February 23, 2006

Yia Facsimile (202) 622-0236

Mr. Tom Reeder

Acting Benefits Tax Counsel
Department of the Treasury
1500 Pennsylvania Avenue NW
Washington, DC 20220

Re:  Vesting Rule in Final 401(k) Regulations
Dear Tom:

The undersigned hereby respectfully request that the Treasury Department change one
part of the final regulations under Internal Revenue Code section 401(k). The regulation that we
request be changed is Regulation section 1.40(k)-1(c)(1). Specifically, we request that the “(2)”
be eliminated after “section 411(a)” in the first (and only) sentence of Regulation section.401k-
1(c)(1). The reasons for our request are provided below.

Background. Internal Revenue Code section 401(k) contains requirements applicable to
cash or deferred arrangements. The only vesting rule in Code section 401(k) is Code section
401(k)(2)(C), which requires that an employee’s right to his accrued benefit derived from
employer contributions made to the plan’s trust pursuant to the employee’s election be
nonforfeitable.

Prior to December 29, 2004, final regulations issued under Code section 401(k) (that
were issued in final form in 1994) provided the following regarding Code section 401(k)(2)C):

General rule — A cash or deferred arrangement satisfies this paragraph (c)
only if the elective contributions meet each of the following requirements: ... (i)
The contributions are disregarded for purposes of applying Section 411(a) to other
contributions or benefits.

See prior Regulation section 1.401(k)-1(c). Note that there was no “(2)” after “41 1(a).”

On July 17, 2003, proposed regulations were issued under Code section 401(k) to replace
the existing 1994 final regulations. The proposed regulations made changes needed due to
statutory changes made since the existing final regulations were issued in 1994. Concerning
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Code section 401(k)(2)(C), similar to the existing final regulations, the proposed regulations
provided (in section 1.401(k)-1(c)(1)) the following:

(¢) Nonforfeitability requirements — (1) General rule. A cash or deferred
arrangement satisfies this paragraph (c) only if the amount attributable to an
employee’s elective contributions are immediately nonforfeitable, within the
meaning of paragraph (c)(2) of this section, are disregarded for purposes of
applying section 411(a) to other contributions or benefits, and the contributions
remain nonforfeitable even if the employee makes no additional elective
contributions under a cash or deferred arrangement.

Without any advance notice that would have given plan sponsors and other interested
parties the opportunity to comment, the final regulations that were issued on December 29, 2004
(i.e. Regulation section 1.401(k)-1(c)(1)) changed the existing regulations concerning Code
section 401(k)(2)(C) by adding the “(2)” after “section 411(a).” The preamble to the final
regulations describes the reason for the change as follows:

The final regulations reflect the statutory requirement that elective
contributions to a qualified CODA be immediately nonforfeitable. However, the
final regulations clarify that the reference to these contributions being
“disregarded for purposes of applying section 411(a) to other contributions” is
limited to being disregarded for purposes of section 411(a)(2). Thus, for
example, elective contributions under a qualified CODA are taken into account
for purposes of determining whether a participant is a nonvested participant for
purposes of section 411(a)(6)(D)(iii).

The change, which we believe is not justified under the law, necessitates counting all
years of service for an indefinite period of time with respect to any terminated employee who
made elective deferral contributions to a plan but did not vest in employer matching
contributions or profit sharing contributions. Such a recordkeeping requirement can be
substantial. It should be required only if the law mandates it. For the following reasons, we
believe that the law does not mandate such a requirement.

The Code and the Legislative History. As mentioned above, the only vesting rule in
Code section 401(k) is section 401(k)(2)(C). That rule simply requires that elective deferral
contributions be fully vested at all times. It requires nothing more.

Code section 411(a)(2) relates to vesting of accrued benefits “derived from employer
contributions.” The pertinent substantive issue is whether an elective deferral contribution under
Code section 401(k) is an accrued benefit derived from employer contributions for purposes of
the vesting provisions of Code section 411(a). The legislative history of Code section 41 1(a) and
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the Employee Retirement Income Security Act of 1974 (ERISA), section 2006 of ERISA and the
language of Code section 411(a) evidence that elective deferral contributions under Code section
401(k) are not accrued benefits “derived from employer contributions” for purposes of the
vesting provisions of Code section 411(a).

When ERISA was enacted in 1974, Code section 401(k) did not exist. Prior to ERISA,
the Treasury Department had issued three Revenue Rulings, 56-497, 63-180 and 68-89, that
permitted contribution of profit-sharing amounts to a qualified plan via elective deferral. In
1972, a proposed regulation was issued that treated elective deferral contributions as employee
after-tax contributions. That proposed regulation was section 1.402(a)-1(a)(1)(@). A copy is
enclosed.

When ERISA was enacted, the proposed regulation (§1.402(a)-1(a)(1)(i)) was essentially
codified, subject to an exception for existing deferral arrangements adopted in accordance with
Revenue Rulings 56-497, 63-180 and 68-89. See enclosed ERISA Section 2006, and pertinent
language from Senate Report 93-383 and House Conference Report 93-1280.

Substantively, 401(k) elective deferrals are employee contributions, because they are
sourced from the employees’ paychecks. In 1974, with the exception of the above-mentioned
grandfathered amounts (i.e. pursuant to ERISA Section 2006), the only employee contributions
that were lawfully recognized under the Code and ERISA were after-tax (thrift) contributions.

The legislative history of ERISA and the Revenue Act of 1978 evidence that the intention
of the drafters of ERISA was that vesting of accrued benefits meant vesting of benefits derived
from employer contributions (i.e. employer money) and not employee elective deferral
contributions. See enclosed legislative history. When Code Section 401(k) was added in 1978,

elective deferrals effectively became employee contributions for purposes of Code Section
411(a).

Since 1974, section 411(a)(1) has always provided that an employee is fully vested in his
own contributions. Since 1974, Code section 411(a)(2) has always provided a vesting schedule
that applies to employer contributions. For these purposes, elective deferrals cannot be deemed
subject to Code section 411(a)(2). The provisions of Code sections 41 1(a)(3)-(6) relate to Code
section 411(a)(2), and the “years of service” provision included therein. For example, as it did
immediately following ERISA’s enactment, section 411(a)(4) begins as follows: “In computing
the period of service under the plan for purposes of determining the nonforfeitable percentage
under paragraph (2)...” Code section 411(a)(6)(D), which is cited by the preamble to the
December 29, 2004 final regulations, begins (as it began immediately after enactment of
ERISA): “For purposes of paragraph (4)...” Thus, it would be unreasonable to suggest that
elective deferrals are employer contributions derived from employer contributions for purposes
of section 411(a)(4) and section 411(2)(6). (The entire purpose of section 41 1(a)(4) and section
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411(a)(6) is to set forth rules to specify when vesting service credit is required. Full vesting is
always required with respect to elective deferrals.) Code Section 41 1(c) does not impact this
result, given the foregoing history. Accordingly, the applicable provision of the final regulation
(i.e. the “(2)”) should be disregarded as an invalid interpretation of applicable statutory law. Cf
Goodson-Todman Enterprises, Ltd. v. Commissioner, 84 T.C. 255 (1985).

The Procedural Change Is Unlawful. The inclusion of the “(2)” after “section 411(a)”
in the final regulations, when such provision was not included in the proposed regulations or the
existing regulations (and is not found in the statutory language of Code section 401(k)) may
violate the law applicable to regulatory guidance. It absolutely would violate the law, if the
regulation was a legislative regulation. See American Standard Inc. v. U.S., 220 Ct. C1. 411,
602 F.2d 256 (1979). Furthermore, because vesting is a completely different area of retirement
benefits law than elective deferrals under a cash or deferred arrangement, it was inappropriate to
add a vesting rule to the Code section 401(k) regulations.

The Regulation js an Interpretative Regulation that is not Law. The regulation in

issue is not a legislative regulation. Rather, it is an interpretive regulation. Therefore, it is not
legally binding. See Erringer v. Thompson, 371 F.3d 625 (9 Cir. 2004); Star Enterprise v. EPA,
235 F.3d 139 (3“?'l Cir. 2000) As noted in the Fourth Edition of Administrative Law Treatise, by
Richard J. Pierce, Jr. Volume I (2002), at page 325:

A court may choose to give binding effect to the position taken by an agency in an
interpretive rule, but it is the court that provides the binding effect of law through
its process of statutory interpretation; the agency’s interpretative rule serves only
the function of potentially persuading the court that the agency’s interpretation is
correct.

