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TAX CREDIT FOR DEPENDENT CHILDREN

Current Law

A tax exemption, in the form of a deduction, is allowed for each taxpayer and for
each dependent of a taxpayer. A dependent includes a child of the taxpayer who is supported
by the taxpayer and is under age 19 at the close of the calendar year or is a student under
age 24. The deduction amount is $2,500 for tax year 1995. This amount is indexed
annually for inflation.

In addition to an exemption for each child, three other tax benefits may accrue to
taxpayers with dependent or otherwise qualifying children:

. the credit for child and dependent care expenses,
° the exclusion for employer-provided child and dependent care benefits, and
L the earned income tax credit (EITC).

The EITC is a refundable tax credit based on the earnings of the taxpayer. The EITC
is restricted to lower-income taxpayers and is phased out when earnings exceed specified
levels. Although the EITC is available for taxpayers without dependents or otherwise
qualifying children, the credit rate and income range of the credit are far greater when the
taxpayer has one or more qualifying children. In addition, the rate and income range are
higher for taxpayers with two or more qualifying children than for taxpayers with only one
qualifying child.

Reasons for Change

Tax relief for middle-class families has been and continues to be an important goal of
this Administration. In 1993, the Administration faced a projection of ever-increasing
deficits. Bringing the deficit under control and providing tax relief for low-income workers
‘through an expansion of the EITC were the first priorities. Having achieved more favorable
than projected results from the deficit reduction program introduced in 1993, the
Administration can now turn to providing tax relief to middle-income families.

Tax relief to taxpayers with children is needed to adjust the relative tax burdens of
smaller and larger families to reflect more accurately their relative abilities to pay taxes.
Available resources should be targeted to those in greatest need and at greatest risk.

Proposal

A nonrefundable tax credit would be allowed for each dependent child under age 13.
It would be phased in, at $300 per child for tax years 1996, 1997, and 1998, and $500 per
child for 1999 and thereafter. The credit would not reduce any alternative minimum tax
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liability. The credit would be phased out for taxpayers with adjusted gross income between
$60,000 and $75,000. Beginning in the year 2000, both the amount of the credit and the
phase-out range would be indexed for the effects of inflation. The EITC would be applied
after the dependent child credit.

Taxpayers claiming the dependent child credit would be required to provide valid
taxpayer identification numbers for themselves, their spouses, and their children who qualify
for the credit. The procedures that would apply for determining the validity of taxpayer
identification numbers under a separate proposal regarding the EITC (discussed below) would
apply for purposes of the dependent child credit. This proposal is similar to a provision
contained in the Revenue Reconciliation Act of 1995 as passed by Congress.

To ensure that the budget reaches balance in 2002, the child credit would be allowed

to sunset on January 1, 2001, if the fiscal dividend for the year 2000 is not at least $20
billion.



EDUCATION AND JOB TRAINING TAX DEDUCTION

Current Law

Taxpayers generally may not deduct the expenses of higher education and training.
There are, however, special circumstances in which deductions for educational expenses are
allowed, or in which the payment of educational expenses by others is excluded from
income.

Educational expenses may be deductible, but, in the case of an employee, only if the
taxpayer itemizes, and only to the extent that the expenses, along with other miscellaneous
itemized deductions, exceed two percent of adjusted gross income (AGI). A deduction for
educational purposes is allowed only if the education maintains or improves a skill required
in the individual’s employment or other trade or business, or is required by the individual’s
employer, or by law or regulation for the individual to retain his or her current job.

The interest from qualified U.S. savings bonds is excluded from a taxpayer’s gross
income to the extent the interest is used to pay qualified educational expenses. To be
qualified, the savings bonds must be purchased after December 31, 1989 by a person who
has attained age 24. Qualified educational expenses consist of tuition and fees for enrollment
of the taxpayer, the taxpayer’s spouse, or the taxpayer’s dependent at a public or non-profit
institution of higher education, including two-year colleges and vocational schools. The
interest exclusion is phased out for taxpayers with higher incomes.

Reasons for Change

Deductions for educational expenses combine needed tax relief with preparation for
new economic imperatives. The expenses of higher education place a significant burden on
many middle-class families. Grants and subsidized loans are available to students from
lower-income families; high-income families can afford the costs of higher education.

Well-educated workers are essential to an economy experiencing technological change
and facing global competition. The Administration believes that reducing the after-tax cost
of education for individuals and families encourages investment in education and training
while lowering tax burdens for middle-income taxpayers.

Proposal

A taxpayer would be allowed to deduct qualified educational expenses paid during the
taxable year for the education or training of the taxpayer, the taxpayer’s spouse, or the
taxpayer’s dependent. The deduction would be allowed in determining AGI. Therefore,
taxpayers could claim the deduction even if they do not itemize and even if they do not meet
the two-percent of AGI floor on itemized deductions.

-~
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Qualified educational expenses would be defined as tuition and fees charged by
educational institutions that are directly related to an eligible student’s course of study (e.g.,
registration fees, laboratory fees, and extra charges for particular courses). Charges and
expenses associated with meals, lodging, books, student activities, athletics, health care,
transportation, and similar personal, living or family expenses would not be included. The
expenses of education involving sports, games, or hobbies would not be qualified educational
expenses unless the education is required as part of a degree program or related to the
student’s current profession.

Qualified educational expenses would be deductible in the year the expenses are paid,
subject to the requirement that the education commence or continue during that year or
during the first three months of the next year. Qualified educational expenses paid with the
proceeds of a loan generally would be deductible (rather than repayment of the loan itself).
Normal tax benefit rules would apply to refunds (and reimbursements through insurance) of
previously deducted tuition and fees.

In 1996, 1997, and 1998, the maximum deduction would be $5,000. In 1999 and
thereafter, this maximum would increase to $10,000. The deduction would be phased out
ratably for taxpayers with modified AGI between $70,000 and $90,000 ($100,000 and
$120,000 for joint returns). Modified AGI would include taxable Social Security benefits
and amounts otherwise excluded with respect to income earned abroad (or income from

Puerto Rico or U.S. possessions). Beginning in 2000, the income phase-out range would be
indexed for inflation.

Any amount taken into account as a qualified educational expense would be reduced
by educational assistance or any other payment made on the student’s behalf that is not
required to be included in the gross income of either the student or the taxpayer claiming the
deduction. Thus, qualified educational expenses would be reduced by scholarship or
fellowship grants excludable from gross income under section 117 of the Internal Revenue
Code (even if the grants are used to pay expenses other than qualified educational expenses)
and any educational assistance received as veterans’ benefits. However, no reduction would
‘be required for a gift, bequest, devise or inheritance within the meaning of section 102(a).

An eligible student would be one who is enrolled or accepted for enrollment in a
degree, certificate, or other program (including a program of study abroad approved for
credit by the institution at which such student is enrolled) leading to a recognized educational
credential at an eligible institution. The student must pursue a course of study on at least a
half-time basis unless the student is enrolled in a course that enables the student to improve

or acquire job skills. The student may not be enrolled in an elementary or secondary school,
and cannot be a nonresident alien.

An eligible institution generally would be an accredited postsecondary educational

institution offering credit toward a bachelor’s degree, associate’s degree or other recognized
postsecondary credential. It could also be a proprietary institution or postsecondary
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vocational institution. The institution must have entéred into an agreement with the
Department of Education to participate in the student loan program.

This proposal would not affect deductions claimed under any other section of the
Code, except that any amount deducted under another section of the Code could not also be
deducted under this provision. An eligible student would not be eligible to claim a deduction
under this provision if that student could be claimed as a dependent of another taxpayer.

