etc. Outside
advigsors, particularly insurance agents, often subgtituted for

owner/employee search.

Employee health ingsurance 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),
remiums too high, employee turn-over too %teat. firm
ingufticiently profitable, and can't qualify for group policy.

No dramatic increase in the ?uantity of employee health
coverage should be expected in the near future. The
compogition 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
thoge made available, the defined contribution type appeared
most popular. But in a recurrent theme, substantial
percentages of small business owner resgondenta were not
familiar with the terminology or specifics of the plan for

which they were paying.

Qutside advisors often influenced plan selection.
Contribution flexibility, tax advantages, and ease and cost of
start-up were major congiderationg in plan choice.

The small business owner or a deoiinated employee gerved as
the plan administrator in a plurality of instances. Bank
trust departments were the second most frequent source of plan

administration.

The most commoh 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) Yercent of business owner tesgondents
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 plannin? for small business
owners. Insurance agents and financlial consultants followed

in frequency.
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RETIREMENT PLANS

_One 1n 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 30%
of those instances, just some full-time employees were eligible.

» 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 clags. The defined benefit type of plan was
possessed by 27%; the multiemployer type was characteristic of just S%.
_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 likely 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 wag ugsed 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,
Keogh, aad 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% 40-60% 61-99% 100% Total
Multi-Employer 8 14 4 3 5%
Defined Benefit 14 32 19 31 27%
Defined Contribution 24 23 43 41 39%
Protit Sharing 14 32 32 39 35%
Money Purchage 14 18 19 16 16%
401(k) 3 5 4 7 6%
SEP 11 9 6 5 6%
Thrift 3 5 * 1 1%
Keogh 5 * * 4 1%
ESOP X * * 2 1 2%
Other/No Answer 50 31 37 217 29%
Subtotal 100% 100% 100% 100% 100%
No Answer - 54 32 35 25 -30%
Total 100% 100% 100% 100% 100%
Number of Respondents 37 22 54 263 376

*Less than 0.5%
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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, resEondents 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
necegsarily consider 1t as such. In fact, there were almost as many who
marked profit sharing as marked defined contribution. The implication
ig 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
tull-time employees. But in those cases where coverage was not complete,
there appeared no discernable trend between thosge 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 requictement of more than one
year is not legal under ERISA. However, most responges 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 Erior to eligibility
for benefits, was surprisingly brief. Only 31% (424 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 gavings
plans, e.g., IRA's, and perhaps some confugion with gservice requirements.
It nothlng else, this distribution of responses indicates the polarized
forms small business employee retirement plans take. On the one gide,
there are highly formal plang 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 gserves 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
plang. Multiemployer plans were much more likely to affect only one
class of employee, but had generally lesser servicé requirements. When
it came to the vesting period, however, responses of those with defined
benefit and multiemployer plans appeared gsimilar. Those with defined
contribution plans exhibited substantially greater variance. The reason
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for the difference ig 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 Multi- Defined Defined No
FACTORS Employer Benefit Contribution Answer Total
Employee Type
Kll Fuu!g’ime 42 18 86 47 70%
Salaried Only 6 5 K} 3 4%
Hourly Only 35 3 1 1 3%
No Angwer 18 15 9 50 23%
Total 100% 100% 100% 1002 100%
Employee Service
No Requirement 18 54 8 5 6%
Less Than 1 Year 264 8 11 3 8%
1 Year 37 48 49 38 45%
2 Years * 4 7 4 5%
3 Years or More % 15 16 12 14%
No Answer 18 19 8 47 24%
Total 100% 100% 100% 100% 100%
Vesting Period
No Requirement 6 8 17 10 12%
1-2 Years 12 11 5 6 1%
3-5 Years 24 24 26 14 22%
6-10 Years 29 35 37 18 30%
No Answer 29 22 16 52 29%
Total 100% 100% 100% 100% 100%
Owner Participation
Yes 41 83 86 49 72%
No 59 11 9 8 11%
No Ansgwer * 7 5 43 17%
Total 100% 100% 100% 100% 100%

Number of Resp. 17 103 145 111 376
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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
glan. Eliminate multiemployer plans because the individual small

usiness 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 wag little

differentiation by firm gize.

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 gelection, the recommendation by an advisor influenced
the small business owner decision at leagt 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 trc?uency of note followed advisor
recommendations. Contribution flex bilit{ was cited by 34% overall, but
by 44% of those choouing 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 regponse was much more characteristic of thogse 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
geveral 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 Klan: only one -- a reason
inherently having nothing to do with the plan, i.e. recommended by an
advisor -~ reached higher 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 fercentaze declined
gomewhat despite the presumably greater internal capacity to absorb those
responsibilities. Bank trust departments appeared to substitute. Over
all size classes, bank trust degartuentn 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 112. 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 plangs 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
satigfaction 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 expresged with the defined contribution
type plan (85%). Given that affordability and contribution flexibility
were major factors in plan gelection, 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
plang, a large contingent of those offering defined benefit plans, though
not satisfied, couldn't afford a better one (17%). Least satisfacton wasg
found with the multiemployer type and while probably an accurate
reflection of the actual situation, the small sample size (n=17) 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
businesg 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 half 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
regponges. Other problems, such ag ''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 flans. was not evident in the totals. Just a
small percentage have multiemployer 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 Multi- Defined Defined No
PLAN CHOICE Employer Benefit Contribution Answer Total”
Recommended by Advisor * 60 52 46 0%
Negotiated with Union 63 3 4 3 6%
Eage and Cost of Start-Up # 10 19 21 16%
Can Anticipate Costs 5 20 32 22 25%
Most Generous Owner

Benefits 5 23 17 7 L6%
Tax Advantages 11 27 35 24 29%
Contribution Flexibility 5 21 44 36 34%
Lowest Administrative Cost 4 10 21 16 16%
Most Generous Employee

Benefits 16 19 21 9 17%
Chosen Before Present Owner 5 7 3 2 4%
Other S 3 1 1 2%
Total® 1147% 203% 249% 187% 215%
Number of Respondents 17 103 145 111 376

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

Reasons for Instituting 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 ag 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 (26%). A variant of
this theme probably is that it wag 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 SMALL BUSINESS ANNUAL GROSS RECEIPTS
(in percent)

ANNUAL_GROSS RECEIPTS ($000's)

RETIREMENT Under  500- 1,500~ 5,000 No
PLAN MANAGER 500 1,499 4,999 or More Angwer Total
You or Someone in Your

Businesgs 39 464 41 29 33 39%
Congultant 8 13 11 12 7 11%
Investment Broker 19 10 12 9 13 12%
Bank Trust Department 14 15 14 24 27 17%
Other 4 5 9 9 13 7%
No Answer 16 13 13 16 7 147,
Total 100% 100% 10u% 100% 100% 100%
Number of Respondents 74 104 108 15 15 376

Table 28
SMALL BUSINESS OWNER SATISFACTION WITH EMPLOYEE
RETIREMENT PLAN BY TYPE OF RETIREMENT PLAN
(in percent)
TYPE OF PLAN
Multi-~ Defined Defined No

SATISFACTION Employer Benefit Contribution Answer Total
Generally Satisfied $3 69 85 51 65%
Not Satisfied, Can't

Afford Better 2 17 3 4 6%
Not Satisfied, Soon

Will Have Better * 6 3 4 4%
Soon Will Reduce Coverage * 2 * * 1%
Soon Will Drop Coverage ¥ 1 1 2 1%
Subject to Union Agreement 35 1 3 2 2%
No Answer 2 5 6 38 21%
Total 100% 100% 1007% 100%  100%
Number of Respondents 17 103 145 111 376

* less than 0.5%
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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
Generally Other No
PROBLEM Satisfied Views Answer Total
Administrative Costs 19 22 3 15%
Multi-Employer Withdrawal
Liability 2 9 i 2%
Constant Government Changes 51 37 4 37%
Restrictions on Fund Use 2 4 3 2%
Top Heavy Regtrictions 9 9 ® 7% -
Other 7 15 * 6%
No Angwer 11 19 91 32%
Total 100% 100% 100% 100%
Number of Respondents 245 54 17 376

*L,ess than 0.5%

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 11%
response. OQOutside. influences, such as labor bargaining and procuring a
business with an established plan, accounted for another 10%. The
remainder (13%) offered no reason.

