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I. REVENUE EFFECT

There are several different kinds of revenue effects which can be
expected to arise from H.R. 4200, the Retirement Income Security
for Employees Act, as passed by the Senate. These are summarLzed
in table 1. First, three provisions designed to equalize the tax treat-

ment of pensions have an impact on tax deductions. These are the
provisions raising the maximum deductible amount that the self-

employed can set aside annuall}^ for their retirement, making provi-
sion for a retirement savings deduction for those not now covered
under any retirement provisions, and a provision which limits the
maximum retirement benefit and the maximum deductible contribu-
tion on behalf of corporate employees.
Tax revenues are also affected by the modification of the tax treat-

ment of lump-sum distributions.

A third category of revenue effect occurs as a result of the imposition
of two new taxes. One of these is the audit fee tax, designed to i)ay for

the cost of the administration of pension plans by the Internal Rev-
enue Service, and the second is the premium tax, to provide necessary
revenue for plan termination insurance. However, since both of these
taxes are deductible for income tax purposes, the revenue gain which
would otherwise occur is decreased to some extent.

Finally, a fourth category of revenue effect from the bill arises not
because of any change in tax deductions as such, but rather because in-

creased amounts are expected to be set aside for vesting and funding.
The bill imposes additional reciuirements in the areas of vesting and
funding which must be met if the present favorable treatment for

pensions is to continue to be available. It is expected that these new re-

quirements will result in emplo^^ers making larger contributions to

retirement plans, resulting in larger income tax deductions.

Table 1.

—

Estimated annual revenue effect of the Retirement Income Security for
Employees Act as passed by the Senate—at 1973 levels of income and employment

[Millions]

I. Provisions designed to equalize tax treatment under pension plans:
Increase in maximum annual deductible contribution by the self-

employed under H.R. 10 plans to the greater of $750 (but not
in excess of earned income) or 15 percent of earned income
(up to $7,.500)i -$175

Allowing individuals not covered l:)y pension plans to deduct
annuallj'^ up to the greater of $1,000 (but not in excess of earned
income) or 15 percent of earned income (up to $1,500) for con-
tributions to personal retirement plans, except that where
employers also contribute the overall ceiling is $1,000 (long-

run effect)! _355

Limiting to $100,000 the maximum annual compensation for

pvu'poses of calculating the deductible contribution on behalf
of corporate employees and limiting to 75 percent of the first

$100,000 of compensation the maximum annurJ retirement
benefit 2 +40

Total, provisions designed to equalize tax treatment under
pension plans — 490

See footnotes at end of taljle, p. 2.

(1)



Table 1—Estimated annual revenue effect of the Retirement Income Security

for Employees Act as passed hy the SenO-te—fit 1913 levels of income and

employm ent—CoHtinuecl

[Millions]
\

II. Revised tax treatment f)f lump-sum distributions from qualified plans

(long-run effect)-^ + ^5
)

III. Revenue effect of new taxes:

Audit fee tax of $1 a vear for each employee covered b.v plan

(to finance IRS administration of provisions relating to pen-

sion plans and exempt organizations) +30
Tax to finance i^lan termination insurance ($1 per plan par-

ticipant)5 + ^Q

Gross revenue collections +^^

Revenue loss due to tax deductions taken by employers:

For audit fee tax *

~lf'l
For tax to finance plan termination insurance ' —14. 4

,

Total offset of new taxes against income tax collections. _ —28. 8 '!

Net revenue effect of new taxes +3L^

IV Revenue effect of minimum vesting provision:^

Case 1 : Assuming that the additional employer contributions to

pension plans resulting from the minimum vesting require-
^ i

ment constitute a substitute for cash wages __ — 130

Case 2: Assuming that the additional employer contributions to

pension plans resulting from the minimum vesting require-
|;

ment constitute an addition to cash wages — 265
"

Case 3: Assuming that benefit levels of pension plans are ad- '

justed downward to absorb the additional employer contri-

butions to pension plans resulting from the minimum vesting

requirement

' Effective for taxable years beginuing after 1973.
, a- ..• » i

2 Effective for plan years Iseginniiig after 1973 for plans adopted after July 24, 1973, and effective for plan

years beginning after 1975 for plans in existence on July 24, 1973.

3 Takes effect Jan. 1, 1974.
< Effective for calendar years beginning after 1973. ,,,,,„, , , . . ,„„„„„ u.^wntv
5 Effective for plan years and taxable years beginmug after 1973; where employers elect to have no liabiUty

for losses a higlier rate will he set by the trustees of the Guaranty Corporation.
,

,
. .

,

« The minimum vesting provision is effective for plan years beginning after 197.3 for plans m existence on

the date of enactment: f6r plans adopted after the date of enactment the vesting requirement apphes to

plan years beginning after the enactment date.

Note.—There will be some revenue loss from funding but data are not available to determine the extent

of this loss.

Provisions designed to equalize tax treatment of reti-emeni plans.—It is

estimated that the provision increasing the maximum annual dediicti-
^

ble pension contribution by self-employed persons on their own behalf
^

to the greater of $750 (but not in excess of earned income) or 15 percent
,

of earned income (up to $7,500) will result in an annual revenue loss

of $175 million. The provision allowing individuals not covered by
,

])ension plans to deduct annually up to the greater of $1,000 (but not
,

in excess of earn(Ml income) or 15 percent of earned income (up to

$l,500)Ifor contributions to personal retirement plans is expected to

involve a revenue loss amounting to $225 million for 1974 and rising

to $855 million for 1977 (at 1978 income levels). On the other hand,
,

limiting to $100,000 the maximum annual compensation for purposes
^

of calculating- the deductible contribution on behalf of corporate
[

employees and limiting to 75 percent of the first $100,000 of com-

])ensation the maximum annual retirement benefit is expected to



increase revenue by $40 million a year at 1973 income levels. Alto-
gether, when fully effective, these three provisions involve an estimated
annual net revenue loss of $490 million.

Tax treatment oj lump-sum distributions.—The revised tax treatment
of lump-sum distributions from qualified plans (which provides for
taxing that part of lump-sum distributions which is attributable to

1974 and later years as ordinary income under a separate tax rate
schedule) is expected to result in relatively small increases in revenue
over the next few years since the bulk of the lump-sum distributions
in such years Avill be attributable to pre-1974 years. However, after

a transition period, this provision can be expected to result in annual
revenue gains amounting to $35 million a year based on 1973 levels

of income.
New taxes and their effect on income tax deductions.—An audit fee

tax of $1 a year for each employee covered b}^ a qualified pension,
profit-sharing, bond purchase, or stock bonus plan is expected to

produce an estimated $30 million of revenue annually. The proceeds
to this tax are allocated by the legislation for financing the Internal
Revenue Service administration of provisions relating to pension
plans and exempt organizations.

The second new tax is imposed on employers with qualified plans,

except money purchase, stock bonus, and profit-sharing plans, and is

to be used to finance plan termination insurance ($1 per plan partici-

pant, except that where employers elect to have no liabilit}^ for losses

ja higher rate will be set by the trustees of the Guaranty Corporation).
jjThis tax, which is effective for plan years and taxable years beginning

i after 1973, is expected to raise an estimated $30 million annually.

I

However, there is an offset to the revenue gain expected from the two
.new taxes. Employers can take income tax deductions for the new
' taxes which, of course, will have the effect of reducing the net cost of

I

these taxes to them. It is estimated that an annual revenue loss of

|$14.4 million will be incurred for 1974, and later years, as a result of

deductions taken for payments of the audit fee tax; similarly it is

"^estimated that revenue will be reduced $14.4 million for 1974, and for

jjlater years, as a result of deductions taken for the taxes required to

jbe paid to finance plan termination insurance.

(j
These deductions against income tax reduce the revenue from the

Inew taxes from $60 miUion to about $31 million.

:
Revenue effect of minimum vesting and funding provisions.—The new

iiminimum vesting standard, which generally becomes effective for plan

J.years beginnmg after 1975, will also involve an indirect loss of revenue,

^ranging from zero to an estimated $265 million a vear (at 1973 income
jlevels).

'\ The minimum vesting requirement involves little or no revenue loss

to the extent that the benefit levels of plans are adjusted to absorb

the increased emploj^er costs resulting from the recpiirement. This is

because, in that event, the requirement would have no effect on the

\leductions taken for contributions to plans or on the taxable income

V)f covered employees. If the additional amounts required to be con-

jtributed to pension plans as a result of the vesting standard are a

jsubstitute for cash wages, rather than a net addition to cash wages.

the annual revenue loss is estimated af$130 million. This could occur,

for example, if the additional employer payments into the pension plan

are taken into consideration in setting future wage increases. In this



event, the revenue loss results from the fact that the covered employees
are permitted to postpone payment of tax on the employer contribu-; '

tions mvolved, mstead of bemg required to pay tax currently, as would '

be the case had the^^ received an equivalent amount of wages. Some
part of this postponed $130 milhon of taxes presumably will be

J

recovered in the future in tax paj-ments on the benefits paid out by
the plan. i

The upper range of the estimate, $265 million, represents the '

revenue loss if it is assumed that the additional employer payments
into the pension plans required by the new vesting standard constitute

^

an addition to the cash wages that \vill be paid in any event. In this

case employers will have larger total wage bills (for the sum of cash

wages and wage supplements) and hence will take larger tax deduc-
tions, giving rise to a $265 million revenue loss.

It appears that realisticall}^ there is likely to be a combination of
,

the three effects suggested above. However, it appears probable that
^,

the annual revenue loss ^^ill be in the vicinity of $130 million, the

mid-pomt of the range.

No revenue estimate is given for the increased funding requirements
^

under the bill. Data are not available which would make a reliable
,,

estimate of this type possible. However, it is believed that the muii-
j

mum funding requirements mil have a relatively modest revenue
f

effect.

II. PARTICIPATION AND COVERAGE

(Sees. 201 and 261 of the Senate bill and sees. 401 and 410 of the ]

Code)

1. PLAN PAKTICIPATIOX—AGE AND SERVICE REQUIREMENTS

Present law

The Internal Revenue Code does not generally require a qualified

employer pension, profit-sharing, stock bonus, annuity, or bond pur-

chase plan to adopt any specific age or service conditions for partici-

pation in the plan.^

Existing administrative practice allows plans to exclude employees
who (1) have not yet attained a designated age or (2) have not yet
been employed for a designated number of years, so long as the effect

is not discriminatory in favor of employees who are officers, share-
holders, supervisors, or highly compensated employees. Also, under
administrative practice, a plan may exclude employees who are within
a certain number of years of normal retirement age (for example, 5
years or less) when they would otherwise become eligible, if the effect

is not discriminatory.

On the other hand, in the case of a plan benefiting owner-employees,^
the ])lan must provide that no employee with 3 or more years of service
may be excluded (sec. 401(d)(3)).

1 As tlescribec] below (2. rians Where a Collective Barjraluliijr Unit is involved: Other
Antidiscrimination I'rovisions), a qualified plan must meet certain coverage standards.
Several of the alternative standards require certain ]iercentages of employees," or of eligible
employees, to be covered by the plan, but in such cases the employer is permitted to exclude
employees who fail to meet the plan's service requirements, not exceeding live years of
service. If the coverage standards are met, conditions other than age or service conditions
may still be imposed, except in the case of owner-employee plans. The Senate bill would not
change this rule.

-' An owner-<>mployfe is a sole proi rletor or a pa'tner with a g -eufer than lO-nerccnt intoiest in caoital or
profits (see 403(c)(3)).



The Senate hill (H.F. 4^00)

The Senate bill provides that a plan which is qualified under the

Code is not to require, as a condition of participation, more than one

year of service, or an age greater than 30 (wliichever occurs later) .^ It

was felt that this rule will significantly increase coverage under private

pension plans, without imposing an undue cost on employers. In addi-

tion, the bill contains a "look back" rule, v/hich provides that once

an employee becomes eligible to participate in a pension plan, his

years of service with the employer (on and after the effective date of

the plan) before becoming a participant, up to a maximum of 5 years,

are to be credited toward his required j-ears for minimum vesting

(sec. 221(a) of the bill). Additional preparticipation service, beyond 5

years, is to be credited to the employee for any years for which (al-

though the employee technically may not have been a participant)

' the emplo3^ee contributed to the plan or the emplover contributed on
1 the employee's behalf. The bill does not provide any authority to ex-

I

elude from the plan those employees hired within any specified number
01 vears of normal retirement age.