The proposal would be effective for taxable years beginning after 1995. To ensure
that the budget reaches balance in 2002, the educational expense deduction would be allowed

to sunset on January 1, 2001, if the fiscal dividend for the year 2000 is not at least $20
billion.



EXPANDED INDIVIDUAL RETIREMENT ACCOUNTS

Current Law

Under current law, an individual may make deductible contributions to an individual
retirement account or individual retirement annuity (IRA) up to the lesser of $2,000 or
compensation (wages and self-employment income). (The dollar limit is $2,250 if the
individual’s spouse has no compensation.) If the individual (or the individual’s spouse) is an
active participant in an employer-sponsored retirement plan, the $2,000 limit on deductible
contributions is phased out for couples filing a joint return with adjusted gross income (AGI)
between $40,000 and $50,000, and for single taxpayers with AGI between $25,000 and
$35,000. To the extent that an individual is not eligible for deductible IRA contributions, he
or she may make nondeductible IRA contributions (up to the contribution limit).

The earnings on IRA account balances are not includable in gross income until they
are withdrawn. Withdrawals from an IRA (other than withdrawals of nondeductible
contributions) are includable in income, and must begin by age 70%. Amounts withdrawn
before age 594 are generally subject to an additional 10-percent tax. This 10-percent early
withdrawal tax does not apply to distributions upon the death or disability of the taxpayer or
to substantially equal periodic payments over the life (or life expectancy) of the IRA owner
or over the joint lives (or life expectancies) of the IRA owner and his or her beneficiary. In
general, an excess distribution tax of 15 percent applies to the extent that an individual
receives an aggregate amount of retirement distributions in excess of $155,000 in any year.

Reasons for Change

The Administration believes that individuals should be encouraged to save, both in
order to provide for long-term needs, such as retirement and education, and in order to
sustain a sufficient level of private investment to continue the healthy growth of the
economy. Targeted tax policies can provide an important incentive for savings. Under
current law, however, savings incentives in the form of deductible IRAs are not available to
all middle-income taxpayers. Furthermore, the present-law income thresholds for deductible
IRAs and the maximum contribution amount are not indexed for inflation, so that fewer
Americans are eligible to make a deductible IRA contribution each year, and the amount of
the maximum contribution is declining in real terms over time. The Administration also
believes that providing taxpayers with the option of making IRA contributions that are
nondeductible but can be withdrawn tax free will provide an alternative savings vehicle that
some middle-income taxpayers may find more suitable for their savings needs.

Individuals save for many purposes besides retirement. Broadening the tax incentives
for non-retirement saving can help increase the nation’s savings rate. IRAs that are flexible
enough to meet a variety of essential savings needs, such as first-time home purchases,
higher education expenditures, unemployment, and catastrophic medical and nursing home
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expenses, should prove to be more attractive to many taxpayers than accounts that are limited
to retirement savings.

Proposal

Expand Deductible IRAs

Under the proposal, the income thresholds and phase-out ranges for deductible IRAs
would be doubled, in two stages. Beginning in 1996, eligibility would be phased out for
couples filing joint returns with AGI between $70,000 and $90,000 and for single individuals
with AGI between $45,000 and $65,000. Beginning in 1999, eligibility would be phased out
for couples filing joint returns with AGI between $80,000 and $100,000 and for single
individuals with AGI between $50,000 and $70,000. The income thresholds and the present-
law annual contribution limit of $2,000 would be indexed for inflation. As under current
law, any individual who is not an active participant in an employer-sponsored plan and
whose spouse is also not an active participant would be eligible for deductible IRAs
regardless of income.

Under the proposal, the IRA contribution limit would be coordinated with the current-
law limits on elective deferrals under qualified cash or deferred arrangements (section 401(k)
plans), tax-sheltered annuities (section 403(b) annuities), and similar plans. The proposal
also would provide that the current-law exclusion from the 10-percent early withdrawal tax
for IRA withdrawals after an individual reaches age 59'% does not apply in the case of
amounts attributable to contributions (excluding rollovers from tax-qualified plans or tax-
sheltered annuities) made during the previous five years.

Special IRAs

Each individual eligible for a traditional deductible IRA would have the option of con-
tributing an amount up to the contribution limit either to a deductible IRA or to a new "Spe-
cial IRA." Contributions to this Special IRA would not be tax deductible, but distributions
of the contributions would be tax-free. If the contributions remained in the account for at
least five years, distributions of the earnings on the contributions also would be tax-free.
Withdrawals of earnings from Special IRAs during the five-year period after contribution
would be subject to ordinary income tax. In addition, such withdrawals would be subject to
the 10-percent early withdrawal tax unless used for one of the four purposes described

below.

The proposal would permit individuals whose AGI for a taxable year does not exceed
the upper end of the new income eligibility limits ($100,000 for couples filing joint returns
and $70,000 for single individuals) to convert balances in deductible IRAs into Special IRAs
without being subject to the early withdrawal tax. The amount converted from the deductible
IRA to the Special IRA generally would be includable in the individual’s income in the year
of the conversion. However, if a conversion was made before January 1, 1998, the
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converted amount included in the individual’s income (and taken into account in applying the
15-percent excess distribution tax) would be spread evenly over four taxable years.

Distributions Not Subject to Early Withdrawal Tax

Amounts withdrawn from deductible IRAs and Special IRAs within the five-year
period after contribution would not be subject to the early withdrawal tax, if the taxpayer
used the amounts to pay post-secondary education costs, to buy or build a first home, to
cover living costs if unemployed, or to pay catastrophic medical expenses (including certain
nursing home costs).

Education expenses. The early withdrawal tax would not apply to the extent the
amount withdrawn is used to pay qualified higher education expenses of the taxpayer, the
taxpayer’s spouse, the taxpayer’s dependent, or the taxpayer’s child or grandchild (even if
not a dependent). In general, a withdrawal for qualified higher education expenses would be
subject to the same requirements as the deduction for qualified educational expenses (e.g.,
the expenses are tuition and fees that are charged by educational institutions and are directly
related to an eligible student’s course of study).

In addition, to further assist taxpayers who are saving to pay these qualified higher
education expenses, deductible IRAs and Special IRAs would be expressly permitted to invest
in qualified State prepaid tuition program instruments to the extent provided by the Secretary.
In general, a qualified State prepaid tuition program instrument is one issued under a
program established or maintained by a State, that can be converted into a percentage of
tuition expenses for an individual if the funds are used to pay tuition expenses, or can be
redeemed for an amount not less than the purchase price (less any reasonable administrative
fees), if the funds are not used for education. To the extent a qualified instrument held by an
IRA is converted into tuition and fees, the IRA owner will be treated as having received a
distribution from the IRA to pay qualified higher education expenses. No inference is
intended as to the tax treatment of prepaid tuition programs under current law or for other
purposes of the Code.

First-time home purchasers. The early withdrawal tax would not apply to the extent
the amount withdrawn is used to pay qualified acquisition, construction, or reconstruction

costs with respect to a principal residence of a first-time home buyer who is the taxpayer, the
taxpayer’s spouse, or the taxpayer’s child or grandchild.

Unemployment. Withdrawals would not be subject to the early withdrawal tax if (1)
the individual has separated from employment, (2) the individual has received unemployment
compensation for 12 consecutive weeks, and (3) the withdrawal is made during the taxable
year in which the unemployment compensation is received or the succeeding taxable year.