The median number of years these retirement plans have been in
exigtence 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 ingtituting a plan. For example, the
need to keep valued emgloyees 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 (lO%) 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 buginess 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 crogs-tabulate againgt reasons for dropping and
reagong 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 ($000's)

MOST IMPORTANT
REASON FOR Under 500~ 1,500~ 3,000 No

INSTITUTING PLAN 500 1,499 2,999 Or More Answer Total
Needed to Keep B

Valued Employees 18 31 33 33 27 29%
Employees Needed a Plan 15 24 32 23 47 264%
Union Negotiated 8 3 3 8 7 6%
Tax Advantages 19 9 14 7 13 112
Chosen Before

Present Owner 3 2 6 6 * 4%
Best Way for Owners to

Establish Personal Plan 19 14 5 9 * 11%
Other/No Answer 19 13 8 15 * 14%
Total ' 100% 100% 100% 100% 100% 100%
Number of Respondents 74 104 16 117 15 376

* less than 0.5%
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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

REASON FOR Less 16 and No
INSTITUTING PLAN . than 2 3-5 6-10 11-15 Over Answer To¢tal
Needed to Keep

Valued Employees 28 39 35 34 23 16 29%
Employees Needed

a Plan 34 27 15 25 36 17 247,
Union Negotiated 3 4 3 4 21 5 6%
Tax Advantages 22 13 12 18 6 3 11%
Chosen Before

Pregent Owner 3 1 6 7 8 % 6%
Best Way for Owners

to Establish ‘

Personal Plan 3 14 23 10 8 4 11%
Other/No Answer 6 1 7 2 # # 14%
Total 1007% 100% 100% 100% 100% 100% 1007%
Number of Respondents 32 17 69 68 53 17 376

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

ACTION TAKEN

WITHDRAWN FROM PLAN  FOR ACTION

Yes 10
Change in Workforce
Lower Sales or Profitability
Reduction in Owner Benefits
Increased Administrative Costs
Changing and Complex Regulations
Other
Subtotal
No 83
No Answer 7
100%

TOTAL

17

25

2

8

35

12
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 No

FROM PLAN 1-4 5-9 10-19 20-49 50-99 100+ Answer Total
Yes 4 10 20 23 18 11 23 14%
No 91 81 78 73 80 85 62 81%
No Answer 5 10 3 5 2 4 15 5%
Total 100% 100% 100% 100% 100% 100% 100% 100%
Number of Resp. 16 73 8l 62 44 27 13 376
Non-Provigion

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 gpeculate 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 congidered important by small firms. Howéver, 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



167

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
80 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.
Suggestiong 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)

No

REASON NOT PROVIDED 1-4 5-9 10-19 20-49 50-99 100+ Answer Total
Can't Afford One 50 37 29 33 2 18 28 39%
Start-Up Costs,

Red Tape, Etc. 8 9 13 15 7 * 3 9%
Employees Prefer

Compensation 6 6 8 4 11 6 5 6%
Too Much Employee

Turnover 5 3 6 1 4 * 2 4%
Adminigtrative Costs * * 1 * * 6 * *
Capital Needed to

Reinvest in the

Business 5 5 7 3 7 6 5 5%
Changing and Complex

Regulations * 1 2 3 * 6 * 1%
Insufficient Owner

Benefitg 3 6 3 4 * * 2 3%
No Answer 23 33 31 37 48 59 54 33%
Total 100% 100% 100% 100% 100% 100% 100% 100%
Number of Resp. 484 252 150 100 27 17 146 1176

* less than 0.5%
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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 hezlth insurance.

Information Sources

Accountants were most frequently cited by small business owners as the
single most important source of information on pensions, optiong available
for retirement income, etc. (Table 36). Twenty-six (26) percent named
accountants, with ingurance agents (18%) and financial planners (l1l%)
following. Trade asgsociations, magazines/publications, buginess
consultants, banke:s, and lawyers were infrequently mentioned as the most
important source Jf information on retirement financial planning. Twenty-
two (22) percent did not respond. However, examination of Table 35 shows
that non-response¢ wasg, located by geveral 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 gimply because they don't pay much attention to the
matter. This is not an isolated phenomenon. A disproportionately large
group not providing health insurance algo 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 gource 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
businegses. Formal plansg apiear even legs common. But the precise extent
of benefit provigion is difficult to determine. The principal interpreta-
tional problem comes with rofit-sharinf benefits. Survey responses
indicated that profit sharfng doesn't fit any prearranged benefit
clagsification 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 gupporting 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 No
PROVIDE 1-4 5-9 10-19 20-49 50-99 100+ Answer Total®
Business Becomes

More Profitable 45 40 34 37 15 12 24 38%
Comparative Costs,

Options Clearer 11 13 13 14 7 # 3 10%
Employees Asked fcr

One 11 10 13 9 15 * 3 10%
Administrative Costs

Could Be Cut 8 8 13 8 * * 2 2%
Tax Advantages

Increased 24 22 21 23 15 6 5 20%
Good Employees More

Difficult to

Attract 8 7 4 6 7 * 1 6%
Plan Assets Could

Be Reinvested in

the Business 12 12 16 14 7 6 7 12%
Wouldn't Provide

Under Almost Any

Condition 9 9 9 7 7 12 1l 9%
Total @ 128% 121% 123% 118% 73% 36% 56% 109%
Number of Resp. 484 252 150 100 27 17 146 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 provxded 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 emphagis 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
meang 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

PERCENT OF FULL-TIME

MOST IMPORTANT EMPLOYEES COVERED IN EACH FIRM

INFORMATION

SOURCE o None+ 1-39% 40-60% 61-997% 100% Total
Accountant 26 30 32 30 21 26%
Ingurance Agent 18 22 18 13 17 18%
Trade Asgsociation 6 8 18 13 10 8%
Financial Planner 7 19 18 19 24 11%
Magazineg/Publications 7 5 * 4 4 6%
Buginess Consultant 2 5 * 9 7 4%
Lawyer 1 3 9 4 4 2%
Banker 2 3 5 * 4 2%
Other 1 3 % 4 2 2%
No Answer 29 3 * 6 3 22%
Total 100% 100% 100% 100% 100% 100%
Number of Resp. 1063 37 22 54 263 1439