^or purposes of these rules, an employee is considered to have per-

formed a year of service if he was employed for more than 5 months

1 during the year, for at least 80 hours each month.^ The _"year"_of serv-

ice may be a calendar, plan, or fiscal year, whichever is applied on a

consistent basis under the plan.

Service with a predecessor of the employer is to be counted for

purposes of the eligibility requirements to the extent pro\^ded in

peri(

requirement (see sec. 705 of the bill).

The provisions of present law with respect to coverage under an

owner-employee (H.R. 10) plan are not changed by the Senate bill.

Present law "^already requires relatively early participation (after 3

years of service) and 100-percent immediate vesting in the case of

owner-employee plans. It was concluded that the retention of these

provisions of present law was needed to protect employees in such

cases.

Generallv, these provisions apply to plan years beginning after the

date of enactment. However, to allow time for amendment, m the

case of a plan already in existence on the date of enactment, the pro-

visions apply to plan vears beginning after Decembei" 31, 1975 (or, if

later, plan years beginning after the expiration of a preexisting collec-

tive bargaining agreement or after December 31, 1980, whichever is

earlier)

.

2. PLANS WHERE A COLLECTIVE BARGAINING UNIT IS INVOLVT^D ;
OTHER

ANTIDISCRIMINATION PR0\T:SI0NS

Present law

Under present law (sec. 401(a)(3)), a qualified retirement plan

must cover either (1) a specified percentage of all employees (generally

70 percent of all employees, or 80 percent of those eligible to benefit

3 This rule applies whether or not the plan is a trusteed plan. That is. a plan funded through purchase of

annuiUes from an fnsurance company is subject to these rules; as is a plan with nrveslments managed by a

^TtIIs test of service is to be apphed with regard to the actual employment of that employee. In this

respecf it differs frorsimilarVfl.^^ under present law (sees. 401(a)(3)(A) and 401(d)(3)), which deter-

mine employment service on the basis of the employee's "customary employment .

22-099—73 2



6

under the plan if at least 70 percent of all employees are eligible) *

or (2) such employees as quality under a classification which is found
by the Internal Revenue Service not to discriminate in favor of em-
ploj^ees who are officers, shareholders, supervisors, or highly compen-
sated emploj/^ees. (A plan is not per se discriminatory for purposes of i

these rules merely because it is limited to salaried or clerical

employees.)
Also, under present law, either the contributions or the benefits

j

provided under a qualified plan must not discriminate in favor of

employees who are officers, shareholders, supervisors, or highly
compensated emploj^ees.

The Senate bill (H.R. 4200)

The Senate bill pro\ddes that collective bargaining employees may
be excluded for purposes of applying the coverage test of the tax I

laws where there is evidence that retirement benefits have been
,

the subject of good faith bargaining between the union emplo^^ees

and the employer m the negotiations relating to the most recent con-
,

tract. Thus, if pension plan coverage had been discussed \nth the

representatives of the union emplo3^ees and no pension coverage was
,

pro\dded, either because the union employees were covered under a }

union plan (which might or might not offer comparable benefits to i

those p^o^dded under the employer plan), or because the emploj^ee
j

representatives opted for higher salaries, or other benefits, in lieu of .

pension plan coverage, or for some other valid reason, then it would be
permissible to exclude those union employees from the plan, or provide
them with a lesser or different level of benefits without prejudice to

future coverage if the subject is raised and agreed to in subsequent
negotiations.

,

In addition, with respect to the coverage and antidiscrimination
requirements, the bills provide for the exclusion of those employees
who are nonresident aliens wdth no United States income from the

emplo3''ment in question. Also, for purposes of these requirements,
the bills provide that employees of all corporations who are members
of a "controlled group of corporations" (within the meaning of sec.

i

1563(a)) are to be treated as members of the same oorporation (tc ,

prevent avoidance of the coverage and antidiscrimination requhe-
ments through the establishment of a management company or other-
wise through the use of 2 or more corporations)

.

III. VESTING

(Sees. 221 and 261 of the Senate bill and sees. 401, 411, 413, 4973,

and 6690 of the Code)
Present law

Plans which qualif}^ under the Internal Revenue Code are now
required to provide vested (i.e., nonforfeitable) rights to participating
employees when they attain the normal or stated retirement age.

Employees must also be granted vested rights if the plan terminates
or the employer discontinues his contributions.

' 111 applyins tliesf miiiiprifal tests under present law, tliere are excluded employees who have been
employed not more than a minimum period prescribed by the plan (up to 5 year.s), part time empfoyees
(customary employment Tor not more t'lan 20 hours in any one week), and seasonal employees (tliose whose
customary employment is for not more than 5 months in any calendar year).



However, qualified emploA^er plans are generally not required to

provide vested rights to participating employees before normal re-

tirement age unless this is considered to be necessary—in view of the

likely pattern of employee turnover—to prevent discrimination
against the rank and file employees in favor of officers, shareholders,

supervisors, and highly paid emploj^ees. In other words, preretirement
vesting is required only where its absence might cause discrimination

in favor of officers, etc., who could be expected to remain Avith the firm

long enough to retire and qualif}^ for benefits, while the rank and file

employees would continually be separated from the firm and lose their

benefits.

Under an owner-employee plan,^ the rights of all employees must
vest in full as soon as they become participants (sec. 401(d)(2)(A)).

The Senate hill (H.R. 4200)

The Senate bill provides that a qualified retirement plan (whether
trusteed or insured) would be required to give each participant vested

rights to at least 25 percent of his accrued benefit from employer
contributions after 5 years of service, plus 5 percentage points a year

for each of the next 5 years of service and 10 percentage points a year

for each year of service thereafter. This means that there must be
100 percent vesting after 15 years of service. (Also, under the bill,

each participant would have to be fully and immediately vested in

his accrued benefit derived from his own contributions.) Also, under a

"look back" provision, once an employee becomes eligible to par-

ticipate in a pension plan, his j^ears of service with an employer before

becoming a participant, up to a maximum of 5 years, are to be credited

toward his required j^ears for minimum vesting (if the pension

plan was in existence during those years). Thus, an employee who
began his service at age 25, and became a participant at age 30,

would be 100 percent vested in his accrued benefits at age 40, after

15 3^ears of service.

Generally, the vesting requirements of the bill apply to all accrued

benefits, including those which accrued before the effective date of

the provision, in order to afford protection to older employees who
will already have the bulk of their working years (and benefits accrued

during their lifetimes) behind them on the date when the act becomes
effective. Years of service prior to the effective date are also to be

counted for purposes of determining the extent to which the employee
is entitled to vesting.

To allow some flexibility in the general vesting rule, the Senate
bill provides that any plan which, on the date of enactment, provides
for 100 percent vesting of employer contributions by the end of the

tenth year of tlie emploj^ee's service with the emplo3^er under the plan

may continue to use this vesting schedule. Also, a class year plan m.ay

meet the vesting requirements under the bill if the plan provides for

100 percent vesting of the emploj^er contributions within 5 3'ears after

the end of the plan year for which the contributions were made.
The term "3^ear of service" for purposes of these rules is to be

defined under regulations prescribed b}^ the Department of Treasury
(after consultation with the Department of Labor) for years ending
prior to Januar}^ 1, 1982. After that time "year of service" is to be

1 An owner-employee is a sole proprietor or a partner with a greater than 10-percent interest in capital or

profits (sec. 401(c)(3)).



defined as any year where the employee has more than 5 months of

service with at least 80 hours of work each month.
Under the Senate bill, no rights to accrued benefits, once vested, can

be assigned or alienated under a qualified plan, and such rights cannot
be forfeited (except that benefits attributable to employer contribu-
tions ma}' be forfeited in the event of death, or if the employee with-
draws his own mandatorx' contributions to the plan).

To help enforce the vesting requirements, the bill also provides
for the imposition of an excise tax on the employer in cases where
the employer is not comphing with the vesting requirements in

practice, even though the plan contains a vesting schedule which is

consistent with the requirements of the bill. Initially, the tax would
equal 5 percent of the accumulated vesting deficienc}' and cculd go
to 100 percent of this amount if the offense were not corrected. Also,
the Secretary of the Treasury is authorized to bring actions for

equitable relief to restrain plans from failing to comph^ with the
vesting requirements in practice (sec. 262 of the bill).

In addition, the bill contains a provision which would authorize
highly mobile emplo^^ees, such as engineers, to trade off high benefits
which might be available under one pension plan of their employer
for the right to participate in another plan with lower benefits but
very rapid vesting. Also, under the bill, the Secretar}^ of Labor is

authorized to develop recommendations for modifications of Federal
procurement regulations to insure that highly mobile professional,

scientific, technical and other personnel in occupations employed under
Federal contracts will be protected against forfeitures of their retire-

ment benefits.

Generall}^ these provisions are to appl}" to plan years beginning
after the date of enactment. In the case of a plan already in existence,

to allow time for amendment of the plan, the provisions ^^ill apply in

plan years beginning after December 31, 1975. However, if the Secre-
tary^ of Labor should find that implementation of the vesting require-
ments will impose ''substantial economic hardship" on the plan, he
will certify this fact to the Secretar^^ of Treasury and the effective

date may be postponed for a period of up to 6 years as recommended
by the Secretarj^ of Labor. The provisions will appl}^ to Government
plans in plan years beginning after December 31, 1980.

IV. FUNDING

(Sec. 241 of the Senate bill and sees. 4971 and 4972 of the Code) -

Present laiv

Under present tax law, contributions to a qualified pension plan
must be suflacient to pay the liabilities created currentlv (i.e., the
normal pension costs) plus the interest due on unfunded accrued
pension liabilities (past service costs) (regs. § L401-6(c)(2)(ii)).' Tliis
is to keep the amount of unfunded pension liabilities from growing
larger, but does not require an}^ contributions to be made to amortize
the principal amount of the unfunded liabihties.

Pension plan costs ^ generall}^ are estimates and are based on ac-

' The iiiininmm fundiiiK rp(|uirpmont of present law applies onlv to pension and not to profit-sharing or
stock bonus phm''.

2 In detennininp; costs, an employer must take into account factors such as the basis on which benefits are
computed, expected mortality, interest, employee turnover, and changes in compensation levels:



tuarial calculations. Consequently, all actuarial methods, factors, and
assumptions used must, taken together, be reasonable and appropriate
in the individual employer's situation (Regs. § 1.404 (a)-3(b)). When
applying for a determination letter from the Internal Revenue
Service that a plan is qualified, the actuarial methods, factors, and

I

assumptions used generally must be reported to the Service, along with

j

other information to permit verification of the reasonableness of the

I

actuarial methods used. Changes in actuarial assumptions and methods
j

must be reported annuall3^ to the Service.
The value of plan assets also affects the amount of contributions.

Under administrative ruhngs, assets may be valued by using any
valuation basis if it is consistently followed and results in costs that
are reasonable.

Act^ual experience may turn out to be different from anticipated
experience, resulting in experience loss or experience gain. Depending
on the circumstances, the contributions needed to make up experience
losses may be deducted currently or may be added to past service costs
and deducted only on an amortized basis.^ Similarly, depending on the
circumstances, experience gains may reduce the plan cost currently or
reduce costs under one of the spreading methods used to determine the
amounts deductible.*

If an employer does not make the minimum required contributions
to a qualified plan, under administrative practice the deficiency may
be added to unfunded past service costs. However, the plan also may
be considered terminated, and immediate vesting of the employees'
rights to the extent funded, may be required.

The Senate hill (H.R. 4200)

H.R. 4200 would establish new minimum funding requirements for
qualified pension, profit-sharing, and stock bonus plans designed to
give assurance that these plans will accumulate sufficient assets
within a reasonable time to pay benefits to covered employees when
they retire. These rules are to apply to any pension, ])rofit-sharing, or
stock bonus plan which, after December 31, 1975, has qualified (or

has been determined to qualify by the Internal Revenue Service)
under sec. 404(a)(2) or sec. 401(a) of the Code. These minimum fund-
ing requirements are to continue to apply to such plans and trusts
even though they later lose their qualification.

