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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of the provisions con-
tained in. H.R. 3396 (“Retirement Protection Act of 1993”). H.R.
3396 was introduced on October 28, 1993 by Representatives Wil-
liam Ford and Rostenkowski (by request) as the Administration’s
proposal. The bill was referred jointly to the Committee on' Edu-
cation and Labor and the Committee on Ways and Means. H.R.
3396 contains the Administration’s recommendations generally to
modify the funding and plan termination rules applicable to single-
;em(i)loyer defined benefit pension plans. The Committee on Ways
and Means has scheduled a public hearing on April 19, 1994, to re-
‘view the impact of underfunded defined benefit pension plans on
the Pension Benefit Guaranty Corporation (PBGC), plan retirees,
and plan sponsors and to consider the proposals relating to the
PBGC contained in HR.3396. =~ .- ... . .

Part I of the pamphlet is an overview. Part II discusses present
law and background of the Federal pension insur
the financial condition of the PBGC. Part III
sions of H.R. 3396. Part IV discusses issues
efit plan funding, the financial conditi
sues raised by HR. 3396. = .

the PBG

1This pamphlet may be cited s follows: Joint Committee on Taxation, Description and Analy-
sis of H.R. 3396 (“Retirement Protection Act of 1993”). (JCS-2-94), April 18, 1994. o

(V)



1. OVERVIEW 2

A defined benefit pension plan is a type of employer-sponsored
retirement plan that provides benefits to participants based on a
formula specified in the plan and without regard to the level of as-
sets in the plan or the level of employer contributions to the plan.
To provide benefit security to plan participants, the Internal Reve-
nue Code (the Code) and title I of the Employee Retirement Income
Security Act of 1974 (ERISA) impose minimum funding require-
ments on the sponsor of a defined benefit pension plan. '

The minimum funding requirements provide employers consider-
able flexibility in determining the minimum required contribution,
and permit benefits to be funded over a long period of time. Thus,
it is possible that a defined benefit pension plan may be terminated
'?t a time when plan assets are insufficient to pay promised bene-

lts. Ul e . d . Lo tenE

The Pension Benefit Guaranty Corporation (PBGC) was created
in 1974 to protect plan participants in the event a defined benefit
pension plan terminates with insufficient assets. The PBGC guar-
antees basic retirement benefits, up to a current dollar maximum
benefit of $2,556.82 per month (for 1994). o : R

In its most recent annual report (for the fiscal year ending Sep-
- tember 30, 1993), the PBGC reported a deficit of $2.9 billion. The
- PBGC also disclosed in its 1993 annual report that approximately
$53 billion in estimated unfunded liabilities existed in single-em-
ployer defined benefit pension plans in 1992. Approximately 72 per-
cent of this underfunding, about 38 billion, consists of large under-
funded plans of financially troubled companies. These companies
are concentrated primarily in the steel, airline, tire, and auto-
mobile industries. The PBGC forecasts that, depending on the level
of future losses, its deficit could increase to between $1.9 billion
and $13.8 billion by the end of fiscal year 2003. .

Despite recent changes in plan funding rules designed to improve
the funding of defined benefit pension plans, increases in the
amount of underfunding in single-employer defined benefit pension
plans have increased the risk of additional liabilities being placed
on the PBGC. Unless the funding of such plans is improved or
PBGC premiums are increased, the PBGC may not be able to pay
guaranteed benefits. The Administration has proposed comprehen-
sive reforms to the single-employer defined benefit funding and
benefit guarantee systems to reduce the risk to the PBGC and to
plan participants. These reforms are reflected in H.R. 3396, which
was introduced by Chairman Rostenkowski and Mr. Ford (of Michi-
gan) on October 28, 1993.

sziuYamphlet is limited to a discussion of single-employer defined benefit pension plans.
Other rules apply to multiemployer plans (i.e., plans maintained by more than one employer
pursuant to a collective bargaining agreement). :

(2)