+ includes non-respondents
* less than 0.5%
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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
congistency, 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 l-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 responges of ''no answers' and the

¥/William C. Dunkelberg and Jonathan A. Scott, Report on the Representa-
tiveness of the National Federation of Independent Business Sample of

Small Firmg in the United States, Small Business Administration, 1984.
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regponses of other size classes to other comparable questions produce an
uncommon similarity between the '"no answers' and the l-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)

ESTIMATED SURVEY SURVEY

INDUSTRY UNIVERSE SAMPLE RESPONDENTS
Construction 14 11 12
Manufacturing

(includes Mining) 9 13 13
Transportation 4 3 4
Wholesale 10 7 10
Retail 29 27 27
Agriculture 4 5 5
Financial Services 8 7 9
Services 24 24 19
No Answer - 2 1
Total 100% 100% 100%

While the estimated universe inflates the l-4 employee gize 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 clags than did the sample on
the respongse. Those 10 percentage points were digtributed over other size
clasges. Thus, population "levels'" are unduly influenced, though not
greatly, by owners of firms larger than 1-4 employees.
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Table B

COMPARISON OF ESTIMATED UNIVERSE, SURVEY SAMPLE,
AND SURVEY RESPONSES BY EMPLOYEE SIZ2E
(in percent)

EMPLOYEE ESTIMATED SURVEY SURVEY
SIZE UNIVERSE SAMPLE RESPONDENTS
1-4 57 48 37
5-9 21 21 21
10-19 11 15 15
20~-49 7 11 10
50-99 2 3 4
100 or more 2 2 3
No answer - 1 11

Total 100% 100% 100%
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NFIB EMPLOYEE BENEFITS SURVEY

(Please mark appropriate answers or fill In the blanks)

L. What is the legal form of your business?
{1} Proprietorship (2] Partnership (3] Corporation [4) Sub-chapter S Corp. 1

2. Please classtfy your major business activity, usingone of chategoneso(mp)esbebw (If more than one applies,
mark the one which contributes the moat toward your grosa sales or total revenues.)
{1} Construction {general contractor, painting , carpentry, plumbing, heating, electrical, highway, etc.)
(2] Manufacturing and mining (including dairy proceseor, printer, publisher, etc.)
{3] Transportation, travel mwmmunmuon public utilities (truckers, movers, broadcasters, etc.)
|4] Wholesale (including grain tor, livestock dealer, distributor of equipment, manufacturer’s rep., etc.)
(8] Retatl (inctuding service station, restaurant, bar, radio and TV store, drug store, florist, apparel, etc.) 3
[8] Agriculture, veterinarian, forestry, hnd:upm& fisheries, etc.
{71 Financial insurance, real estate, bank, savings & loan, etc.
[8] Beauty salon, barber shop, moiel, hotel, repair service, bookkeeping service, photographer, funeral
director, rental agency, t bureay, lsundry, etc.
(8} Physician, dentist, momey engineer, architect, accountant, skilled nursing care facility, etc.
{10} Other (please describe)

3. During the last calendar or fiscal year, what were your sales or recetpts?
(4 999 {71 83,000,000-4.999,090

(}} Under 8100,000 | 8800,000-
(2] 8100.000-199.999 (8] 8800,000-1,490,999 {8] 88.000,000-9,999.990 3
{3] 8200,000-499,990 (6] 81.500,000-2.999,900 {8] 810,000,000 or more
4. How many people employ. mot including the owser(s)? (A part-time employee is generally thought of as
workxngleuthmasmnpawedu
] mn%mmw) [ o
eenagers PR 74
65-00 years old [ *i0
TOyearsoldormore . 113
b) Parttime(Total) . . . . . 1318
Teenagers J— (L3}
65-69 years old [ .19
70yearsoldormore .. 0N

5. What type of fringe benefits do you provide full-time employees who have been on the job past any probationary period
you have? (Mark appropriate answers)
1 L)

Mot W wwm
Provided Soms About Balt Al

Employess Employess  Employess hnhﬂi Kmployoss
Peaslt (0%) (1-99%) (40-90%) (61-00%) {100%)

a) Health insirance

b) Dental Insurance

¢) Retirement Plan {inchiding a Profit
m«w«sm.mmm

e) Msu:um

0 Long-Term Disability Insurance
(notWorkaICong)

e
i
588 S¥¥ rum

£
:
]
L R &

6. Piease estimate your firm's average monthly payroll. (Do mot inciude voluntary fringe benefit costs, FICA FUTA etc)
i 8 per month

7. Please estimate firm's aversge mon mmmnrummmmnnmmlmnm
nnnw«uu&:; thy

8%

per month ©wa

8. Please estimate firm’s average mon oomrmutbnformfn bemnu.e. FICA, FUTA, Workers
Comp. (Dormhyz“udeempbyum A e ¢

8 per month “war




S

b e B 5

I - SR

EETENR 7Y

PR . R S

CF e W

H

175

HEALTH INSURANCE

9. [n the past twedve {12) months, how many hours have you and/or an employee(s) on r behall spent investigatl
bealth insurance optiona, controlling health care costa, etc.? o e wiing

{1} Lese than | hour {4] 9-18 hours {71 41-80 hours
{21 1-4 hours {5} 17 24 hours {8] 81 hours or mone
31 58 hours {6} 25-40 hours
10 What 18 your most baportant source of information on health Insurance, control of health care costs, health
Insurance benefita ete. (Check one only)
{1 Local insurance agent {5} Magazines, publications, et

{2} insurance broker 8] Business consultant
{31 Trade, business, professional assoctation {7] Other(specify): .. ... . .. ... ...
{4] Health care providers. e g. doctors. nurses, ete.
11 Does your State require any minlmum health Insurance coverages, e g any poticy must Include alcohol or drug
rehabilitation coverage, outpatient mental health?

{1} Yes {2 No 31 Don't know

11a [ “yes”, how has your Nirm responded Lo "minimuim coverage™ requirernents (Mark ona only)
[1}] Nec , already had “mintmum coverage™

131 Expanded coverage to achieve “mininmum coverage”

ta! Shifted coverage: Increased in some areas, reduced in others

Dropped all covernge
m No employee health insurance, 8o doesn't affect me

115} Not yet applicable: Don't know

ﬁyou provide employee health Insurance for all full-time empioyees, please move to question #13. If not, please continue.

12 If your firm does sot provide health insurance for all full-time employees, why doesn't 17 (Check all that apply)
{11 Premiums too high
{2] Employee turn-over oo great
{3] Employves generally coverad under a spouse or parent’s policy
{4] Never thought about it
13] Administraiive expenses too high
(8] Employees prefer compemnon in cash/Lack of employee Interest
(7] Firm insufMictently profitable
18} Can't qumfy for ) group poluy
{9} Other {specify) .
12a. ifyoucan't uahfy fora p poticy, why not?
{1 Nat%l?: ea‘plo)m frou pol [3] Never really explained to me
121 My type of buainess normally can’t get coverage {4] Other (specilyy

12b What would cause you to purchase group health tnsurance for your full-time empkrym? (Mark all that

apply)
{1y lmmhi quallfy as a group
{2} If the business became more profitable
3]l insurance rates were lower
4] If minimum coversge requirements were dropped
[S] I insurance rates arxd coverages were more stable
(6] If the bustness got ’m
7} Mnb«imemowdi t to ind good employees
18] I employees asked
9] Would not provide under almost any circumstance
THOI OUNET [BPOCIHYE e e et e s et e i« v+ 2 vt oo s haa e oo

»

IgvI33zrz 2

-

lfmnthmompimpieueu&ﬂoﬂmphnmﬂna

1 you don't provide employoe health ummu‘plcmgotoquuUm"w I you have empiloyee health insurance. please continue.
employees.