Generally, under these requirements the minimum amount that an
employer must annually pay under a defined benefit pension plan in-

cludes the normal cost of the plan (as under current law) for currently
accruing liabilities, plus amortization of past service costs, experience
losses, etc. The minimum amortization paj^ments required by the bill

are calculated on a level payment basis—including interest and
principal—over various stated periods of time and take into account
the accrued liabilities whether or not vested. Generally, initial past
service costs (and past service costs established by substantial plan
amendments), both vested and unvested, must be amortized over no

' Under the "lOpercent" deduction limit (sec. 404(a)(1)(C) of the Code), if the deficiency occurs using the
same assumptions as previously, the additional contributions may be deducted cuiTently. If the deficit

results from a loss in asset values or revaluation of liabiiities using more conservative assumptions the deficit

may be added to past service cost. Rev. Rul. .57-.rjO. 19.77-2 C.B. 260.

«See Rev. Rul. .59-153, 19.59-1 C.B. 89, discussing a pension plan using the "entry age normal method,''
where adjustment for gains is generally iuade bv deducting tlie amount of gains arising in any vear from the
next year's deductible hmit unde-- sec. 401(a)(1)(C). See also Rev. Rul. 65-310. 196.5-2, C.B. 115, di'Ciissing a
plan using the "frozen initial liabihty method," where adjustments for gains are spread autouia fca'ly as ii

part of current and future normal costs.
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more than 30 years, and experience losses generally must be amortized

over no more than 15 years. (Decreases in cost from substantial plan

amendments also generally are to be amortized over 30 years, and
experience gains are to be amortized over 15 years.) In calculating

experience gains and losses, values of fund assets Tnay be determined

on a current basis or, if used consistently, on the basis of a movmg
average over not more than 5 years.

If an employer would otherwise incur substantial business hardship

for a plan yeiir, the Internal Revenue Service ma}^ waive that year's

required payment of normal costs, and amounts needed to amortize

past service costs and experience losses; the amount waived must be
amortized over no more than 10 3^ears, and no more than 5 waivers
may be granted for any 10 consecutive 3^ears.

For money purchase pension, profit-sharing, and stock bonus plans,

the minimum amount that an employer must annually contribute to

the plan is the amount that must be contributed for the year under
the plan formula (or other system used by the plan to determine
the contribution level). For purposes of this rule, a collectively

bargained plan which provides an agreed level of benefits and a
specified level of contributions during the contract period is not to

be considered a money purchase (or other type of defined contri-

bution) plan. This t3^pe of plan is subject to the funding provisions
of the bill, and contributions must be made which are adequate to

fund the agreed benefit on the basis required under the bill.^

The Senate bill provides essentiall}^ the same rules for multiemploj'er
plans as for other plans, except that 40 jears is given to amortize past
service costs and the initial unfunded liabilitj', and any such 40-3'ear

period may be extended by the Secretary of Labor for up to an addi-

tional 10 3'ears in cases where he determines that otherwise there would
be substantial hardship for 10 percent or more of the contributing
emplo3^ers involved.

Because of the importance of actuarial determinations, the Senate
bill requires the enrollment of actuaries before they may practice
as such before the Internal Revenue Service, and requires periodic

reports by actuaries.

The funding rules established b}^ the bill are in addition to the pres-
ent rules which provide the maximum deduction limits for contribu-
tions to a plan. However, in any event a contribution that is required
by the minimum funding rules is deductible currently.
The bill would impose an excise tax on the employer if he fails to

fund the plan at the minimum required level (but only if a waiver has
not been obtained). The tax initially is to be 5 percent of the accumu-

'

lated funding deficiency at the end of the plan year. The 5 percent tax '

is to be imposed for each plan year in which the funding deficiency has '

not been corrected. Additionally, in any case in which the 5 percent '

tax is imposed and the accumulated funding deficiency is not corrected '

within the correction period allowed after notice by the Internal Rev-
enue Service, a 100 percent tax is imposed on the accumulated fund-
ing deficiency. In accord with present law respecting the excise taxes
with regard to private foundations, neither the 5 percent nor the 100
percent taxes are to be deductible.

5 The only exception might be an instance where employers, in the aggregate, had no substantial voice in .

the detenninatioii of the levels and forms of benefits.
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The funding provisions are to apply to plan years beginning after
the date of enactment, for plans established after that date. These
provisions are to go into effect for plan years beginnmg after Decem-
ber 31, 1975, for plans in existence on the date of enactment, however
in cases of substantial economic hardship (as determined and certified
by the Secretary of Labor) this may be extended to years bednnins
after 1981.

J b ^

V. OTHER PROVISIONS ASSOCIATED WITH VESTING
AND FUNDING

(Sees. 261, 262, 281, and 282 of the Senate bill and sees. 401 and
404 of the Code)

1. RIGHT TO ELECT A SURVIVOR ANNUITY

Under present law, there is no requirement that a qualified retire-
ment plan must offer the option of a survivor annuity. This can result
in a hardship where an individual primarily dependent on his pension
as a source of retirement income is unable to make adequate provision
for his spouse's retirement years, should he predecease her.
To deal with tliis situation, the Senate bill requires that a joint

and survivor annuity must be offered with respect to any benefit
under a qualified retirement plan which is payable as an annuity.
The benefit is to be paid as a joint and survivor annuity (with the
survivor annuity being not less than half the annuity payable to the
participant), unless the participant elects not to receive it in this form,
within 2 years of normal retirement age, after receiving a written
explanation concerning the terms of the annuity. The survivor annuity
must be at least half of the amount payable to the participant during
the joint lives of the participant and his spouse.

This provision generally appUes to plan years beginning after the
date of enactment. However, in the case of a plan in existence on the
date of enactment, the provision apphes to plan years beginning after
December 31, 1975.

2. PROHIBITION AGAINST MAINTAINING NONQUALIFIED PLANS

Present law

Generally, if an employer maintains a funded plan which does not
meet the requirements for qualification under the Internal Revenue
Code, no deduction is allowed for contributions to the plan by the
employer until the rights of the employees on whose behalf the con-
tributions are made are no longer subject to a substantial risk of
forfeiture or are actually paid. At that time, a deduction generally is

allowed the employer, but the employee then must take the contri-
butions into his income. Also the earnings on these contributions are
not tax exempt.
Unfunded plans are the most common type of nonqualified plans

and are typically found in a small business where the employer simply
continues a part of the employee's salary after retirement. Unfunded
plans are normally referred to as "pay as you go" plans, because
they are not funded and the employer pays benefits out to his retired
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employees on a "pay as you go" basis. They receive no special tax
,

benefits. Payments generally are deductible when made.
In comparison with the nonqualified plan, under the qualified plan

the employer may deduct contributions to the plan when they are
|

made, the^ earnings on the contributions are tax exempt, and the
;

employees geuerallj' do not have to take the contributions into income
\

until benefits are actually distributed to them. Thus, while there are
1

substantial tax advantages to maintaining a qualified pension plan ,

under present law, the maintenance of a nonqualified plan is not

prohibited. '

The Senate hill (H.R. 4200)

The Senate bill contains a provision which would prohibit any
emploA^er (in interstate commerce) from establishing a retirement plan 3

(other than a profit-sharing plan) which does not meet the qualification >

requirements of the Internal Revenue Code. The Secretary of Treasury '

is to enforce this prohibition by obtaining an injunction against the

continued maintenance of such nonqualified plans. In addition, no
deduction will be allowed for a contribution by an employer under any \

such plan, even if the emplojxe is required to take the amount of the &

contribution into income. Certain exceptions are provided in the case g

of plans maintained b}^ governmental units, churches, fraternal '

societies, plans maintained to compl}' with workman's compensation
j

laws, plans maintained outside the United States for noncitizens, and
deferred compensation arrangements. In general, the bill distinguishes

between paj^ as you go pension plans, which would be prohibited, and
deferred compensation arrangements for officers and 5-percent share-

holders, which would not. Generally, a plan could be maintained as a
deferred compensation arrangement if it (1) was not in writing, (2)

provided a benefit which is required to be paid in full within 5 years
after it accrues, (3) is solely for officers or employees who are 5 percent
stockholders in the corporation, or (4) does not provide a determinable
retirement benefit.

Generally, these provisions would be effective for taxable years I

beginning after December 31, 1975.
i

3. PROTECTION OF PENSION RIGHTS UNDER GOVERNMENT PLANS

Plans of the Federal Government, and State and local governments,
'

are not subject to the fmiding requirements of the bill because the
Senate belie\Td that taxing power of a governmental unit should
generally be adequate to ensure that funds will be available to pa}^

the pensions which have been promised by governmental units. How-
ever, in some cases, questions have been raised, in view of the size of

the future pension payment commitments, as to whether this may
represent too heavy a future tax burden. In view of this, the Secretar}''

of the Treasury is authorized and directed to make a study of the
funding of government j)hins, which takes account of the minimum
funding standards under the bill, and the taxing power of the govern-
mental unit, and make recommendations as to whether it would be
advisable to require such plans to comi)ly with the funding require-
ments applicable to i)rivate pension phms, or some other funding
standard, as recommended by the Secretary. The Secretary is to file

his report with the Ways and ]Means Committee and the Senate
Finance Committee b}' December 31, 1976.
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4. PROTECTION OF THE PENSION RIGHTS OF HIGHLY MOBILE EMPLOYEES
THROUGH USE OF THE FEDERAL PROCUREMENT REGULATIONS

Many emploj^ees, such as engineers, who are employed in industries
engaged to a substantial extent in the performance of Federal con-
tracts, have an unusually high rate of mobility which is imposed to a
considerable extent as a result of terminations or modifications of

Federal contracts, grants, or procurement policies. As a result of this

unusual mobility, these employees are particular^ susceptible to the
loss of their pension rights due to changes in their employment status
before they can become vested.

To meet this situation, the Senate bill authorizes the Secretary of
Labor to develop, in consultation with professional societies, business
organizations, and other Federal agencies, recommendations for
modifications of Federal procurement regulations to ensure, to the
maximum possible extent, that professional, scientific, technical and
other personnel employed under Federal contracts shall be protected
against loss of their pensions resulting from job transfers or loss of

employment. Such recommendations are to be published in the Federal
Register within six months after enactment and are to be adopted by
each Federal department and agency unless the head of such depart-
ment or agency has substantial grounds for determining that the
recommendations should not be applied in the case of his department.

VI. PORTABILITY

(Sees. 301 through 310 of H.R. 4200 and sees. 402 and 403 of the
Code)

Present law

Under present administrative practice, when an employee changes
jobs an amount representing his vested benefits in his former employ-
er's qualified retirement plan may, in certain circumstances, be
transferred to the retirement plan of his new emplo3^er without the

employee being taxed on the transfer. For this to be done, both his

former and new employers must agree to the transfer, the transfer

must be possible under the terms of both the plans and trusts involved,
and the Internal Revenue Service's administrative requirements as

to the method of transfer must be met. However, transfers of employee
interests between qualified plans upon changes in employment do not
appear to be usual.

The Senate hill {H.E. 4200)

The Senate bill includes several provisions that deal with portability.

First, the bill establishes a voluntaiy central portabilit}'- fund for the

use of employees who leave an employer with vested retirement plan
benefits. Second, the bill allows an employee to receive a complete
distribution from his former employer's qualified plan and recontribute

this amount within 60 days of receipt to the qualified plan of a new
employer, or to the central portability fund or an individual retire-

ment account, without being taxed on the distribution. Third, the bill

provides that the Social Security Administration is to keep records of

plans which an employee leaves with vested retirement benefits so

that, upon retirement, he will know whom to consult to obtain his

retirement benefits. These features of the bill are discussed below.

22-099—73 3
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The bill establishes a voluntaiy central portability fund to enable an
emploj^ee who changes jobs to consolidate air of his vested retirement

benefits under one program (sec. 301 et seq. of the bill). Employers
with tax-qualified plans may register (and withdraw registration)

with the central fund on a voluntarj^ basis. When an employee leaves

an employer who is registered with the central fund, he may direct

the employer's qualified plan to pa}^ the value of his_ entire vested
benefits to the central fund. The central fund is to establish an account
for each employee on whose behalf it receives funds. The central fund
will invest its assets and its income will be allocated to the partici-

pants' accounts. Funds may be invested in U.S. government obliga-

tions or interest-bearing accounts (or certificates of deposit) of banks,
savings and loan associations, and credit unions which are members of

a Federal insurance sj^stem {e.g., Federal Deposit Insurance Corpo-
ration) .