As held in Christensen v. Harris County, 529 U.S. 576, 120 S.Ct. 1655, 146 L.Ed.2d 621
(2000) the deference acknowledged by Chevron v. Natural Resources Defense Council, Inc., 467
U.S. 837, 104 S.Ct. 2778, 81 L.Ed.2d 694 (1984) does not apply to interpretive regulations. As
noted by the Administrative Law Treatise at page 328: “The distinction between the binding
effect of legislative rules and the nonbinding effect of interpretive rules is deeply embedded in
Supreme Court opinions and congressional practice.” Instead, an interpretative regulation
merely “...provide(s) a practical guide to employers and employees as to how the office
representing the public interest in its enforcement will seek to apply it.” See Skidmore v. Swift
& Co.,323 U.S. 134, at 138, 65 S.Ct. 161, 89 L.Ed. 124 (1944).

Probably most important, while the regulation in issue is merely the Treasury
Department’s view of the law, as a practical matter, given the tremendous potential exposure if
the qualification rules are not met, virtually all plan sponsors will need to “fall in line” and
Jollow the regulation. Thus, it is up to the Treasury Department to correct this error.
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Otherwise, virtually every qualified plan in the U.S. will need to comply with a burdensome
additional rule that is not justified under the law.

We look forward to a response.

Sincerely,

Allen Buckley

Smith Moore LLP

1201 West Peachtree Street
Suite 3700

Atlanta, GA 30309

Wl

T. Clayten Walts
Troutman Sanders LLP
600 Peachtree Street NE
Suite 5200

Atlanta, GA 30308

AB/wf

Enclosures
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Sept. 2 RETIREMENT INCOME SECURITY ACT P.L. 93-406

(1) provided for contributions to an employee’s trust describ-
ed in section 4017a), 403(a), or 405(a) of the Internal Revenue
Code of 1954 which is exempt from tax under section 501(a)
of such Code, or

(2) was maintained as part of an arrangement under which
an employee was permitted to elect to receive part of his com-
pensation in one or more alternative forms if one of such forms
results in the inclusion of amounts in income under the Internal
Revenue Code of 1954.

(¢) Administration of law with respect to certain plans.—

(1) Administration in the case of plans described in subsec-
tion (h).—Until salary reduction regulations have been issued
in final form. the law with respect to plans or arrangements
described in subsection () shall be administered—

(A) without regard to the proposed salary reduction
regulations ¢+ 37 FR 25938) and without regard to any other
proposed salary reduction regulations, and

‘Bj in the manner in which such law was administered
hefore January 1, 1972

(2) Administration in the case of qualified profit-sharing
plans.—In the case of plans or arrangements described in sub-
section (b, in applving this section to the tax treatment of
contributions to qualified profit-sharing plans where the con-
tributed amounts are distributable only after a period of de-

ferral, the law shall be administered in a manner consistent
with—

‘A Revenue Ruling 56-497 (1956—2 C.B. 284,

(B) Revenue Ruling 63-180 (1963—2 C.B. 13891, and

(C; Revenue Ruling 68-89 {1968—1 C.B. 402).

(d) Limitation on retroactivity of final regulations.—In the case
of any salary reduction regulations which become final after De-
cember 31, 1976—

(1) for purpeses of chapter 1 of the Internal Revenue Code
of 1954 % (relating to normal taxes and surtaxes), such regula-
tions shall not apply before January 1, 1977; and

(2) for purposes of chapter 21 of such Code ¥’ (relating to
Federal Insurance Contributions Act) and for purposes of
chapter 24 of such Code *® (relating to collection of income tax
at source on wages), such regulations shall not apply before the
day on which such regulations are issued in final form.

(e) Salary reduction regulations defined.—IFor purposes of this
section, the term “salary reduction regulations” means regulations
dealing with the includibility in gross income (at the time of con-
tribution) of amounts contributed to a plan which includes a trust
that qualifies under section 401(a), or a plan described in section
408(a) or 405(a), including plans or arrangements described in sub-
section (b)(2), if the contribution is made under an arrangement
under which the contribution will be made only if the employee

96. 26 U.S.C.A. (1.LR.C.1954) § 1 et seq. 98, 26 U.S.C.A. (LR.C.1954) § 3401 et
97,26 U.S.C.A. (I._R.C.1954) § 3101 et seq.

seq.
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o (b) Techmcal amendments.

g9, 26 U.S.CA (LRCI94) § 404(c). 3. 3 UsC
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elects to receive a reduction in his compensation or to forego an
increase in his compensation, or under an arrangement under which
the employee is permitted to elect to receive part of his compensation
in one or more alternative forms (if one of such forms results in
the inclusion of amounts in income under the Internal Revenue Code
of 1954).

SEC. 2007. RULES FOR CERTAIN NEGOTIATED PLANS.

(a) Treatment of certain participants in the plan.—Section 404
(c) ¥ (relating to certain negotiated plans) is amended by inserting
after the first sentence the following new sentences: “For purposes
of this chapter and subtitle B, in the case of any individual who
before July 1, 1974, was a participant in a plan described in the pre-
ceding sentence——

“(A) such individual, if he is or was an employee within the
meaning of section 401(c)(1), shall be treated (with respect to
service covered by the plan) as being an employee other than
an emplovee within the meaning of section 401(c¢)(1: and as
being an emplovee of a participating employer under :he plan,

“(B) earnings derived from service covered by the p
be treated as not being earned income within the meani
section 401¢¢)(2), and

“(C) such individual shall be treated as an employee of a
participating employer under the plan with respect to service
before July 1, 1975, covered by the plan.

Section 277 (relating to deductions incurred by certain rm"w"w»rship
organizations in transactions with members) does not app
trust described in this subsection.”.

(b) Other amendments to section 404(¢) (1).—

(1) Paragraph (1) of the first sentence of section 404 ¢) is
amended ! by striking out “and pensions” and inserting in lieu
thereof “or pensions”.

(2) The last sentence of section 404(c) * is amended by strik-
ing out “This subsection” and inserting in lieu thercof “The
first and third sentences of this subsection”.

(¢) Effective date—The amendments made by this section shall
apply to taxable years ending on or after June 30, 1972.

SEC. 2008. CERTAIN ARMED FORCES SURVIVOR ANNUITIES.
(a) In general.—Section 122(a) 3 (relating to certain reduced
uniform services retired pay) is amended, to read as follows:
“(a) General rule—In the case of a member or former member
of the uniformed services of the United States, gross income does

not include the amount of any reduction in his retired or retainer

.pay pursuant to the provmons of chapter 73 of title 10, United States

(1) ‘Section 122(b)(2) ¢ is amended by strlkmg out “sectxon

*'1438" in subparagraph (B) and msertmg in lieu thereof “section

1438 or 1452(d)”. ’
A, (LR.C.1954) § 122(a)

1. 26 U.S.C.A. (LR.C.1954) § 404(c)(1). 4.
2. 26 U.S.C.A. (LR.C.195¢4) § 404(0).
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the $60,000 of illegal kickbacks dquring 1970
15 disallowed under section 162(c) (2) whether
or not X Corp. 18 prosecuted with respect
to tho kickbacks.

(¢) Kickbacks, rebates, and brives
under medicare and medicaid, No deduc-
tion shall be allowed under section 162
(a) for any kickback, rebate, or bribe
(whether or not illegal) made on or after
December 10, 1971, by any provider of
services, supplier, physician, or other per-
son who furnishes items or services for
which payment is or may be made under
the Social Security Act, as amended, or
in whole or in part out of Federal funds
under a State plan approved under such
Act, if such kickback, rebate, or bribe is
made in connection with the furnishing
of such items or services or the making
or receipt of such payments, For pur-
poses of this paragraph, a kickback in~
cludes & payment in consideration of the
referral of a client, patient, or customer,

Par. 5. Section 1.162-21 is revised to
read as follows:

§ 1.162-21  Fines and penalties,

(a) In general. No deduction shall be
allowed under section 162(a) for any
fine or similar penaity paid to— :

(1) The CGovernment of the United
States, & State, a. terrltory or possession
of the United States, the District of Co-
gimbia, or the Commonwealth of Puerto

co;

(2) The government of a foreign coun-

ry; or

(3) A political subdivision of, or cor-
poration or other entity serving as an
instrumentality of, any of the above,

(b) Definition. For purposes of this
section a fine or similar penalty includes
an amoun

(1) Paid pursuant to conviction or a
plea of guilty or nolo contendere for a
crime (felony or misdemeanor) in &
criminal proceeding;

(2) Pald as a clvil penalty imposed by
Federal, State, or local law, including
additions to tax and additional amounts
and assessable penalties imposed by
cir;aptir 68 of the Internal Revenue Code
of 1954;

(3) Paid in settlement of the taxpay-
er’s actual or potential liability for a fine
or penalty (elvil or criminal) ; or

(4) Forfeited as collateral posted in
connection with & proceeding which
could result in imposition of such & fine
or penalty.