Medical care expenses and nursing home costs. The proposal would extend to IRAs
the present-law exception to the early withdrawal tax for distributions from qualified plans
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and tax-sheltered annuities for certain medical care expenses (deductible medicgl expenses
that are subject to a floor of 7.5 percent of AGI) and would expand the exception for IRAs to
allow withdrawal for medical care expenses (in excess of 7.5 percent of AGI) of the

taxpayer’s child, grandchild, parent or grandparent, whether or not that person otherwise
qualifies as the taxpayer’s dependent.

In addition, for purposes of the exclusion from the early withdrawal tax for .
distributions from IRAs, the definition of medical care would include expenses for qualified
long-term care services for incapacitated individuals.

The proposal would be effective January 1, 1996. To ensure that the budget reaches
balance in 2002, the proposal would be allowed to sunset on January 1, 2001, if the fiscal
dividend for the year 2000 is not at least $20 billion.



INCREASE IN SELF-EMPLOYED INDIVIDUALS’
DEDUCTION FOR HEALTH INSURANCE COSTS

Current Law

Under present law, the tax treatment of health insurance expenses depends on whether
the taxpayer is an employee and whether the taxpayer is covered under a health plan paid for
by his or her employer. An employer’s contribution to a plan providing accident or health
coverage for the employee (and the employee’s spouse and dependents) is excludable from an
employee’s income. The exclusion is generally available for owners of a business who are
also employees.

In the case of self-employed individuals (i.e., sole proprietors or partners in a
partnership), a deduction is allowed for 30 percent of the amount paid for health insurance
for the self-employed individual and the individual’s spouse and dependents. The 30-percent
deduction is not available for any month in which the taxpayer is eligible to participate in a
subsidized health plan maintained by the employer of the taxpayer or the taxpayer’s spouse.
The amount of the deduction may not exceed the taxpayer’s earned income, although health
insurance payments in excess of the deductible amount can be taken into account in
determining whether the individual is entitled to an itemized deduction for medical expenses.

For purposes of these rules, more than 2-percent shareholders of S corporations are
treated the same as self-employed individuals.

Other individuals who purchase their own health insurance (e.g., an individual whose
employer does not provide health insurance) can deduct their insurance premiums only to the
extent that the premiums, when combined with other unreimbursed medical expenses, exceed
7.5 percent of adjusted gross income.

Reasons for Change

The deduction for health insurance costs of self-employed individuals should be

increased to provide greater equity between employees and self-employed individuals and to
encourage broader health care coverage.

Proposal
The percentage of a self-employed individual’s deduction would increase to 35 percent

for 1996 and 1997, 40 percent for 1998, 45 percent for 1999, and 50 percent for 2000 and

thereafter. This proposal is similar to a provision contained in the Revenue Reconciliation
Act of 1995 as passed by Congress.

To ensure that the budget reaches balance in 2002, the deductible percentage would
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be allowed to revert to 30 percent after 2000 if the fiscal dividend for the year 2000 is not at
least $20 billion.
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INCREASED EXPENSING FOR SMALL BUSINESSES

Current Law

In lieu of depreciation, a taxpayer with a sufficiently small amount of annual
investment may elect under section 179 to deduct up to $17,500 of the cost of qualifying
property placed in service for the taxable year. In general, qualifying property is defined as
depreciable tangible property that is purchased for use in the active conduct of a trade or
business. The $17,500 amount is reduced (but not below zero) by the amount by which the
cost of qualifying property placed in service during the taxable year exceeds $200,000. In
addition, the amount eligible to be expensed for a taxable year may not exceed the taxable
income of the taxpayer for the year that is derived from the active conduct of a trade or
business (determined without regard to this provision). Any amount that is not allowed as a
deduction because of the taxable income limitation may be carried forward to succeeding
taxable years (subject to similar limitations).

Reasons for Change
Increasing the maximum investment that may be expensed for small businesses would
provide an incentive for small businesses to increase their investment in capital assets. In

addition, the proposal would simplify tax reporting for eligible small businesses.

Proposal

The proposal would increase the amount allowed to be expensed under Code section
179 from $17,500 to $25,000. The increase would be phased in as follows:

Taxable year Maximum expensing
1996 19,000
1997 20,000
1998 21,000
1999 22,000
2000 23,000
2001 24,000
2002 and thereafter 25,000

This proposal is similar to a provision contained in the Revenue Reconciliation Act of
1995 as passed by Congress.

The provision is effective for property placed in service in taxable years beginning
after December 31, 1995. To ensure that the budget reaches balance in 2002, the expensing
level would be allowed to revert to $17,500 for property placed in service in taxable years
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beginning after December 31, 2000, if the fiscal dividend for the year 2000 is not at least
$20 billion.
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EXPANSION OF ESTATE TAX EXTENSION
PROVISIONS FOR CLOSELY HELD BUSINESSES

Current Law

Estate tax attributable to certain interests in closely held businesses may be paid in
installments over up to 14 years (interest only for four years followed by up to ten annual
installments of principal and interest). A special four-percent interest rate is provided for the
tax deferred on the first $1 million of value. The regular IRS rate on tax underpayments
applies to values over $1 million. An estate is eligible for the installment payment provision
if the value of the business interest included in the estate equals at least 35 percent of the
value of the adjusted gross estate. Eligible business interests include those operated as
proprietorships, partnerships or corporations, but partnerships and corporations qualify only
if they have 15 or fewer owners, or the estate owns 20 percent or more of the value of the
entity.

In general, an executor can only take advantage of the installment payment provision
if the entity is owned directly by the estate operates a trade or business. Under a special rule
added in 1984, an executor can elect to look through certain non-publicly traded holding
companies to determine whether an estate includes an interest in an active business eligible
for the installment treatment, but if the election is made, neither the five-year deferral nor
the four percent interest rate applies.

A special estate tax lien applies to property on which the tax is deferred during the
installment payment period. Interest paid on the deferred estate tax is allowed as a deduction
against either the estate tax or the estate’s income tax obligation. Claiming the estate tax
deduction requires an annual filing of a supplemental estate tax return which is complicated
due to iterative computations.

Reasons for Change

The installment payment provisions need to be expanded in order to better address the
liquidity problems of estates holding farms and closely held businesses. The $1 million cap
on the four percent interest rate has been in effect since 1976. An increase is necessary in
order to adjust for inflation. Furthermore, the annual computations involved in claiming an
estate tax deduction for interest paid are complex and result in numerous disputes.

The holding company rule should be expanded to include partnerships so that the
choice of entity does not affect the availability of the installment payment plan.
Furthermore, the estate should not be forced to forego the benefits of the five-year deferral
and lower interest rate simply because of the structure of the business entity.

Some businesses find it difficult to obtain the credit needed for day-to-day operations
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when business property is subject to an IRS tax lien.

Proposal

The proposal would increase the cap on the special low interest rate so that it applies
to the tax deferred on the first $2.5 million of value of the closely held business. The 4
percent rate would be reduced to 2 percent, and the rate on values over $2.5 million would
be reduced to 45 percent of the usual IRS rate on tax underpayments. The interest paid on
deferred estate tax would not be deductible for estate or income tax purposes.

The proposal also would expand the availability and benefits of the holding company
exception to include partnerships that function as holding companies. In addition, an estate
using the holding company exception (as modified by this proposal) would also be able to
take advantage of the five-year deferral and the 2 percent interest rate, thus providing the
same relief to closely held businesses whether owned directly or through holding companies.
Finally, the non-readily-tradable stock requirement under the holding company rule would be
clarified and expanded to include publicly traded partnerships.