This income will not be taxed until it is distributed to the partici-

pants or their beneficiaries, and transfers between the central fund
and qualified plans will be tax-free.

On a participant's retirement (no earlier than age 59}^ and no
later than age 70)0 the central fund will paj^ him the value of his

account or, at his request, will distribute an annuity contract to him.
If a participant is disabled, paj^ment may be made at that time,

or if he dies prior to retirement or disability payment will be made
to his beneficiaries. Alternatively^, if a participant is hired b}^ an
employer who is a member of the central fund, the participant may
direct (with this employer's concurrence) the central fund to transfer

the value of his account to the new employer's qualified plan, to

purchase actviariall}^ equivalent retirement benefits in this plan.

This transfer would be tax-free.

The central fund is to be operated by the Pension Benefit Guarant}^
Corporation (the Corporation is also in charge of the insurance pro-
gram, as indicated below) . Its administrative expenses in carrying on
the portability program are to be provided for by appropriations. The
Corporation is to establish the rules which govern the fund's operation,
including its relations -svith individual participants and emploj^ers.

The bill also provides that an emplo3^ee may receive, tax-free, a
complete distribution of his interest from a qualified retirement plan
if he reinvests (within 60 days after receipt) the full amount of the
assets received in another qualified plan, in an indi^ddual retirement
account (described subsequently), or in the central portability fund
(sec. 309 of the bill). However, amounts equal to the emplo3'ee's own
voluntary nondeductible contributions to the plan need not be rein-

vested. This tax-free roll-over is available only \vith respect to com-
plete distributions from a plan that occur within 12 months after

termination of emplo3^ment.
Emi)loyces who frequently change employment may have difficult

problems in locating their former employers and the retirement plans
in which they have vested benefits. To deal with this problem, the bill

provides that each retirement plan must file an annual statement
regarding individuals who have terminated employment and have a

right to a deferred vested benefit in the plan (sec. 151 et seq. of the
bill) and must also provide each such individual with a certificate of

his rights. The Social vSccmity Administration is to maintain records
of the retirement plans in which individuals have vested benefits



16

and is to provide this information to plan participants and beneficiaries
on request and also upon their application for Social Security benefits,
whether or not by reciuest.

The provisions regarding the central portability fund and the tax-
free roll-over are effective upon enactment of the bill. The Social
Security registration provisions are to be effective for plan years
ending after 1973.

VI. PLAN TERMINATION INSURANCE

(Sees. 401 through 491 of the Senate bill and sees. 162, 401, and
4981 of the Code)

The purpose of plan termination insurance is to provide a guarantee
that participants will receive their full vested benefits (at least up to
some specified income level) upon the ternunation of a plan. With the
strengthening of funding requirements, the losses of vested benefits
from the termination of a plan should significantly decrease. Neverthe-
less, since even the ncAv funding requirements do not provide for the
immediated funding of all unfunded vested Habihties and since the
market value of plan assets can vary widely from year to j^ear, the
new funding rules give no guarantee that the termination of a plan
niay not result in the loss of a participant's benefits. These termina-
tions may occur because of a closing or sale of a business, a merger, or
because an emploj^er decides to stop funding a plan in order to cut
costs.

Present law

Present law does not require pension, profit-sharing, etc., plans to

insure their liabilities.

The Senate hill {H.R. 4200)

A governmental corporation called the Pension Benefit Guaranty
Corporation is established within the Department of Labor to provide
plan termination insurance through administration of the Pension
Benefit Guarant}^ Fund (Sec. 401 et seq. of the bill). The Corporation
is to be directed b}^ a board of directors consisting of the Secretaries of

Labor, of the Treasur}^, and of Commerce, with the Secretar}^ of Labor
as chairman of the board.
The insurance program would be basically funded through premiums

(imposed as taxes to lessen collection costs) imposed upon emploj^ers at

an initial flat rate of $1 per plan participant. For plan years ending
after 1976, however, the premium rate would be set by the Corporation
according to the cost experience of the program. Because of the lesser

possibilit}^ of termination in cases of multiemployer plans, a separate
premium rate schedule could then be used for participants in multi-
employer plans. These subsequent premium rates must be approved b}^

Congress.
In addition to the amounts paid through the premium taxes, up to

$100 million may be borrowed b}^ the Corporation from the Secretary

of the Treasury to avoid unexpected financial difficulties.

In order to be "qualified" for tax benefits in the sense of the Internal

Revenue Code, defined benefit plans must provide plan termination

insurance coverage for their participants through payment of the

(excise tax) premiums. Defined contribution plans, such as money
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purchase, stock bonus, and profit-sharing plans would be excluded
from the program because their benefits are defined in terms of

amounts of employer contributions, and not in terms of promised,
insurable, defined benefits to be paid to participants. Plans for govern-
mental employees also are excluded because the power to tax is con-

sidered an adequate substitute for the insurance. In addition, plans
'

of tax-exempt churches (or organizations or conventions of such
churches) are exempted. However, these churches va.a,y elect to have
their plans covered, and a church plan is not exempt from the coverage
if it is onl}^ for emplo3^ees of an unrelated trade or bvisiness, or if the
plan is a mulitemploj^er plan and one of the employers in the plan is not

|

a church. Finall}^, plans for emploj^ees of tax-exempt fraternal societies

are excluded if no contributions to the plan are made by the employer.
Coverage of a plan participant is limited to the lesser of 50 percent

of the participant's average monthly gross income during his highest-

paid five consecutive year period as a plan participant or $750 monthly
(adjusted for changes in the Social Securitj^ contributions and benefits i

base). This coverage limitation includes an}^ distributions from the

terminating plan. All vested benefits that were created (whether i

resulting from the creation of a new pension plan or from the amend-
ment of an existing plan) at least three years prior to the plan termina- ^

tion are to be insured. (This period is five years for plans in which !

employers elect to avoid liabilit}^ for insurance losses by paying higher i

premiums,]' as discussed infra.) Whether the benefits were accrued or

became vested before, or after, the enactment of the bill would be
irrelevant. Coverage includes both retirement benefits and ancillary

benefits (such as death or disabilitj^ benefits) vested under one or

several plans, but the amount that may be paid to any participant
from the Fund, regardless of the number of plans in which the employee
participated, cannot exceed the $750 per month limitation (adjusted

j

to reflect changes in the Social Securitj^ contributions and benefits (

base)

.

'

II

Benefits of self-employed persons are also covered by the Fund, but
|

their insurance paA^ments are to be reduced by their proportionate '

share of an}?- funding deficienc}^ at the time the plan terminates.
In order to discourage the unrealistic creation of employee benefits,

and the shifting of liabilities to the Corporation by employers who
have the means to fund those liabilities, employers are liable to the
extent of 30 percent of their net worth for the Corporation's paj^^ments

,

upon terniinations of their plans, but employers ma}^ elect to avoid
this habilit}^ by pa3dng an additional premium in an amount to be
determined, from time to time, b}^ the Corporation. By paying this

additional amount for five years, employers would escape liabihty for '

subsequent terminations of their plans, if they do not remain in the
same general line of business or become parties to reorganizations |

during the three years following the terminations.
If an emplo3'er ceases to exist by reason only of a change in identity,

form, or place of organization, or m instances of liquidations or
reorganizations, the successor corporation would remain liable for the
Guaranty Corporation's loss.

In ortler to prevent possible abuses of the msurance system, the '

bill provides a mandatory system of allocation of plan assets applicable '

in cases of insured terminations. This is accomplished by setting aside '

first all voluntary contributions b^^ employees, then allocating to '
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participants all mandatory contributions (contributions required by
the plan or required to obtain emploj^er contribution benefits), then
allocating to participants the amounts necessit}^ to continue benefits
that had been paid already for at least three years prior to the termina-
tion of the plan, but at the level that existed three 3^ears prior to the
termination. Finally, an}^ remaining plan assets would be allocated to
participants to the extent of their other guaranteed benefits.

To avoid abuse of the insurance program b}?^ paying benefits in
anticipation of a plan termination, certain large lump-sum distribu-
tions made within three j^^ears prior to termination and periodic pay-
ments that began within that time could be partially recaptured by the
Corporation, except that no recapture could be made for benefits paid
on account of disability or after the death of the participant and this

rule in individual hardship cases.

Special provisions are made, in the case of multiemployer plans, for

emplo3'^ers who withdraw from operation of the plans, where these

employers have been contributing 10 percent or more of the plan's

contributions. These employers could be required to pay into escrow
their share of any potential emploj^er liabilit}^, or to post a bond, upon
their withdrawal from the plan. If the plan terminated within five

years the payment or the bond (to the extent needed) would be
turned over to the insurance Corporation, otherwise it would be
returned to the emplo3^er. Other emploj'^ers who have withdrawn can
also be required, if feasible, to contribute their share of any loss if the

termination occurs within five j^ears of their withdrawal.
Alternativel}^, the Corporation could allocate the funds of a multi-

employer plan into two or more funds and treat as a terminated plan
those funds allocated to workers no longer covered by the plan, when-
ever it determines that emploj^er withdrawals have endangered the

rights of the employee-participants. The Corporation could waive
both of these possibilities if it is satisfied that the members of the

multiemplo^^er group have entered into reciprocal indemnification

agreements that insure that liabilities will be paid in the event of

plan failure.

VIII. REPORTING AND DISCLOSURE

(Sees. 501 through 507 of the Senate bill)

Present law; reporting to government agencies

Every emploj^er who maintains a funded retirement plan must file

returns annually with the Internal Revenue Service, regardless of

whether the plan is qualified or whether a deduction is claimed for the

current j^ear (regs. § 1.404 (a)-2 (a)). The employer's return generally

must mclude information on the type of plan, plan coverage, par-

ticipation requirements, vesting, benefits, funding, and actuarial meth-
ods and assumptions. Employer returns also must include a statement

of all plan assets and liabilities and a statement of receipts and dis-

bursements, including benefits paid.

A return disclosuig whether the trust engaged in transactions which
may have been "prohibited," (and a statement describing the trans-

actions) must be filed annually with the Internal Revenue Service

by the trustee of a qualified retirement trust. (Prohibited transactions

include self-deaUngs between the trust and interested parties, and
are described in the section on Fiduciary Standards.)
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The Welfare and Pension Plans Disclosure Act_ (29 U.S.C. § 301

et. seq.) also provides for reporting of welfare and retirement plan trans- i

actions. Under this Act, most private employers (except certain tax-

J

exempt organizations) engaged in interstate commerce or in an in-i;

dustry or activity affecting commerce who have welfare or retirement
>|

plans covering more than 25 participants must filed a description of
|

the plan with the Secretar}^ of Labor when the plan is established or
j

amended (29 U.S.C. §§ 303, 305). This report describes the plan cov-i,;

erage, plan administrators, plan benefits, and includes basic plan

documents.
Further, if a covered plan includes at least 100 participants, an an->

nual report must be filed with the Labor Department providing in

formation on plan participants, funding, benefits, actuarial assump-^
tions and methods, assets and liabilities, receipts and disbursements,

and transactions between the plan and interested parties. The finan-

cial data required by the Labor Department in its annual report is

more detailed than that required b}^ the Internal Revenue Service ;t

therefore, the annual report filed with the Labor Department is ac-

cepted by the Service as satisfying its financial reporting requirement.

Present law: disclosure to employees

Under Treasury regulations, employees must be informed of the

establishment of a qualified retirement plan and its basic provisions

!

(regs. § 1.401-1 (a) (2)). This may be done b}^ furnishing each em
ploj^ee with a copy of the plan, but where this is not feasible substitute

methods may be used. Satisfactory substitutes must describe the essen-

tial features of the plan, and may be in the form of a booklet given to

the employees or a notice posted on the company's bulletin board.
'

Substitutes must state that the complete plan may be inspected at a
designated place and times on the company's premises.

Under the Welfare and Pension Plans Disclosure Act, the plan
description and annual reports filed with the Labor Department must !

be available for examination hy participants and beneficiaries in the

principal office of the plan. Additionally, upon written request, a copy
of the plan description and summaries of the annual reports must be

^

mailed to participants and beneficiaries (29 U.S.C. § 307).