Such amount does not include legal fees
and related expenses paid or incurred in
the defense of a prosecution or civil ac-
tion arising from a violation of the law
imposing the fine or civil penalty, nor
court costs assessed agalnst the taxpayer,
or stenographic and printing charges.
Such amount also does not include a
sanction imposed to encourage prompb
compliance with filing or other require-
ments if such sanction is really more in
the nature of a late charge or interest
charge than a fine, as, for example, in
the case of & so-called penalty which is

with respect to the late payment
of a State tax without regard to whether
the delay in payment was for reasonable

PROPOSED RULE MAKING

cause. Compensafory damsages (Includ-
ing es under section 4A of the
Clayton Act (16 U.8.C. 16a), as amended)

to & government do not constitute
a fine or penalty.

(c) Examples. The appHeation of this
section may be illustrated by the follow-
Ing examples:

Ezample (1), 11;1;970, X Corp. was indicted
under section 1 of the Sherman Anti-Trust
Aot (15 US.0. 1) for fixing and malntaeining
prices of certain electrical products, ¥ Corp.
was convicled and was fined $50,000. The
Unitea States sued X Corp. under gection 4A
of the Clayton Act (16 U.8.0. 16a) for
§300,000, consisting of $100,000 in actual
damages resulting from the price fixing of
which X CQorp, was convicted, and $200,000
in punitive damsages. Pursuant to a final
Judgment entered in the oivil action, X Corp.
paid the United States §300,000 in damages,
Seotion 162(f) precludes X Corp. from de~
ducting the fine of §50,000 as a trade or busi-
ness expense, Sectfon 162(f) does not pre~
clude 1t from dedueting the $100,000 paid to
the United States as actual o 03, Bee
section 162(g) and §1.162-22 with respect
to the $200,000 pald a8 punitive damages.

Ezample (2). In July 1971, oll was know=
iogly discharged in harmful quantities from
& vessel of ¥ Corp. into the navigable waters
of the United States in violation 6f 83 V.8.0.
1161(b) (2). In August 1971, the District
Commeander of the Coast Guard assessed g
civil penalty under 33 U.8.0, 1161(b) (8) and
83 OFR 153.08(b) (1) of $10,000 against ¥
Oorp, with respect to such discharge. In
November 1971, ¥ Corp. paid $10,000 to the
Coast Guard in payment of the civil penalty
assessed by the District Commaender. Section
162(f) precludes Y Corp. from deducting the
$10,000 penalty,

Par. 6, Section 1.212-1 is amended by
adding a new paragraph () at the end
thereof to read as follows:

§ 1.212~1 Nontrade or nonbusiness cx«
penses,

- L] L] L ] L]

(p) Frustration of public policy. The
deduction of a payment will be disallowed
under section 212 if the payment is of a
type for which a deduction would be dis~
allowed under section 162 (¢), (), or ()
and the regulations thereunder in the
case of a business expense.

Par, 7. Section 1.471-3 is revised to read
as follows:

§ 1.471-3  Inventorics at cost.

Cost means:

(a) In the case of merchandise on
hand at the beginning of the taxable
year, the inventory price of such goods.

(b) In the case of merchandise pur~
chased since the begitining of the taxe
able year, the invoice price less trade or
other discounts, except strictly cash dis-
counts approximating a fair interest
rate, which may be deducted or not at
the option of the taxpayer, provided a
consistent course is followed, To this net
invoice price should be added trans-
portation or other necessary charges in-
cun&gd in acquiring possession of the
goods.

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (1) the cost of
raw materials and supplies entering into

or consumed in conmection with tho
product, (2) expenditures for direct
labor, (3) indirect expenses inoldent to
and necessary for the production of tho
particular article, including in such ine
direct expenses a ressonable proportion
of management expenses, but not in«
cluding any cost of selling or return on
ggpg;gl. whether by way of intorost or
ofit.

(d) Inany industry in which the usun}
rules for computation of cost of produo-
tion are inapplicable, costs may be ap«
proximated upon such basls as may bo
reasonable and in conformity with estabe
lished trade practice in the partioulnr
industry. Among such cases are: (1)
Farmers and rolsers of Hvestock (sco
§1471-6); (2) miners and manufao-
turers who by & single process or uni-
form series of processes derive a product
of two Qr more kinds, sizes, or grades, tho
unit cost of which is substantially aliko
(see § 1.471-7) ; and (3) retail merchants
who use what is known as the “retail
method” in ascertaining approximato
cost (see § 1.471-8),

Notwithstanding the other rules of this
section, cost shall not include an amount
which is of & type for which a deduction
would be disallowed under section 163
(c), () or (g) and the regulations thoro«
under in the case of a business expenso,

[FR D00.72-20012 Flled 12-5-72;8:60 am]

L 26 CFR Part 11
INCOME TAX
Salary Reduction Agreements |/

Notice 1s hereby given that the rogulas
tions set forth in"tentative form holow
are proposed to be presoribed by tho
Commissioner of Internal Revenue, with
the approval of the Secrotary of tho
Treasury or his delegnte. Prior to the
final adoption of such regulations, cone
sideration will be given to any commonts
or suggestions pertaining thoreto which
are submitted in writing (preferably six
copies) to the Commissioner of Intornat
Revenue, Attention: CC:LR:T, Washe
ington, D.C. 20224, by February 6, 1073,
Any written comments or suggestions
not specifically deslgnated as confidon-
tial in accordance with 26 CFR 601.001
(b) may be inspeoted by any person upon
written request. Any person submitting
written comments or suggestions who dow
sires an opportunity to comment orally
at & public hearing on these proposed
regulations should submit hig request, in
writing, to the Commissioner by Febrite
ary 5, 1973. In such case, 8 public hoar-
ing will be held, and notice of the timo,
bplace, and date will be published in o
subsequent issue of the FeperaL Rraisenn
unless the person or persons who have
requested a hearing withdraw tholr ro«
quests for o hearing hefore notice of tho
hearing has been filed with the Ofco of
the Federal Registor. The proposed roge
ulations are to be issued under tho au-
thority contained In section 7805 of tho
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Internal Revenue Code of 1954 (63A Stat.
917; 26 U.L.C.71805) .

[sear] JOBNNIE M, WALTERS,
- Commissioner of Internal Revenue,

In order to clarify the tax treatment
of contributions to & trust described in
section 401(a) of the Internal Revenue
Code of 1954, amounts paid to purchase
an annuity contract for an employee, and
funds contributed to qualified bond pur-
chase plans as the result of a “salary re-
duction” agreement, the Income Tax
Regulations (268 CFR Part 1) under sec-
tlon 403 (relating to the taxzebility of
beneficiary of employees' trust), section
403 (relating to the taxation of em-
ployee annuities), and section 405 (re~
lating to qualified bond purchase plans)
of the Code are amended to read as fol-
lows:

Paragraprm 1. Paragraph (a) (1) () of
§1.402(a)-1 is amended to read as
follows:

§1.402(a)-1 Taxability of beneficiary
- under a trust which meets the re-
quirements of section 401 (a).