The proposal would authorize the Secretary to accept security arrangements in lieu of
the special estate tax lien.

The proposal would be effective for decedents dying after December 31, 1996.
However, estates deferring estate tax under current law may make a one-time election to use
lower interest rates and forego the interest deduction.
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THE NEST -- A SIMPLE RETIREMENT PLAN FOR SMALL BUSINESS

Current Law

Under current law, an individual may make deductible contributions to an individual
retirement account or individual retirement annuity (IRA) up to the lesser of $2,QOO or
compensation (wages and self-employment income). (The dollar limit is $2,250 if the
individual’s spouse has no compensation.) If the individual (or the individual’s spouse) is an
active participant in an employer-sponsored retirement plan, the $2,000 limit on deductible
contributions is phased out for couples filing a joint return with adjusted gross income (AGI)
between $40,000 and $50,000, and for single taxpayers with AGI between $25,000 and
$35,000. To the extent that an individual is not eligible for deductible IRA contributions, he
or she may make nondeductible IRA contributions (up to the contribution limit).

The earnings on IRA account balances are not included in income until they are
withdrawn. Withdrawals from an IRA (other than withdrawals of nondeductible
contributions) are includible in income, and must begin by age 70 1/2. Amounts withdrawn
before age 59 1/2 are generally subject to an additional 10 percent tax. The additional tax
does not apply to distributions upon the death or disability of the taxpayer or to substantially
equal periodic payments over the life (or life expectancy) of the IRA .owner or over the joint
lives (or life expectancies) of the IRA owner and his or her beneficiary.

Simplified employee pensions (SEPs) and, for employers with 25 or fewer employees,
salary reduction SEPs (SARSEPs), are employer-sponsored plans under which employer
contributions and, in the case of SARSEPs, employee-elected salary reduction contributions
are made to IRAs established by employees. An employer that adopts a SEP must contribute
to the SEP for every employee who has attained age 21, has worked for the employer during
at least three of the immediately preceding five years, and is paid at least $400 (for 1996, as
adjusted for cost of living) by the employer for the year. Thus, for example, an employer
would have to make a SEP contribution for an employee who worked for the employer one
hour per year in the preceding three years and worked 40 hours (and earned $400) in the
current year, if the employer was making contributions for any other employee for the year.
SEPs do not allow employees to make elective contributions through salary reduction.

SARSEPs allow employees to make elective contributions, but cannot provide for
employer matching contributions. SARSEPs are available only to for-profit employers that
had 25 or fewer employees at all times during the preceding year. In addition, special
eligibility and nondiscrimination rules apply to SARSEPs. If at least 50 percent of the
eligible employees do not choose to make elective contributions to a SARSEP in a year, then
no employee can make elective contributions. An employer with 25 or fewer employees may
fall below the 50 percent threshold (and out of SARSEP eligibility) from year to year.

SARSEPs are subject to the top-heavy rules. A SARSEP is considered top-heavy if
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the aggregate accounts of key employees in the plan exceed 60 percent of the aggregate
accounts of all employees in the plan. If a SARSEP is top-heavy and any key employee of
the employer makes elective contributions of at least 3 percent of pay, then the employer
must make minimum contributions of 3 percent of pay for all non-key employees -- even if
those non-key employees also make elective contributions of 3 percent of pay.

Reasons for Change

The tax-favored employer retirement plans currently available under the Internal
Revenue Code have not been sufficiently successful in attracting small employers. In 1993,
for example, only 24 percent of full-time workers in private firms with fewer than 100
employees were covered by employer retirement plans. In contrast, 73 percent of full-time
workers in firms with 1,000 or more workers were covered.

The administrative cost and complexity associated with traditional qualified retirement
plans often discourage small employers from sponsoring these plans. For employers with
few employees, the cost of maintaining the plan may be large relative to the benefits
provided to employees. As a result, pension coverage of employees of small employers is
significantly lower than the pension coverage of employees of larger employers.

SEPs and SARSEPs, which were designed for small employers, are perceived by
many employers as overly complicated and impractical. The nondiscrimination and
eligibility rules applicable to SARSEPs make it difficult for an eligible employer to maintain
a SARSEP on an ongoing basis. An eligible employer cannot encourage employees to make
elective contributions through the incentive of offering to match employee contributions
dollar-for-dollar or otherwise.

The inability to offer matching contributions makes it difficult for the employer to
satisfy the SARSEP nondiscrimination test. Under this test, elective contributions for any
highly compensated employee are limited to 125 percent of the average elective contributions
for all nonhighly compensated employees for the year. Thus, highly compensated employees
are limited to very low levels of elective contributions unless other employees make
significant elective contributions -- which they are less likely to make without the incentive
of a matching contribution. Concerns have also been raised that, where SEPs and SARSEPs
are used, there may be significant noncompliance with the statutory requirements.

Proposal

The proposal would allow employers with 100 or fewer employees to adopt a new
simple retirement plan. The new plan would be known as the National Employee Savings

Trust, or "NEST."

The NEST would operate through individual IRA accounts for employees, and would
incorporate design-based nondiscrimination safe harbors similar to those the Administration is
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proposing for 401(k) plans. Like other IRA accounts, investment in NEST accounts would
be directed by each employee. By eliminating or greatly simplifying many of the rules that
apply to other qualified retirement plans, including 401(k) plans, the NEST would remove
major obstacles that deter many small employers from setting up retirement plans. The
current SEP and SARSEP rules would not be eliminated or modified, but would remain in
place.

Funding Through IRAs

Use of TRAs as the funding vehicle. All employee and employer contributions to
NESTs would be made to IRAs, and the IRA rules would govern except where otherwise
specified.

Initial use of specific financial institution. In order to simplify plan administration for
employers, an employer could require that all of its participating employees use a designated
financial institution’s IRAs as the recipient of NEST contributions -- but only if participants
were notified in writing that a participant could move his or her account balance (in a
trustee-to-trustee transfer) without charge to another IRA at any time. This notification could
be incorporated into the annual disclosure to employees regarding the NEST (described
below) or could be provided separately. ‘

Employer Eligibility

100-employee limit. Any employer, including a tax-exempt organization or
governmental entity, would be eligible to make a NEST program available to its employees
in a given year if the employer had no more than 100 employees in the prior year. For this
purpose, employees would be counted only if they had at least $5,000 of compensation (as
reported on Form W-2) from the employer. The "employer" would be determined on a
"controlled group" basis (i.e., aggregating 80 percent affiliates).

Two-year grace period. If an eligible employer established a NEST program and,
subsequently, the number of employees grew to exceed 100 (based on the prior year’s
employment), the employer would continue to be eligible to provide a NEST for the current
and subsequent year. After that two-year "grace period," the employer would cease to be
eligible unless the employee count again dropped to 100 or fewer (based on the prior year’s
employment). If an eligible employer ceased to meet the 100-employee test because of an
acquisition, disposition or similar transaction, the NEST program could continue only if no
significant changes in coverage occurred.

Emplovee Eligibility to Participate and Vesting
Two-year eligibility. Each employee who attained age 21 and completed two

consecutive years of service with the employer generally would be eligible to participate in
the NEST. A "“year of service" would be defined as a calendar year during which an
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employee’s W-2 compensation from the employer was at least $5,000. An employer could
choose to allow all employees to participate earlier than upon attainment of age 21 and
completion of two years of service. Nonresident aliens and employees covered under a
collective bargaining agreement would not have to be eligible to participate in a NEST.