The Senate hill (H.B. 4200)

The Welfare and Pension Plans Disclosure Act is amended b}^ the
bill to require that additional information be provided in the plan
descriptions and anniral reports filed with the Labor Department
(sees. 502 and 503 of the bill). Furthermore, annual reports generally
would be required for private funded emploj'^ee benefit plans of any
size maintained by an emplo3^er or emploj^ee organization affecting

interstate commerce and coverage would be extended to most tax-

exempt organizations (sees. 502 and 503 of the bill). Annual reports
also would include the opinion of an independent auditor based on
an annual audit (sec. 502 of the bill).

However, under the bill the Department of Labor could provide
exemptions from these reporting requirements. It is anticipated that
this authorit}^ to grant exemptions would be used on a relatively

broad basis in the case of small plans. For example, it is anticipated
that tliey might well be exempted from the filing requkements but
nevertheless be required to have the same tj^pe of information gen-
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erally available to tlieii' employees and also available in the case of
an audit by Labor Department personnel. In addition, even where ex-
emption is not granted, the Department of Labor is authorized to
prescribe simplified reporting requu^ements for small plans.
Annual reports would include additional uiformation of all invest-

ments, and include separate detailed schedules for transactions
involving securities, other investment assets, and certain loans and
leases (sec. 502 of the bill) . Additionally, detailed reporting would be
required for all transactions involving interested parties. Detailed
actuarial information also would be required, in order to allow evalua-
tion of the funding of the plan.

In addition to current requirements on disclosure to employees,
plan administrators w^ould have to furnish (or make available) to
jeach new participant a summary of the plan's important provisions,

-j
including an explanation of plan benefits and the circumstances which

ij would disquaUfy a person from receiving benefits (sec. 503 of the bill).

;i Every three years a revised summary of the plan's provisions would
be furnished (or made available) to participants. (Plan descriptions
would be required to be written in a manner calculated to be under-
stood by the average participant.) Participants also would be entitled

J
to obtain copies of all the underlying plan documents. When a par-

jlticipant terminates service with a vested pension right, he would

I

be given a certificate setting forth the benefits to which he is entitled
[(sec. 151 of the bill). Anj participant or beneficiary may also request
land receive a statement of benefit rights and benefit credits accrued.

j

In addition, the Internal Revenue Code would be amended to pro-
jvide that applications for qualification of employee benefit plans
i
(except for plans covering less than 26 persons) and annual returns

I filed with regard to these plans would be available to the public
;(sec. 706 (k) of the bill).

I

The disclosure and reporting provisions are to be effective January 1,

il974.

1 IX. FIDUCIARY STANDARDS

I

(Sees. 511 through 522 of the Senate bill and sec. 4974 of the Code)

Present law

A retirement plan trust ma}'- be qualified under the Internal Reve-
nue Code only if it is impossible under the governing instrument for

trust funds to be used for an}'- purpose other than the exclusive benefit
of the emplo3^ees or their beneficiaries (sec. 401(a)(2)). In addition,
a retirement plan trust will not be exempt from taxation if it engages
'in any of the specifically defined ''prohibited transactions" (sec. 503).

Under administrative rulings, an investment generally meets the

{"exclusive benefit" requirement if it meets the following standards:'

the cost of the investment does not exceed fair market value, a fair

return commensurate with the prevailing rate is provided, sufficient

liquidity is maintained to permit distributions, and the safeguards and
diversity that a prudent investor would adhere to are present. (IRS
PubHcation 778 (February 1972)).

"Prohibited transactions" include the lending of funds to certain

interested persons without receipt of adequate security and a reason-

able rate of. interest. Other prohibited transactions with disqualified
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persons include paj^^ment of excessive salaries, providing the trust's

services on a preferential basis, substantial purchases or sales of prop-
erty for other than adequate consideration, and engaging in any other
transaction which results in a substantial diversion of trust assets.'

If the trust engages in any prohibited transaction, it will lose its tax-

exempt status for at least one ye&v.

The Senate hill (H.R. 4W0)
Both the Welfare and Pension Plans Disclosure Act and the In-

ternal Revenue Code are to be amended to provide new standards of

conduct for fiduciaries of emploj'ee benefit plans (sees. 511 and 522 of

the bill). The Secretary of Labor is to have primary responsibilitj'' for

administering the general fiduciar}^ standards (such as the "prudent
man" rule described below) and for administering the investment
standards governing these plans.

The Secretary of Labor and the Internal Revenue Service both
would administer the fiduciary standards that prohibit certain specific

transactions ("prohibited transactions"). The Secretary of Labor
would have prhnar}^ responsibility to administer the prohibited
transaction provisions with regard to fiduciaries, and the Service
would have primarj'' responsibilit}'' with regard to parties in interest.

The Secretary of Labor would administer the fiduciary provisions
by bringing civil actions to surcharge a fiduciary (and ci^^l actions
could also be brought bj'' participants and beneficiaries). The Service
would impose an excise tax on parties in interest who participated in

a prohibited transaction. This excise tax would replace the prohibited
transaction provisions now in the Internal Revenue Code.
The fiduciary standards provided under the bill are outlined below.

The fiduciary standards of the bill generally would supersede State,;

standards of fiduciary conduct (sec. 699 of the bill)

.

A fiduciary would be required to act as a "prudent man acting in a
like capacity and familiar with such matters * * * in the conduct
of an enterprise of a like character and with like aims" (sec. 511 of the
bill). This "prudent man" rule would govern investing and other
conduct such as custody of assets, protecting plan assets from loss
or damage, etc. In addition, fiduciaries would be requu'ed to act in
accordance Avith plan documents and for the exclusive benefit of

participants and beneficiaries.

Investments by fiduciaries of plan assets would be governed by the
prudent man rule and also, in the case of securities of the employer,
by specific rules. Pension plans could have no more than 7 percent
of plan assets in employer securities. Profit-sharing, stock bonus,
thrift and savings, and similar plans would not be subject to this
limitation if the plan documents so provided. Also, leasebacks of real
property (and related personal property) to employers would be
treated the same as holding employer securities (sec. 511 of the bill).

Plans would be allowed ten years to divest themselves of excess
securities (and leases) now held. In addition, without the approval
of the Secretary of Labor a plan generally could not invest in assets
outside the jurisdiction of U.S. district courts (sec. 511 of the bill).

All of the provisions discussed up to this point woidd be enforced
by the Department of Labor, through civil actions.

I More stringent rules govern trusts benefiting owner-employees who control the business (sec. 503(g) of
the Code).
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Certain additional transactions invohang plan assets and parties in

interest would be specifically prohibited, under both the civil action

and tax provisions. These include leases, purchases and sales, ^ exten-

sion of credit and furnishing of goods and services between plans and

parties in interest. Prohibited transactions also would include use of

plan assets by or for the benefit of parties in interest, deaUngs with

plan assets in the interests of fiduciaries or parties in interest, and

receipt by fiduciaries or parties in interest of consideration from other

parties in connection with transactions involving plans. Additionally,

fiduciaries would be prohibited from representing or acting for other

parties with regard to the plan. Generally, the prohibition of these

transactions would in the case of fiduciaries be enforced by the Depart-

ment of Labor (and by participants and beneficiaries) by civil actions.

The prohibition of these transactions in sofaras parties in interest

are concerned is to be enforced by the Internal Revenue Service

by the imposition of excise taxes.

"Exemptions could be provided from the prohibited transactions.

The vSecretary of Labor and Secretary of Treasury jointly could exem]3t

classes of transactions or individual transactions from these pro-

hibitions. Any such exemption would be after published notice to

interested parties (and the opportunity to intervene) , and could only

be granted on joint findings that the exception is administratively

feasible, is in the interests of all plans involved, and protects the rights

of all participants and beneficiaries of these plans.

The bill also exempts specific transactions, generally allowing non-

discriminatory loans by plans to participants if the loans are ade-

quately secured and at^a reasonable interest rate, and allowing plans

to pay reasonable compensation to fiduciaries for services to the plan.

Additionally, it would not be a prohibited transaction to pay reason-

able compensation to parties in interest for office space or for other

services necessary to operate the plan, nor would it be prohibited for

an individual to serve as an officer, employee, etc., of a party in in-

terest. The bill also allows receipt by fiduciaries or parties m interest of

benefits as participants or beneficiaries in a plan. These exceptions

from the prohibited transaction rules would apply equally to the

civil action and tax provisions. • , ^ e

To prevent undue hardship, transition rules
_
are provided tor

situations where plans are now engadns; in activities which do not

violate current law but would be prohibited under the bill. Ten-year

transition periods would be available for the lease or joint use oi

property and for loans between a plan and party in interest under an

existing contract. Additionally, where property is now under lease or

joint use and qualifies for the ten-year transition rule, it could be sold

at arm's-length terms to a party in interest.
., • j <

Persons cWvicted of specified crimes -v^ould be prohioited from

serving employee benefit plans for five years after conviction or end

of imprisonment (unless the U.S. Board of Parole waives the prohi-

bition). Violation of this provision would be a crime subject to a

$10,000 penalty and one year imprisonment. Removal of trustees

would be throudi the Department of Labor and enforcement ot the

criminal penalties would be through the Department of Justice.

2 Transfer of mortgaged property in some cases would be treated as a sale or exchange.
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In the case of the provisions to be administered by civil actions

brought by the Secretary of Labor (or participants and beneficiaries),

fiduciaries (and certain parties in interest) who violate the fiduciary

standards would be liable to the plan for its losses or for the profits

they made as a result of the breach of fiduciary duty in which they
participated. Joint fiduciaries generally would have the duty to

prevent a breach by other fiduciaries, or could avoid liability for

surcharge by appropriate objection and notice to the Secretary of

Labor. Exculpatory agreements also would be prohibited.

Parties in interest who participate in taxable prohibited transac-

tions would be subject to a 5 percent excise tax on the amount in-

volved in a transaction for each taxable year (or part of a year) that

the transaction was not corrected. Additionally, if the transaction

was not timely corrected after notice, a party in interest who par-

ticipated in it would be subject to a 100 percent excise tax on the

amount involved. These taxes generally follow the format of the
excise tax on self-dealing with private foundations, enacted as part
of the Tax Reform Act of 1969.

These taxes would be nondeductible and payment would not
relieve parties in interest from their duty to the plan of correcting the
transaction.

Generally, all employee benefit plans established b}' employers or

emploj^ee organizations engaged in or affecting interstate commerce
would be subject to the Welfare and Pension Plans Disclosure Act.
However, the Welfare and Pension Plans Disclosure Act would not
applj?^ to government plans, workmen's compensation or unemploy-
ment compensation or disabilit}^ insurance plans, certain rehgious
organization plans, and plans maintained outside the U.S. primarily
for the benefit of employees who are not citizens of the U.S. (sec.

502 of the bill). Generally, all tax-qualified plans would be subject
to the excise tax on prohibited transactions (sec. 522 of the bill).

However, government plans and certain church plans would not be
subject to the excise tax.

The i:)rohibited transaction provisions are to go into effect on
January 1, 1975. The other fiduciary standard rules are to go into
effect January 1, 1974 (sec. 512 and 522 of the bill).

X. ENFORCEMENT
(Sees. 101, 102, 601, 641, and 691 through 699B of the Senate bill

and sees. 4975, 7476, 7477, and 7802 ofthe Code)

Present law

Plans which meet the requirements of the Internal Revenue Code
(e.g., exclusively for benefit of employees, nondiscriminatory in regard
to coverage and benefits, limit on contributions for self-emplo3^ed
persons under H.R. 10 plans) receive special tax treatment to foster
their growth. It is not necessary-, in order to receive this special tax
treatement, that a prior determination be obtained from the Internal
Revenue Service. However, to assist employers in then development of

plans or plan amendments, the Internal Revenue Service issues
determination letters that proposed plans or amendments qualif}'^ for the
special tax treatment. As a practical matter, since taxpayers generally
wish to be assured in advance that then* plans or amendments A\-ill
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qualify, they obtain prior determinations from the Internal Revenue
Service. Such a determination is with respect to the qualification of the
plan (sec. 401 of the code) and tax-exempt status of the related trust

(sec. 501 of the code).

Under the Internal Revenue Service's published procedures, this

determination generally takes the form of a determination letter from
a district director. The district director may request technical advice
from the national office on issues arising from a request for a deter-

j

mination letter. Also, the applicant may rec^uest national office

consideration of the matter if the district director does not act mthin
30 days from notice of intent to make such a request, or acts adversely.
Standards are set forth under which the national office is to deter-

mine whether it will entertain a request for consideration of a case.