(a) In general. (1) (i) Section 402 re-
lates to the taxation of the beneficiary of
an employees’ trust. I an employer
makes & contribution for the benefit of an

“employee to a trust described in section

401(a) for the taxzable year of the em-
vloyer which ends within or with &
taxable year of the trust for which the
trust is exempt under section 501(z),
the employee is not required to include
such contribution in his income except

-for the year or years in which such con-

tribution is distributed or made available
to him. However, see section 1379(h) of
the Code and the regulations thereunder
for the inclusion of excess contributions
made by an electing small business cor-
poration in the gross income of certain
shareholder-employees for a year or
years prior to distribution. It is immate-

- 1ial in the case of contributions to an

exempt trust whether the employee's
rights in the contributions to the trust are
forfeitable or nonforfeitable either at the
time the contribution is made to the
trust or thereafter. Whether a contribu-
tion fo an exempt trust is made by the
employer or the employee must be deter-
mined on the basis of the particular facts
and circumstaences of the individual case,
An amount confributed to an exempt
trust will, except as otherwise provided

" in this subdivision, be considered to have

been contributed by the employee if at
his individual option such amount was so
contributed in return for a reduction in
his basic or regular compensation or in
lieu of an increase in such compensation.

‘The preceding sentence shall not apply

to an amount contributed to an exempt
trust either (@) in a taxable year of the
employee ending prior to January 1, 1972,
or (b) at any time prior to December 6,
1972, where the employee has relied upon
a ruling by the Commissioner to him or
his employer that such amount will be
treated as the contribution of the
employer,
L ] L ] L ] L J [ J

PROPOSED RULE MAKING

Par. 2. Paragraph (a) of § 1.403(a)-1 i
amended to read as follows:

1.403(a)-1 Taxability of beneficlary
§ undcz-n qualified nxtu’;uity plan,

(a) An employee or retired or former
employee for whom an annuity contract
Is purchased by his employer is not re-
quired to include in his gross income the
amount paid for the contract at the time
such amount is pald (except to the ex-
tent a shareholder-employee of an elect.
ing small business corporation must in-
clude excess contributions paid on his
behalf in the year paid under gection
1379(b) ), whether or not his rights to the
contract are forfeitable, if the annuity
contract is purchased under o plan which
meets the requirements of section 404
(a) (2). For purposes of the preceding
sentence, it is immaterial whether the
employer deducts the amounts pald
(other than certain amounts paid on be-
half of & sharcholder-employee by an
electing small business corporation) for
the contract under such section 404(a)
(2), Whether an annuity contract is pur-
chased under o qualified plan by the
employer or the employee must be deter-
mined on the basis of the particular facts
and oircumstances of the individual ease,
An annulty contract will, except ns
otherwise provided in this subdivision,
be considered to have been purchased by
the employee if at his individual option,
and to the extent that, an amount is paid
for such a contract in return for a re-
duction in his basic or regular compen-
sation or in deu of an increase in such
compensation. The preceding sentence
shall not apply to an amount pald for an
annuity contract under a qualified plan
either (1) in o taxable year of the em-
ployee ending prior to January 1, 1972,
or (2) at any time prior to December 6,
1972, where the employee has relied upon
a ruling by the Commissioner to him or
his employer that such amount will be
treated as the contribution of the em-
ployer. See § 1.403(b)-1 for rules relat-
ing fo annuity contracts which are not
purchesed under qualified plans but
‘which are purchased by organizations de-
scribed in sectlon 501(c) (3) and exempt
under section 501(a) or which are pur-
chased for employees who perform serv-
ices for certain public schools,

Par. 3. Paragraph (a) (1) of § 1.405-3
is amended to read as follows:

§1.405-3 Taxation of rctirement honds.

(a) In general, (1) As in the case of
employer contributions under a qualified
pension, annulty, profit-sharing, or stock
bonus plan, employer contributions on
behalf of his common-law employees un-
der a qualified bond purchase plan are
not includible in the gross income of the
employees when made (except to the
extent includible’in the gross income of
a shareholder-employee of an electing
small business corporation in the vear
raid under section 1379(b)), and em-
ployer contributions on behalf of golf-
employed individuals are deductible as
provided in section 405(c) and § 1.405-2,
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Whether a contribution under a qualified
bond purchese plan is made by the em-~
ployer or the employee must be deter-
mined on the basis of the particular facts
and clrcumstances of the individual case.
An amount contributed under & qualified
bond purchase plan will, except as other-
wise provided in this subdivision, be con~
sidered to have been contributed by the
employee if at his individual option such
amount was s~ contributed in retwrn for
& reduction in his basic or regular com~
pensation or in leu of an increase in
such compensation. The preceding sen-
tence shall not apply to an amount con-
tributed under a qualified bond purchase
plan elther (1) in a taxable year of the
employee ending prior to January 1,
1972, or (1) at any time prior to Decem-
ber 0, 1972, where the employee has re-
Hed upon & ruling by the Commissioner
to him or his employer that such amount
will be treated as the contribution of the
employer. Further an employee or his
beneficiary does not realize gross income
upon the receipt of a retirement bond
pursuant to & qualified bond purchase
plan or from a trust described in section
401(a) which is exempt from tax under
section 501(a). Upon redemption of such
& bond, ordinary income will be realized
to the extent the proceeds thereof ex-
ceed the basis (determined in accordance
with paragraph (b) of this section) of
the bond, The proceeds of a retirement
bond are not entitled to the specisl tax
treatment of section 72(m) and
§ 1.72-18.

[FR D00/72-21001 Piled 12-5~73;9:00 am]

DEPARTMENT OF AGRICULTURE

Agricultural Markeling Service
L7 CFR Part 9091

GRAPEFRUIT GROWN 1IN ARIZONA
AND DESIGNATED PART OF CALI.
FORNIA

Limilations of Handling

Noticeis hereby given that the Depart~
ment is giving consideration to the fol-
lowing proposal, which would limit the
handling of fresh grapefrult by establish-
ing grades and sizes, recommended by the
Administrative Committee, established
pursuant to Marketing Order No. 909 (7
CFR Part 909), regulating the handling
of fresh grapefruit grown in Arlzona and
designated part of California. This pro-
gram i3 effective under the Agriculfural
Mearketing Agreement Act of 1937, as
amended (7 U.8.C. 601-674) .

All persons who desire to submit writ~
ten data, views, or arguments, in con-
nection with the proposal should file the
same in quadruplicate with the Hearing
Clerk, Room 112A, U.S. Department of
Agriculture, Washington, DC 20250, not
later than the 10th day after the publi-
cation of this notice in the Feperar. ReG-
1s7zR. All written submissions made pur-
suant to this notice will he made available
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accrued benefit is to be a fraction of the amount the emplovee would
receive at normal retirement age. under the plan as in effect at the
time for which the accrued henetit is to be determined. (s discussed
below under F. Insurance. a collectively-bargained plan in which the
fmployer participates in the setting of defined benefits is 2 defined
venefit plan. even though the collective bargaining agreement may
specify only the level of contributions.) In making this computation.
the retirement benefit is to be computed as though the employvee con-
tinued to earn the same rate of compensation annually as he had
earned during the years which would have been taken into account un-
der the plan. had the employee retired on the date in question. This
amount 1s then to be multiplied by a fraction. the numerator ot which
is the employee’s total number of vears of active participation in the
Dlan up to the date when the computation is being made and the de-
nominator of which is the total number of years of active participation
he would have if he continued his employment until normal retire-
ment age.® The term “normal retirement age™ is to be defined by regu-
lations. It is expected that a minimum and maximumn age will be taken

- (perhaps 55 and 65) and that the “normal retirement age” in this

range will be based on the age at which the retirement benefit has the
greatest actuarial value.

In the case of a defined benefit pension plan funded through an in-
surance contract. the accrued benefit is to be the annuity which might
be purchased by the cash surrender value of the poliex. In the case of
a variable annuity plan, the term accrued benefit is to be defined by
regulations.

Allocations between employer and employee contributions.—In
plans where there are both employer and employee contributions. it
will be necessary to allocate the accrued benefit between the portion
derived from the employer contributions. and the portion derived
from the employee contributions. This allocation may have to be made
because the employee is always fully vested with respect to amounts
attributable to his own contributions but not necessarily with respect
to those of the employer. Also, information of this type would be
needed if an employee, upon leaving employment, desires to withdraw
his own contributions.

In the case of any plan other than a defined benefit pension plan, the
accrued benefit derived from the employee’s contributions under the
bill is the amount in his own separate account. If employee and em-
ployer contributions were not accounted for separately, the employee-
contributed portion of the total accrued benefit would be treated as
the fraction of the total which is the ratio of employee to total con-
tributions (after taking account of withdrawals, and, to the extent
necessary, the timing of the contributions).