13 lﬂ)t;l(himunmewwmhbh!onl‘dnuol)wrﬁm-umeﬂﬂpmmlbuhmeu

{1} Hospitalization/surgical only {31 Hospitalzavon/surgical and major medical

12} M‘:gfnwd (4] Don't know

13a Appmimawymt rtion of the group heslth insurane premium do your smaployess pay? (Do not Include
adminiatrative costs )

{1} None [3] 2%-49% 8] 75-99% {71 Don't know

12} 1-24% (4] 50-74% 6} 100%

13b. Do your full- Umeempkm‘hmmeopuono!wwnngupounmd/ordependmuumkrmnm s group

health insurance pian?
{1} Yes {2l No

-

]

7%
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13¢. l!wurnnnprmdurw health Insurance {or some, bul not all. of your full time empioyres ipast some
probationary pertod. || Appfm’ what s the basis for providing coverage? (Mark all uppm
{}} Years on the job "
m Aoemmma:otmrym "
| Age n
14) Level of responsibility (e.g. only supervisors, lommn. ete) "
(3] Other (specifyy: .. ,‘:,,’:’{M‘,’iw S et s e PRSI ]
13d. Do your part-time employees generally hm the same type o( health insurwwe coverage & your full-time
employees?
PRSI omm—
no -time
13) MWMWW t less than for full-time employees b
[4] Yea generally the same as for full-time employres
14 Over the past three years, how has your employee health insurance coverage changed? (Mark appropriate places)
{7 Not tn business three years ago
£ No health (nsurance three years ago "
?nnp Hoalth Insurance Changee
a) Percent of Empioyees 1. No Change 2 Greater 3. Smaller ]
b) Benefits 1. No Change 2 Invreswed 3. Decreased o
¢} Premium Cost (your cost) I No Change 2 T d 3.D d L
d  Premium Cost {employee's cost) 1. No Change 2 im 3. Decressed L]
¢}  Deducthies 1. No Change 2H 3. Lower »
i Co-insurance Requirements 1. No Change 2 Increased 3. Decreased n
15, Are sstisfied with the health insurance plan now made available to your ernployecs?
1] ywdemﬂryumﬂed [4) Wall reduce coverage in near future
3] Not satisfied, but can't afford a better plan {3} Will drop coverage tn near future -
3] No, but will have better plan tn the near future 8} Sub)a*nnunm:mm
158 Who put together your p health Insurance plan?
1] quudmunnp'wpm [3] Seif-insured “
3] Bust trade, or professional association 4] Otherfapecityl i v e
15h. Who is the actual carrier of your group health insurance?
{1] HMO {3] Biue Cross/Btue Shield ©
13] Self-insured {4] Other private carvier (spectfy): ... ... .
18. How many employees (full- and part: time) are covered by your health insurance program?
e - .. employees s
17. What is your firm’s total monthly health insurance premium for this plan?
[ P - 1 w“r
18. What is your firm's share of the mn& monthly preintum Iorbdvld-dcm
{1} 80 9)0“ {3] 8 3] 8 l7l%“9 “
2) 81024 14 06074 {81 OIOO-IM 8] 8150 or more
188 What Is gour firm's share of the average monthly premium for an employee with family or dependeat
{1} 60-24 3] 63074 I8} 8100-124 {n 8175224 -
2] 82549 14} 878-99 8] 81258174 i8] 8223 or more
RETIREMENT PLANS
l If your firm hac a retirement plan, please move to question #20. If not, plase continue.
19. ifyour firm does met a retirement, pension or capital lation plan for at least eothe full-time employces,
doesn’t 117 { ome anawer only}
{1} Can't afford one/not sufficiently profitable {8) Administrative costs to keep one are prohibitive
m Too much cost, red tape, and hassle to start one {6] Takes capital needed to reirvest in the businees .
] Employees prefer benefits in cash/No employee tnterest (7] and compiex regulations
|4l Too much empioyee tum-owr 18] t benefits to owner(s)
190, Whatmlpncau-eywwpfovldupamphnlotuleu(mo(wemplom?(cfmtmmtappm
{1} If the businéss became more profl ‘o
(3] If the comparathe costa, opth mmmdeu L]
{3} Ilcmphymukedlov 100
4] I plan sdminietrative expenses could be cut 108
(8} lfmmmmmlmnmd 108
i8] fpodempbwe-becm\emndlmmonxm 100
7] U plan aseets could be vg
b

|
18] Wouldn't provtdeummmmymmm
(8] Other {specifyt:
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20 Have you ever provided a pﬂ;;;or;agun and either cancelled 1t or withdrawn (rom 1t?

(1] Yes 109
20a If “yes™, what was the moat important reason? (Mark one only)

[1}] Change in the workforce [4] Increased administration costs

{2] Lower sales or profitabuli 18] Constantly changing and complex regulations and paperwork na

{37 Reduction tn owner benelits (6] Other (8PeCHy) . e e e e+ e

21. What is your most bmportust source of information on pensions, options available for retiremvent income, financtal
ning etc.? (Mark one answer only)
1] Accountant 18] Business Consultant

(2] Irsurance agent {71 r

[3] Trade, business, professional assoclation i8]

14] Financial planner/investment advisory firm {9] Other (specify): . e e

[5] Magazines, publications, etc. .

Ifyour firm has 8o retirement plan, you are finished. Thank you very much. If your firm has s plan, please continue. Ifyour irm has
more than one plan, please answer the following referring to the plan covering the maet employees.

22. H your irm has a pension tan for at least some full-time employees, which basic type Is it?
{1} Defined bene tphn(tr\e wployee benefit is specified)
(2] Multi-employer plan, e.g most union plans
3] Defined contribution {the employer contribution Ls specified)
224 {1t 1s a deBaed contridution plan, which best describes the plan? (Mark one only)
{1} Profit sharing plan
(2] Money purchase plan (fixad contributions regardiess of profitability)
13] 401(k) plan ~ employees have choce of cash or tax deferred compensat

fon
(4] SEP (simplified employee plans} ~ contrtbutions to an e 's [RA
3} mnnphnwmpmcom dependent on empioy conm ?

m Emp Stock Ownership Plan (ESOP)
i8] oum%m: P e et e e e

23. Why did you choose the type of retirement plan you did? (Mark all that apply)
11] Recommended by advisor as most appropriate for my busincss ’
{2] Negotiated with a union 3
L]
’
]