One situation where a request will be entertained is where the con-
templated district office action is in conffict mth a determination made
in a similar case in the same or another district. The procedure pro-
vides for a conference in the national office, if it is requested by the

applicant. In addition, determination letters issued by the district

director are subject to post review procedure in the national office.

The Internal Revenue Service, besides granting prior deteimina-
tions, also administers the tax provisions of the Internal Revenue
Code relating to the continued qualification of pension and profit-

sharing plans. If a plan does not comply with the requirements of the

Internal Revenue Code, these special tax benefits are lost. Thus, to a
considerable extent, the provisions of the Code in this area are self-

enforcing (i.e., those in charge of a plan have an interest in seeing to

it that the plan continues to comply with the antidiscrimination re-

quirements, that the plan does not engage in prohibited self-dealing

transactions, and that it otherwise acts in such a manner to preserve

the complex of tax benefits to both the employer and the participants

and their beneficiaries)

.

In addition, the Department of Labor administers the Welfare
and Pension Plan Disclosure Act of 1958 (P.L. 85-832, as amended by
P.L. 87-420), discussed above, under Reporting and Disclosure.

The Senate hill (H.R. 4200)

The bill is designed to provide additional opportunities for redress

in case of disagreement with a decision of the Internal Revenue Service

on retirement plan matters. Both employees and employers will be
allowed to appeal determination letters issued by the Internal Revenue
Service to the United States Tax Court after exhausting their remedies

under the Internal Revenue Service's administrative procedures.

Employees as well as employers are to be allowed to participate in the

Service's administrative proceedings. If either the employer or the

employee exercises his right of appeal and requests the Tax Court to

issue a declaratory judgment, the other party is to have the right to

intervene in the proceedings.

All interested parties to the controversy are to have an opportunity

to participate in the administrative determination of the matter and

to have an opportunity to contest the Internal Revenue Service's

determination of the matter.
A second enforcement procedure under the bill requires an arbitra-

tion procedure to be provided in each employee benefit plan, for

settlement of claims under the plans. The Department of Labor will
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prescribe regulations for the type of arbitration provisions which are

to be inchided in the plans.

The bill establishes within the Internal Revenue Service a new
office, headed by an Assistant Commissioner, to be known as the

Office of Employee Plans and Exempt Organizations. This office is to

have the supervision and direction of the basic activities of the Internal

Revenue Service in connection with pension, etc., plans (governed by
sees. 401 through 414 of the code) and tax exempt organizations

(exempt from tax under sec. 501(a) of the code).

As discussed above (in Fiduciarj^ Standards), the Secretary of Labor
is to have primary responsibility in administering standards of conduct
with respect to fiduciaries by bringing civil actions to enjoin or remedy
a breach of conduct. The bill also provides that plan participants and
beneficiaries may bring civil actions to redress breaches of fiduciaiy

duties. The Internal Revenue Service is to have primary responsibility

for enforcing restraints on specified prohibited transactions Avith

respect to parties in interest, through an excise tax. Further, the bill

provides for an excise tax on violations of the funding standards and
on violations of the vesting standards.

The bill also provides for the imposition of a $1 audit-fee-excise

tax on the employer for each plan participant in a qualified emploA'^ee

plan to provide for Internal Revenue Service costs of administering
the retirement plan provisions. For purposes of administration and
collection of this tax, the emplojanent tax provisions of the tax law are

to be applicable. However, this tax is to be deductible as a trade or

business expense. The tax is with respect to participants of plans which
are ciualified under the tax laws and does not appl}' to agencies or in-

strumentalities of the United States, a State, or political subdivision.

The bill, in general, preempts State laws that "relate to the subject
matter regulated by this Act or the Welfare and Pension Plans Dis-
closure Act * * * ." However, general State regulatory (dealing with
insurance, banking) and criminal laws would continue to appl3^
The bill makes it illegal to discriminate against an}^ participant or.

beneficiary for exercising anj^ right to which he is entitled under the
bill.

XI. EMPLOYEE SAVINGS FOR RETIREMENT

(Sees. 701 and 706 of the Senate bill and sees. 72, 219, 408, 409 and
4960 of the Code)

Present law

Generally, an employee is not allowed a deduction for amounts
which he contributes from his own funds to a retirement plan. There
is no provision for an employee to establish his own retirement plan
with tax-free dollars. Also, while an employer's qualified plan may
allow emplo^^ees to contribute their own funds to the plan;^ no deduc-
tion is allowed for these contributions (except to the extent that tax
excludable contributions made in connection with salary reduction
plans, described below, may be viewed as employee contributions).
However, the income earned on employee contributions to an em-
ploj^er's qualified plan is not taxed until it is distributed.^

In the case of a salary- reduction plan, however, in the past employees
luive been permitted to exclude from income amounts contributed by

1 Cicuerallv, if the plan allows it, oiiiployccs may make voluntarv contributions to a qualified retirement
plan of up to 10 percent of compensation. I.R.S. Publication 778. p. 14 (Feb. 1972).

- At one time, Congress took the position that a contribution to an II. R. 10 plan on behalf of a selfH?m-
ployecl person was made half by the employer and half by the self-employed person: no deduction was
allowed for half of the contribution (the half regarded as "contributed by" the self-employed person). This
limitation (sec. 404(a) (10)) was repealed for taxable years after December 31, 1967.
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their employers to a pension or profit-sharing plan, even where the
source of these amounts is the employees' agreement to take salary
reductions or forego salary increases. If the plan met certain nondis-
crimination requirements, the Internal Revenue Service in the past
had taken the position in a few private rulings that, under certain
cu-cumstances, the amount of the salary reduction would be treated as
an employer contribution to a qualified pension plan, not taxable to
the employee (until benefits were received from the plan). The maxi-
mum amount that could be so treated generall}^ was 6 percent of com-
pensation.^

On December 6, 1?72, the Service issued proposed regulations (.37

Fed. Reg. 25938) which would change this result in the cas'e of qualified
pension plans by providing that amounts contributed by an employer
to such a plan in return for a reduction in the employee's total com-
pensation, or in lieu of an increase in such compensation, will be con-
sidered to have been contributed by the employee and consequently
will be taxable income to the employee.'' Public hearings have been
held on these proposed regulations but regulations in final form have
not yet been issued.

The Senate hill (H.R. 1^200)

In general.—Under the Senate bill, any individual who was not
covered during a j'ear as an active participant in a qualified retirement
plan, or a government plan (whether or not qualified), or a section

403(b) annuity plan,^ is to be permitted a deduction of $1,000 a year
from earned income, or (if greater) 15 percent of earned income up to

$1,500, for contributions to a personal retirement account. The bill

provides that the deduction in this case is to be from gross income, and
as a result can be taken even bv those taxpayers who also take the

standard deduction. Earnings on these contributions would also be
tax free (until actuall^^ distributed to the emplo3^ee as benefits from the

account)

.

In the case of a married couple, each spouse ma}'- establish his or her

separate retirement savings account and the $1,000 (or 15 percent-

Si,500) limitation is to be applied separately to the earned income of

each spouse. For this purpose, earned income is to be determined with-

out regard to State community property laws.

Under the bill, the employee can establish his own retirement savings

account, or the retirement savings can be made through the medium of

contributions by an enijiloyer (either in the form of additional com-
pensation provided by the emplo3^er or a salary reduction plan) if

there is no qualified, government, or section 403(b) plan in which the

employee in question is an active participant.

Where individual retirement accounts are set up by the emplo^^er,

the aggregate tax excludable contributions and tax deductible con-

tributions'by the employee (which are to be accounted for separately

3 111 the case of employees of tax-exempt charitable, educational, religious, etc., organisations and em-
ployees of public educational institutions, a specific statutory provision provides for employer contribu-

tions of up to 20 percent of compensation, times years of service, reduced by amounts previously contrilnUcd

bv the employer for annuity contracts on a tax excluded basis to the employee (see. 403(b)). The regula-

tions under the statute allow the employer contributions to be made under these salary reduction plans.

Antidiscrimination provisions that apply generally to qualified plans do not apply to those tax sheltered

annuities. The Senate bill does not affect the tax treatment of these contributions.
< The proposed regulations would not affei-t the tax treatment of contributions to certain qualified profit

sharing plans, v,iiere the conlributcd amounts are distributable only after a period of deferment: however it

was indicair<l that there would be reconsideration of the rulings permitting exclusion of such profit sharing

contributions. (Rev. Rul. 56-497, 1956-2 C.B. 284: Rev. Rul. 63-180, 1963-2 D.B. 189: Rev. Rul. 68-89, 1968-1

C.B. 402.)
5 If coiitributions were made on behalf of an individual under a plan during the taxable year, he would

generally be considered an active participant for that year.
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in the records of the account) are not to exceed $1,000 per j^ear,^

Of course, all benefits under the salary reduction plan are to be \

immediately vested, since the contributions, in effect, either represent \

compensation to the employee or come from his own funds.

Requ.irements for an individual retirement account.—If an individual

washes to establish an individual retirement account, the trustee of the '

account would have to maintain, under the pro^^sions of a written

governing instrument, a separate accounting of the individual's con-
tributions, the earnings on them, and the distributions made either to-

the individual involved or to his beneficiaries. The balance in the

account could, for example, be invested in insurance annuity contracts,,

in a common trust fund managed by a bank, in a savings account with
a savings and loan institution or a credit union, or in stock of a mutual
fund. However, in any case, the funds must be held bj^ a bank or other

person who establishes to the satisfaction of the Service that the man-
ner in which it will hold the balance in the account is consistent wath
the intention of the new provision. The funds might be held in a trust,,

a custodial account, an annuity contract, or any similar arrangement;
approved hj the Secretarj^ of the Treasury.
The bill also contains a number of other provisions designed to-

ensure that the accounts will be used for retirement savings, man}^ of

which are similar to requirements which are alread}^ in the law with 1

respect to H.R. 10 plans.

For example, the written governing mstrument is to provide that '

no contributions in excess of the deductible limit can be made to the

plan. Any excess contributions inadvertently made would have to be
refunded to the individual with interest within 6 months after notice

of the excess contribution was sent by the Internal Revenue Service.

If the excess contributions were not repaid, the account would be
disqualified for that year and all succeeding taxable years. In this

case, the individual would also be requii'ed to take into income the

assets of the account (valued as of the first day of the taxable year in

which the account became disqualified), reduced by any contributions
in the account for the current year (for which deductions are denied).

In addition to the rules on excess contributions, the written instru-

ment is also required to provide that no distributions can be made to

the individual prior to age 593^, except in the event of death or dis-

ability. On the other hand, under the bill, the plan is required to begin
distributions not later than the year during which the individual attains ^

the age of 703^, and distributions then have to be made at least on a
ratable basis over the remaining lifetime (or period of life expectancy)
of the individual, or of the individual and his spouse. After age 703 2, <^n

excise tax of 10 percent a 3^ear is imposed on the proportion of the
individual's account that represents the amount that should have been
(but Avas not) distributed. Also, under the bill, no tax deductible con-
tributions could be made to the account during or after the taxable
year chiiing which the individual attains the age of 70^ 2-

If the individual establsihjng the account dies before his entire

interest in the account has been ilistributetl to him, the governing
instrument is generally to require that the undistributed assets be

'' Any ainmint fleductil^lp or pxclndal)lp tinder thesp provisions is not to be considered to he part of the
pinployee's investment in tlip contract for purposes of coTnpiitinjz tlie taxahle part of the distribution, since
all of the contributions would be nia(ip. in cffpct. witli tax-free dollars. If contributions in. pxcess of tliese

limits are made, the employpr is not to rpceive a dediiclion for the excess co/itribution, and all excess would
have to lie repaid to the employer.
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distributed, or be applied to the purchase of an annuity for his bene-
ficiaries, within 5 years after his death. However, this rule does not
apply if distributions began prior to his death, and the account was
to be completely distributed over a period not exceeding the life

expectancy of the individual and his spouse (measured as of the time
when distributions from the account began).

In addition, if the assets of the account are invested in an insurance
contract, the governing instrument must provide that any refunds of
premiums are to be held by the insurance company and appUed toward
the payment of future premiums or the purchase of additional bene-
fits within the current taxable 3rear or the next succeeding year.