In the case of a defined benefit pension plan which provides an annual
benefit in the form of a single lite annuity commencing at normal re-
tirement age (without ancillary benefits). the accerued benefit derived
from mandatory employee contributions would be treated as the total
amount of the employee’s “accumulated contributions™ multiplied by
a conversion factor.’ In general, the conversion factor, which initially
is to be fixed at 10 percent for a normal retirement age of 65. is to be

?The fraction may not exceed one, under the committee hill, since at this point the
employee would receive the full pension to which he was entitled under the plan,

" Voluntary employee contributions are to he treated the same ax a separate account.
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General rules

Under the conference substitute plans must provide full and imme-
diate vesting in benefits derived from employee contributions. )
With respect to employer contributions, the plan (except class year
plans) must meet one of three alternative standards. Two of those,

3 the 5- to 15-year graded standard and the 10-year/100-percent stand-
ard are the same as provided in the House bill (and briefly described
above). The third standard under the conference substitute is a
modification of the House-bill “rule of 45”. As under the House rule,
under the modified rule of 45, an employee with 5 or more years of
covered service must be at least 50 percent vested when the sum of his
age and years of covered service total 45, and there must be provision
for at least 10 percent additional vesting for each year of covered
service thereafter. Unlike the House bill, however, each employee
with 10 years of covered service (regardless of his age) must be at
least 50 percent vested and there must be provision for 10 percent addi-
tional vesting for each year of service thereafter.

In addition, all plans would have to meet the requirement of present
law that an employee must be 100 percent vested in his accrued benefit
when he attains the normal or stated retirement age (or actually
retires).

Service credited for vesting purposes

Generally, under the conference substitute, once an employee be-
comes eligible to participate in a pension plan, all his years of service
with an employer ( Including preparticipation service, and service
performed before the effective date of the Act) are to be taken into
account for purposes of determining his place on the vesting schedule.
However, the plan may ignore periods for which the employee declined
to make mandatory contributions, and periods for which the employer
did not maintain the plan or a predecessor plan, as defined in Treasury
regulations (i.e., if the plan provides past service credits for purposes
of henefit accrual, it must also provide past service credits for purposes
of participation and vesting).

Generally, the plan may also ignore service performed before age 22;
however, if a plan elects fo use the rule of 45, service before age 22 may
be ignored only if the employee was not a participant in the plan dur-
ing'the years before age 22.

The plan may also exclude part-time or seasonal service (i.e.,
generally years when the employee had less than 1,000 hours of
service).

Also, if the employee has had a “break in service”, his service per-
formed prior to the break may be ignored to the extent permitted
under the “break in service” rules (discussed below).

Service performed prior to J anuary 1, 1971, may be ignored
by the plan, unless (and until) the employee has at least 3 years of
service after December 31, 1970,

Year of service defined

In general, under the conference substitute, the rules with respect to
“year of service”, seasonal and part-time employees, etc., are the same

1 Unless otherwige indicated, the rules with respect to vesting appear in hoth title I and
title II of the conference substitute, Unless otherwige indicated, the regulations with respect
to vesting are to be written by the Secretary of the Treasury, or his delegate
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for purposes of the vesting schedule as they are for purposes of
participation (i.e., generally 1,000 hours of service except for seasonal
industries, where the customary work year is less than 1,000 hours).
However, the relevant year for purposes of applying the vesting sched-
ule may be any 12-month period provided under the plan (plan year,
calendar year, etc.) regardless of the anniversary date of the par-
ticipant’s employment (even though the anniversary date is the
measuring point for purposes of the participation requirements for
an employee’s first year).

For purposes of benefit accrual, in general, the plan may use any
definition of the term “year of service” which the plan applies on a
reasonable and consistent basis (subject to Department of Labor regu-
lations). (Of course, the “year” for benefit accrual purposes cannot
exceed the customary work year for the industry involved.) However,
the plan must accrue benefits for less than full time service on at least a
pro rata basis. For example, if a plan requires 2,000 hours of service
for a full benefit accrual (50 weeks of 40 hours each) then the plan
would have to accrue at least 75 percent of a full benefit for a par-
ticipant with 1,500 hours of service. Generally, a plan would not be
required to accrue any benefit for years in which the participant had
less than 1,000 hours of service. In the case of industries or occupa-
tions where the customary year is less than 1,000 hours (for example,
the tuna fishing industry, or the winter season employees of a ski
lodge), the rules with respect to benefit accrual would be determined
under Department of Labor regulations. As previously indicated a
special rule is provided for the maritime industries.

Breaks in service

Under the conference substitute, a 1-year break in service occurs
in any calendar year, plan year, or other consecutive 12-month period
designated by the plan and applied on a consistent basis (and not pro-
hibited under Labor Department regulations) in which the employee
has no more than 500 hours of service. For example, if the plan is on a
calendar year basis, and the employee works 1,000 hours n 1976, 501
hours in 1977, 501 hours in 1978, and 1,000 hours or more in 1979,
the employee would not have a break in service (although the plan
would not be required to accrue benefits or give vesting schedule credit
for 1977 or 1978).

The rules with respect to breaks in service for vesting and benefit
accrual purposes may be summarized as follows:

(1) If an employee has a 1-year break in service, the plan may re-
quire (for administrative reasons) a l-year waiting period before
his pre-break and post-break service must be aggregated under the
plan. However, once the employee has completed this waiting period,
he must receive credit for that year (for purposes of vesting and
accrued benefit). .

(2) In the case of an individual account plan (including a plan
funded solely by individual insurance contracts, as well as a “target
benefit plan”) 1f any employee has a 1-year break in service, his
vesting percentage in pre-break benefit accruals does not have to be
increased as a result of post-break service. )

(3) Subject to rules (1) and (2), once an employee has achieved
any percentage of vesting, then all of his pre-break and post-break
service must be aggregated for all purposes.
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(4) For all nonvested employees (and subject to rules (1) and
(2)), the employee would not lose eredits for pre-break serviee until
his period of absence equaled his years of covered service. Under
this “rule of parity” for example, if a nonvested employee had three
years of service with the employer, and then had a break in service
of 2 vears, he could return, and after fulfilling his 1-year reentry re-
quirement, he would have 4 years of covered service, because his pre-
break and post-break srevice would be aggregated.?

Ly _ For years beginning prior to the effective date of the vesting provi-
s sions, a plan may apply the break-in-service rules provided under the

plan, as in effect from thne to time. However, no plan amendment made
after January 1, 1974, may provide for break-m-service rules which
are less beneficial to any employee than the rules in effect under the
plan on that date, unless the amendment complies with the break-in-
service ritles established under this bill.

The priuciples of some of the rules outlined above mayv be illus-
trated as follows: For example, assume a plan is on a calendar year ‘
hasis, and an employee with a I-year break in service reent«rs employ-
ment on November 1, 1976. works 200 hours in 1976, and 1.700 hours
by November 1, 1977, Tn this case. the emplovee would bLe elizible to
reenter the plan on November 1, 1977, his pre-break and post-break
service would be aggregated. he would advance one vear on the vesting
schedule for 1977, and he would also acerue benefits for 1977. On the
other hund. if the employee reentered employment on March 1. 1976.
worked 1.700 hours before December 31, 1976, and was nos separated
from service by March 1. 1977, he would be eligible to recnter the plan
3 on March 1. 1977, advance one year on the vesting scheduic for his 1976
: service, and the plan would have to provide at least a partial benefit
5 accrual for 1976. )

Predecessor employer

The rules concerning service with a predecessor emplover are the
same for purposes of vesting and benefit acerual as the rules for pur-
poses of participation. discussed above.

Multiemployer plans
Under the conference substitute, service with any employer, for any
year in which the employer is a member of the plan, is to be counted

for purposes of vesting as if all employers who are parties to the plan
4P were a single employer.
Vv Permitted forfeitures of vested rights

Under the conference substitute, except as outlined below, an em- J
ployee’s rights, once vested, are not to be forfeitable for any reason.
An employee’s rights to benefits attributable to his own contributions
may never be forfeited. '

(1) The plan may provide that an employee’s vested rights to bene-
fits attributable to employer contributions may be forfeited on account
of the employee’s death (unless a “joint and survivor™ annuity is to
be provided). S

“(2)-Also, the plan may provide that payment of benefits attributable
to employer contributions may be suspended for any period in which

v

*""Also". in the case of a defined benefit plan, the employee would have at least 3 years of
accrued benefits under the plan (2 years of accrued, benefits due to his pre-break partici-
pation and 1 year of benefits accrued with respect to the 1 year reentry period).
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the employee is reemployed by the same employer under whose plan
the benefits are being paid (in the case of a single empiover planj. In
the case of a multiemployer plan, however, a suspension of benefit pay-
ments is permitted when the emplovee is employed in the same in-
dustry, in the same trade or craft and also in the same geographical
area covered under the contract, as was the case immediately before
he retired. Regulations with respect to the suspension of benefits are
to be prescribegliay the Department of Labor.