3

~ Among other things, H.R. 3396 would (1) modify the special
funding rules for underfunded single-employer defined benefit
plans, (2) increase PBGC premiums for certain underfunded plans,
(3) improve PBGC enforcement capabilities and plan sponsor com-
pliance, (4) increase plan participants benefit protections, and (5)
prohibit defined contribution plans from using cross testing in de-
termining whether the plan is nondiscriminatory. A detailed de-
sc}:lrliption of the provisions of H.R. 3396 is in Part III of this pam-
phlet. '
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II. THE FEDERAL PENSION INSURANCE PROGRAM
 AProsentLawandBackground
Defined benefit pension plans

A defined benefit pension plan is a type of employer-sponsored
retirement plan that provides benefits to participants based upon
a formula specified in the plan. For example, a defined benefit pen-
sion plan could provide a benefit equal to a percentage of an em-
ployee’s average compensation multiplied by the number of years
of service with the employer. A defined benefit plan could also pro-
vide a flat dollar benefit based on years of service, or a specified
percentage of final or average compensation. The key feature of
such a plan is that the benefit promised is based on the plan for-
mula, not on the investment experience of the plan.

In order to help ensure that the promised benefits are paid to
plan participants, defined benefit plans are subject to minimum
funding requirements under both the Internal Revenue Code (the
Code) and title I of the Employee Retirement Income Security Act
" of 1974, as amended (ERISA), which require the employer sponsor-
ing the plan to make certain contributions to fund the plan. These
requirements are discussed in detail below.

The PBGC

As enacted in ERISA, as well as under present law, the mini-
mum funding requirements permit an employer to fund defined
benefit plan benefits over a period of time. Thus, it is possible that
a plan may be terminated at a time when plan assets are not suffi-
cient to provide all benefits earned by employees under the plan.
In order to protect plan participants from losing retirement bene-
fits in such circumstances, the Pension Benefit Guaranty Corpora-
tion (PBGC), a corporation within the Department of Labor, was
created in 1974 by ERISA to provide an insurance program for ben-
efits under most defined benefit pension plans maintained by pri-
vate employers. According to the PBGC’s annual report for fiscal
year 1993, the single-employer insurance program covers more
than 32 million participants in about 64,000 defined benefit pen-
sion plans. :

Termination of underfunded pension plans

Prior to 1986, an employer generally could, subject to contractual
obligations, terminate a single-employer plan at any time without
regard to the financial health of the employer and without regard
to the level of assets in the plan. If a single-employer plan was ter-
minated with assets insufficient to pay benefits at the level guaran-
teed by the PBGC, the employer was liable to the PBGC for the
lesser of the insufficiency or an amount equal to 30 percent of the
employer’s net worth.

Under these rules, employers that wanted to rid themselves of
underfunded liabilities could simply terminate the plan, and the
PBGC would be liable for benefits. The PBGC -was in some cases
prevented from recouping its liability from the employer, even if
the employer was financially sound. The plan termination rules
were amended to prevent such transferring of liabilities to the
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PBGC by the Single Employer Pension Plan Amendments Act of
1985 (SEPPAA) and were modified further by the Pension Protec-
tion Actof 1987. . . oL T T
‘Under present law, a defined benefit pension plan with assets in-
sufficient to provide for benefit liabilities can be terminated volun-
tarily by the employer only if the employer and ‘members of the
controlled group of the employer are in" financial distress. In gen-
eral, benefit liabilities are all fixed and contingent liabilities to
plan participants and beneficiaries.” = = - e .
Following a distress termination, the PBGC pays out all benefits
under the plan, including guaranteed benefits and those not guar-
anteed. The amount of benefits in excess of guaranteed benefits
that are paid to’plan participants depends on the level of plan
funding and the amount the PBGC is able to recover from the em-
ployer. The employer is liable to the PBGC for the full amount of
unfunded benefit liabilities. v

The PBGC guarantees vested retirement benefits (other than
those that vest solely on account of the plan termination), up to a
maximum benefit of $2,556.82 per month in 1994. The dollar limit
is indexed annually for inflation. The guarantee is reduced for ben--
efits starting before age 65, and does not applfl to certain types of
ancillary benefits. In the case of a plan or a plan ‘amendment that
has been in effect for less than 5 years before a plan termination,
the amount guaranteed is generally phased in by 20 percent a year.