Premature distributions.—Premature distributions frustrate the
intention of saving for retirement, and the bill, to prevent this from
happening, imposes a penalty tax. If a premature distribution from
the account is made before the individual attains the age of 59}^,
the distribution is subjected to a penalty tax of 30 percent of the
amount of the taxable distribution.^ This is in addition to any other
income taxes payable on this distribution, and would not be offset by
an3^ tax credits. Also, this tax would not be treated as reducing the
individual's tax liabihty under the minimum tax provisions (sec^ 56).
The penalty tax is not to apply in the event of distribution due to

death or disability.

To permit flexibiUty with respect to the investment of an individual
retirement account, the bill provides that money or property ma}^ be
distributed from an individual retirement account, without payment
of tax, if the same amount is reinvested by the individual within 60
daj^s in another qualif^dng individual retirement account.

Taxation of heneficiaries.—Generally, the proceeds of an individual
retirement account are to be taxable to the individual when distributed.
Since the contributions to the account will be made with tax free
dollars, the employee's basis in the account will be zero.
The amounts distributed to the individual are not to be eligible for

capital gains treatment, and the special averaging rules applicable to
lump sum distributions (under sec. 72) are not to be available. How-
ever, the individual would be permitted to use the general averaging
rules (sec. 1301).

If any individual borrows money, pledging his interest in the re-

tirement account as security, the portion pledged as security is to be
treated as a distribution from the retirement account to the individual.
Any contribution to an individual retirement account, or any income
of the account, applied to the purchase of current life insurance pro-
tection under any retirement income, endowment, or other life insur-
ance contract also will constitute income to the individual.
For purposes of the estate and gift taxes the amounts in individual

retirement accounts are not to be excluded from tax (sees. 2039(c) and
2517).

Other rules.—Under present law, if an asset of an individual is

transferred pursuant to a divorce settlement, the individual is deemed
to realize gain on the difference between his basis in the asset and its

fair market value at the time of the transfer (if the asset has appreci-

ated). Under the bill, if an individual retirement account is transferred

" The distribution wotild not, however, be subject to the penalty provided under section 72(m)C5) for

prematm-e distributions to owner-employees.
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to the individiiars spouse pursuant to a divorce decree, or settlement

agreement, this transfer is not to be taxable under the bill.

Qualified retirement bonds.—In addition to the various types of

investment described above in which an individual retirement account
can be placed, the bill also provides that these amounts may be t

invested annually in retirement bonds to be issued by the Govern-
ment. The bonds are to be issued under the Second Liberty Bond
Act and provide for the accumulation of interest until the time of

redemption. In conformity with the general provisions for individual

retirement accounts, the bill provides that the bonds generally can be
cashed only after the individual has reached the age of 59}^ years, or

if he becomes disabled or dies before that age.^

Consistent with the general rules for individual retirement accounts,

the bill provides that the bonds are to cease to bear interest when the

individual reaches age TOVo- Ii^ addition, during that year the indi- -

vidual is also required to take any of these bonds he is still holding into

income, even if he does not cash them in.

Also the bill provides that bonds are to cease to bear interest not
later than live years after the death of the individual in whose name
the bonds have been issued.

The bonds are to be issued in the name of the individual who pur-
chases them for his retirement and are not to be transferrable, under
any circumstances, except to his executor in the event of his death (or

to a trustee for his benefit in the event he became incompetent to

manage his own affairs). For exampl*, the bonds could not be pledged
{

for the pajanent of debts, and could not be assigned to a trustee in

bankruptcy. Also, the bonds could not be awarded to the individual's

spouse as the result of a divorce settlement.

When the bonds are redeemed, the full proceeds of the bonds, in-

cluding any interest earned on them, is to be treated as ordinary
income to the individual, whose basis in the bonds would be zero.

However, if the individual chose to do so, he could treat this income
under the general averaging provisions of the tax law (sec. 1301
et seq.).

Salary reduction and cash or deferred 'profd-sharinrj jdans.—As dis-

cussed above, until recently, tlie Internal Revenue Service had taken
the position that amounts contributed to a ciualificd retiiement plan on
a salary-reduction basis could, under certam conditions be considered
as tax excludable employer contributions to the plan. Under the bill,

this treatment is continued with respect to contributions to a Cjualified

l)ension or profit-sharmg plan made prior to January 1, 1974. There-
after, as is already true under i^iresent law in the case of emploj^ee con-
tributions under the Federal Civil Service Retirement Plan or similar
government ])lans, contributions which are reall}'^ employee contribu-
tions (\\'hether reciuned to be made or made at the individual option of

the employee in return for a reduction in his compensation, or in

lieu of an increase in such compensation) are to be treated as such and
will no longer be excludable from income by the employee. The only
modification in this rule is that where an individual is not covered by
a qualified plan, a government plan, or a sec. 403(b) annuity plan,
emploA^er contributions of up to $1,000 per annum can be made to
an individual retirement account under a salary reduction arrange-

Such a bond could be redeemed within 12 months after issuance, but no interest is payable if it is

redeemed in that period;
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iiient. Income earned on amounts contributed under a salary reduction
])lan prior to 1974 would for the future remain tax exempt as also
would the earnings of these amounts.

Section 403(b) annuity plans.—Under present law, the proceeds of a
section 403(b) annuity plan, for the benefit of teachers or employees
of tax-exempt organizations, may be invested only in insurance con-
tracts. The Senate bill provides that the assets of these accounts may
also be invested in mutual funds, under appropriate custodial re-
strictions.

Effective date.—These provisions will apply with respect to taxable
years beginning after December 31, 1973.

XII. LIMITATION ON CONTRIBUTIONS

(Sees. 702, 704, and 706 of the Senate bill and sees. 72, 401, 404, 412,

414, and 1379 of the Code)
Present law

Under present law, different rules are provided for employer and
employee contributions in the case of plans for self-employed indi-

viduals (H.E. 10 plans), plans of "regular" corporations, and plans of

electing small business corporations (subchapter S).^ These are de-
scribed below.
H.R. 10 plans.—The amount of deductible contributions to an

H.R. 10 plan on behalf of a self-employed person cannot exceed the
lesser of 10 percent of his earned income- or $2,500 (sec. 404(e)). In
addition, nondeductible contributions may be made in certain cases,

but these contributions on behalf of owner-emp.oyees may not exceed
the lesser of 10 percent of earned income or $2,500. Allowable volun-
tary contributions by employees of self-employed individuals must
be at least proportionate to allowable voluntarv contributions for self-

employed (sec. 401 (e)(1) (B)(ii)).

''Regular" corporate plans.—In the case of a "regular" corporate
plan there are no limitations on how mvich may be contributed b}^ the

employer. There are, however, limitations on the amount of the con-

tribution that is deductible. Different limitations apply to profit-

sharing and stock bonus plans and to pension plans.

In the case of profit-sharing or stock bonus plans, the amount of

the contribution that is allowable as a deduction is not to exceed in the

aggregate 15 percent of compensation to emploj^ees covered under the

plan. Contributions in excess of the 15-i)ercent limitation may be
carried over to future years. In addition, within certain limits, to the

extent that an emplo^-er does not make the full 15-percent contribution

in one j^ear he may increase the amount of his deductible contribution

in a future year.

In the case of pension ])lans, the amount of the contribution that is

deductible is not to exceed 5 percent of the compensation to emplo^^ees

covered under the plan, plus the amount of the contribution in excess

of 5 percent of compensation to the extent necessary to fund normal
pension costs and remaining past service costs of all employees under

1 All the types of plans must, in addition to the rules described helow, meet the general reasonable compen-
sation tests (sec 162) The statute does not suecifv limitations on the benefits which may lie paid under a

qualified pension plan. However, in Rev. Rul. 72-3, 1972 -1 CB, 105, tlie Internal Revenue Service ruled that

pension benefits from a qualified pension pla;i are intended as a substitute for compensation, and that in

general a plan which provides benefits in excess of ^n employee's compensation is therefore not qualified.

2 "Earned income" is generally defined as being equivalent to "net earnings from self-employment"'—the

kind of income that may be saljject to .self-omployraont taxes in lieu of FICA taxes (sees. 40Uc) (2) and 1402).
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the plan as a level amount or as a level percent of compensation. In the

alternative, the taxpayer may compute the limit on his deductible con-

tributions by limiting his deduction to his normal cost for the plan
plus 10 percent of the past service cost of the plan (sec. 404(a)). In
practice, these limitations have very little effect in limiting contribu-

tions to regular corporate pension plans.

Where an emplo^^er contributes to two or more retirement plans

which are governed by different limits on deductions (pension, profit-

sharing or stock bonus, or employee annuities), the total amount
annually deductible under the plans cannot be more than 25 percent

of compensation otherwise earned by the plan beneficiaries. If any
excess is contributed, it may be deducted in the following year; the

maximum deduction in the following year (for canyover and current

contributions together) is .30 percent of compensation. A carryover is

available for additional excess contributions which are deductible in

the succeeding taxable years in order of time.

Subchapter S plans.—The limitations on the deductibility of con-

tributions to a subchapter S corporation plan are the same as those in

"regular" corporate plans. However, a shareholder-employee (an

employee who owns more than 5 percent of the outstanding stock of

such a corporation) must include in his gross income the amount by
which the deductible contributions paid on his behalf exceed the

lesser of 10 percent of his compensation or $2,500 (sec. 1379(b)).

Professional corporations.— Generally, lawyers, doctors, account-
ants and certain other professional groups in the past have been un-
able to carry on their professions through the form of corporations
because of the personal nature of their responsibility or liability for

the work performed for a client or patient. Consequently, their con-
tributions to retirement plans were limited by the rules governing self-

employed persons. In recent years, however, all States have adopted
special incorporation laws which provide for what are generally
known as "professional corporations." These have been used increas-
ingly by groups of professional persons, primarily to obtain the more
favorable tax treatment for pensions generally available to corporate
employees. The Treasury Department, in the so-called Kintner reg-

ulations, held that professional corporations were not taxable as

corporations. A number of court cases, however, have overturned the
regulations and the Service has now acquiesced and generally recog-
nizes these professional corporations as corporations for income tax
purposes.

The Senate bill (H.E. 4200)
H.R. 10 plans.—The Senate bill increases the maximum deductible

contribution on behalf of self-employed persons to the lesser of $7,500
or 15 percent of earned income. (A similar, although not identical, rule
is applied in the case of defined benefit pension plans.) However, no
more than the first $100,000 of earned income may be taken into
account in applying the percentage limits. The $100,000 ceiling on
the earned income rate base means that a self-employed person with
more than $100,000 income will have to contribute" at a rate of at

least l\i percent on behalf of his employees if he ^^•ishes to take the
full $7,500 deduction on his own behalf (in order to comply with the
antidiscrimination requirements.)^ The Senate bill also contains a

' Tile limitfilions on iiondeduclihlp contrilnitions on bohnlf of owner-employees in a self-employed plan is

noi increased, however.
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minimum as to the amount self-emplo^^ed individuals may set aside
each year as a deductible contribution to a pension plan even though it

exceeds the otherwise applicable percentage limitation. Each year a
self-employed individual may set aside as a deductible contribution up
to $750 out of his earned income even though this exceeds 15 percent
of his earned income.

Also, the Senate bill contains a formula which would allow the
self-employed, in effect, to translate the 15 percent-$7,500 limitation
on contributions, to which they would otherwise be subject, into
limitations on benefits which they could receive under a defined benefit
plan.

Under the formula, the basic benefit for the emploA^ee (in terms of a
straight life annuity commencing at the later of age 65 or 5 years from
the time the participant's current period of participation began, with
no ancillary benefits) is not to exceed the amount of the employee's
compensation which is covered under the plan (up to a maximum of

$50,000)* times the percentage shown on the following table.

Age at start of current period of participation

:

Percentage

30 or less 6. 5
35 _. _ 5.4
40 4. 4
45 3. 6

50 3.

55 2. 5

60 or over
'

2.

The percentages in early years are higher to reflect the fact that con-
tributions made during these time periods earn interest for a longer
period prior to retirement than contributions made in later years.

To illustrate how this formula would work, assume that a self-

employed person enters a defined benefit plan at age 30, and par-
ticipates in the plan for 5 years, with income covered under the plan
of $20,000 per annum. At age 35, he leaves the plan, but at age 50,

he again becomes a participant. For the first 5 years his covered income
is $30,000 per year, then $40,000 for the next 5 years, and finally

$50,000 for the last five years prior to his retirement.