(3) A plan amendment may reduce an employee’s vested or non-
vested accrued benefit attributable to employer contributions. but only
for the current year, and only if the amendment is adopted within
21/, months from the close of the plan year in question (without regard
to any extensions). In the case of 1 multiemployer plan, the retroactive
amendment may- effect the current year, and the two immediately
preceding years (thus, a multiemployer plan amendment. adopted by
December 31, 1978, could effect plan benefits for 1976, if the plan was
on a calendar year). However, no plan amendment which re-
duces accrued benefits is permitted unless the Secretary of Labor
has 00 days prior notice of the proposed amendment. and approves it
(or fails to disapprove it). No such approval is to be aranted, except
to prevent substantial economic hardship. including « serious danger
that the plan will be terminated unless the amendment is allowed. In
addition, it must be found that the cconomic hardship sannor be over-
como by means of a funding variance. Subject to these rnles. no plan
amendment may retroactively reduce the wcerued benesic of any par-
ticipant (whether or not that benefit is vested).

(4) A plan may provide that an employee’s rights to benefits from
employer contributions may be forfeited where the employee is less
than 50 percent vested in these benefits and withdraws all or any part
of his own mandatory contributions to the plan. However, the plan
must also provide a “buy back” rule. Le.. that the emplovee's forfeited
benefits will be fully restored if the employee repuys the withdrawn
contributions (with interest of #-percent per annum. eompounded
annually) to the plan.

In the case of a plan which does not provide for man<arory contribu-
tions after the date of enactment, the plan may provide. in this case,
that the employee will forfeit a proportionate part of his pre-date-
of-enactment accrued benetits derived from employver contributions
even if he is 50 percent or mure vested in these benefits, Also. the plan
1s not required to have a “buy back™ clause with respect to the with-
drawal o} pre-enactment contributions. Additional regulations in this
area are to be prescribed by the Secretary of the Treasury, or his
delegate.

(5) A plan may provide for the “cash out” of an employee’s accrued
benefit. In other words, the plan may pay out, in a lump sum, the
entire value of an employee’s vested accrucd benefit. { However, port-
ability is available to the employee because other provisions of the bill
permit the employee to reinvest in an individual retirement account
on a tax-sheltered basis.) If the plan does make such a cash-out, then
the plan would not be required to vest the employee in his accrued
benefits which are not vested at the time he separates from the service,
if the employee is later reemployed. (However, the emFloyee’s pre-
break service would have to be taken into account for all other pur-

5053




REVENUE ACT OF 1978 /

P.L. 95-600
[page 76]

elected by any similarly situated plan participant, and (2) the other
contributions or benefits provided by the plan bear a uniform rela-
tionship to the compensation of plan participants. Of course, the com-
mittee intends that a cafeteria plan will not be considered to be dis-
criminatory where the other contributions or benefits provided (or il
total contributions or benefits in the case of a plan which does not
provide health benefits) for a highly compensated employee are a
lower percentage of that employee’s compensation than the plan pro-
vides for employees who are not highly compensated.

Under the bill, a plan is considered to meet all discrimination tests 1
if it is maintained under an agreement which the Secretary of the 1
Treasury finds to be a collective bargaining agreement between em- g
ployee representatives and one or more employers.

In testing a cafeteria plan for discriminatory covera e of employvees
and discriminatory contributions or benefits, the bill provides that all
employees who are employed by a commonly controlled groun of busi-
nesses are treated as if they were emploved by a single employer. The
i rules for aggregating employees of businesses under common control
: are the same as the rules which are used in testing tax-aualified pen-
sion plans for discrimination (sec. 414 {h) and (c)). The committee
intends that, where an employver maintains two or more cafeteria nlans.
the employer may choose to have the plans considered as a single plan
for purnoses of the diserimination tests.

The House bill contains an identical provision except for minor
technical changes.

Effective date

The amendment is effective for taxable vears beginning after the
December 31, 1978,

Revenue effect
This provision will have no effect upon budget receipts.

5. Tax treatment of cash or deferred arrangements (sec. 135 of
the bill and new secs. 402(a)(7) and 410(b)(3) of the Code)

Present law

Under present law, the benefits or contributions under a tax-quali-
fied plan must not discriminate in favor of employvees who are officers.
shareholders. or highly compensated. and the plan must meet stand-
ards designed to assure that the classification of employees covered
by the plan is not discriminatory. In the case of a tax-qualified cash
or deferred profit-sharing plan, the employer gives an employee the
choice of (1) being paid a specified amount in cash as current com-

A A RREACERGT 1 % i3,

; pensation, or (2) having that amount contributed to the plan. Rev.
Rul. 56497, 1956-2 C.B. 284 upheld the tax-qualified status of a cash
9 or deferred profit-sharing plan where. in operation, over one-half

of the employees who elected profit-sharing contributions (deferral),
rather than current compensation, were among the lowest paid two-
thirds of the employees who had met the plan’s 3-year eligibility re-
quirement. (See also Rev. Rul. 63-180; 1963-2 C.B. 189, and Rev. Rul.
68-89. 1968-1 C.B. 402.)

On December 6, 1972, the Internal Revenue Service issued proposed
regulations which called into question the tax treatment of employees
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covered by cash or deferred profit-sharing plans. These proposed regu-
lations were withdrawn in July. 1978.1 Under the rules in effect at the
time of the proposal, an emplovee was not taxed currently on amounts
he chose to have contributed to a tax-qualified cash or deferred profit-
sharing {)lan.

. In order to allow time for Congressional study of this area, sec-
tion 2006 of the Employee Retirement Income Security Act of 1974
(ERIS.\) provided for a temporary freeze of the status quo. Under
ERTSA. the tax treatment of contributions to cash or deferred profit-
sharing plans in existence on June 27, 1974, is governed under the
law as it was applied prior to January 1. 1972.% and this treatment
was to continue at least through December 31, 1976. or (if later) until
regulations are issued in final form in this area. which would change
the pre-1972 administration of the law. Section 2006 of ERISA
provides that these regulations, if issued. are not to be retroactive for
purposes of social security taxes or the Federal withholding taxes,
and are not to be retroactive prior to January 1. 1977, for Federal
Income tax purposes.

In the case of plans not in existence on June 27, 1974, contributions
to a cash and deferred profit-sharing plan are treated as employee
contributions (until January 1. 1977, or until new regulations are
preseribed in this area). This was intended to prevent a situation where
a new plan might begin in reliance on pre-1972 law before Congress has
determined what the law should be in the future.

The Tax Reform Act of 1976 (sec. 1506) extended the temporary
freeze of the status quo until January 1, 1978, in order to allow addi-
tional time for Congressional study of this area.?

Reasons for change

Since the enactment of ERISA the freeze of the status quo treat-
ment of cash or deferred profit-sharing plans has prevented employers
from setting up new plans of this type for their employees. Originally,
it was thought that a relatively short peried of time would be needed
for Congressional study and that a permanent solution would be in
place by January 1 1977. The committee believes that the uncertainty
caused by the present state of the law has created the need for a
permanent solution which permits employers to establish new cash

- or deferred arrangements. \lso. the committee believes that present
law discriminates against employers who had not established such
arrangements by June 27, 1974.

Explanation of provision

The committee’s bill adds new provisions to the Code (secs. $02(a)
(7) and 410(b) (3)) to permit emplovers to establish tax-qualified
cash or deferred profit-sharing plans (or stock bonus plans). In addi-

! The committee understands that the withdrawal of the proposed regulations
was not intended to represent a change in the Internal Revenue Service's
position.