The PBGC is funded by assets in terminated plans, amounts re-
covered from ‘employers who terminate underfunded plans, pre-
miums paid with respect to covered plans, and investment earn:’
ings. All covered plans are required to pay a flat per-participant
premium and underfunded plans“are subject to an additional vari-
able premium based on some level of the underfunding. B

As initially enacted in ERISA, covered plans were required to
pay a flat premium to the PBGC of $1.00 per plan participant. The
flat-rate per-participant premium has been increased several times
sincg 9the enactment of ERISA, and is currently $19 per participant
in 1994,

The variable rate premium was enacted by the Pension Protec-
tion Act of 1987. It was believed that underfunded plans should
- bear a greater burden than well-funded plans because they pose a

greater risk of exposure to the PBGC. Tge amount of the variable
rate premium is $9.00 per each $1,000 of unfunded vested benefits,
up to a maximum of $53 per participant. Thus, the maximum total
per-participant premium for an underfunded plan is $72.

B. Financial Status of the PBGC

In general

As of September 30, 1993, the PBGC reported a deficit of $2.9
billion. This is an increase over the $2.7 billion deficit reported as

of the end of the prior fiscal i;;eatr. The PBGC experienced its larg-
est losses in the history of the termination insurance program in
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the fiscal year ending September 30, 1991. The PBGC attributes
these losses primarily to lower expected recoveries from employers
in bankruptcy for plans added to PBGC’s liabilities in 1990. The
PBGC also disclosed in its 1993 annual report that approximately
$53 billion in estimated unfunded liabilities existed in single-em-
ployer defined benefit pension plans in 1992. Approximately 72 per-
cent of this underfunding, about 38 billion, consists of large under-
funded plans of financially troubled companies. These companies

are concentrated primarily in the steel, automobile, tire, and air-
line industries. ’ '
The PBGC has estimated its future financial status under a vari-
ety of assumfptions. The deficit could range from about $1.9 billion
by the end of 2003 if losses are relatively low, to about $13.8 billion
by the end of 2003 if losses are high. . = - . . . o
Hidden liabilities , I
In a study released by the U.S. General Accounting Office (GAO)
in December 1992,3 GAO reported that the 44 plans with the larg-
est claims against the PBGC for calendar years 1986-88 had aggre-
g?te unfunded liabilities at termination of $2.7 billion. These un-
nded liabilities were $990 million, or 58 percent, higher than the
$1.7 billion in unfunded liabilities reported by the 44 plans on their
last, pretermination annual filing with the Internal Revenue Serv-
ice (IRS). GAO termed this additional unfunded liability a “hidden
liability” to the PBGC because it was not reported by plans before

termination. ) Lt e e e
Hidden liabilities can result from several causes. Most of the
$990 million in hidden liability reported in the GAO study was due
to PBGC’s higher estimate of plan liabilities as a result of PBGC’s
use of actuarial assumptions tll)xat were different than the assump-
tions used by plan sponsors. Hidden liabilities also can result be-
cause of the payment of shutdown 4 or special early retirement ben-
icipated retirements, and PBGC’s receipt “of

efits, earlier-than-anti
fewer assets than reported by the plans.

"

3U.S. General Accounting Office, Hidden Liabilities Increase Claims Against Government In-
surance Program (GAO/HRD-93-7), December 30, 1992. . :

4Shutdown benefits are benefits payable only upon termination of the plan sponsor’s business
operations. Since this is generally assumed by plan actuaries to have a very small probability
of occurring, shutdown benefits are only partially funded, at best.
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III. DESCRIPTION OF H.R. 3396

(“RETIREMENT "PROTECTION ACT OF 19935’) 5

A. Summary
In general ,
The bill (H.R. 3396) would make changes in four maJor areas: the

special funding rules for underfunded single-employer defined ben-

efit pension plans, PBGC premiums for underfunded plans, PBGC
enforcement capabilities and the obhgatlons of plan sponsors to the

PBGC, and ﬁrotectlons for plan participants and beneficiaries. The
so make a number of miscellaneous changes to the

bill would
Code and ERISA.