The benefit would be computed as follows:

Compensa-
tion

per year Rate

Beneft
earned

per year

Total

benefit

30 to 35 $20,000 6.5 $1,300 $6,500

50 to 55 " 30,000 3.0 900 4,500

55 to 60 40,000 3.0 1,200 6,000

60to65 V. 50,000 3.0 1,500 7,500

Total 24,500

Thus, the maximum benefit which could be paid to that individual

under that plan in the form of a single life annuit}^ commencing at age

65 with no ancillar}^ benefits would be $24,500 per year.

In adchtion, the Senate bill contains a provision generally limiting

the annual benefits which can be paid out under defined benefit plans

to 100 percent of the participant's average compensation from the em-
ployer during his highest 3 consecutive years of earnings adjusted for

changes in the cost of living.

4 For purposes of thp antidiscrimination rule;

into account is $100,000.

,
tlie maximum amount of compensation wliich is to be taken
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Another provision of the Senate bill would allow self-employed indi-

viduals, in effect, to pool their contribution limitations. In effect, a

plan could provide that the senior partners in a law firm could accrue
more than their share of retirement benefits, if the more junior

partners accrued less than their share, the benefits do not result in

prohibited discrimination, and the overall contribution limits were
met. In such a case, however, the 75-percent—$100,000 limit on
corporate plan benefits (described below) would also apply.

Contributions by self-employed persons (and other cash basis tax-

payers) would be deductible, under the Senate bill, if they were made
at any time up to the point when the Federal income tax return for

the year in question is due (whereas, under present law, the contribu-

tions must be made b}^ the end of the taxable year). Also, the Senate
bill would permit owner-employees to withdraw their voluntary con-
tribution to a self-emplo3^ed plan prior to retirement, without penalty,

whereas, under present law, this may not be done by owner-employees
(although it may be done by other participants).

Corporate plans.—The Senate bill imposes limitations on the con-

tributions which may be made or the benefits which may be paid under
qualified corporate plans for all employees.^
Under the Senate provisions, in the case of a defined benefit plan,

no deduction is allowable for contributions in excess of those necessary
to fund (from employer contributions and the earnings thereform), a

basic benefit in the form of a straight-life annuity commencing at age

65 (with no ancillorj^ benefits), in excess of 75 percent of the partici-

pant's average high-three 3^ear compensation from the employer,
not in excess of the first $100,000 per Aear. In other words, the basic

pension benefit from employer contributions cannot exceed $75,000
per year. (To the extent that employee contributions are made the

$75,000 limit could be exceeded.) This benefit would have to be funded
over at least a 10-year period and in the case of employees who
participated in the phm for less than 10 years, the maximum permissi-

ble benefit would be scaled down proportionately.
In the case of a defined contribution plan (a money purchase pen-

sion, profitsharing, or stock bonus plan), the corporation would be
permitted to make deductible contributions sufficient to fund for the

emplo}' ee a pension on tliis same 75 percent of average high-three year
pay basis. For example, if an employee had an average high three
years salary of $50,000, this figure would be multiphed by 75 percent

($37,500) to determine the maximum amount of pension the employee
would be entitled to receive. The amount of contributions needed to

fund this size pension would then be computed. First, the amount of

the pension would be multiplied; by a conversion factor of 10 (in the
case of a basic benefit commencing at age 65) to determine the total

funding which will be needed to provide "the pension at age -65 ($375,-

5 The bill as voported by the Senate Finance Committee would, in general, have made certain corporations,
tlio=;e having "proprietary employees." subject to essentially the same niies and limitations on contributions
which are imposed under the tax law on H.R. 10 plans. In general, a "proprietary employee" would be any
individual owning at least 2 perceni of the voting slock or total stock in 1he corporation, where all proprietary
employees wlio are active participants, as a class, had at least 25 peitt-nt of the value of the accrued benefits
under the plan. The philosophy of this provision was that corporate plans which came withni this description
resembled self-employed plans more closely in essential respects tlian other types of corporate plans, thus
justifying a distinction in the type of tax treatment to be alTorded. On the Senate floor, however, these dis-
tinctions between different types of corporate plans were eliminated, and instead, a provision was adopted
imposing certain limitations on all corporate plans.
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000). Second, from this amount ($375,000) will be subtracted any
amounts already contributed by the employer on behalf of the em-
ploj^ee (together with the past earnings on these contributions and the

assumed interest which will be earned in future j^ears on these contri-

butions before the employee's retirement). The difference between
these two amounts is called the "unfunded limitation balance" and
(subject to certain other limitations imposed under present law) the

emplo3^er may deduct contributions which, together mth 6-percent

earnings on these contributions, will be sufficient to build up to a

$375,000 balance by the time the employee reaches normal retirement

age.

If the corporation has both a defined benefit plan and a defined

contribution plan, the maximum benefit payable under the defined

benefit plan would have to be reduced in proportion to the amount
of the benefit which was funded through the defined contribution

plan.

Subchapter S corporations.—^Under present law (sec. 1379 of the

Code), as described above, shareholder employees of subchapter S
corporations are subject to contribution limitations which are very
similar to the limitations imposed on self-employed individuals. Under
the Senate bill, these provisions would be repealed, and subchapter

S corporations would be subject to the same limitations as other

corporations.

Money purchase plans.—The Senate bill contains a provision that

tax excludable contributions to a money purchase plan cannot exceed

20 percent of the employee's compensation. Any additional contribu-

tions on behalf of the employee must be included in income by him.

Any amount included in gross income under this provision would
be considered as part of the employee's investment in the contract

for purposes of computing the taxable amount of a distribution from
the plan to the employee. However, these contributions would be

considered to be made by the employer for purposes of qualification

of the plan. If the employee's rights under the plan should terminate

before tax excludable payments under the plan equaled the amounts
included in gross income under this provision, a tax deduction would

be allowed equal to the unrecovered contributions.

Custodial accounts.—Under present law, a custodial account may be

treated as a qualified trust, but only if the custodian is a bank, and the

investments are made solely in the stock of regulated investment com-

panies, or solely in annuity, endowment, or life insurance contracts

(and certain other conditions are met) (sec. 401(f)). The Senate bill

would allow the custodian of the account to be someone other than a

bank; however, the custodian would have to establish, to the satis-

faction of the Internal Kevenue Service, that it would manage the

assets of the account in a manner consistent with the intention of the

tax law. Also, the Senate bill would provide that someone other than

the trustee or custodian, including the employer, can have authority

to control the investments of the plan account, either by directing the

investment policy of the plan, or by exercising a veto power.

Effective date.—Generally, these provisions will take effect in years

beginning after December 31, 1973.
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XIII. LUMP-SUM DISTRIBUTIONS

(Sec. 703 of the Senate bill and sees. 72, 402, and 403 of the Code)

Present law

Retirement benefits generall}^ are taxed under the anniiit^^ rules

(sec. 72) as ordinary income when the amounts are distributed, to the

extent they do not represent a recovery of the amounts contributed by
the employee. However, an exception to this general rule under the law
in effect before the Tax Reform Act of 1969 provided that if an em-
ployee's total accrued benefits were distributed or paid from a qual-

ified plan within one taxable j^ear on account of death or other sep-

aration from service (or death after separation from service), the tax-

able portion of the pa^^ment was treated as a long-term capital gain,

rather than as ordinary income.
The capital gains treatment accorded these lump-sum distributions

allowed employees to receive substantial amounts of deferred com-
pensation at more favorable tax rates than other compensation re-

ceived currentl}'-. The more significant benefits under this treatment
apparently accrued to taxpayers mth adjusted gross incomes in excess
of $50,000, particular!}^ in view of the fact that a number of lump-sum
distributions of over $800,000 have been made.
To correct this problem, the Tax Reform Act of 1969 provided

that part of a lump-sum distribution received from a qualified em-
plo^'-ee's trust Anthin one taxable 3'^ear on account of death or other
separation from service (or death after separation from service)

is to be given ordinary?" income treatment, instead of the capital gains
treatment it had been given under prior law. The ordinary income
treatment applies to the taxable portion of the distribution (i.e., the
total distribution less the emplo3^ee's contribution) which exceeds the
sum of (a) the benefits accrued during plan^^ears beginning before 1970,
and (b) the portion of the benefits accrued thereafter which does not
consist of emplo3'er contributions (sec. 402(a)(5) and 403(a)(2)(c)).'.

The 1969 Act provided a special limitation in the form of a seven-
3'ear "forward" averaging formula which applies to the portion of the
lump-sum distribution treated as ordinary income. An employee (or

beneficiarj^) is eligible for the special 7-year forward averaging pro-
vision if the distribution is made on account of death or other separa-
tion from service (or death after separation from service) \ and, in the
case of receipt by an emplo3^ee, if he has been a participant in the plan
for 5 or more taxable j^ears before the taxable year in which the dis-

tribution is made. ^
, .,

The Senate hill {HM. 4200)
The Senate bill substitutes for the computational procedlire pro-

vided under the 1969 Act a new procedure designed to simplify the
calculations required to determine the tax while preserving revenues at
at least as high a level as they would be under the proposed regidations.

Under the Senate bill the portion of the distribution attributable to
post-1973 value, in excess of the employee's OAvn contributions,- is to be
taxed as ordinary income, but the tax"^is to be determined separately
from any other income which he may have and is to be eligible for 15-

1 Self-employed taxpayers, on the other hand, continue to he eligible for their special 5-veai- forward aver-
aging only on lump-sum distributions received on account of death, disability as defined in sec. 72(m)(7) of
the Code, or if received after age 59)^ and, in the case of receipt by an employee, after at least 5 years of
participation.
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year averaging-. The portion of the contribution attributable to pre-

1974 vakie is to receive capital gains treatment and is to be included
with the taxpayer's other income in determining his tax liability for the
year of the distribution.

In computing the ordinar}^ income element on the post-1973 value,

a special minimum distribution allowance is to be provided to give
assurance that the tax on relatively small lump-sum distributions will

not be appreciabl}^ more than under present law. This allowance is half

of the distribution up to $20,000. Above that level, it is phased out on a
$1.00 for $5.00 basis with the result that it is entirel}^ eliminated for

distributions of $70,000 or more.
In determining the ]3roportion of a distribution attributable to pre-

1974 value (and, therefore, eligible for capital gains treatment) and
the portion attributable to post- 1973 treatment (and therefore treated

as ordinary income but with 15-year averaging), the bill provides that
the allocation is to be made on the basis of the amount of time in which
the employee was covered by the plan before 1974 and after 1973.

In order to treat all distributees the same, all computations of tax

on the 15-year averaging ordinary income portion are to be made on
the basis of the tax schedule for unmarried individuals.- For this pur-

])ose, community property laws are to be ignored, and as a result, a

distributee in a community propert}^ State is to compute his tax on the

basis of the entire amount of the distribution.

The bill provides that where the distributee accrued part of the

value of his lump-sum distribution as a regular corporate employee and
part as a self-employed individual, the 5-year averaging available for

self-emplo3^ed individuals is to be used for the entire distribution if

the number of A^ears while he was covered as a self-employed individual

exceeds 50 percent of the total time he was a participant in the plan.

Otherwise, the 15-year averaging rule is to apph^ to the entire amount.
To protect against possible tax avoidance possibilities the bill pro-

vides that distributions made during the previous five years are to be
included in the 15-year averaging computation for purposes of determ-
ining the tax on the last distribution. When the total tax is determined,

however, the amount of tax liability on any earlier distributions is to

be subtracted and the tax on the final distribution is to be the re-

mainder. All distributions made within the prior five years to the same
distributee are to be subject to this 5-}' ear lookback rule.^

The computation of the ordinary income element in the lump-sum
distribution is to take into account an}'^ annuity purchased for the

distributee in the 3^ear of distribution (or in the prior five years where
the lookback provision applies). The value included for purposes of

the annuity is its cash surrender value. Although the value of the

annuity is included for purposes of determining the tax on the re-

mainder, its value is not taxed as a part of the lump-sum distribution.^

No changes are made with respect to the basic tax treatment of

distributions of employer securities.

2 Distributees in coniDuting tlie tax on their other income (including the capital gain element of the dis-

tribution) may use any' appropriate tax schedule. They may also use, when appropriate, the regular 5-year

averaging method for the tax on this other income.
.

3 For this pm-pose, the five years is to be measured from the time the distribution is reported to the in-

sm-ance Corporation for purposes of the plan termination insuiance provisions described above.