[3] Ease and cost of start-up
[4] Can anticipate (pian) costs

15] Provides most generous benefits to owners
6} Tax advan N
7] Plexibility of contributions 10
lg; Mﬁmiuumww mployecs "
{ most ta to e B
110f Chonnbcbnmormdmy'uf 1
{11} Other (specify): U 1)
24. Why did Institute a pension plan (n the first place? (Mark one only)
myNeet&’wkupvﬂwd (8] Done before | got here or had arry "say”
{2] Employees needed retirement plans {8] Best way for owners (0 estabiish personal plan s
(3) Unton {7) Other (specify): - e
{4] Tax sdvantages
28, What are the basic qualifications for participating in your pension plan? (Mark the best answer for each
qualification)
a) Employee Type {1} Al full-time (2] Salariedonly (3] Hourly only 1
b) Empioyee Service {1} No requirement (2] Lees than | year (3] 1 yenr (4] 2yemrs "
(3] 3 years or more
¢) Vesting Period {1} No requirement (2] 1.3 years 3] 3-8years (4] 6-10years e
26. 1n the owner(s) included In this plan?
{1} Yes {23} No 1"
27. How many years has the plan been in existence?
years 021
28. Who managrs your retirement plan?
1] You or someone In the business [4) ﬂmkmmdgumt
2] Conaultant (8] Other (specify): n

{3] Investment broker
28s. Plense estimate the adminiatrative expenses incurred over the last 12 months to matntatn (or start or modify if

applicable] your retirement plan

B8
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29. How much did you contribute to the funding last year?
| J N 7w

30 How many employees are... ieipating in the plan? T 310
yeme mmtzdtgmhcpum? I LTE]
%

partlally vested tn the plan? e

31. Are you satiafled with the retirement program now made availabic o your {Mark the cos beat answer.)
{1} Generally satisfled (4] WAl reduce henefits in the near future
{2] Not satisfied, but can't afford a better plan (3] Wil soon terminate plan ©

{3] No, but will have a better plan in the near future  {6] Subject to union agreement

32. What fs your singe most important problem In maintaining your current retirement plan (Mark one only)
1} Administrativ: costs (paperwork, accounting, legal fees)
{2] Multi-employer withdrawal labUity
[3] Constant government changes ﬁmmn‘ plan amendments o
fon

4] Restriction on use of pens|
{51 Top-heavy restrictions on small businces owners

{6} T (BPOCHY): e e e et e e 2o
THANK YOU

0876R

(2 Check here If you would like a free copy of the results “

RespoNSES oF MICHAEL O. RousH TO QUESTIONS SUBMITTED BY SENATOR GRASSLEY

Question No. 1. I would appreciate your assessment of how important simplifica-
tion 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 participa-
tion 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
Elans to defined contribution plans because Congress has made it cost prohibitive to

ave a defined benefit plan. NFIB is nol 50 concerned about the movement from
defined benefit glans 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 de-
fined benefit plans has sources other than pension law complexity. 1 refer, for exam-
ple, 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 changinf to defined con-
tribution 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 beneﬁrteglan, 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 con-
tribuﬁion pla;xl,l but whether or not they will have the opportunity to participate in
anything at all.

Questtgon 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.

at assurances do we have that if these tests were dropped, this wouldn't lead
to a'}mse in favor of highly paid employees, and in turn, cost the government reve-
nue
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
b

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 nondiscrimination 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 eflectively 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 liabilit}{.

It is also argued that the mandatory roll-over just generates fees for IRA provid-

" ers 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.
tion No. 6. 1 have received complaints that the form 5500 is more complicated

, 8
: angu;)stly to complete than is really necessary. [ told that much of the information

re%lired 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 pro Is that have
been introduced would not require small employers to complete a Form 5500. How-

" ever, NFIB encourages the exploration of any and all ways to simplify pension law.

PREPARED STATEMENT OF HENRY O. SHOR

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 Syna-
gogue of America. In the past, | served as the president of my local synagogue, and 1
am a life member of its board. I serve, and served, in the above capacities as a vol-
unteer.

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 prob-
lems churches and synagogues face in complying with those rules.

Our synagogues support S. 747 wholeheartedly. S. 747 for the first time would col-
lect 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 applicabilityl 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 l‘serha;m 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 uni?ue 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 Asso-
ciation of Life Underwriters, a member of the Association for Advanced Life Under-
writing, 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 com,}a‘liment 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 Jocal 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 Blan design.

Mr. Chairman, NALU and AALU sup&m 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 provi-
sions 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 govern-
ment as a result of proposed changes in distribution, funding, rollover and adminis-
trative rules in the pension law. OQur statement also suggests further changes that,
when the time is right to consider them, would improve the ability of employers 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 design-
based 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 and, 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 employ-
ee 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
f(i)rl their workers with others that are less complicated, and therefore more afford-
able.

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
gair benefits to all workers, whether high-paid or rank-and-file, whether employed

y 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 Frovisions 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 emﬁloyee benefits law that you began last year. We believe that step-
ping 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 sim-
plification 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 em-
ployee 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 un-

. compensated employees. These tests are comflicated and ¢
. they must be performed each year. They are

affordability of the annual testing requirement.
Current law discrimination tests re?‘uire annual mathematical computation of
8

ratios of contribution levels among highly-compensated emﬁloy?es and non highl);-
erefore expensive, an

esigned to assure that highly compen-

. sated emFloyees do not disproportionately benefit (as compared to rank-and-file

. workers)

¢

rom the 401(k) plan. Proponents of the tests argue that part of the assur-
ance 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 employ-
er 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 sub-

' stantial 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 Klan year.

Also worthy of note is the potential for greater benefits for rank-and-file employ-
ees 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 employ-
ers 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 admin-
istrative costs are not far from the cost of the safe harbor plan design. These busi-
nesses 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 adminis-
tration 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 cost,
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 emplo{:m 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 Lire UNDERWRITERS,

Washington, DC, October 15, 1991.

Ms. JeaNNE M. Rosny,

Committee on Finance

205 Dirksen Senate Office Building
Washington, DC.

Dear Jeanne: During the é>ension simplification hearing on September 27 MALO's
and AALU's witness, Paul Smith, told Senator Pryor that the plans administered 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 30% under the
proposed safe harbor option in S. 1364. He offered to analyze the small employer
plans administered by his comgany 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 elifible 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 hesi-

tate to contact me.

Cordially,
DaNeA M. KEHOE, Associate General
Counsel.
Enclosure.
TOTAL 401 (k) PLANS ANALYZED: 153, AVERAGE NUMBER OF EMPLOYEES/PLAN: 31 (range: 2 to
122)
Percent
Al Plans:
Tolal number of employees eligible to parbicspate: . . ... ..o . o] 4,780
Total number of employees actually participating: ... . e oo e o 4 3,323
Participation 1ate: .............cc.ccomeorecrs vovvees v, SR [ 695
Total number of NHCES eligible to participate:.. .. ... ..ot s e o] 4049 :
Total number of NHCES aclually participating:. . VRN X 7 i
PartiCiDation [BLE: .................ccommmemnrs coivrroceceisresecesits s eevteieisee e » C697
Plans Without Match (40): f
Total number of employees eligible to participate: ... ... Y O I /. | t
Total number of employees actually participating: ... ... .. ... . . . . 181 :
Participation (ale: ....... .c.co.o.o. oot e i e - 610
Total number of NHCES eligible to participate:....... ... . ... ... . .. . N A KT
Tolal number of NHCES actually participating: ... ... ... e 635 !
PACIDANION 138 e e S Pos80
Plans With Match (113): |
Total number of employees eligible to participate: ... ..o v e ev w0 3,491 !
Total number of emphoyees actually participating: ... SPGB XX | i
Participation rate:.......... ..ccooovvervirerirniieennns et e e e o126
Total number of NHCEs eligible to participate: .. e e e e .1 2955 !
Total number of NHCES aCtually Participating: .............oooocveevcriccrs i o v e+ 2.189 |
PArtICIDANION TAE: .......c.. oo e e e e B . f 140

PREPARED STATEMENT OF ROBERT S. STONE

Good morning, Chairman Pryor and members of the Subcommittee. I am Robert
S. S;;o}rzlfél am appearing on behalf of The ERISA Industry Committee, also known
as i 'H

We very much ap{)reciate the efforts by you and other sponsors of pension simpli-
fication 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 omployers who want to spon-
sor retirement Flans 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 takin
for several sessions. the proposals, we favor the leased employee provision in
.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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.~ o 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 bilf; that will
substantially obstruct employees’ plans for retirement.