Special funding rules

. The bill would change the special funding rules that apply: to un-
derfunded smgle-employer defined benefit pension plans. .In fgen-
eral, the bill would require s onsors of underfunded plans to fund
pension liabilities more rapidly than under present-law rules. Spe-

cifically, the bill would (1) modify the calculation of the minimum

required funding contribution applicable to underfunded plans, (2)
change the permissible range of interest rates and require uniform
mortality assumptions for the purpose of determining an under-
funded plan’s current liability for deficit reduction contribution pur-

poses, and treat any increase in current liability due to the new in-

terest and mortality assumptions as “unfunded old hablht)f (3) ac-
celerate the funding of a plan’s “unfunded new liability”, (4) change
the calculation of the additional funding contribution requ1red on

account of an unpredictable contln%ent event, (5) provide an elec-

tive transition rule for sponsors o underfunded plans to protect
against possibly large increases in their minimum required con-
tributions on account of the proposed changes in the special fund-
ing rules, and (6) change the manner in ‘which the
limit is determined. . '
The bill would also’ walve the excise  tax
tributions in certain cases. This change would’ permlt co

fund fully an underfunded deﬁned benefit pension plan while mak-‘

ing other ‘qualified plan contributions without incurring ‘the excise
tax. ‘

PBGC premiums" =

The bill would increase ;
plans by phasing out the cap on the additional PBGC premium for

underfunded plans over three years beginning with plan years be-,

ginning on or after July 1, 1994.

AFNLEL

PBGC enforcement and sponsor comphance

_ The bill would add to the list of events that must ‘be reported" to

the PBGC by employers, authorize the PBGC to apply to district
. court for relief other than involuntary plan termination in certain

circumstances, impose addltlonal PBGC‘ reporting obligations on

8For a description of other proposals see Joint Commlttee on "Taxatlon, sues and Pro; ‘sals" )

Relatzrlzzg fo the Fmancwl C’ondmon of tlw Penswn Beneﬁt Guaranty Corporaiwn (PBGC) (JCS
8-93), February 3, 1993. Bl

PBGC premiums for certain underfunded

i o
w%“.

TEmE
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plan sponsors, authorize the PBGC to bring suit to enforce the min-
imum funding standards if the amount of missed contributions ex-
ceeds $1 million, and generally prohibit an employer in bankruptcy
from adopting a plan amendment increasing benefits.

Participant protections

The bill would require plan administrators of underfunded de-
fined benefit pension plans to disclose to their participants the
plan’s funded status and the limits on the PBGC’s guarantee
should the plan terminate while underfunded. The bill also would
impose additional requirements on plan sponsors of terminating
plans that would protect the pension benefits of participants who
cannot be located.

Miscellaneous

The bill would also make a number of additional changes to the
Code and ERISA. These changes would include modifications to the
actuarial assumptions used to calculate lump-sum distributions,
adjustments to the lien for missed contributions, adjustments to
the rounding rules for cost-of-living adjustments, and a prohibition
on cross testing of defined contribution plans under the Code’s non-
discrimination rules. : o Co

B. Title I—Pension Plan Funciing .
1. Minimum funding requirements (secs. 101 and 121 of the
bill, secs. 412(c), (1), and (m) of the Code, and secs. 204,
302(d), and (e) of ERISA) o ’ ,

Present Law
In general '

ERISA and the Code impose both minimum and maximum de-
fined benefit pension plan funding requirements. The minimum
funding requirements are designed to provide at least a certain
level of benefit security by requiring the employer to make certain
minimum contributions to the plan. The requirements recognize
that, in an on-going plan, pension liabilities are generally a long-
term liability. Thus, %eneﬁts are not required to be immediately
funded, but can be funded over a long period of time. '

The maximum funding limitations are designed to limit and allo-
cate efficiently the loss of Federal tax revenue associated with the
special tax treatment afforded qualified retirement plans. Thus, an-
nual deductible contributions to a defined benefit pension plan are
limited to an amount that is not significantly greater than the
amount that would normally be necessary under the employer’s
long-term actuarial funding method. . \ -