Participating employees who drop below_the $5,000 threshold or whose employment
terminates mid-year. Once an employee became eligible, the employee would be entitled to

make elective contributions and receive any employer matching contributions for a year
without regard to the employee’s compensation during the year. All eligible employees with
at least $5,000 of compensation from the employer for the year would receive a nonelective
employer contribution for that year. However, no nonelective employer contributions would
be required for eligible employees with less than $5,000 of compensation for the year, unless
the employer chose a lower compensation threshold for all eligible employees.

Portability/100 percent vesting. All contributions would be 100 percent vested

immediately and would be fully portable, even during the two-year holding period (described
below).

No Nondiscrimination Testing
Nondiscrimination tests not applicable. NESTs would not be subject to:
] the top-heavy rules;

° the nondiscrimination rules that apply to elective contributions under a
401(k) plan (the "ADP" test);

o the nondiscrimination rules that apply to matching contributions (the
"ACP" test); or

L the nondiscrimination rules that apply to SEPs and SARSEPs. (Thus,
for example there would be no 50 percent participation requirement,
and no 125 percent test.)
HCE determinations irrelevant. Because NESTs would not be subject to any
nondiscrimination tests, an employer that offers a NEST would not be required to determine
which employees are "highly compensated employees. "

Contributions

NESTs would receive nonelective employer contributions and, depending on the
option selected by the employer, elective contributions and employer matching contributions.

Design-based safe harbors. In lieu of top-heavy and nondiscrimination rules, every
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NEST would be required to choose annually to satisfy one of the following two design-based
safe harbors (generally similar to the Administration’s proposed 401(k) safe harbors):

(1)  The employer makes a nonelective contribution of at least 3 percent of compensation'
for each eligible employee. The employer may choose to allow employee elective
contributions in addition to the employer nonelective contributions (an employer who
wants to combine nonelective contributions with matching contributions may use the
second safe harbor.)

(2) The employer makes a nonelective contribution of at least 1 percent of compensation
for each eligible employee and allows employee elective contributions. The employer
must provide a 100 percent matching contribution on the employee’s elective
contributions up to 3 percent of compensation and a matching contribution of at least
50 percent (and no greater than 100 percent) on the next 2 percent of employees’
elective contributions. The employer may not provide any other matching formula,
including a more generous formula. Although this safe harbor would require a 1
percent nonelective employer contribution, the top-heavy rules would not apply, as
noted above. This means that those employers that otherwise would have been
required to make a 3 percent top-heavy minimum contribution for each non-key
employee would have to make only a 1 percent nonelective contribution. In addition,
employers that offer a NEST would be relieved of the requirement to test the NEST
for top-heavy status.

Employee elective contributions. The limit on an employee’s annual elective
contributions (i.e., salary reduction contributions) to a NEST would be $5,000. (Elective
contributions to 401(k) plans are currently limited to $9,500.) The NEST limit would remain
at $5,000 until the section 402(g) limit exceeded $10,000; then, the NEST limit would be
indexed to (and remain at) one half of the section 402(g) limit for each year.

Nonelective employer contributions. A NEST could provide for discretionary
nonelective employer contributions in excess of the safe harbor minimums (1 percent or 3
percent) from year to year. Any such nonelective employer contributions in excess of the 1
percent or 3 percent minimums would have to be an equal percentage of compensation for all
eligible employees. Total nonelective contributions (both the safe harbor minimums and
discretionary contributions) could not exceed 5 percent of compensation.

Section 404 deduction limit not applicable. The employer would be permitted to

! The $150,000 compensation limit that applies for purposes of the deduction and
contribution limits for qualified plans, SEPs, and SARSEPs would apply for purposes of
determining NEST contributions. However, for purposes of the NEST, a simplified

definition of compensation would apply -- compensation would be determined before elective
contributions were subtracted from compensation.
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deduct the elective, matching, and nonelective contributions described above (within the
contribution limits described) without regard to any separate percent-of-compensation
limitation (i.e., there would be no limit comparable to that imposed by section 404(a)(3)).

Timing of Contributions

Elective contributions. Employee elective contributions would be required to be
deposited in employees’ accounts by the time required under Title I of ERISA for elective
contributions to a 401(k) plan.

Quarterly employer contributions. Employer matching contributions would be
required to be deposited in employees’ accounts (IRAs) no less frequently than quarterly.
Employer nonelective contributions would also be required to be deposited no less frequently
than quarterly -- but only for employees who as of the end of the quarter were paid at least
$5,000 (or any lower threshold adopted by the employer) for that calendar year. If an
employee did not reach the threshold until the second, third, or fourth calendar quarter, the
employer would be required, after the threshold had been reached, to make nonelective
contributions for both the current and all preceding calendar quarters in the year.
Contributions for any calendar quarter would be required to be deposited within 45 days after
the end of that quarter.

Distributions

Two-year holding period. NEST contributions (and attributable earnings) would be
subject to a two-year holding period beginning on the first day of the calendar year for which
the contribution was made. This two-year restriction on withdrawals would apply whether or
not the participant had incurred a termination of employment.

Otherwise, distributions from NEST IRAs would be subject to the same rules as
distributions from IRAs generally (as distinguished from 401(k) or other qualified plans) --
no other restrictions would be imposed. The additional 10 percent tax on premature
-distributions would apply to distributions before age 59 1/2. During the two-year holding
period, contributions and earnings could be rolled over to another IRA -- but the original
two-year holding period would continue to apply to the rolled-over amounts in the recipient
IRA.

Rollovers. NESTSs could originate and receive transfers from other IRAs (whether
NESTs, SEPs, SARSEPs, or other IRAs). NESTSs could also receive rollovers from
qualified plans. All movement of NEST funds to other IRAs, whether or not during the two-
year holding period, would be required to be carried out in the form of a trustee-to-trustee
transfer. Any amounts rolled over or transferred to a NEST would not be subject to the two-
year holding period unless they were amounts transferred from a NEST for which the two-
year holding period had not yet elapsed.
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Miscellaneous

SEPs and other plans permitted. An employer that maintains a NEST could also
maintain tax-qualified plans or SEPs, other than a plan that allows for elective contributions
or matching contributions. For example, if the employer maintained a 401(k), salary
reduction or matching 403(b), or SARSEP plan, and wished to establish a NEST, it would
have to freeze (but not terminate) the 401(k), 403(b), or SARSEP plan.

If an employer did maintain another plan, compliance of the NEST with the NEST
requirements would be determined without regard to the other plan. The other plan would
have to take the NEST into account only for purposes of the section 404 deduction limits and
the section 415 contribution and benefits limitations. For example, the top-heavy rules and
nondiscrimination rules would apply to the other plan without regard to the NEST.

In the case of an employee who works for two employers, one of which sponsors a
NEST and the other of which sponsors a 401(k), 403(b), or SARSEP plan, the section 402(g)
elective deferral limit for that employee would be coordinated. Elective contributions to the
NEST would have to be taken into account in determining whether the $9,500 limit had been
exceeded under the other plan, but any elective contributions made to the other plan would
not be taken into account in determining whether the $5,000 NEST limit had been exceeded.

Coordination with IRA deduction rules. NESTs would be treated as qualified plans
for purposes of the IRA deduction phase-out rules. Thus, employees who participated in a
NEST would be subject to the phase-out rules for making deductible IRA contributions if
they had AGI in excess of the applicable thresholds.