For example, the bills would repeal, either in full or in part, long standing provi-
sions of current law that apply when an employee receives his or her benefits in a
siz;g'le lump-sum distribution.

any employees were induced to participate in retirement plans because of these
Eroviaions and many others, particularly those whose retirement is imminent, have
ased 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 re-
tirement 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 employ-
er stock since the early 1950s and the ten-year averaging and capital gains grandfa-
ther 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 roll-
overs, 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 decimat-
ed by marginal tax rates as high as 46%. It would not be at all unusual, for exam-
ple, for a lower or middle-income em&igyee to receive total distributions in the year
of retirement well in excess of $150,000, and therefore subject to the proposed 156%
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 reducihg em-

plt‘wer and employee confidence in the pension system.
e are also concerned that the pro 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 un-

derstandable.

We are committed to legislation that will facilitate and simplify plan administra.
tion. We cannot, however, support legislation that will cut back on employees’ re-
tirement 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 adminis-
tration without disrupting established systems and emploiee expectations and that
will make progress without raising revenue concerns for the Committee or the Con-
gress. We have made specific suggestions in our written statement and earlier testi-

mony.
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

Kr. 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 Plana (APPWP). The APPWP’s menbers either
directly sponsor or administer employee benefit plans covering more
than 100 million Americans. Thus, the APPWP’s menmbers are kaenl{
intereasted {n the the country’s pension system and we are delighted
to be here to testify on the important topic of pension
sinplification,

The APPWP commends Chairman Pryor, Chairman Bentsen and the
cosponsors of the “Employee Benefits Simplification and Expansion
Act," §.1364, for identifying the current complexity of the pension
system as a problem that must be addressed.

THE NEED FOR PENCION SIMPLIFICATION

The urgent need for pension simplification could not be clearer. 1In
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 times as many such
plan terminations as new plans established. This continued a trend
which we in the benefits connunitX unfortunately have come to
expect, Perhaps even more troubling, is that in FY 1990, for the
first time, there was algo net nagative Yrouth of defined
contribution plans (e.g. 401(k) and similar t{pa 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 s{stem, the
APPWP in 1989 i{ssued a report entitled "Gridlock: Pension Law in
Crisis and the Road to Simplification."” Rather than merely criticize
the complexities of the pension system, "Gridlock"™ offered 29
specific recommendations 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
ension nondiscrimination rules (IRC Sect. 401(a)(4)) and separate
ines of business rules (IRC 414(r)). We are pleased that a number
of the APPWP’s additional 1ist of suggestions have been incorgoratad
into the various proposals, particularlz Rep. Rod Chandler’s bill,
H.,R.2641. We would like to submit for the hearing record a copy of
our publication, "Gridlock Revisitud"’ which explaing these
additional items as well as some of the highlights from our original

29 recommendations,

Pundamentally, pension conploxitg 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 more readily grovide meaningful retirement
income security to their workers. The APPWP has heard from its
employer members about the need for pension simplitication, and so
has the Congress. Appendix B of this testimony includes a sample of
letters from just a few of the APPHP employer members who have
written to Congress in recent weeks, uxfr.n-inq 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, allov me to make a fev 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 nane 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 co-ittoou, 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. Pirst,
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 Sanator 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 enviasioned in the Tax Reform Act of 1986.

In addition there were a numbe)r of problems that could not be fixed
through regulation., Thus, the APPWP Yroposad 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) interaest rate for contributory defined benefit
Ylans, 6) employee transfers, 7) grandfather rule for
ntegrated plans, and 8) rate of pay.

Solutions to each of these prchblems 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.

HMr. Chairman, the final regulations were issued last week. They
comprise 609 double-spaced gago-. 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 hava pension plan sponors. The time is noy to fix
these remaining problem areas because the final IRC 401(a)(4) rules
go into effect in three months, These items are a priority for
simplification. 1In addition, other areas particularly requiring
simplification, most of which are already addressed in 8.1364,

include:
*401(k) Plan Nondiscrimination Rules
*Leased Employee Rules
*Separate Lines of Businesa Rules
sDaefinition of "Highly Compensated Employee®
*Required Beginning Date of Distributions Rules

sMinimunm Participation Rules

401(X) Nondiscrimination Testing

The APPWP commends inclusion in 8.1364 of provisions that would
extend relief from the very complex ADP and ACP nondiscrimination
tests governing 401(k) plans. 401(k) plans are a-ong the most
popular retirement savings vehicles in a nation sore ¥ in need of
greatsr savings. Regrettably, the ciurrent nondiscrimination tests
are not only unduly complex, but they unfairly have an adversas 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(X) rules, it is the $60,000 earner who must curtail his
contributions in ordar for the plan to comply with nondiscrimination

standards.

§.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 an{ono should be able to easily determine
whether or not a plan discriminates b¥ 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 vorY 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 raform 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 nondilcrilinatoty 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 béhalf of their
employees who choose to participate in the plan. 8.,1364 provides for
just such an approach by means of optional 401(k) plan safe harbora.

Of course even with safe harbors, some .mgloyaru will still choosa to
apply the nondiscrimination rules, and all three bills recognize that

the rules must be simplified,

Under present law, or for furpouc- of 401(k) testing, a plan must use
data on current year contributions by non-highly compensated
employaees throughout the year. This wikes the application of the
nondiscrimination rules much more complex than necessary.

To rectify this problem Rep. Rostenkoski’s pension simplitication
bill, H.R.2730, and Rep. Chandler’s bill, H.R.2641, permit an
employer to use the data regarding contributions bx nonhighly
compensated employees from the previous plan year in calculating the
allowable contribution in the "current® year for each highly
compensated employes. The ability to use prior year data i{s indeed a
welcome simplification. It helps avoid the need to track
contributions throughout the ¥0ar 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 grour of highly compensated
employess. 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
bescause thess middle income employees are deferring a greater
percantage of their compensation.

One way to avoid this problem, would be to allow the use of frior
year data, as the Rontcnkow-ki »ill does, but retain the ability of a
plan to average the contributions of the highly compensated group,
even if this meant some tracktnz 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 grqatcnt complexities for 401(k) plans
concerns the current correction mechanism for plans that aust return
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The specific nondiscrimination rule problem areas were explained
fully in our "Gridlock Revisited” gh lication and were the c¢lght
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
simplification. A brief description of two of the problems,
nmandatory diaaggregation~and the uniform retirement age issue, appear
below, Tha% illustrate hov 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 attentlon and
favorable consideration to the provisions of Title III of H.R.2641
which addresses each of the other above-referenced items.