? Accordingly, employer contributions to these cash or deferred profit-sharing
plans are not includible in the income of covered employees, provided the plans
satisfy the requirements of pre-1972 law and otherwise comply with the stand-
ards of the ("ode for tax-qualified plans,

“The Tax Treatment Extension Act (H.R. 9231), different versions of which
passed the House and the Senate, contains a provision which would extend the
freeze of the status quo until January 1, 1980.
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[page 78]

tion, it provides a transitional rule to permit plans in existence on
June 27, 1974 to rely on certain pre-1972 revenue rulings until plan
years beginning in 1980.

The bill provides that a participant in a qualified cash or deferred
arrangement will not have to include in income any employer con-
tribution to the plan merely because he could have elected to receive
such amount in cash instead. For the cash or deferred arrangement to
be a tax-qualified plan. it must satisfy the normal pension plan qualifi-

.cation rules. In addition. it must satisfy the following requirements:

(1) it must not permit the distribution of amounts attributable to
employer conributions merely because of the completion of a stated
period of plan participation or the passage of a fixed period of time
(unlike profit-sharing plans in general. where distributions mayv be
made in the third calendar vear following the calendar vear of the
employer’s contribution), and (2) all amounts contributed by the em-
ployer pursuant to an employee’s election must be nonforfeitable at
all times, ' :

Special nondiscrimination rules are provided for these arrangements
in lieu of the normal rules to test for diserimination as to actual plan
participation or as to contributions to the plan. Under these rules, a
cash or deferred arrangement will meet these nondiserimination re-
quirements for qualification for a plan vear if (1) the actual deferral
percentage for the highest paid one-third of all participants does not
exceed the deferral percentage for the other eligible employees by
more than 30 percent, or (2) the actual deferral percentage for the
highest paid one-third of all participants does not exceed the actual
deferral percentage of the other eligible employees by more than three
percentage points, (If this latter test is used. the actual deferral per-
centage for the highest paid one-third cannot exceed the actual de-
ferral percentage of all other eligible employees by more than 150
percent. Paid one-third of all participants. only amounts considered
as compensation under the provisions of the plan are taken into ac-
count. Therefore. the plan would have to have participation by em-

ployees in the lower paid group in order to obtain any deferral for the:

highest paid one-third. .

The House bill, which was designed as a temporary solution. would
have permitted new cash or deferred arrangements to be tax-qualified
if they satisfied the Jaw with respect to cash or deferred arrangements
as it was administered before January 1, 1972, ‘

Effective date

The amendment is effective for taxable vears beginning after De-
cember 31, 1979: however. a transitional rule is provided for those
ash or deferred arrangements in existence on January 27, 1974 under
which their qualified status for plan years heginning before January 1.
1980 shall be determined in a manner consistent with Rev. Rul. 56—
497 (1956-2 C.B. 284). Rev. Rul. 63-180 (1963-2 C.B. 159). and Rev.
Rul. 68-89 (1968-1 C.B. 102). :

Revenue effect
This provision will have a negligible effect upon budget receipts.

6U.5.Cong. & Adm.News '78—3" 6841
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In testing a cafeteria plan for discriminatory coverage of employees B
and discriminatory contributions or benefits, the bill provides that all ‘
employees who are employed by a commonly controlled group of busi-
nesses are treated as if they were employed by a single employer. The
rules for aggregating employees of businesses under common control
re the same as the rules which are used in testing tax-qualified pen-
sion plans for discrimination (sec. 414 (b) and (c)). The committee
intends that, where an employver maintains two or more cafeteria plans,
the employer may choose to have the plans considered as a single plan
for purposes of the discrimination tests. ' ‘

Effective date ’ ‘

The amendment is effective for taxable years beginning after the
December 31, 1978.

Revenue effect
This provision will have no effect upon budget receipts.

[page 65]

5..Tax treatment of cash or deferred profit-sharing blans (sec. . j
125 of the bill) ‘ 4 z

Present law :

Under present law, the benefits or contributions under a tax-quali-
fied plan must not discriminate in favor of employees who are officers,
shareholders, or highly compensated, and the plan must meet stand- IR
ards designed to assure that the classification of employees covered |
by the plan is not discriminatory. In the case of a tax-qualified il
pensation, or (2) having that amount contributed to the plan. Rev. Rt

-cash or deferred geroﬁt-s aring plan, the employer gives an employee h

the choice of (1) being paid a specified amount in cash as current com- il
Rul. 56497, 1956-2 C.B. 284 upheld the tax-qualified status of a cash Lt g
or deferred profit-sharing plan by providing that the plan did not i
engage in prohibited discrimination where, in operation, over one-half DL
of the employees who elected profit-sharing contributions (deferral),
rather than current compensation, were among the lowest paid two-
thirds of the employees who had met the plan’s 3-year eligibility re-
quirement. (See also Rev. Rul. 63-180; 1963-2 C.B. 189, and Rev. Rul.
6889, 1968~1 C.B. 402.) : ’
* On December 6, 1972, the Internal Revenue Service issued proposed
regulations which called into question the tax treatment of employees
covered by cash or deferred profit-sharing plans. These proposed regu-
lations were withdrawn in July, 1978.* Under the rules in effect at the
time of the proposal, an employee was not taxed currently on amounts
he chose to have contributed to a tax-qualified cash or deferred profit-
sharing plan. : ' ' ‘

In order to allow time for Congressional study of this area, sec-
tion 2006 of the Employee Retirement Income Security Act of 1974
(ERISA) provided for a temporary freeze of the status quo. Under
ERISA, the tax treatment of contributions to cash or deferred profit-
sharing plans in existence on June 27, 1974, is governed under the laws
as it was applied prior to January 1, 1972, 2 and this treatment was to
continue at least through December 31, 1976, or (if later) until regu-
lations are issued in final form in this area, which would change the
pre-1972 administration of the law. Section 2006 of ERISA provides
that these regulations, if issued, are not to be retroactive for purposes
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of social security taxes or the Federal withholding taxes, and are not
to be retroactive prior to January 1, 1977, for Federal income tax
purposes.

In the case of plans not in existence on June 27, 1974, contributions

to a cash and deferred profit-sharing plan are treated as employee v

‘Tie committee understands that the withdrawal of the proposed regulations
was not intended to represent a change in the Internal Reveue Service’s position.
! Accordingly,-employer contributions to these cash or deferred profit-sharing
plans are not includible in the income of covered employees, provided the plans
satisfy the requirements of pre-1972 law and otherwise comply with the standards
of the Code for tax-qualified plans. :

k [page 66}

contributions (until January 1, 1977, or until new regulations are ‘ v
prescribed in this area). Thiswas intended to prevent a situation where

& new plan might begin in reliance on pre-1972 law before Congress has
determined what the law should be jn the future.

- The Tax Reform Act of 1976 (sec. 1506) extended the temporary
freeze of the status quo until January 1; 1978, in order to allow addi.
tional time for Congressional study of this area.?

Reasons for change

Since the enactment of ERISA, the freeze of the status quo treat-
ment of cash or deferred profit-sharing plans has prevented employers
from setting up new plans of this type for their employees. Originally,

it was thought that a relatively short period of time would be needed

for Congressional study and that a permanent solution would be in
place by January 1, 1977. The committee believes that the uncertainty
caused by the present state of the law has created the need for an
interim solution which permits employers to establish new cash or
deferred profit-sharing plans pending the adoption of a permanent
solution in this area. Also, the committee believes that present law dis-
criminafes against employers who had not established cash or deferred

profit-sharing plans by June 27, 1974.

Explanation of provision

The bill will change present law with respect to new cash or de-
ferred profit-sharing plans by permitting those plans to be tax-quali-

fied, by permitting trusts forming a part of those plans to be tax-

exempt, and by permitting employees covered by such plans to ex-
clude from income employer contributions to these arrangements,
provided the plans satisfy the law with respect to cash or deferred
profit-sharing plans as it was administered before January 1, 1972. It
1s the committee’s intention that the Service will administer the law
in a manner consistent with Rev. Rul. 56-497, 1956-2 C.B. 284 Rev.
Rul. 63-180, 1963-2 C.B. 189; and Rev. Rul. 68-89, 1968-1 C.B. 402.
While the provisions of this bill relate only to the preceding published
rulings, it is the intent of the committee that the law will also be
administered in a manner consistent with any private ruling which
had been issued prior to 1972 to the extent based on the published rul-
ings. Accordingly, a cash or deferred profit-sharing plan which satis-
fies the requirements of these rulings for purposes of nondiscrimination

.and which otherwise complies with the standards of the Code for tax

qualification will be considered tax-qualified and will not, merely be-
cause of its contribution or allocation formula, be considered to dis-
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criminate in favor of employces who are officers, shareholders, or
highly compensated.