IRS model form. The IRS would be directed to issue a model NEST document, but
vendors and employers would have the option of using their own documents.

Application of ERISA fiduciary rules. The proposal would limit a plan sponsor’s
fiduciary liability. The sponsor would not be subject to fiduciary liability for the designation
of the NEST trustee or issuer, or the manner in which the NEST is invested, after the
earliest of (1) an affirmative employee election with respect to the initial investment of any
contributions, (2) a transfer to another IRA, or (3) one year after the employee’s NEST is
established, provided that the employee had been properly notified that he or she has a right
to transfer the NEST account balance without charge. The assets held in the NEST would
cease to be plan assets when transferred to another IRA or otherwise distributed as benefits.

Reporting. An employer maintaining a NEST would not be subject to any reporting
requirements (e.g., Form 5500 filing). However, the NEST trustee or issuer would be
required to report NEST contributions on Form 5498, on which IRA contributions are
reported.

Disclosure. Employees would be required to be notified annually in writing of their
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rights under the plan, including, for example, the right to a matching contribution and
information from the NEST trustee or issuer. Similarly, if an employer wanted to change its
safe harbor formula, the employer would be required to notify eligible employees of the
formula that would be used for a year no later than a reasonable time before the employer
required employees to make their elections for the year.

Plan suspension. In order to provide flexibility to an employer that faced an
unexpected financial hardship, employers would generally be permitted to suspend all NEST
contributions (i.e., all elective, matching, and nonelective contributions) at any time during
the year after notifying eligible employees in writing at least 30 days before the suspension.
Only one suspension would be allowed during any year. The Secretary may prescribe rules
to prevent abuse, such as the repeated suspension of a NEST in a manner that prevents
seasonal workers from receiving benefits.

Calendar plan year. The calendar year would be the plan year for all NESTs and
would have to be used in applying all NEST contribution limits, eligibility, and other NEST
requirements.

This proposal would be effective for years beginning after December 31, 1996.

The proposal is similar to a simplified pension plan proposal contained in the Revenue
Reconciliation Act of 1995 as passed by Congress.
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OTHER PENSION SIMPLIFICATION MEASURES

A. 401(K) PLANS FOR TAX-EXEMPT ORGANIZATIONS
Current Law

Except for certain plans established before July 2, 1986, an organization exempt from
income tax is not allowed to maintain a section 401(k) plan. The restriction on tax-exempts,
including state and local governments, sponsoring a 401(k) plan does not apply to money
purchase pension plans maintained by rural electrical cooperatives or cooperative telephone
companies. While a section 401(k) plan can distribute amounts upon hardship or attainment
of age 59 1/2, in accordance with the distribution restrictions generally applicable to pension
plans, these rural cooperative plans generally cannot allow distributions prior to a
participant’s separation from service.

Reasons for Change

The limitation on maintaining a 401(k) plan prevents many tax-exempt organizations
from offering their employees retirement benefits on a salary reduction basis. Although tax-
sheltered annuity programs can provide similar benefits, many types of tax-exempt
organizations are also precluded from offering those programs.

It is also appropriate to allow a 401(k) plan maintained by a rural cooperative to

permit distributions to plan participants under the same circumstances as a 401(k) plan
maintained by other employers.

Proposal

The proposal would allow organizations exempt from income tax (other than state or
local governments) and Indian tribes to maintain a 401(k) plan. This proposal would be
effective for plan years beginning after December 31, 1996.

The rules governing distributions from a 401(k) plan of a rural cooperative would be
conformed to those that apply to other 401(k) plans by allowing distributions after attainment
of age 59 1/2 and upon financial hardships. This proposal would be effective for
distributions after date of enactment.

B. REPEAL FIVE-YEAR AVERAGING FOR LUMP SUM DISTRIBUTIONS

Current Law

A distribution that satisfies the many requirements necessary to qualify as a "lump
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sum distribution” is eligible for five-year forward averaging. Under this method, the tax that
is owed on the lump sum distribution is separately calculated and added to the individual’s
other income tax for the year. The separate tax is approximately equal to five times the tax
that would apply to one-fifth of the distribution, assuming the taxpayer had no other taxable
income. Because the tax on the distribution is calculated separately from other income and
because the distribution is taxed at the marginal rate that would apply to one-fifth of the
distribution, a recipient who receives a large distribution in one taxable year may be able to
benefit from a lower marginal tax rate by using five-year forward averaging.

Prior to the Tax Reform Act of 1986 (TRA 1986), lump sum distributions were
eligible for 10-year averaging rather than five-year averaging. In addition, the portion of a
lump sum distribution attributable to pre-1974 services could be treated as capital gain.
These rules may be used currently only if the employee attained age 50 before January 1,
1986.

Reasons for Change

Both the definition of a lump sum distribution and the calculation of tax under the
five-year averaging method are complicated. In addition, the problem that five-year
averaging addresses (i.e., avoiding the bunching of income in one year, resulting in an
unusually high tax rate for that year) can be achieved by rolling over a lump sum distribution
to an IRA without tax and taking periodic payments from the IRA over five years or more.
In 1992, the availability of tax-free rollovers was expanded and the rules for rollovers were
simplified significantly.

Proposal

The five-year averaging rules would be repealed, effective for lump sum distributions
after December 31, 1998. However, the provisions of TRA 1986 the rules that apply ten-
year averaging and capital gain treatment for employees who attained age 50 before January
1, 1986 would be retained.

C. SIMPLIFY TAXATION OF ANNUITY DISTRIBUTIONS

Current Law

If an employee makes after-tax contributions to a qualified employer retirement plan
or IRA, those contributions (i.e., the employee’s "basis") are not taxed upon distribution.
When the plan distributions are in the form of an annuity, a portion of each payment is
considered nontaxable return of basis. This nontaxable portion is determined by multiplying
the distribution by an exclusion ratio. The exclusion ratio generally is the employee’s total
after-tax contributions divided by the total expected payments under the plan over the term of

the annuity.
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Reasons for Change

The determination of the total expected payments, which is based on the type of
annuity being paid, often involves complicated calculations that are difficult for the average
plan participant. Because of the difficulty an individual may face in calculating the exclusion
ratio, and in applying other special tax rules that may be applicable, the IRS in 1988
provided a simplified alternative method for determining the nontaxable portion of an annuity
payment. However, this alternative has effectively added to the existing complexity because
taxpayers feel compelled to calculate the nontaxable portion of their payments under every
possible method in order to ensure that they maximize the nontaxable portion.

Proposal

A simplified method for determining the nontaxable portion of an annuity payment,
similar to the current simplified alternative, would become the required method. Taxpayers
would no longer be compelled to do calculations under multiple methods in order to
determine the most advantageous approach.

Under the simplified method, the portion of an annuity payment that would be
nontaxable is generally equal to the employee’s total after-tax employee contributions,
divided by the number of anticipated payments listed in a table (based on the employee’s age
as of the annuity starting date). '

The proposal would be effective with respect to annuity starting dates on or after
January 1, 1997.

D. COMMENCEMENT OF MINIMUM DISTRIBUTIONS BEFORE RETIREMENT

Current Law

Under current law, an employee who participates in a qualified employer retirement
plan must begin taking distributions of his or her benefit by the April 1 following the year in
which he or she reaches age 70 1/2. Generally, the so-called "minimum distribution" for

any year is determined by dividing the employee’s account balance or accrued benefit by the
employee’s life expectancy.