Mandatory DRisaggregation of Union and Non-linion Emplovees

Under current law, a portion of a plan that benefits collectively
bargained workers and a portion that bonefjits non-collectively
bargained workers must be treated as separate plans 1e.q.
disaggregated) for purposes of coverage and nondiscrimination rules.
This often causes the plans to fail these teats ~-- 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 remult serves an¥ tax or
pension policy purpose, It certainly does not serve the interests of
esployees 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 Yurgosna of coverage and nondiscrimination teating. This is
a aimplification which should enjoy the support of labor and
managerent alike.

Uniform Retirement Age

A number of sponsors of defined benefit plans changed the normal
retirement age under their plans to an employee‘'s SBocial Security
retirement age (SSRA) so as to conform to tha changes in the SSRA
nade by Congress for Social Security benefit purposes. For Social
Security purToaos, 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
expactancies of younger workers. For similar reasons, other plan
sponsors amended thelr plans to determine benefits such as early
retirement benefits with reference to an employce’s SSRA.

The proposed IRC section 401(a)(4) regulations provida that to
qualify for a safe harbor a defined benefit plan’s benefit formula
must use a "uniform age" and that all subsidized early retirenment
benefits must be available to employees on similar terms. It is the
Treasury Department’s position that an employea’s S8SRA is not a
uniform age and that early retirement benefits based on an employea’s
S8SRA are not provided on similar terms: thus, plans that use SSRA’‘s
to determine normal or sarly retirement benefits cannot fit within a

safe harbor,

An employer should be able to treat employeas’ SSRA‘s as a uniforn
age or to determine eariX retirement benefite so as to qualify for
use of the defined bhenefit plan safe harbor. FPirst, SSRA‘s are not
discriminatory. Using SSRA‘s holgu employers only in offsetting the
increase in retirement bensfits that naturally occurs for younger
employees on account of thelr increasing 1i/e expectancies. 8econd,
encouraging use of SS8RA‘s is good public policy. It would help
employers to cncourage younger employees tn work for more years
before retiring. This responds to a roiactod critical need for
axperienced workers in the future. Fina AI, allowing use of SSRA’s
to qualify for the safe harbor would greatly simplify the
demonstration of nondiscrimination by a number of -agor plans,

For' all these reasons, the law should bn amended to make the SSRA the

maximus permissible normal retirement 2ge {rathcr than a?¢ 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 8,1364 changes this anomalous rule.

As described above, current law penalizes the lowest paid of the
so~called highly congcnuated group bY deening excess contributions to
be attributable first to those contrlbuting the highest percentage of
compensation. 8.1364, would change the rule to require the return of
excess contributions first to those with the greatest

contributions, and thereby the highest income earners, rather than
the middle earners, will feel the full brunt of the rulas.

laased Employes 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 bs considered a leased euployee 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 cosmend you for including provisions that
replace the "historically performed” test with a test that determines
wvhether the individual is performing services under the control of
the recipient.

Special Nondiecrimination Rule Problem Areas

As described earlier, the final IRC 401(a)(4) nondiscrimination rules
are unnacessarily complex. They are a product of what is raeferred to
in "Gridlock" as "“evil plan lyogia': the regulators’ tendency to
forsulate Yonoral rules aimed at those few plan sponsors with abusive
intent, falling to consider their effect on the vast majority of
non-abusing sponsors. Bscause of this, on:g a small number of very
basic plans will be able to mest the allowable safe harbors provided
in the Yrogouad IRS rules. Thus, most plans must resort to the
"gensral® test set forth in the regulations.

Under the general test, a plan satisfies IRC 401(a)(4) only if
nnuuieglg highly co:ﬁon-atcd smployee has an accrual rate greator
than that of any no lqhég conpensated employee. In order to satisty
this test, or avoid it, e regulations permit plans to be
restructured into component parts, each of which may then be tested
separately, provided each component separately satisfies the minimun
coverage rules set forth in regulations under IRC 410(b).
Roattucturing will be the last refuge for -An{ plans attempting to
demonstrate that they satisfy the general test.

Not only are the rcltruoturing rules (and the data collection for the
general test in the absence of restructuring) inordinately complex,
but such a wvorst case test vas ot mandated by the changes of Tax
Reform Act of 1986 nor is it supported by any published position of
the IRS {sasued prior to TRA ‘86, The fact that one highly paid
employes can cause a glan to be disqualified, cannot bs 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 wvorst csse test with an
*averaging* test under wvhich the aversge accruals for nonhithx paid
workers would have to equal or exceed average accruals for highly
paid vorkers. B8uch a rule would greatly sisplify testing because the
artiticlnlttg of restructuring would be unnecassary. It would permit
the continuation of most large plans that have been deemed
nondisoriminatory for years, without requiring enormous effort and
expense annually to prove what they have known all along -~ that thoy
do not disecriminate, A correction, as desoribed above, is contained
in Section 217 of Rep. Chandler’s bill, H.R.2641.

Thare are numerous other spscific problem areas that can rcadilx be
corrected without in any fashion undermining the policy underlying
the nondiscrimination standards. Many of these changes require a
legislative fix, bacause the Internal Revenue Service and Treasury
Department ninpiy do not have the statutory authority to make the
required changes. 1In other instances, regqulations could have solved
the problem but did not do mo.
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Separate Lines of Business Rules

The Tax Reform Act of 1986 provides that employers who have
separate lines of business may elect to satisfy the
coverage and nondiscrimination rules separately with cespect 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 linas of
busineas. Under this proposal, employers who operate & centralized
headquarters, where staff functions (e.g. legal, accountlng, gayroll)
for all of their other lines of business are performed, will be
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 propcsed IRS 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 an{ employee who provides more than
negligible services to the other lines of business as an emplo¥ee of
each of the lines he serves. Thisg, in effect, makes it impossible
for a business with centralized functions to satisfy the IRS proposed

requlations.

In addition, the proposed regulations require that each plan of the
separate lines satisfy the new proposed nondiscriminatory
classification tests on an - 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
neaningless, 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
workforcu and separate management testa, each employee should be
allocated to only one line of business. Third, a special rule for
headquarters employees should be provided, under which an employer
may treat its headquarters as a separate line of business and
allocate all headgquarters 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 Highly Compensated Employee

The complex definition of who is a highly compensated employee is
another area identified in the APPWP’s "Gridlock" report as ripe for
correction. &.1364 and the bills introduced in the House of
Representatives all wiue1¥ simplify this definition. We commend the
sponsors for making this important simplification.

Required Beginning Date of DRistributions

We applaud the fact thut 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 cight vere 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. These

rules must be fixed.

Minimum Participation Rules

The original focus of the IRC Sect. 401(a) (26) minimum participation
rules was ajimed at the elimination of individual defined benefit
plans which only covered a small segment of highly compensated
employeas. They have outlived their usefulness. Through regulations
these rules have grown a life of their own and now appear so broad
that virtually all glans are affected by them. The APPWP has called
for repeal or modification of the rules.