Effective date

The amendment is effective for taxable years beginning after Dec-
cember 31, 1977.

Revenue effect

This provision will have no effect upon budget receipts because it is
an extension of present law.

!The Tax Treatment Extension Act (H.R. 9251), different versions of which
passed the House and the Senate, contains a provision which would extend the
freeze of the status quo until January 1, 1980. .

[page 67]
E. Tax Shelter Provisions

1. Modifications of at risk provision (secs. 201-204 of the bill and
secs. 465 and 704(d) of the_' Code)

Present law

Among the provisions of the Tax Reform Act of 1976 which deal
with tax shelters are two “at risk” rules. These rules are designed to
prevent a taxpayer from deducting losses in excess of his actual
economic investment in the activity involved. :

The first of these at risk rules—“the specific at risk rule”—applies
to four specified activities: (1) farming; (2) exploring for, or ex-
ploiting, oil and natural gas resources; (3) holding, producing, or
distributing motion picture films or video tapes; and (4) leasing of
personal property (sec. 465). This specific at risk rule applies to all
types of taxpayers other than regular corporations (that is, corpora-
tions which are not subchapter S corporations or personal holding
companies). : ‘ o

Under the specific at risk rule, a taxpayer’s loss for any taxable
year from covered activities is limited to the amount the taxpayer has
placed at risk and could actually lose from this activity. Initially, the
amount at risk is generally the sum of (1) the taxpayer’s cash con-
tributions to the activity, (2) the adjusted basis of other property
contributed to the activity, and (8) amounts borrowed for use in the
activity with respect to which the taxpayer has personal liability for
-repayment. Generally, this amount is increased by the taxpayer’s share
of income and it is decreased by his share of losses and withdrawals
from the activity. : : : - .

The taxpayer is not generally to be considered at risk with respect to
the proceeds (or his share of the proceeds) of a nonrecourse loan used
directly or indirectly to finance his participation in the activity. Addi-
tional rules are provided to prevent avoidance of this rule by cross-
collateralization of property involved in two different activities and
borrowing from other participants in the same activity. Also, a tax-

payer is not considered at risk to the extent his economic participation’

18 protected from loss by guarantees, repurchase agreements or insur-
ance (except casualty insurance). - : :

Losses which may not be deducted for any taxable year because of
the specific at risk rule are deferred-and may be deducted in any sub-
sequent year in which this at risk limitation does not prevent the
deduction. -
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The House bill provides that employer contributions under a cafe-
terla plan generally are excluded from the employer’s gross income to
the extent that nontaxable benefits are eclected. However, in the case
of a highly compensated employee, amounts contributed under g
cafeteria plan will be included in gross income for the taxable year
in which the plan year ends, to the extent the individual could have
elected taxable benefits unless the plan meets specified antidiscrimi-
nation standards with respect to coverage and eligibility and with
respect to contributions or benefits. These rules apply for taxable
years beginning after December 31, 1978.

Senate_amendment.—The Senate amendment is the same as the
House bill except for changes adding clarifying language, and making it
clear that a plan must be in writing to be subject to the cafeteria pfan
rules. Thus, this provision will apply only when there is a written plan
which provides employees a choice between taxable and nontaxable
benefits. The taxation of benefits provided under other types of ar-
rangements will be determined under existing law.

C%nference agreement.—The conference agreement follows the Senate
amendment.

16. Tax treatment of cash or deferred profit-sharing plans

House bill.—Under present law, the tax treatment of amounts
contributed by an employer, to a cash or deferred profit-sharing plan,
at the election of an employee, depends upon when the plan was estab-
lished. Under a provision of the Employee Retirement Income Se-
curity Act of 1974 (ERISA), as amended by the Tax Reform Act of
1976, the tax treatment of contributions to cash or deferred profit-
sharing plans in existence on June 27, 1974, is governed (until Janu-
arY' 1, 1978) under the law as it was applied prior to 1972. (Under the
rules in effect then, an employee was not taxed currently on amounts

[page 207]

he chose to have contributed to a tax-qualified cash or deferred profit-
sharing plan.) In the case of plans not in existence on June 27, 1974,
contributions to a cash or deferred profit-sharing plan are treated as
employee contributions (until January 1, 1978, or until new regulations |V’
are prescribed in this area.) .

The House bill ehanges present law with respect to new cash or
deferred profit-sharing plans by permitting those plans to be tax-
qualified (for taxable years beginning after December 31, 1977) pro-
vided the plans satisfy the law with respect to cash or deferred profit-
sharing plans as it was administered before January 1, 1972. »

Senate amendment.—The Senate amendment provides that a partic-
ipant in a qualified cash or deferred arrangement will not have to
include in income any employer contribution to the plan merely be-
cause he could have elected to receive such amount in cash instead. For
the cash or deferred arrangement te be a tax-qualified plan, it must
satisfy the normal pension plan qualification rules. In addition, it must
satisly the following requirements: (1) it must not permit the distri-
bution of amounts attributable to employer contributions merely
because of the completion of a stated period of plan participation or
the passage of a fixed period of time, and (2) all amounts contributed
by the employer pursiant to an employee’s election must be non-
forfeitable at all times.

Special nondiscrimination rules are 1provided for these arrangements
to test for discrimination as to actual plan participation or as to the
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amount of contributions to the plan. Under these rules, a cash or de-
ferred arrangement will meet the nondiscrimination requirements for
qualification for a plan year if (1) the actual deferral percentage for
the highest paid one-third of all eligible employees does not exceed the
actual deferral percentage for the other eligible employees by more than
50 percent, or )2) the actual deferral percentage for the highest paid
one-third of all eligible employees does not exceed the actual deferral
percentage of the other eligible employees by more than three per-
centage points. (If this latter test is used, the actual percentage for
the highest paid one-third cannot exceed the actual deferral per-
centage of all other eligible employees by more than 150 percent.)

The Senate amendment is effective for taxable years beginning after
December 31, 1979; however, a transitional rule 1s provided for those
cash or deferred arrangements in existence on January 27, 1974 under
which their qualified status for plan years beginning before J anuary 1,
1980 shall be determined in a manner consistent with Rev. Rul. 56-497
(1956-2 C.B. 284), Rev. Rul. 63-180 (1963-2 C.B. 189), and Rev.
Rul. 68-89 (1963-1 C.B. 402).

Conference agreement.—The conference agreement follows the Senate

amendment.
[page 208]

D. Employee Stock Ownership Plans

17. Employee stock ownership plans

House bill—No provision.

Senate amendment.—(a) Ezxpiration date of TRASOP Provisions,—
The Senate amendment makes the TRASOP provisions, as amended,
part of the Code for the first time and makes them permanent by
repealing the present law December 31, 1980, expiration date. =

(b) Qualification requirements for TRASOPs—The Senate amend-
ment requires that all TRASOPs are to be tax-qualified plans if
contributions are made for plan years beginning after December 31,
1978.

(¢) Date by which a TRASOP must be established Sfor a plan year.—
The Senate amendment provides that s TRASOP may be treated as
tax-qualified from its effective date even though the TRASOP is not
actually established until the date for filing the employer’s tax return
for its taxable year (including extensions) in which the effective date
falls. ‘

(d) Allocation of TRASOP contributions.—Under preseuv law, an
employee who participates in a TRASOP at any time during the
year for which an employer contribution is made is entitled to an
allocation of the contribution. Under the Senate amendment, em-

loyer contributions to a TRASOP for a plan year generally are to
Ee allocated in accordance with the rules governing the allocation of
contributions to tax-qualified plans. In addition, the Senate amend-
ment retains the present law requirement that the allocation of em-
ployer contributions to a TRASOP for a year must be made in
proportion to total compensation of all participants sharing in the
allocation for the plan year, taking into account only the first
$100,000 of compensation for an employee, ) '

(e) Provisions relating to voting of employer securities by plan.—The
Senate amendment pravides that if an ESOP or TRASOP holds
employer stock issued by a corporation whose stock is ‘“‘publicly
traded,” the plan must provide that the stock is to be vote by the
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