Reasons for Change

If the employee is still working and accruing new benefits at age 70 1/2, the new
benefits must be taken into account to determine the minimum amount required to be
distributed for the same year. In effect, a portion of each year’s new benefit accrual is
required to be distributed in the same year. This pattern of contemporaneous contributions
and required distributions causes considerable complication and confusion.
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Proposal

The requirement to distribute benefits before retirement would be eliminated, except
for employees who own more than 5 percent of the employer that sponsors the plan.
Instead, distributions would have to begin by the April 1 following the later of the year in
which the employee reaches age 70 1/2 or the year in which the employee retires from
service with the employer maintaining the plan. If payment of an employee’s benefits were
delayed past age 70 1/2 pursuant to this rule, the benefits ultimately paid at retirement would
have to be actuarially increased to take into account the delay in payment. Without this
increase, the delay in payment could cause the employee to "lose" the benefit payments that
would otherwise have been paid between age 70 1/2 and retirement. The actuarial
adjustment rule and the 5 percent owner rule would not apply to a governmental plan or a
church plan.

The age-70 1/2 requirement would continue to apply to IRAs. Because an IRA is not
maintained by an employer, the initial payment date for an IRA cannot be tied to retirement
from the employer maintaining the plan. (Note that the proposal also includes a separate
item that would change the age-70 1/2 rule to an age-70 rule.)

The proposal would be effective for years beginning after December 31, 1996.

E. SIMPLIFY DEFINITION OF HIGHLY COMPENSATED EMPLOYEE AND REPEAL THE
FAMILY AGGREGATION RULES

Current Law

Definition of highly compensated employee. A qualified retirement plan must satisfy
various nondiscrimination tests to ensure that it does not discriminate in favor of "highly
compensated employees." In order to apply these tests, the employer must identify its
"highly compensated employees." This term is currently defined by reference to a test with
seven major parts. Under this definition, an employee is treated as a highly compensated
employee for the current year, if, at any time during the current year or the preceding year,
the employee:

1) owned more than 5 percent of the employer,

() received more than $100,000 (as indexed for 1996) in annual compensation
from the employer,

(3)  received more than $66,000 (as indexed for 1996) in annual compensation

from the employer and was one of the top-paid 20 percent of employees during
the same year, or
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(4)  was an officer of the employer who received compensation greater than
$60,000 (as indexed for 1996).

These four rules are modified by three additional rules.

(5)  An employee described in any of the last three categories for the current year
but not the preceding year is treated as a highly compensated employee for the
current year only if he or she was among the 100 highest paid employees for
that year.

(6)  No more than 50 employees or, if fewer, the greater of three employees or 10
percent of employees are treated as officers.

(7)  If no officer has compensation in excess of $60,000 (for 1996) for a year, then
the highest paid officer of the employer for the year is treated as a highly
compensated employee.

Family aggregation. If an employee is a family member of either a more-than-3
percent owner of the employer or one of the employer’s ten highest-paid highly compensated
employees, then any compensation paid to the family member and any contribution or benefit
under the plan on behalf of the family member is aggregated with the compensation paid and
contributions or benefits on behalf of the highly compensated employee. Therefore, the
highly compensated employee and all family members are treated as a single highly
compensated employee. For purposes.of this rule, an employee’s "family member" is
generally a spouse, parent, grandparent, child, or grandchild (or the spouse of a parent,
grandparent, child, or grandchild).

A similar family aggregation rule applies with respect to the $150,000 annual limit on
the amount of compensation that may be taken into account under a qualified plan.
(However, under these provisions, only the highly compensated employee’s spouse and
children and grandchildren under age 19 are aggregated.)

Reasons for Change

The definition of highly compensated employee is not only complicated, it classifies
many middle-income workers as "highly compensated employees" who are then prohibited
from receiving higher levels of benefits.

The family aggregation rules greatly complicate the application of the
nondiscrimination tests, particularly for family-owned or operated businesses, and may
unfairly reduce retirement benefits for the family members who are not highly compensated
employees.
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Proposal

Definition of highly compensated employee. The current seven-part test would be
replaced by a simplified two-part test: an employee would be a "highly compensated
employee" for the current year only if the employee owned more than 5 percent of the
employer during the current or preceding year or had compensation from the employer of
more than $80,000 (indexed annually for changes in the cost of living after 1997) during the
preceding year. This dollar threshold would mean that many middle-income Americans no
longer would be subject to nondiscrimination restrictions.

Family aggregation. The family aggregation rules would be repealed.

The proposals would be effective for years beginning after December 31, 1996.

F. REPEAL OF MINIMUM PARTICIPATION RULE FOR DEFINED CONTRIBUTION PLANS
Current Law

Under current law, every qualified defined benefit plan or defined contribution plan is
required to cover at least S0 employees or, in smaller companies, 40 percent of all
employees of the employer. This rule was intended primarily to prevent an employer from
establishing individual defined benefit plans for highly compensated employees in order to
provide those employees with more favorable benefits than those provided to lower paid
employees under a separate plan. The rule prevents an employer from favoring one small
group of participants over another by, for example, covering them under two separate plans
and funding one plan better than the other. -

Reasons for Change

As applied to defined contribution plans, the minimum participation rule adds
complexity for employers without delivering commensurate benefits to the system, given that
the nondiscrimination rules also prevent qualified retirement plans from unduly favoring the
top-paid group of employees. The abuses intended to be addressed by the minimum
participation requirement rarely arise in the context of defined contribution plans.
Accordingly, this requirement adds unnecessary administrative burden and complexity with
respect to these plans.

Proposal

The minimum participation rule would be repealed for defined contribution plans. In
addition, if an employer had only two employees, the rule for defined benefit plans would be
modified to require any such plan to cover both employees.
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The proposal would be effective for plan years beginning after December 31, 1996.

G. SIMPLIFIED NONDISCRIMINATION TESTING FOR 401(K) PLANS
Current Law

The actual deferral percentage (ADP) test generally applies to the elective
contributions (typically made by salary reduction) of all employees eligible to participate in a
401(k) plan. The test requires the calculation of each eligible employee’s elective
contributions as a percentage of the employee’s pay. The ADP test is satisfied if the plan
passes either of the following two tests: (1) the average percentage of elective contributions
for highly compensated employees does not exceed 125 percent of the average percentage of
elective contributions for nonhighly compensated employees, or (2) the average percentage of
elective contributions for highly compensated employees does not exceed 200 percent of the
average percentage of elective contributions for nonhighly compensated employees, and does
not exceed the percentage for nonhighly compensated employees by more than two
percentage points. The actual contribution percentage (ACP) test is almost identical to the
ADP test, but generally applies to employer matching contributions and after-tax employee
contributions under any qualified employer retirement plan.

Both the ADP test and the ACP test generally compare the average contributions for
highly compensated employees for the year to the average contributions for nonhighly
compensated employees for the same year.

When the ADP or ACP test is violated, correction is made by reducing the excess
contributions of highly compensated employees beginning with employees who have deferred
the greatest percentage of pay.

Reasons for Change

The annual application of these tests, and correcting violations of these tests, can be
complicated and costly. For example, because the current year average for the nonhighly
compensated employees is not known until the end of the year, the tests commonly require
either monitoring and adjustments of contributions over the course of the year or complicated
correction procedures and information reporting after the end of the year.