The complexity of the rules would be reduced considerabi¥ under
proposed IRS regulations. §S.1364 appropriately goes furthaer by
gtatutorily raatrictin? the application of the minimum participation
rules to defined benefit plans and by reducing the minimum number of
people who must be covered to quality 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 ara not
simplifications at all. Rather, they change the tax liabilities of

retirees.

In the Tax Reform Act of 1986, an individual’s akility to income
average a distribution over ten years was repealed (except for
cartain individuals) and replaced with five year averaging.

In addition, TRA /86 imposed a 15 percent excise tax on distribution
in excess of $150,000 and also enacted a "five times rule" whereby
the $150,000 level is multiplied by five for lump sum distributions.
Inexplicably both five year income averaging and the "five times
rule” -- both enacted only five years ayo -- would be repealed by
S.1364., These are pracisel{ 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 grovision 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 sericus penison policy change
which will lead to more, not less, administrative complexity tor
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. Soma of the
provisions under consideration include significant tax or pension
polic¥ changes and we caution against eliminating sound pension
ts.We look forward to working with the members and staff of the

benef
committee to refine proposals that will improve the pension system.
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APPENDIX B

SANPLE LETTERS FROM APPWP MEMBER COMPANIES
CALLING FOR PENSION SIMPLYFICATION

JI1D) coRPORATION T

Prone 1212 922 K0
Fax in2j922 1858

Clovd Lagerte, &

Sec-otary end Logy éoww

May 17, 1991

Honorable Lloyd Bentsen
United States Senate
Washington, DC 20510

Re: Pension Simplification
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,
ghe¥ were permitted to comply with the regulations on a line-of-business

asis.

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 "benefits” 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 Jast five years to actually going out and collecting

some taxes.

You have no doubt received the APPWP summary 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 Agez, 5 (Intracorporate
ransfer of Employees), 6 ("Highly Compensated Employee® Definitions), 7
Special Grandfather Rule for Integrated Plans), 9 (General Nondiscrimination
est) and 10 (Separate Line of Business Rules). If I had to single out just
one, it would be number 10. Dover has to be able to deal with these
regulations by seperate 1ines 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. [ believe there was already enough
in place to achieve the second objective with proper IRS enforcement, Jjust 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,

Clog Exartiy
cool

June 10, 1991

The Honorable Michael A. Andrews

United States Senate
Washington, 0.C. 20510

Re: Pension Plan Simplification

Dear Representative Andrews:

I am writing to you as an individual and as an Employee Benefits

rofessional to express my concern about how enorwously complex our pension
aws and rules have become. [ urge you to actively support the Pension Plan
Simplification legislation which is being drafted.

[ am the Director, Employee Benefits for Cooper Industries, Inc., a
diversified manufacturing company with 42,000 employees in the United States
including in Texas. Cooper Industries maintains about 150 pension
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 :nd 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.

[ am writing to you about pension plan simp)ification not because | am
seeking to make my 1ife easier, but because I sincerely believe that the
current web of compiex rules is strangling the private peasion system. Five
years ago, 1 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 {s {nstructive 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 2-1/2 years, the IRS has issued over 500 pages of
regulations related to pension plan non-discrimination. While we all agrea
that our tax favored pension plan should be non-discriminatory, [ question
the need for over 500 pages of complex regulations to achieve this goal,

Ovar 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 "small” employer plans. As a result of this
regulation, small uplo{crs are either not adopting or are abandaning
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 loyers which don’t have to comply with a1 of these
rules. ] submit that a better approach {s to rethink our pension policy and

simplify the rules for all plans,
Sincerely,

0 'Ym%zf/ .

tephedf V. 0'Netl)
Directdr, Employee Benefits

Burlington Industries, inc.
) 1001 Connsctict Avanue. NW
Suite 201
Washingwon, 0.C. 20030

Donne Lee McQoe
202/283- 267

Director
Government Relations

May 30, 1991

Mr. Steve Glaze
Legislative Assistant
office of Sen, David Pryor
U,S. Senate

Washington, DC 20510

Dear Mr. Glase:

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 Benefit Plans with Employee Contributions,

The changas 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 120% of the federal mid-term rate -
currently 10.23% for this plan - but be changed to the PBGC

rate,
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and,
- that the benefit frow employee contributions accumulated
with interest at this rate may not exceed the employee's
accrued benefit under the plan without regard to the assumed

interest on employee contributions.

Attached FYI is a copy of correspondence sent to
Senator Pryor in 1989-on a similar effort to change these

costly and burdensome requirements.,

{ke additional information or would like
to speak to somaone at Burlington who is particularly
knowledgable in the pension ares, please do call me and I
will immediately handle your request.

1f you would 1

Thank you very much forx your consideration.

Sincerely yours,
) —" /
Lol e

Donna Lese 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: _

| am writing to suggest that Senator Bentsen support the
reintroduction of a Pension Simplification Bill duiing 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
accaptable definition of compensation. An employee’s rate of
ﬂay is used to ensure a minimum level of compensation in the
odak Retirement Income Plan. In addition, we hope that any
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 determinig? whether integrated benefits
commence before the Social Security retirement age in section

401(1).
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Additionally, with continuing IRS delays in issuing the final
regulations around thesg issues, we would urge that the
Pension-Simplification Bill include a- on-that 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 g plan into component plans or disregard
those non-highly compensated employees (NHCE) n

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.

Sincerel&/{) %,W

3 COMPANY
cp COLGATE-PALMOLIVE COMPAN a’g‘ 2249

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.

Ag Congress reviews psnsion simplification issues, we
requast that you give consideration to the proposed
regulations promulgated under section 401(a)(4) of the
Internal Revenue Code (the “"Codae”), which provide a general
nondiscriwination 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 greater-.than that of any non highly compensated employee.
Given general husiness 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 conmpensated
employees equal or exceed the average accruals for the
highly compensated employeas. 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 reflaect the actualities of large corporations, we ask
that you give consideration to the following issues with
regard to pension simplification as well:

o We propose that the separate lines of business rules be
amended as follows:

Dalece the precondition that the nondiscriminatory

o
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
amployee should be allocated in accordance with
special rules to only one line of businass.

A special rule for headquarters employees under which
an employer may treat its headquarters as a saparate
line of business and allocate all headquarters
employees be non-highly compensated employaes.
Purthermore, 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.

o The proposed regulations under Code saction 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.

o Defined benefit plans that provide for employee
contributions are required to credit such contributions
with interest at 120% of the federal mid-term rata.

This rate of interest continues to accrue even aftar

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
undar 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 cradited 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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Exhibit A
Form $300 (1988) Page 5§
34 Current valua of plan assets and liabilities at m beginning and end of the plan year. Comtine the vaiue of pian assets held n more
than one trust Allocats the vaiue of the plan's i 1tina glad trust containing the assets of more than one plan on 3 ling-

by-line basis uniess the trust mests one of the sp«:nﬂc exceptions dacnbed in the instructions. Do not enter the value of that portion
of an insurance contract which guarantees, dunng this plan year, 1 pay 8 specific dollar benefit st a future date. Round off smaunts
to the nearast dollar. Plans with no assets at the beginning and the end of the piar year, enter 2ero on line 341,

Assats (3) Begnangof oo | (8) Crd 