The minimum and maximum funding requirements provide the
employer considerable flexibility in determining the amount of the
contribution that must, or can, be made in any given year. The
minimum required or maximum permitted contribution that can be
made depends on the funding method used by the plan and the ac-
tuarial assumptions used by the plan actuary. : :

In response to concerns about the financial status of underfunded

pension plans, the minimum funding standards were modified, and
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special additional funding requirements were added for certain un-

derfunded pension plans, by the Pension Protection Act of 1987. "~
The minimum and maximum funding requirements, and the spe-

cial rules for underfunded pension plans, are discussed in detail
below. - o
Minimum funding standard
Ingeneral
Under the Code and ERISA, certain defined benefit pension
plans are required to meet a minimum funding standar/d,fp r each
plan year. As an administrative aid in the application of the fund-
ing standard, each defined benefit pension plan is required to
maintain a special account called a f‘gggding standard account” to
which specified charges and credits (including credits for contribu-
tions to the plan) are to be made for each plan year. If, as of the
close of a plan year, the account reflects credits equal to or in ex-
cess of charges, the plan is treated as meeting the minimum fund-
ing standard for the year. Thus, as a general rule, the minimum
contribution for a plan year is determined as the amount by which
the charges to the account would exceed credits to the account if
no contribution were made to the plan. L ~

Accumulated funding deficiencies =~ -

If, as of the close of any plan year, charges to the funding stand-
ard account exceed credits to the account, then the excess is re-
ferred to as an “accumulated funding deficiency.” Unless a mini-
mum funding waiver is obtained, an employer who is responsible
for contributing to a plan with an accumulated funding deficiency
is subject to a 10-percent nondeductible excise tax on the amount
of the deficiency (Code sec. 4971). If the deficiency is not corrected
within the “taxable period”, then an employer who is responsible
for contributing to the plan is also subject to a nondeductible excise
tax equal to 100 percent of the deficiency. The taxable period is the
period beginning with the end of the plan year in which there is
a deficiency and ending on the earlier of (1) the date of a mailing
of a notice of deficiency with respect to the 10-percent tax or (2)
the date on which the 10-percent tax is assessed by the Internal
Revenue Service (IRS). If the employer responsible for contributing
to the plan is a member of a controlled group, each member of the
group is jointly and severally liable for the excise tax. ~ =~

For example, if the balance of charges to the funding standard

account of a plan for a year would be $200,000 without any con-

tributions, then a minimum contribution in that amount wouldbe

required to meet the minimum funding standard for the year to
prevent an accumulated funding deficiency. If the total contribution
is not made, then the employer would be subject to an excise tax
equal to 10 percent of the deficiency for the year. If the deficiency
were not corrected within the specified period, then the 100-percent
excise tax would be imposed on such employer (or employers). =

Fﬁnding methods

In general —A defined benefit pension plan is required to use an
acceptable actuarial cost method to determine the elements in-
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cluded in its funding standard account for a year. Generally, an ac-
tuarial cost method breaks up the cost of benefits under the plan
into annual charges consisting of two elements for each plan year.
These elements are referred to as (1) normal cost, and (2) supple-
mental cost. ’ o Co ,

Normal cost.—The normal cost for a plan for a year generally
represents the cost of future benefits allocated to the year by the
funding method used by the plan for current employees and, under
some funding methods, for separated employees. Specifically, it is
the amount actuarially determined that would be required as a
contribution by the employer to maintain the plan if the plan had
been in effect from the beginning of service of the included employ-
ees and if the costs for prior years had been paid, and all assump-
tions as to interest, mortality, time of payment, etc., had been ful-
filled. The normal cost will be funded by future contributions to the
plan (1) in level dollar amounts, (2) as a uniform percentage of pay-
roll, (3) as a uniform amount per unit of service (e.g., $1 per hour),
or (4) on the basis of the actuarial present values of benefits con-
sidered accruing in particular plan years. o -