The current correction method often does not affect the most highly paid of the highly
compensated employees: their contributions, as a percentage of pay, are likely to be lower
than the percentage contributions of lower-paid highly compensated employees, even if the
dollar amount of their contributions is higher. For example, if an employee makes $85,000
and contributes $6,000 (7.05 percent of pay), his or her contribution would be reduced
before that of a CEO who makes $150,000 and contributes $9,000 (6 percent of pay).
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Proposal

Design-based safe harbors. The proposal would provide two alternative "design-
based" safe harbors. If a plan were properly designed, the employer would avoid all ADP
and ACP testing. Under the first safe harbor, the employer would have to make nonelective
contributions of at least 3 percent of compensation for each nonhighly compensated employee
eligible to participate in the plan. Alternatively, under the second safe harbor, the employer
would have to make a nonelective contribution of at least 1 percent of compensation for each
eligible nonhighly compensated employee, a 100 percent matching contribution on an
employee’s elective contributions up to the first 3 percent of compensation, and a matching
contribution of at least 50 percent on the employee’s elective contributions up to the next 2
percent of compensation.

A more generous matching contribution formula would also be considered to satisfy
the matching contribution safe harbor, but only if the level of matching contributions did not
increase as employee elective contributions increased and the matching contributions at every
level of compensation were at least as great as they would have been under the safe harbor
formula. However, for purposes of satisfying the matching contribution safe harbor with
respect to the ACP test (but not the ADP test), matching contributions could not be made
with respect to employee elective contributions in excess of 6 percent of compensation. The
safe harbors could not be used to satisfy the ACP test with respect to after-tax employee
contributions, which would be tested separately.

Under both safe harbors, the nonelective employer contributions and the matching
employer contributions would be treated in a manner similar to "qualified nonelective
contributions", including being nonforfeitable immediately and generally not distributable
prior to the participant’s death, disability, termination of employment, or attainment of age
59 1/2. In addition, each employee eligible to participate in the plan would have to be given
notice of his or her rights and obligations under the plan within a reasonable period before
the beginning of any year.

Simplification for plans that chose not to use the design-based safe harbors. The
proposal would also simplify the nondiscrimination rules for plans that chose not to use the
design-based safe harbors. First, the proposal would modify the ADP and ACP tests to
provide that, unless an employer made an election to use current year data, the average
contributions for highly compensated employees for the current year would be compared to
the average contributions for nonhighly compensated employees for the preceding year. An
election to use current year data could be revoked only as provided by the Secretary. For
the first plan year of a 401(k) plan, the average percentage for nonhighly compensated
employees would be deemed to be 3 percent or, at the employer’s election or (except to the
extent provided by the Secretary) in the case of a successor plan, the average percentage for
that first plan year. Second, a simplified correction method would require excess
contributions to be distributed first to those highly compensated employees who deferred the
highest dollar amount (as opposed to the highest percentage of pay) for the year. Under this
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approach, the lower-paid highly compensated employees would no longer tend to bear the
brunt of the correction method.

The design-based safe harbors would be effective for years beginning after December
31,1998. The proposal relating to prior-year data and the correction procedures would be
effective for years beginning after December 31, 1996.

H. SIMPLIFICATION OF RULES RELATING TO MAXIMUM CONTRIBUTIONS AND
BENEFITS

Current Law

Annual additions to a defined contribution plan for any participant are limited to the
lesser of $30,000 (for 1996) or 25 percent of compensation. Annual benefits payable under a
defined benefit plan are limited to the lesser of $120,000 (for 1996) or 100 percent of "three-
year-high average compensation.” (Reductions in the dollar or percentage limit for defined
benefit plans may be required if the employee has fewer than 10 years of plan participation
or service.)

An employee who participates in a qualified defined benefit plan and a qualified
defined contribution plan of the same employer must also satisfy a combined plan limit. This
limit is satisfied if the sum of the "defined benefit fraction" and the "defined contribution
fraction" is no greater than 1.0.

The defined benefit fraction measures the portion of the maximum permitted defined
benefit that the employee actually uses. The numerator is the projected normal retirement
benefit, and the denominator is generally the lesser of 125 percent of the dollar limitation for
the year or 140 percent of the employee’s percent of pay limitation.

The defined contribution fraction measures the portion that the employee actually uses
of the maximum permitted contributions to a defined contribution plan for the employee’s
entire career with the employer. The numerator is generally the total of the contributions
and forfeitures allocated to the employee’s account for each of the employee’s years of
service with the employer. The denominator is the sum of a calculated value for each of
those years of service. The calculated value is the lesser of 125 percent of the dollar
limitation for that year of service, or 35 percent of the participant’s compensation. Because
of the historical nature of this fraction, its computation is extremely cumbersome and
requires the retention of various data for an employee’s entire career.

The combined plan limit is not the only Code provision that safeguards against an
individual accruing excessive retirement benefits on a tax-favored basis. There are maximum
limits for both defined benefit and defined contribution plans. In addition, a 15 percent
"excess distribution" penalty was enacted in 1986 to achieve many of the same goals as the
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combined plan limit. A distribution is generally considered an "excess distribution” to the
extent all distributions to an individual from all of the individual’s qualified employer plans
and IRAs exceed a specified dollar limit ($155,000 in 1996) during a calendar year. The
limit is multiplied by five (i.e., $775,000 in 1996) for a lump sum distribution. Excess
distributions made after death are subject to an additional estate tax of 15 percent. Other
rules also protect against tax-favored excessive benefits.

For purposes of the various compensation limits, compensation generally does not
include employer contributions (including elective deferrals) made to section 401(k) plans,
section 403(b) annuities, section 125 cafeteria plans, and certain other employee benefit
plans.

If benefits under a defined benefit plan begin before social security retirement age, the
dollar limit must be actuarially reduced to compensate for the earlier commencement. The
reduction to the dollar limit for commencement between age 62 and social security retirement
age is based on the early commencement factors used for social security. Certain special
rules apply to governmental plans. In addition, if benefits are paid in a form other than a
straight life annuity (or a joint and survivor annuity), the benefits must be adjusted to an
actuarially equivalent straight life annuity prior to comparison with the dollar limitation.

The interest rate that must be used for the actuarial reductions for any commencement
prior to age 62, and for purposes of the benefit adjustment, depends on the form of the
benefit that is being paid. If the benefit is being paid in an annuity distribution, the interest
rate that must be used for both of these adjustments is the greater of 5 percent or the interest
rate used for the parallel adjustments under the plan. However, if the benefit is being paid
in a nonannuity form (e.g., a single sum distribution), the interest rate that must be used for
. both of these adjustments is the greater of the interest rate applicable under section 417(¢e)(3)
-or the interest rate used for the parallel adjustments under the plan.

Reasons for Change '

Because other provisions of the Code, such as the excise tax on excess distributions,
go far toward ensuring that an individual cannot accrue excessive retirement benefits on a
tax-favored basis, the complexity of the combined plan limit is not justified.

The exclusion of elective deferrals restricts the amount that employees can accrue
under a qualified plan. Because the dollar limit is usually the operative limit for a highly
compensated employee, and the percent-of-compensation limit is usually the operative limit
for nonhighly compensated employees, the exclusion of elective contributions from the
definition of compensation is not only complicated, but it primarily limits benefits for
nonhighly compensated employees.

The qualified plan limitations are uniquely burdensome for governmental plans, which
have long-established benefits structures and practices that may conflict with the limitations.
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In addition, some state constitutions may significantly restrict the ability to make the changes
needed to conform the plans to these limitations.

These limitations also present problems for many multiemployer plans. These plans
typically base benefits on years of credited service, not on a participant’s compensation. In
addition, the 100 percent-of-compensation limit is b