Supplemental cost.—The supplemental cost for a plan year is the
cost of future benefits allocated to the year that would not be met
by normal costs and employee contributions. The most common
supplemental cost is that attributable to past service liability,
which represents the cost of future benefits under the plan (1) on
the date the plan is first effective, or (2) on the date a plan amend-
ment increasing plan benefits is first effective. Under some fundin,
methods, there is no past service liability component. :

Other supplemental costs may be attributable to net experience
losses, changes in actuarial assumptions, and amounts necessary to
make up funding deficiencies for which a waiver was obtained.
Supplemental costs must be amortized over a range of years speci-
fied under the Code and ERISA. o

Acceptable methods.—Normal cost and supplemental cost are key
elements in computations under the minimum funding standard.
Although these costs may differ substantially, depending upon the
actuarial cost method used to value a plan’s assets and liabilities,
they must be determined under an actuarial cost method permitted
by ERISA. ERISA enumerates six acceptable actuarial cost meth-
ods and provides that additional methods may be permitted under
Treasury regulations. Normal costs and supplemental costs under
a plan are computed on the basis of an actuarial valuation of the
assets and liabilities of a plan. An actuarial valuation is required
once every plan year. More frequent valuations may be required by
the IRS. = - . . o

- Charges and credits to the funding standard account

In general.—Under the minimum funding standard, the portion
of the cost of a plan_that is required to be paid for a particular year
depends upon the nature of the cost. For example, the normal cost
for a year is generally required to be funded currently. On the
other hand, costs with respect to past service (for example, the cost

of retroactive benefit increases), experience losses, and changes in
actuarial assumptions, are spread over a period of years. = =
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Normal cost.—Each plan year, a plan’s funding standard account
is charged with the normal cost assigned to that year under the
particular acceptable actuarial cost method adopted by the plan.
The charge for normal cost will require an offsetting credit in the
funding standard account. Usually, an employer contribution is re--
quired to create the credit. = o o

For example, if the normal cost for a plan year is $150,000, the
funding standard account would be charged with that amount for
the year. Assuming that there are no other credits in the account
to offset the charge for normal cost, an employer contribution of
$150,000 will be required for the year to avoid an accumulated
funding deficiency.

Past service liability.—There are 3 separate charges to the fund-
ing standard account that may arise as the result of past service
liabilities. The first applies to a plan under which past service li-
ability has increased due to a plan amendment made after January
1, 1974; the second applies only to a plan that came into existence
after January 1, 1974; and the third applies only to a plan in exist-
ence on January 1, 1974. Past service liabilities result in annual
charges to the funding standard account for:
years. Assuming that there are no other credits in the account to
offset a charge for past service liability, an employer contribution
will be required for the year to avoid an accumulated funding defi-
ciency. ' o :

In the case of a plan that was in existence on January 1, 1974,
the funding standard account is charged annually with a portion of
the past service liability determined as of the first day of the plan
year of which the funding standard applied to the plan (generally
‘the plan year beginning in 1976). In the case of a single-employer
plan, the amount of the liability with which the account is charged
for a year is based on amortization of the past service liability over
a period of 40 plan years. The liability is required to be amortized
(in much the same manner as a 40-year mortgage) in equal annual
installments over the 40-year funding period unless the plan be-
comes fully funded. DEIE penoc Hess X .2

A plan that was not in existence on January 1, 1974, is generally
required to determine past service liability as of the first day of its
first plan year beginning after September 2, 1974 (the date ERISA
was enacted). This liability is required to be amortized by a single-
employer plan in equal annual installments over a period of 30
plan years. Accordingly, if there are no other credits in the account
to offset the charge for this past service liability, and if the plan
does not become fully funded, annual employer contributions will
be required for 30 plan years to offset charges for this past service
liability. , .

With respect to all plans (whether or not in existence on January
1, 1974), if a net benefit increase takes place as the result of a plan
amendment, then the unfunded past service liability attributable to
the net increase is determined that year and amortized over a pe-
riod of 30 years. ’ : : e

For example, assume that a plan uses the calendar year as the
plan year. Further assume that during 1987 the plan is amended
to increase benefits and that the net result of plan amendments for
1987 is that the past service liability under the plan is increased

‘specified period of =~



